Financial Accounting

CHAPTER 5

The Accounting Cycle

Reporting Financial Results

After studying this chapter, you should be able to:

Learning Objectives

~ Prepare an income statement, a statement of retained earnings,
and a balance sheet. Edgd '

Explain how tﬁe ihcome statemer_it and the statement of retained
earnings relate to the balance sheet.

r'*"’\

%

LO5-3  Explain the concept of adequate disclosure.

i

LO5-4  Explain the purposes of closing entries; prepare these entries.

§

LOS-5  Prepare an after-closing trial balance.

g

LO5-6  Use financial statement information to evaluate profitability and
liquidity.

LO5-7

§

Explain how interim financial statements are prepared In a
business that closes its accounts only at year-end.

o538

H

Prepare a worksheet and explain its uses.”

* Supplemental Topic, “The Worksheet.”
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ABERCROMBIE & FITCH

Abercro i
mbie & Fitch i
ot o & Fitch is a multinational specialty retailer
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, personal care products,

nd va
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0Us accessories
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million, $8.4 million of which was recognized in 2014

and $81.5 million that was recognized in 2013. The
restructuring charges will be
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ognized in the future. The restructuri
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terminations and store closure costs,

relate to lease

and to asset impairments.
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i l-purpose financial statementg
i i companies prepare general- )
In this c!laptetr. wec:::girtr(l)l:e :,?‘;”manage“' In addition, we dxscus§ how certain elvems are
gfedl b)édl?zet;: ;Sc')tes that ac’company financial statements. We a1§0 flllﬂstl't‘c;fnse‘fﬂa methods
- ili i ial statement information.
ing liquidi fitability using financia _ .
o zag;uﬁgrl;qu\:ilgmaggui?dltll ﬁrtgt of the eight steps in the accguntmg cyczle by illustrat-
ing how z(i)pve:rni’ght Auto Service (1) captured (ioumalized? econoqr;;: l;::lents, (fr()) po's;ted these
: actions to its general ledger, and (3) prepared an unadjusted tri alance from its genera]
:?;inse account balances. We continued our illustration of the accounting c_:ycle in Chapter,o,
by %4)r performing the adjusting entries made by Overnight and (5) presenting the company’s
djusted trial balance at year-end. . o .
: ]In this chapter, we complete the accounting cycle by (6) prepanflg Overnight’s ﬁ,nanclal
statements, (7) performing year-end closing entries, and (8) presenting the company’s after.

closing trial balance.
T &’repa ring Financial Statements j
. LEARNING oBJECTIVE Publicly owned companies—those with shares listed on a stock exchange—have obligations
Prepare an income - to release annual and quarterly information to their stockholders and to the public. These
_ff'ia?:‘ez“:;n?:!f:’";zg':f companies don’t simply prepare financial statements—they publish annual Teports.
 balance sheet. :

An annual report includes comparative financial statements for several years and a wealth

of other information about the company’s financial position, business operations, and future
prospects. (For illustrative pur

poses, the financial statements of Home Depot, Inc., appear
in Appendix A.) Before an annual report is issued, the financial statements must be audited
by a firm of certified public accountants (CPAs). Publicly owned companies must file their
audited financial statements and detailed supporting schedules with the Securities and

Exchange Commission (SEC), and the auditing firm must be registered with the Public Com-
pany Accounting Oversight Board (PCAOB).

Dusy season.! We cannot adequately discuss all of the activi-
on of an annual e

_ port in a single chapter. Thus, here we
cial statements,

balance sheey. No
other three re

of Chapter |

te that we haye not i
. Included Overpight's « cash flows
POrts. An in-depth discussio night’s statement of

; n of the statement of cash flows is the primé’y

052, THE INCOME sTATEMENT "
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;“I et o :.% l:lﬂmomﬂn t ll::p(;mm financig| Satemeny. Tp. " T income statement is the m arize the OF"1 e
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d their fiscal year on cember gﬁ*‘%na: high point in bu
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OVERNIGHT AUTO SERVICE j EXHIBIT 5-1
ADJUSTED TRIAL BALANCE . Adjusted Trial Balance
DECEMBER 31, 2018 ;
Cash .. ovoe e R s SLLLLLTTE S APU PP $ 18592 \
Accounts receivable ... ool FYEEY e e, 7.250
" Shop supplies ... .- T P T EETTETERRPINS 1,200
" Unexpired insurance ... I S 48 S 5w v« 3,000
Joolsandequipment ... o il 12,000
" Accumulated depreciation: tools and equipment .............. ... 2,200
_Building .. ... B § o 56 5 9 89 § 3 ¥ QUTURTEINE § § £y sesscsens 4 36,000
Accumuiated depreciation:building ... ..o L $ 1650 &
CHB L e snnn 07 08 i s s 2 e = 3% s e 52,000 § }
Notes payable ... ... EERRERTIR w348 0§ s & EEEETIRE 4000 § Balance sheet accounts
" Accounts payable .. ... ... ., B T P 25 etirs g0 o o 2,650
Wages payable ............ B e T % e Bevce et & % e i s 1,950
Income taxes payable ......... R R R PR RETE PR o 5,580
Interest payabie ' ) ‘ 30
Uneameq fent revenue ........ ot . G i e el 6,000
~Capital stock ....... G BTN T e R 80,000
Retained earnings (Note: still mustbe - - - o B ' = 5 _ ‘ J
updated for transactions recorded in the accounts . Statement of retained
listed below. Closzlng entries serve this pUrpOSE.) « v vvess eeens 0 earnings accounts
Dividends ... ... . A R e e P s 8 § fRS . 14,000
Repair service revenue ............. 2,558 s el o s Fon § e 172,000
-~Re_ﬂ;revenueearned:..;..-_...;.,.....;,..' ..... e e e 3,000
AMriSing Gxpense ., .7 il i et e 3,900
Wogesexpense ... it 11 . 68,750
Supplies ex ' | | 7,500
Dense.......!.;,.,,._._.,.-.,_*....‘........._.., ----- [
Depreciation expense: heiiirime ‘ ' 1.650 Income statement accounts
Be Pense: bullding . .....oc...iiiia e
Uﬁpf'ec'atlorl expense: 100ls and equIPMeNt .. . ... ......ocevoenes 2,200
| s expense AP 19,400
' muranceemenseﬁ....;,...‘....' ............................. 15,000
e’ESt expense ............ 2 30
Tbesexpense, o e e emmnanP A e oL R —
: $279,100  $279.100
e

“lene: “Vehue gng ex ' o -
ny' q: - PeNSes shown in Overnight's income sta

;‘;:smd trial balance. Overnight's 2018 income §
n * .
% tha gy, o> fOF the year, thus producing a net income :am I ciso duet

ent are taken directly from

tatement Shows that rev-

£ $39,942. Bear in mi:\:e.
Ty, . O
A,:p?mns an e::iCasurement of net income is not absolutely acc

Ing Mates in the accounting process.

dcp . .Ome )
. @ oy~ SI?I:ament has certain limitations. For instance, th;tl:;n:;‘:lpaﬂ
Widtnc o Ment, e based upon estimates of the useful lives O

. ven
Iso, the income statement includes only those ©

N X . ioht's ad
"f; oD t°ng)n of Many potential customers. A good customcz
e in 4 Profitable operations; however, the developmen

sured 0
® ncome statomant p cause its value cotbg meé

shown for
y's build-
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EXHIBIT 5-2 OVERNIGHT AUTO SERVICE
Overnight Auto Service's INCOME STATEMENT
Financial Statements FOR THE YEAR ENDED DECEMBER 31, 2018
¢, Revenue: e $172,000
Repair Service revenUe ..........oocoeeeerrmsrmssss e 500
RENt TEVENUE @AINEH oo oo evernernenasamsesssmem s m st mnioe Feoe
TORE] FOUBTEE o.oomcceie § & § R 2 ¥ # & v SEBMEwmmb AR R 7 2 = =0 BE2E
Amounts are taken directly Expenses: . $ 3,900
from the adjusted trial balance AVErtiSING . .« oo nnvnneee eI 58,750
WaGES EXPENMSE. . .« ouvvesennnnsrrnnesssssnsnn et mnnn s S
SUPPNES BXPENSE « .o ovveenseressnsssesrs e n st 1'550
Depreciation: bUllding . .. .. ....oovrreennmereessrransrrrniiints f
‘i PP 2,200
Depreciation: tools and equUIpMENt ... oo ve e iy
Utlht!esexpense.....................‘.,,.....‘..:‘.:: ......... (5000
T 1] 0 (oL X 35 168uEn
i T T a——————— o Yo FEREREEEEE L :
i it INCOME DEfOre INCOME LAXES . .« v vvevnneenavansnmcaranensnsnssns $ gg:;o
omealsoappearsinthe | e e 628
tatement of retained earni J INCOMELAXES v vt evrernneraranersrnecnanarassssnss
i e NI T oo 1 T DR R $ 39,942 >4
OVERNIGHT AUTO SERVICE
STATEMENT OF RETAINED EARNINGS
FOR THE YEAR ENDED DECEMBER 31, 2018
Retained earnings, Jan. 20,2018 .............ooiiiniiiinnnna .. $ 0
Add: NEtINCOME . ..\ttt e et eare i e e arenns 39942 9
SUBLOtal. . v e e e r E e e P n 2 § e < s ’ $ 39942
Retained Earnings account
also appears in the balance BALANCE SHEET
sheet DECEMBER 31, 2018
B oA CPOEION. ... 2,200 |
Less- Acc ------ R A R R P . 36|000 350 ’\
e umulated depreciation. ................. .. T 1,650 “‘%ﬁ
Totalassets...............'::.': ......................... ' f_‘_,'?f.'_}//gz |
o o me <t 1
Liabilities; les & Stockholders’ Equity
Notes payable ... .. .. g 400 |
Accounts payable ..., .. .. . e R 2-623 |
Wages payable ..., . U e a3 1.380 |
Income taxes payable,.... ... o e "0 |
Interest payable. .., . T o0 .'
Uneamed rent revenue , ... e AR %
Total liabilties, ... el RERTERRRRTES P § 20
Stockholders' equity: CALEREEL LTI - PR ;
Quity: o 3
Capital stock .., .. sg'gﬂ 4
Retained earings. TTTirrreeeeees eeeesieeenents il
s 5105-9‘

200

v,
........
-----
.....
.....
...................

Total stockholders’ equity

| Total liabilities ang stockhold.e.r;" equity L e \
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Preparing Financial Statements

until actual transactions take place. Despite these limitationg the inc
importance to the users of a company’s financial Stafethents ) Ome statement is of vita]

THE STATEMENT OF RETAINED EARNINGS

Retained earnings is that portion of stockholders’ (owners’) eqy: _
income and retaining the related resources in the business, Tlf o Sreated by SAMIg Oet

. . € resour i H
profitable may include, but are certainly not limited to, cash. The statzz:ernett?)l?:: s EE

! ; . . ! tained earn- tatement of retained
ings summarizes the increases and decreases in retained earnings resulting from business earnings

operations during the period. Increases in retained earnings result from earn;
decreases result from net losses and from the declaration of dividends
The format of this financial statement is based upon the following relationships:

ng net income;

Retained E'am.mgs Net . Retained Earnings
at the beginning  + Income Dividends = at the end
of the period of the period

The amount of retained earnings at the beginning of the period is shown at the top of
the statement. Next, the net income for the period is added (or net loss subtracted), and any
dividends declared during the period are deducted. This short computation determines the
amount of retained earnings at the end of the accounting period. The ending retained earnings
(825,942 in our example) appears at the bottom of the statement and also in the company’s
year-end balance sheet. '

Our illustration of the statement of retained earnings for Overnight is unusual in that the
beginning balance of retained earnings at the date of the company’s formatiqn (Jamlan.' 20,
2018) was $0. This occurred only because 2018 was the first year of Overmght’s busqxess
operations. The ending retained earnings ($25,942) becomes the beginning retained earnings

for the following year.

AWord about Dividends In Chapter 3, the declaration and payment of a cash_g:wzfn:
Were treated as a single event recorded by one journal entry. A small corporatlclm choo ia-
fF“’ stockholders may choose to declare and pay a dividend on the same day. In ?liielat ;?fla .
tions, an interya] of a month or more will separate the date of decl'aranon from - i
of payment, A liability account, Dividends Payable, comes into existence when o divi
'S declared ang discharged when the dividend is paid. Because Ouvermight ;e Paid the entire
Gends payahe in its adjusted trial balance, we may assume that it declared ancP

314000 .
X0 on December 31, 2018.2 reported In
Finally :0 : . ’ : . : kholders are nof TEPOTTES
nally, it i important to realize that dividends paid t0 St(:]t a decision by & corporation

Inco it s Y
10 diggy; n:le Statement as an expense. In short, dividends ;:Pl‘t;e mount of the dividend is not

Ingly b. ' 2 portion of its income to stockholders. Th
the computation of income.

THE
The bal?nALANCE SHEET (s, liabilities, and owners' °q::\:{
Uthe . C Sheet [ any’s assets: jability acc®

the e 18ts the amounts of the company Overnight's asse! and liab t gf g

e gk o the accounting period. The balances of .
. ' , - '_1' d

earnings . rectly from the adjusted trial balance 10 Exhvlblt f’in (he statement of retain®

eﬂrnjngs. the eng of the period, $25,942, was determiné

By

; he :
ley on resented in

ance g earing
e . sa
®IS can be presented with asset accounts apP may als ‘;gm of) the

nd ow

rgpo ner,! " i {, e
It S equ . i n the rig n to the
e for qQuity accounts appearing © listed below (rathef' thauny as stoclchOIders

fer to owner

lSe . ’With liabi]. T - 't
“Quip Cion, 1 » lties and owners’ equity
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: $also common for corporations {0 ¢
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i together
heet Subtotals Many companies group tog
S aane . subtotals those assets and liabilities that are con-

nce sheet i X
:fdzep;rgltlerrl:;]: This is referred to as preparing a clals;lf':iedblzalanl::e Sheet,
To be classified as a current assets, an assct must al A i’ hC‘::' or must
be capable of being converted into FaSh Wlfihlﬂ a1s azl‘;e y short period of
time. For most comparies, this period of time 1s usually (l)im? year or less,
Those assets that get used up quickly (e.g., insurance P_°h‘?es and 0fﬁcfe
supplies) are also classified as current assets. Oof Qvermg t's $126,192 in
total assets shown in Exhibit 5-2, the current assets include Cash, Accounts
Receivable, Shop Supplies, and Unexpired Insurance. Thus, $30,042 of
Overnight's total assets is considered current. o

A current liability is an existing debt or obligation that a company
expects to satisfy relatively soon using its curr.cnt assets. Once again, this
period of time is typically one year or less. While not a debt, unearned rey-
enue is often considered a current liability also. All of Overnight’s $20,250
in total liabilities shown in Exhibit 52 are considered current liabilities.

Computing separate subtotals for current assets and current liabilities
is very useful when evaluating a company’s ability to pay its debts as
they come due (see this chapter’s Pathways Connection). The financial
statements of Home Depot, Inc., in Appendix A at the end of this text-
book illustrate how subtotals for current assets and current liabilities are
presented in the balance sheet. Coverage of several other balance sheet
subtotals appears in Chapter 14,

INTERNATIONAL ¢

International Financial Reporting Standard (IFRS) 1 identifies the international reporting requirements
for the presentation of the income statement, balance sheet, cash flow statement, and statement show
ing changes in equity. One very significant difference between the financial reporting requirements
under U.S. GAAP and IFRS requirements is that, under the latter, management and auditors are required
to depart from compliance with standards when it is necessary to achieve a fair presentation. This "t

and fair” override is required if, in the judgment of the management and auditors, compliance with R
Is misleading. '

Relationships amo Fi i
ng t
ot \ g the Financial

f& set of financial statements b
Income statement, statement of r

another. These relationsh;
Exhibit 5-7. e e

. thit e
ccomes easier to understand if we ,ecogm;‘:cd 0
etained earnings, and balance sheet all a%¢ " yia

. : m
emphasized by the arrows in the rght-har

DRAFTING T 1AL
STATEME sHE NOTES THAT ACCOMPANY FINANC

To the users of finan
accounting princ
panied b

mos
adequate disclosure is perhaps thz ouldbﬁa

mply means that financial statemen®® perly
for the statements to be interpreted P

cial Statements,
nciple. This principle s
Y any information necessary



Relationships among the Financial Statements

" Us pa
statements. Drafting these notes can be one of thepmizf :lf llllotes that accompany the financia]
allengi

ng tasks confronting accoun-

; hese disclosure
from the accounting records. Rather, they require an in-dept; :rflt;;:tam:i?;be drawn directly
anding of the compan

y

and its operations, of accounting principles, and of b
. ’ 0 . '
iy s W accounting information is interpreted
Two items always disclosed in the notes to financig] statem,
ods in use and the due dates of major liabilities, Thyg Overni E:lls
should at least include the following notes. ;

are the accounting meth-
s 2018 financial Statements

Note 1: Depreciation policies

Depreciation expense in the financial statements is com
method. Estimated useful lives are 20 years for the buil
equipment.

Note 2: Maturity dates of liabilities

The Coglpany’s notes payable consist of a single obligation that matures on February 28 of
the coming year. The maturity value of this note, including interest charges, will amount to
$4,090. v

Note 1 can be used to help ascertain whether the company may need to replace its
depreciable assets in the near future. For instance, given that the estimated useful life of
Overnight's building is 20 years, and only $1,650 of its $36,000 initial cost has been depre-
ciated, it is reasonable for one to assume that it will not need to be replaced in the foresee-
able future.

The maturity dates reported in Note 2 should be of particular importance to American
National Bank. Specifically, the bank will want to know if Overnight will have enough cash
to pay this $4,090 liability in just two months. The company’s balance sheet curre.ntly reports
cash of $18,592; however, several other liabilities will require an outlay gf cash in excess of
$10,000 in the near future. Furthermore, the company has an $18,000 insurance policy ::;
renew on March 1. Thus, even though Overnight’s income statement reports ne(tj mz(;::eﬁq-
$39,942, the company’s balance sheet suggests that the company may not have adeq

uid assets to satisfy all of its upcoming obligations.

WHAT TYPES OF INFORMATION MU

There is no comprehensive list of all information that sh

. : tradition, and
ments. The adequacy of disclosure is based on a combination of oi(zﬁsr;r?si; e mportant
accountants’ professional judgment. The importance of adoquile dl that promulgates U:S-
"t the Financial Accounting Standards Board (FASE), the tlm );diSclosure framework.
counting standards, has added a project to its agenda © deve opim rove the effect
¢ FASR ' goal in seeking to develop a disclosure framework is t0 1MP

of dj )
d'sck’"“ms in notes to the financial statements.
4 general rule, a company should disclose any

sid :
su Ky Necessary for the statements to be interpreted properly
% things g

gutcd by the straight-line
ding and 5 years for tools and

ST BE DISCLOSED?

ould be disclosed in financial state-

veness

user would con-

i ed .
facts that an inform:  ofien disclose

Thus, businesse

Lawsy; .
. Sc:'suxts pending against the business. o ements
. e.duled Plant closings. he financial St

1gn;
Eifican eyeyg occurring after the balance $
nues

. Cmauy iSSll : ' e .
. comper revnd its key office™

Ustomer, f the
. S that acc nt or more 0
U“Usual ount for 10 perce en the compa™ ing effect

- ) . . e
ransactions or conflicts of interest betW 1d have 2 dam?ﬁ sued bY

heet date put before t

Som : jon
0 the bu; €ases, companies must disclose informati©
:us[“ﬂlers ;l’ess, For example, a manufacturer may ne
mbafrassin © have been injured by its product®: not a valid
§~oreven damaging to the business—

i o e S, L
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being sued by a former employee who was injured while

on the job. The person claims that Overnight has been negligent in prowdirtg a safe w:rkhenv;.

ronment. If the plaintiff prevails, Overnight may have to pay dama?es well in excs: : what is
. covered by Its insurance policies. As Overnight's independent auditor, you have s e Itl'lat the

company disclose information about this lawsuit in the notes that accomp'any the financial s.tate'-

ments. Overnight's management disagrees with your suggestion because, in its opinion, the likeli-
hood of the plaintiff prevailing is extremely remote. How should you respond?

'7 Assume that Overnight Auto Service is

(See our comments in Connect.)

information. The concept of adequate disclosure demands a good faith effort by management
to keep the users of financial statements informed about the company’s operations. For a look
at the types of disclosure made by publicly owned corporations, see the Home Depot, Inc,,

financial statements, which appear in Appendix A.

(Closing the Temporary Accounts J

As previously stated, revenue increases retained earnings, and expenses and dividends
decrease retained earnings. If the only financial statement that we needed was a balance
sheet, these changes in retained earnings could be recorded directly in the Retained Earnings
account. However, owners, managers, investors, and others need to know amounts of specific
revenues and expenses and the amount of net income earned in the period. Therefore, separate
ledger accounts must be maintained to measure each type of revenue and expense, and ©
account for dividends declared.

Revenue, expense, and dividends accounts are called temporary, or nominal, accounts,
because‘ they a.ccumulate the transactions of only one accounting period. At the end of &0
accounting pen_od, the changes in retained earnings accumulated in these temporary accouni
are transferred into the Retained Earnings account. This process serves two purposes. Firs !
lll:lpdates‘ tge ;alance c?f the Retained Earnings account for changes occurring during the accoutt
l.efdpefr;o : ecorlld, 1t returns the balances of the temporary accounts to zero, so that they are

RZ w_; :f;:::_"g the ;ev;]nue, expenses, and dividends of the next accounting period:

ings an ki
Hcanse: it B gsando her balance sheet accounts are called permanent, or real, accout
eir balances continue to exist beyond th i iod. Tran
the balances of th y © current accounting period i
! ¢ temporary accounts into the Retai i is called the ¢
Ing process. The journal entries mag f etained Earnings account is ¢ s O
. ade : u
called cosing enpes or the purpose of closing the temporary 8¢¢0

nues (credi
) crccgit ba'lgggia;l:w) ‘cxcecd expenses (debit balances), the Income Summary ¢4 oo
Summary aeco "l et income, Conversely, if expenses exceed revenue® e
Nl that nreguen - 96D balance represening g net loss, This is cone™ s
While adjusu'nm OWners” equity are recordeq by credits and decreases are “ e ©
close accoypt onf e:trlcs e usually made on monthly basis, it is comm*? I:ctcﬂ‘w
fary accounts of Ozcr:'c eheach year. Thus, we will demonstrate the closig of l:a‘l Y“IO{
Operations, WL Auto Service at December 31, 2018, the end of 18"
On the folloy; o '
B temporary accounts are illustrated it T2 ot

th o it

» €ach accoyp [:) Fevery ransaction posted to each accoU™ pot
Shows Only its Decembcr 31’ 2018, palance as r
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Closing the Temporary Accounts

involves just four steps.
+ Closing all revenue accounts to the Income SUmmary
« Closing all expense accounts to the Income Summary'
+ Closing the Income Summary to Retaineq Earnings ;
+ Closing the Dividends account to Retaineq Earningg

dccount to zero; the credit portion transfers the former balance of the revenye account into the
Income Summary account,

tt;]alance of $3,000 at December 3 1, 2018. Two separate journal entries could be made to close
| €S accounts, but the use of one compound journal entry is an easier, time-saving method of
closing more: than one account. The compound closing entry for Overnight’s revenue accounts
15 displayed in Exhibit 53,

OVERNIGHT AUTO SERVICE EXHIBIT 5-3
¢ Closing of Revenue Accounts

GENERAL JOURNAL
DECEMBER 31, 2018

Date Debit  Credit

——______ Account Titles and Explanation
o 7 j ‘

Dec. 39

Repair Service Revenue. ...................cvvoceeern, ‘
Rent Revenue Earmed. . ........ Sragrgn g 1 g o o 8 meveed § BT
Income Summary ......... PP T RN RT:

Ti : )
0 Rclose the Repair Service Revenue and
ent Revenye Earned accounts.

175,000

Atergy:
Whergy [[:é :‘) closing entry has been posted, the two revenue accounts each have ;efosb—a;lmccs.
e Summafy has a credit balance of $175,000, as illustrated in Exhibit 54.

R
e?; ! Seves Revenue Rent Revenue Earned
\L'OOO, W2.000 3,000] 3,000
Rt

— ]

EXHIBIT 5-4

Transferring Revenue
Account Balances to the

Income Summary

Income Summary
175,000

e RS Tt T Py oL B s
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CLOSING ENTRIES FOR EXPENSE ACCOUNTeins transferring its debit
Expense accounts have debit balances. Closing an expense accoimt m capensétherchore. ton
balance to the Income Summary account. The journal entry to ¢ oﬁtat?alanp:e u:ilh - offs;ttjn-
sists of a credi to the expense account in an amount equal o its de f closin: s expense acco .
debit to the Income Summary account. Again, notfa that the process oI € oadegto expense accoulrllnL
crediting the account, is the opposite of debit entries that are normallt)l' m i iz alars is.

There are nine expense accounts in Overnight's ledger e :: jf these accounts t:‘l“ll:l
Exhibit 5-1). Again, a compound journal entry is used to close each o unts, The
required closing entry is displayed in Exhibit 5-5.

EXHIBIT 5-5

OVERNIGHT AUTO SERVICE
Closing of Expense Accounts

GENERAL JOURNAL
DECEMBER 31, 2018

p Déte Account Titles and Explanation Debit Credit
2018 -
- Dec.31 Income SUMMENT. s & s semess & ey & pagurd § & o g s % 4 3 SRERE 135,058
' Advertising Expense. .. ........icoviiiiiia., PRI ARt - 3,900
- Wages Expense............ T § SR § ¥ SR Foashbani bl S L« BBIB0
SUPPIESTEXPENSE.; ¢ swuss s vomes 5 sosweans 97 § s g S H 7,500
Depreciation Expense: Building .. . ... .. P I 1,650
: - Depreciation Expense: Tools and Equipment. ........... = 2,200
i Utilities Expense . ... .. TN RN S 19,400
~ Insurance Expense ... ......... R ¥ o o s ot e oy TR 15,000
interest Expense .. .............co.....o.... ol e 30
Income Taxes Expense................ vl 26828
~ Toclose the expense accounts. |

After this closing entry has been posted, the Income Summary account has a credit balance
of $39,942 ($175,000 credit posted minus the $135,058 debit posted), and the nine expenst
acqount§ each have zero balances as shown in Exhibit 5-6. This $39,942 credit balance equals
the net income reported in Overnight’s income statement. Had the company’s income st

ment reported a net loss for the year, the Income Summary account would have a debit b
ance equal to the amount of the Joss reported,

EXHIBIT 5-6

Transferring Expense Advertising Expense

Account Balances to the 3900 3900 e
Income Summary ' '

Wages Expense
58,750 58750  $———weee|
Supplies Expense

7500( 7500 b
Depreciation Expense: Bldg.

1.550[ 1650 e Income Summary

Tools and = 13a05 1‘[5’-20%

Depreciation Expense: Equipment .
2,200

Utilities

19,400

15,000 [ 15,000
Interest Expense
30 30

__ Income Taxes Expense
26,628 26,628
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Closing the Temporary Accounts

CLOSING THE INCOME SUMMARY acc SUKT

The net income of $39,942 earned during the year causes an

equity. Thus, the $39,942 credit balance of the Income gy increase in Qy,

€rnight’s owners’

Retained Earnings account by the closing entry i Exhibitnslm;"}' account is transferreq to the

OVERNIGHT AuTO SERVICE
GENERAL JOURNAL . EXHIBIT 5-7

DECEMBER 3 - Closing the Income Sum
11 2018 ‘ Account mary

T(Date
L DOT8 ol s o ok : S ' \‘, ;

“Dec.31 Income Summary

..........................

~ Transferring net income earned in 2018 1o the
'~ Retained Earnings account. -

After this closing entry has been posted, the Income Summary account has a zero balance
and the net income for the year ended December 31, 2018, appears as an increase (or cpedi;
entry) in the Retained Earnings account as shown in Exhibit 5-8.

EXHIBIT 5~8 Income Increases Retained Earnings

Income Summary Retained Earnings

135,058 (Expenses) 175,000 (Revenue) 1/20 bal. 0

12/3139,942 (Income)

39,942 39,942 (Income)
it

income is transferred to Retained Earnings
as Income Summary is closed.

CLOSING THE DIVIDENDS ACCOUNT

0 exp;ai;}ed earlier in the chapter, dividends to stoc
N y u.s Iness; therefore, they are not taken into acco
-Since dividends are not an expense, the Dividen

“UMmary g o )
In Exhibyg 5_9(.>unt_ Instead, it is closed directly to the

kholders are not considered an expense
unt in determining net income for the
ds account is not closed 10 the Income

Retained Earnings account, aS shown

 EXHIBIT 5-9
| Closing the Dividends

L Account

OVERNIGHT AUTO SERVICE
GENERAL JOURNAL

DECEMBER 31, 2018
o pebit  Credit
2018\ Account Titles and aplanM
Dec :
14,000
Retainggq e U UUPRPP PR TEELE A 14,000
~ Dividends . . ., T USRI
© Uansfe dividends declared in 2018 to

i TR sy palance, &7
the lhl.s Closi, will bave & 2el0 hown 10
Exh?e“'ﬂned R g entry has been posted, the Dividends accour:t " of §25.942, 88 s

bi _ _ |
"S1o “Mings account will have an ending credit tialal /
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EXHIBIT 5-10 Dividends Decrease Retained Earnings

Chapter 5 The Accounting Cycle: Reporting Financial Results

Retained Earnings

Dividends
1/20 bal. 0

14,000 (total declared)

EXHIBIT 5-11

Flowchart of the Closing
Process

14,000 12/31 14,000 12/31 39,942 (Income)

I 12/31 bal. 25,942
Dividends are £290<
closed directly to
Retained Earnings.

(Summary of the Closing Process j

As illustrated, the closing process involves four simple steps.
Closing the various revenue accounts and transferring their balances to the Income Sum-

1.

mary account.
Closing the various expense accounts and transferring their balances to the Income Sum-

mary account.
Closing the Income Summary account and transferring its balance to the Retained Earnings

account. It is important to emphasize that the balance in the Income Summary account, after
the revenue and expense accounts have been closed, will equal the company’s net income or
net loss for the period. In this example, the $39,942 credit balance indicates that revenues
exceed expenses and corresponds with the net income amount reported in Exhibit 5-2.
4. Closing the Dividends account and transferring its balance to the Retained Earnings
account,

The entire closing process is illustrated in Exhibit 5—11 using T accounts.

Rent Revenue Eamed

Repair Service Revenue

Advertising Expense

3900 3900 ———— 172,000 172,000 3,000 3,000
Wages Expense Syt Rt
L _

58750 | 58,750 e
Supplies Expense

7500 7,500 e —]
Depreciation Expense: Bldg. @
1650| 1650 Income Summary

Depreciation Expense: Tools and Equip. -._..._@ = 135,058+175 000

2200] 2200 . \—VJEQEE e
Utilities Expense o=
19400]19.400 .|
Insurance Expense
15,000 15,000 pom 9

Interest Expense
) T e—

Income Taxes Expense

2662826628 yo— | Retained Earnings
> 14,000]39.942
=

Dividends
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" . 209
tAfter-Closmg Trial Balance
After the revenue and expense accounts have b i 11085
i . een closed, it is degi ey
closing trial balance that consists solel » 1 15 desirabl ' } - )
cibility that an error in posting the cl y of balance sheet accounts, Thor L s B A e v
ity | osing entries may - There is always the pos- . Prepare an after-closing trial
credits in the ledger. The after-closing trial balance. o y have upset the equality of deb'tspoij “balance. -
. . » OT post-closing tri A S N '
called, is prepzrjcd from thc? led_ger. It gives assurance that ﬂ?: l:g trial balance as it is often
ready for.recor ng tran_sact_lons in the new accounting period Tthounts are in balance and
of Overnight Auto Service is shown in Exhibit 5-12 - Ihe after-closing trial balance
OVERNIGHT AUT
TR O SERVICE EXHIBIT 5-12
CLOSING TRIAL BALANCE . After-Closing Trial Bal
DECEMBER 31, 2018 \ ’ e
CASHL « e eree e e
B o 5 3 8 515 s e
cc i 7,250
Shop supplies . ...coaviainieren T e ARRERLIRT A 1,200
Unexpired insurance. . .. . e e s x § 5828 3 3 G 3,000
Tools and equipment .. .. ... .............. 12,000
Accumulated depreciation: t00ls and equipment .. ... e B $ 2200
Building....,.,.....‘.A.;..;; ........... howades b T e e s e 36,000
_ Accumulated depreciation: baflding ... oo Bl I s ae e g ; 1,650
band s ssa 5245 g b o o aunc 5 s e Ty Bl L g ey b e e 52,000 e
Notes payable . .. .....cooerveses e B e - i ' 4000
Accounts payable .. .. .. L LI e "y i et oo saimss 269
Wages payahle ............- B s o wis R A 1,950
Income taxes payable. ... .. ..-co e U PPPEE cgaraefiis 5.580
IRROIESE PaYBBIE. . ..o s e svnseensesseeaeh sttt n 3 gg
6,
B i0d rerrayEE o s g oo 55 3 - o o 85 50me 23 s 8070 BEE
e 80,000
BB SI0CK. oo p T 25942
REEE earriias Biae. T o o o s o e 8 S 42208 HIT .
eamings, Dec. 31, .. oot ’_L@QQQ 2—3_9_—_‘0_4—3
—_— £

closing trial bal
nt no longer
the

1, an after-

ings accou

lance in Exhibit 5-
accounts,

the Retained Earnings
expense, and dividends

ancl: comparison with the adjusted trial ba
contains only balance sheet accounts. Also,

venue,

has
4210 balance. Through the closing of the re
-date.

ned Earnings account has been brought up-t0

AL
\LAST LooK AT OVERNIGHT: WAS 2

how . .
consider the financial results of Overnig

EVa|u
T, NG Profitabyility 1n 2018, Overnight S0 o 50 percent O - of operdt

in f .o s to
880000 . come for the first year of operations amount or the first ye o certal
f return .1v) have (aken

Of "V Investme s G . : 0
0 nt. This is a very impressive rate i
cBryan 50 pe
sd 1d
cou

am()u g, OVerni ht’ 0 (4
nt of .- ght’s stockholders (members e hsiness: ; Iy,
rces in this BUBEL: ated differen" y;eturn?

rﬁi""es n:t by investing their financial resou o
Pr?'inVcs[[h adequately compensate the stockholders 10
; ir $80,000 in 2 less risky venture a1

bl Not

. B4
i1 M evafyae: . s pot ho
ey 1 40 g profitability, the real question 5 77

0 o r
p"“‘ion i]" _the future, To generate 2 substﬂﬂm}l =
Mdicates good profit potential. Overnig
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. b =
Company is also promising. In 2018, only $3,000 in revenuel S\;va(s; 5:::;:1 : )vrv :ﬁn:;i sltgr:fe
space to the company for its cabs (December’s rent). In 20 9 18, T ns I
months of rent revenue from Harbor Cab ($33,000 more Fhan it earr:lles o .cand.d tion,
if Harbor Cab stores its cabs in Overnight’s g&frage, Overnight beco y idate tg
perform any necessary maintenance and repairs.
Evaluating Liquidity Liquidity refers to a company’s abﬂ[ig 't:d;ﬂpt:-;: dl(t;1 fgihp:::iitg?l?m
iquidi i term, may be 1 ability,
as they become due. Liquidity, at least in the short ;
And ii the short term, Overnight appears to have potential cash f low problems. In the very
near future, Overnight must make cash expenditures for the following 1tems.
ET::;MMMGﬂ:m_ymm .Note and INtEreSt PAYBDIE . ..« vvrrreeesnnemes e s s s n I $ :'090
ACCOUNES PAYEDIE .+ v cseeaasscsmssssmmeasse s s s s mn E T 690 |
WEGES PAYADIE .. oo oveesseesssse e e s T 1,950
INCOME tBXES PAYBDIE. « v v envrvseernnnnersssrensessss s rr s s rr i mmn i nenes 5,580
INSUFANCe PONICY TEMEWAI . . .. . .vearvermseseeses s s s s et e s s r st st 18,000
............................................. $32,310

Total expenditures coming due

These outlays exceed the company’s liquid assets (cash and accounts receivable) reported in

its December 31, 2018, balance sheet.

It is important to note that the cash and accounts receivable amounts reported in Over-
night’s balance sheet represent the balances of those accounts at a point in time. Thus, while
these liquid assets are currently insufficient to cover the cash expenditures coming due, this
may not be the case for long. On the basis of its past performance, Overnight is likely to gen-
erate revenue in excess of $40,000 during the next several months. If a substantial amount of
this revenue is received in cash, and expenses are kept under control, the company may actu:

ally become more liquid than it appears to be now.

CONNECTION.

The Pat'hways Model introduced in Chapter 1 indicates that
accounting is designed to provide information that helps users
of the'accounting information make good decisions. Among the
more tmportant uses of accounting information is to evaluate a
cor_npany’s businc'ss' prospects, often for the purpose of making
;n mv?stmen} f:lemsxon. Tv.vo important aspects of evaluating the
llna.nleal posl'non of a business is to evaluate the business’ prof.
.uablhty and liquidity. Below we present basic tools fi .
ing profitability and liquidity, o cvaluat

MEASURES OF PROFITABILITY

The $39,942 net income figure re i i i

statement is more meaning%ul whcl:r? :::n:?ngg ‘i:rrlntll?ht's -

management’s ability to control costs or when m X COmCXt' o

to ?; company’s shareholders’ equity. ruredrelaive

0 commonly used measures of profitabili

{?;ic u:jsues f:’arc the net income percentage and rctt{u't: 1::“3: dl‘fESS
g data from Overnight's financia| statements g

sures are computed as follows, ekt megy

Net Income Percentage = Net Income + Totg Revenue
= $39,942 + $175,000 = 22,89

Net Income + A"el'.‘ge
Stockholders’ Equity

= $39,942 + $92,971 =40
gencratt‘ ";

Return on Equity =

All companies must incur costs in order t
enue. The net income percentage is simply @ 18,00
Management’s ability to control these COSIS- n20 m
f“ght was able to convert 22.8 percent of its re"en.ue s fof
income; thus, it incurred approximately 78 cents!t
every dollar of revenue it generated. el

Return on equity is a measure of net incot® "y 20
average stockholders’ equity throughout the y:: 02’ "
Overnight's average stockholders’ equily " it
(e th . .. Ockholdefs 9.]2)‘

» the average of its beginning St $105
$80 : equity g ¥

1000, and its ending stockholders’ €4 mxim‘“b
Thus, the company earned income ©
cents on every dollar of equity capital

MEASURES OF LIQUIDITY
Atthe end of 2018, Overnight's balance*
of $20,250, most of which will require P2 &
However, the balance sheet reports g
Wwhich may be an indication of potent®

heet i’
ent ‘mygl&&

-

| iquid®

P



Two common fneasures of_liquidlity arc a company’s work-  Qyerp ht' liabili
ing capital and its current ratio. Using data from Overnight's g9 792.gh et assels exceed its cme} e dm“.m’n;m; pubyh
financial statements, these measures are computed ag follows. cie,s are ntz:tvmr; sl!lor{dsuPpllw Lo ’
1quid assets. Likewise, unearned rent rev-

Working Capita 1 = Current Assets — Current Liabilities enue does not actually represent a future cash obligation.
= $30,042 - $20,250 = $9.792 mﬁTht:-mcurrent ratio is simply working capital expressed as a
L ) ) 0. Thus, Overnight has approxima potential
Current Ratio = Current Assets + Current Liabilities cash inflow for everjgf dollar :fp current ;;}l{g:;oi ml?f ing due.
= $30,042 + $20,250 = 1.48:1 Again, this figure does not take into account that shop sugplus
Working capital is a measure of short-term debt-paying :nn::ned resznpolicii: ill nox SIS i
ability expressed in do!lars. Cur'rent assets represent a com- Throughoutu;;mre;:na;mal?(gqu e fulure i,
pany’s pOte'ﬂ_ﬁ?] cash inflows in the near fu'ture, whereas  gyreg of performance will bzrd(;scusz:ix t(t;hoOk ld?:‘“?“ﬂwm

current liabilities represent cash outlays coming due soon. entirely to financial analysis e s de

Lo St ey

PREPARING FINANCIAL STATEMENTS COVERING 057
DIFFERENT PERIODS OF TIME Y e e
Many businesses prepare financial statements every quarter, as well as at year-end. In addi- J'mm oBJEcTIvVE hubic
tion, they may prepare financial statements covering other time periods, such as one month or : m'“m'

-to- ahusiness that closes s -
the year-to-date. ﬂ‘!‘" 'y

When a business closes its accounts only at year-end, the revenue, expense, and dividends
accounts have balances representing the activities of the year-to-date. Thus, at June 30, these
account balances represent the activities recorded over the past six months. Year-to-date
financial statements can be prepared directly from an adjusted trial balance. But how might
this business prepare interim financial statements covering only the month of June? Or the

Quarter (three months) ended June 307 the adiusted bal-
The answer is by doing a little subtraction. As an example, assume that the a¢J s
ance in Overnight's Repair Service Revenue account at the ends of the following mon

as shown,
Revenue amounts are for e
i T N p— $38,000 year-to-date J
MICh 31 (el OF the first QUAREN « . .« v rnereesormsseens s o
My 3t e 0-000
g G BT 80,
e D T L LALLM
. uary 1. Thus the
Ac[hegCh date, the account balance represents the revenue earn°dbsal|r:1ec:mf‘iv\: ):nomhs‘ rev-
2an¢: balance represents three months’ revenue; the M 31f six mor.uhs.
To pre - June 30 balance, the revenue carned v & pcnofi‘: 30, we simply use the Ju:l‘e
30 by P27 0 income statement for the six months ended June 2 ome statement for 11¢

ang ne
Mongh ene 0 the revenue account—$80,000. But to prepare ;8 palance 0 this account 11>

b‘]"me ded June 30, we would have to subtract from the June

% of ount 0
u‘““%oum d:v'lay 31. The remainder, $13,000, represents the &

B O P ring June ($80,000 — $67,000 = $13,000)- 30, we would
du"? 30 bajy, an income statement for the quarter ended JUN® “ o o the revent® “
<R the se €€ in this revenue account its balance as of ($80.000 ~ 335

342'000). ond quartey (April 1 through June 30) amounts t0 ¥*= st

Ompu . ts. -
“\Z:ys s ;:lsl:ns like thege are ot required for the balanc® S:;e;: a';:lzuf‘nf"”' ! un:’uand‘" an
_ ate. i
g, "8t o " the account balances at the balance Sh‘:f(:d covered by 1° o
pe

m Se ;
s, "Xactly the same regardless of the ime



