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CDB Section 5 – Closing Entries 

Woo hoo! We're getting close to being halfway done. We're now in CDB section five. This is 
closing entries. So, we're going to be going over all this stuff here. So, let's talk about the 
objectives, is to understand what entries need to be made and when they are adjusting journal 
entries. What the heck is an adjusting journal entry versus a regular journal entry? Well, one of 
them has the word adjusting in front of it. There you go. Got it done. All right, number two is to 
recognize best practices for the closing process. Number three is to identify what controls need 
to be in place for closing the books. Very important that we do this. And number four, apply the 
closing process to specific accounts. So, let's go ahead and dive in, closing entries. 

So first, number one, a journal entry or adjusting journal entry. What is this? So, let's play a 
little bit of Alex Trebek here and Jeopardy. Adjusting journal entry for accruals, deferrals and 
estimates. And we'll get into these here in just a minute. And then a regular old journal entry 
for transactions unable to be entered through a different type of entry, mainly depreciation. 
That sort of thing right there. Adjusting entries, again for accruals, deferrals and estimates. 
Estimates could be allowance for doubtful accounts. That would be an example of that. A 
journal entry example would be depreciation and or amortization. 

Another type of closing entry is a reversing entry. This is an accrued or deferred revenue or... 
Excuse me, and or expense. It could also be something like reclassification of an overdrawn 
bank account, putting that to a current liability. So, we would have a negative bank account, but 
really that should be classified as a current liability. So, what we would do as of December 31st 
of 2022, we would make an entry to debit the cash to get it to zero, credit a liability, and then 
make that reverse on January 1st so that the presentation on the financial statements is proper. 
But we want to make sure that we get that back over into the cash. 

When to enter adjusting journal entries. So, we got monthly and year end. Monthly should be, 
as we've talked about before, depreciation, amortization, prepaid expenses, things that are on 
a recurring basis that need to be reflected inside of the income statement as well as the 
balance sheet. And then year-end, this is to accrue or defer revenues, accrue or defer expenses. 
Sometimes in a more sophisticated accounting and bookkeeping environment these would be 
done also on a monthly basis, but we need to understand the big takeaway here is that they 
need to be entered. That's the very first thing. Whether that's monthly or a year end, it 
depends on the client, how much work that you're doing for them. Officially, most of these 
things should be on a monthly type of basis. So monthly or year end, that is totally possible that 
we could be doing one or both. 

Now let's talk about closing the books practices. So, we got a reporting package. We got a 
reporting package after year end close. So, what's included in that? Well, we've got our cover 
letter, we've got our disclosures about the financial statements. We have a balance sheet, an 
income statement, a statement of cash flows, and a statement of retained earnings. All of these 
things after the year, as we're closing the books, go to our client, as well as review of the 
master activity list. So, this could be the general ledger. It's a bunch of transactions and stuff on 
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there. I know a lot of us don't do that, but really, officially, it's something that we should 
definitely be doing. This is to check that all entries, reconciliations, schedules, inventory reports 
are accurate and complete and to also obtain officer approval, the business owner approval. If 
there's more than one person, I'd like to have both of them sign off on that because we don't 
want one just to be in charge of all of it. 

And then a package of the reports and then add the disclosures. These are best closing 
practices with the last step of password protecting the period that you are closing with an 
emphatic exclamation mark on that because, I don't know if you've ever had this, but you get 
your financial statements beautiful, pretty and all this stuff and you're just excited. You go 
home and sing kumbaya and have a nice s'more, and then your client messes it all up. Let's 
make sure that that doesn't happen. Let's password protect it, not only from that standpoint, 
but also just the best practices, internal controls, making sure that that is protected, that that is 
closed out. So, if we are at December 31st of 2022, that nobody could go back and make 
changes to the financial statements before that time unless they have a password and we've 
gone through a protocol to make sure that nothing gets ginked up in there. 

Now, closing controls, again, talking about internal controls, password protection prohibits 
unauthorized edits and adjustments to the financial statements. And then our basic controls, 
assign a responsible person. Since I think I'm a responsible person when it comes to this, other 
things, not so much, but assign a responsible person for retain and review, supporting 
spreadsheets, reconciliations, closing checklist, approval before posting a journal entry and 
many more. So, these are just things that we do in our review process in disclosing information 
to our client, making sure that they're fully aware of what's going on as it relates to their 
financial statements. 

Now let's talk about some specific accounts, including closing cash. Reconciliations, obviously a 
very important part. They can also be conducted mid period to speed up the closing process, 
making sure that our reconciliations are done. That's the big takeaway right here. Making sure 
that all checks have been accounted for. One of the big mistakes, and I've mentioned it here 
before, is that we're just assuming and relying on the bank feeds. While very powerful, that is 
not source documentation, that is verification. So, as we're going through, we need to make 
sure that all checks that have been written by the end of the year or the end of the period have 
been recorded in the general ledger. And that comes in a reconciliation. It also comes through 
inquiries of management, your business owner, your client that you're serving to ask them, it 
comes from a check register, comes from a physical, whatever the case may be. There's a 
number of things that we talked about in the documentation. 

Petty cash. Usually this is immaterial in the closing process, but it needs to be physically 
counted to ensure accurate reporting. As we know, petty cash is pretty simple to swipe if 
somebody wants to be unscrupulous. But it needs to be reconciled, it needs to be adjusted. 
Making sure that whatever is actually in that till, in that physical drawer, is also reflected that 
same amount on the balance sheet inside of petty cash. 
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Negative balances. We hate negative balances, but as we've mentioned before, there can be a 
negative account balance inside of cash if there's more uncleared checks. They're overdrawn is 
the fancy term to use right here. So again, we'll need to do a journal entry to reclassify that to 
current liabilities instead of keeping it inside of cash. And then we would reverse that as of the 
beginning of the next period to put it back into cash to show an overdrawn account. But 
hopefully none of our clients are doing that sort of thing. But we know that that happens. 

Closing accounts receivable, very important that we do that. We've got to accrue the revenue, I 
should say, included in month and year end tasks, revenue that has been received... Revenue 
that hasn't been received, excuse me, but the work has been done. So, let's say that I'm a 
construction company. I've finished a job on December 30th of 2022. I haven't done my 
receivables, I haven't done my invoicing, whatever, until let's say January the 10th. Well, that 
job, that needs to be accrued. It needs to be inside of accounts receivable as of December 31st 
because the job is done. So, I would need to go and make sure that just because that invoice 
was created on January the 10th that that income was reported inside of 2022. And actually, 
that also the accounts receivable was. So that's what we want to do. That's one side of it is 
making sure that we accrue the proper revenue. 

And also, that we take away the revenue deferral. So, included in month and year end tasks is 
what we want to do here. This is revenue that has been received, but the work hasn't been 
done. So, let's go back in time and say that on December 30th we actually received a deposit or 
a prepayment of $10,000 for a landscape redo. But we haven't done the work, we haven't 
bought the materials, none of these things I've commenced. So, if done improperly, then what's 
going to show is accounts receivable and an income. And that's not the case. That is deferred 
revenue. We're holding on to somebody else's cash. That needs to be reflected as a liability 
rather than going in revenue. It also needs to not show in accounts receivable. So that's one of 
the things that we also want to do, so there's both sides of the coin here. 

Rebillable expenses. This may cause delays in the closing process because of waiting on the 
original documentation or somebody in the business’s approval. Use an offset billing cycle so 
the rebilling is complete by the time you close the period. What do I mean here? Let's say that 
normally they're going to rebill on January the 1st. Let's bump that up, maybe do it on 
December 30th so that things are captured. This is something that we would want to do 
probably on a year-end type of basis. What we're trying to do here is to make sure that 
accounts receivable and the associated accounts, mainly being revenue, are properly reflected. 
That it's the exact amount that it needs to be. 

And then allowance for doubtful accounts. This can be done on a month or a year-end type 
basis. There’re several ways in which to do that. Basically, what most clients do is it's based off 
historical basis if they do it at all. It can be based off of these other things here, the risk or risk 
classification or using the largest invoices and estimating which ones will default. That's Pareto 
Principle or Pareto Analysis, are two ways of calculating the allowance. Historical saying, hey, 
normally we have to write off 2.2% of our accounts receivable, so what we would want to do is 
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to go through that entry as of December 31st of 2020 to account for the doubtful accounts that 
are in there. So that is accounts receivable. 

Now closing inventory, there's a valuation process. There's a periodic inventory system, where 
basically we put everything into cost of goods sold or we put everything into inventory and it's 
only after we take a physical count do we actually go in and adjust the entry. We make an entry 
to say, hey, debit inventory or credit inventory, debit cost of goods sold. All of the different 
associated accounts. That's a periodic inventory system. It's not preferred. It is easier, simpler. 
What is preferred is a perpetual inventory system where we continually update on the 
inventory records and occasionally comparison to physical counts. So obviously as materials are 
brought in, we say, hey, we brought in these materials, it's inventory, we resell them, and now 
it goes through cost of goods sold. We don't just let one account ball up because what are we 
going to have? We're going to have inaccurate financial statements. That is why a perpetual 
inventory system is much preferred. 

More valuation methods here for inventory. We could do FIFO or LIFO, first in first out or last in 
first... Excuse me, last in first out. Most of the time FIFO is used right there, especially when 
we're talking about US taxes. They don't typically allow you to do LIFO unless you're in some 
sort of oil and gas type of industry. But 95% of the time you're probably going to be using first 
in first out. 

Retail inventory method, it uses a cost to retail percentage just as an estimate, and this is 
where basically you would say, hey, normally my cost of goods sold is 25%. I'm going to use that 
to determine how much my inventory rose or fell based upon the retail sales of my goods. 

Standard costing uses a flat cost instead of the actual purchase costs. Again, most of the times 
you're going to use FIFO. Weighted average method, I don't believe that I've ever used this. 
Maybe one time when I was auditing back in the late 90s when I was wearing a green visor and 
I was driving a car with square wheels. But it divides the costs of goods sold available by the 
sale to the number of units available. Again, it's just an estimate. And then finally, the gross 
profit method makes the ending value of inventory. It's important that whatever we're using 
here that there's also a physical inventory count, especially for our clients whom inventory is a 
material amount for the financial statements. 

Overhead costs. So sometimes we have to take inventory and apply to the overhead costs. It 
only applies to really work in process or finished goods when we have to allocate stuff to the 
overhead costs. Allocate per unit, cost pool divided by the total activity measure. This is really 
just an exposure. I know a lot of times you haven't used these sorts of things. I want you to be 
familiar with the terms and know why you would have to use them. Administrative overhead, 
costs not involved in the development or protection of the goods and services. And 
manufacturing overhead, costs that a factory incurs not directly related to the cost of 
productions. So, these are inventory associated costs that would be applied to overhead as it 
relates to inventory. 
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Now let's move on to closing fixed assets. Historical costs. We're talking about the fixed assets 
on the balance sheet, which is typically a very substantial part of the assets. So, it could include 
the construction of an asset that we built internally, the demolition if we tore something down, 
the renovation of a preexisting structure, freight charges, all these things are included in 
historical costs. 

Also, interest capitalization. So, as I'm going through a construction project, let's say I was 
building a building, the interest as I'm building it is capitalized and put as an asset, as part of the 
asset. It's not put as interest expense as we sometimes see. So, in a monthly or a year-end task, 
we need to make sure that that interest on something that we've been constructing is 
capitalized. Now, what will happen in the way we get the deduction is that when we start 
depreciating that asset, now the interest is depreciated over the life of the asset, whether that's 
20 years, 39 years, 474 years. Whatever the case may be, that's when it's written off. The big 
thing here is that we don't want to put that to interest expense. 

Now testing for impairment, that sounds really fancy right there, right? That's just to make 
sure, hey, all them assets over there still good? Yeah, they're still good. All right, we tested for 
impairment. But the carrying amount, we want to make sure that the recorded amount of an 
asset minus any accumulated depreciation. So, the big thing here is that we're actually 
recording depreciation. That it's coinciding, it's agreeing to the depreciation schedule. And then 
if any asset is impaired, let's say that one of those Bobcats that I was talking about earlier, 
somebody ran it through the side of a building and now it can't work, which a friend of mine did 
in high school when he was working. He drove his forklift through a... It was pretty funny. Glad 
he didn't get hurt. Anywho, that thing needs to be written off. That's an impaired asset. It's not 
going to be able to be used. So, we would want to write that off. And that's part of the closing 
fixed assets process right there. 

Closing accounts payable. Expense reports included in the month and year end closing process 
is something that we could do here in closing accounts payable. So, we may need to introduce 
policy so delays are reduced, and we're talking about expense reports from employees. We 
want to make sure that those are captured. So, let's say that an employee normally turns in 
expenses for the prior month by the 5th of the next month. So, going back to our example of 
December 31st, 2022, we have an employee that turns in an expense report for $1,000 on 
January the 5th. Well, if we don't report that properly, that's not going to show in accounts 
payable. It's not going to be reflected on the income statement as of December 31st, 2022. It'll 
actually be in 2023. So, this right here is mitigating that. We want to make sure that we're 
actually reporting it in the period. We're talking about matching all these different things. 

And accounts payable suspense accounts are used when you're not sure what the expense is 
for, or if the invoice is near the company's capitalization limits. So, let's say that the 
capitalization limit for this company is $2,500 and they've got something that's $2,497 and 
you're not sure. We need to make sure that we put that into the expense account so that a 
client can review it. Going back to that closing package, making sure that your client is taking a 
look at all of that. So that is the expense account. 



© 2020 Digital Bookkeeper Association 

 

Now closing payroll, we've got to make sure that things that are accrued like commissions. Very 
important that we accrue those commissions in the proper period. Bonuses, that those were 
accrued, and any benefits when no invoice has been sent. This is what we're doing. We're just 
matching things up. We're putting them in a proper time period. All part of the closing payroll 
process. Again, on top of this as payroll taxes. They must be accrued as a company expense. 
Obviously for the expense side that the employer incurs. In the US that would be Social 
Security, Medicare, SUDA, FUDA, that sort of thing. Whatever the company is expensing, they 
need to make sure that that is part of the payroll expense and reflected on the balance sheet as 
well as the income statement. 

Use a journal entry template, accrue all payroll tax payables to one liability account. It's easier 
to check. Now, I know that a lot of you're like, are you kidding me? I like to have my Social 
Security, my FICA. That's fine. Create sub accounts, just roll it up and present it on the financial 
statement as one. Remember, less is more when it comes to presentation. Take those two 
decimal places off of your balance sheet and your income statement, statement of cash flows. 
That reduces a lot of the clutter that is on there. But our clients don't want to see all that jazz. I 
know that it gets us all excited, but it doesn't get them excited. It only confuses them. 

More to closing payroll, vacation pay. We need to make sure that this is calculated, that it's 
accrued, that it's put inside the proper period. So that is an accrual that I would want to do at 
the end of the fiscal year. This case, the fiscal and the calendar year is both December 31st. If 
more hours were used than earned, then a journal entry is going to be to credit the accrued 
vacation and to debit cash. Actually, that should not say debit cash, that should be the expense 
right there. Do not reverse the vacation pay accrual entry only if you record incremental 
changes from month to month. 

All right, so let's talk about the closing entries test. You're going to prepare, understand, go 
through this right here, obviously, the process, the controls and steps in closing each account. If 
you're not familiar at all with closing entries, you've not done them, here's a great resource, 
Steven Bragg's Closing the Books Fifth Edition. I highly recommend that you go through that. 
Has a lot of practical advice. It's got a great resource there. Format of this test, there's going to 
be some true false, mostly recall level, and a few application-level type of questions. Let me just 
say this before we close out this section. This is one of those things that I know a lot of people 
don't do. The big takeaway here is that you've got to close the books. You've got to close the 
books. You've got to follow these protocols because it's an important element of maintaining 
the integrity of the financial statements. So, go get after it. Take exam number five, and I'll see 
you in section six. 

 


