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Understanding the significance of adjusting entries is crucial for maintaining accurate financial
statements. In this article, we will explore the concept of accrued expenses, the specific case
involving Sandhill Company's salary adjustment, and the broader implications for accounting
practices. Whether you're a student, accountant, or business owner, gaining insight into accrued
expenses can help ensure your financial reporting remains precise and compliant with accounting
standards.

What Is an Accrued Expense?

Definition and Importance
An accrued expense is a cost that has been incurred but not yet paid or recorded by the end of an
accounting period. These expenses are recognized to adhere to the matching principle of
accounting, which states that expenses should be recorded in the period they are incurred,
regardless of when the cash is paid.

For example, if employees have earned salaries in December but will be paid in January, the
company must recognize the salary expense in December to accurately reflect its liabilities and
expenses.

Types of Accrued Expenses
Common accrued expenses include:

Salaries and wages payable

Interest payable

Taxes payable

Utilities payable

Recognizing these expenses ensures that financial statements present a true and fair view of the
company's financial position and performance.



Case Study: Sandhill Company’s Salary Accrual

Scenario Overview
As of December 31, 2021, Sandhill Company identified that employees had earned salaries totaling
$1,820 for the last days of December, which had not yet been paid or recorded in the company's
books. To comply with proper accounting standards, Sandhill needed to make an adjusting entry to
recognize this liability and expense.

The Adjusting Entry
The journal entry made by Sandhill Company on December 31, 2021, would typically be recorded as
follows:

Debit Credit

Salaries Expense $1,820 Accrued Salaries Payable $1,820

This entry increases expenses, reflecting the cost of employee services in December, and creates a
liability account indicating the company owes this amount to its employees.

Impact on Financial Statements
- Income Statement: Salaries Expense increases by $1,820, reducing net income for December.
- Balance Sheet: Salaries Payable (a liability) increases by $1,820, indicating the company's
obligation.

The Significance of Adjusting Entries in Financial
Reporting

Ensuring Accurate Period Recognition
Adjusting entries like the one made by Sandhill Company are vital to accurately match revenues and
expenses to the correct accounting periods. Without these entries, financial statements may
misrepresent the company's profitability and financial position.

Compliance with Accounting Standards
Generally Accepted Accounting Principles (GAAP) and International Financial Reporting Standards
(IFRS) mandate the use of adjusting entries to ensure that financial statements are complete and
accurate at reporting dates.



Impact on Financial Ratios and Decision Making
Accurate expense recognition affects key financial ratios such as:

Profitability ratios (e.g., net profit margin)

Liquidity ratios (e.g., current ratio)

Solvency ratios (e.g., debt-to-equity ratio)

Properly recorded expenses provide stakeholders with reliable data for informed decision-
making.

Step-by-Step Process of Making an Accrued Expense
Adjusting Entry

1. Identify Unrecorded Expenses

Review accounts and transaction histories to determine expenses incurred but not yet
recorded. In Sandhill’s case, employee work hours exceeding the previous recording period.

2. Calculate the Exact Amount

Determine the precise amount owed, which in this scenario is $1,820 for salaries.

3. Prepare the Adjusting Journal Entry

Record the expense and liability as shown above.

4. Post the Entry

Update the general ledger with the journal entry to ensure the accounts reflect the new
balances.

5. Reconcile and Review

Ensure that the entries are accurate and balanced, and double-check that the adjusted figures
match supporting documentation.



Implications and Best Practices for Businesses

Why Proper Recognition Matters

Accrued expenses like salaries influence the company's reported earnings and liabilities.
Correctly recording these ensures compliance with accounting standards and provides
stakeholders with transparent information.

Best Practices for Managing Accrued Expenses

Regularly review expenses at period-end

Maintain detailed records of employee hours and other incurred costs

Implement internal controls to detect unrecorded liabilities

Use accounting software that facilitates timely adjustments

Train accounting personnel on accrual principles and procedures

Conclusion

The adjustment made by Sandhill Company on December 31, 2021, exemplifies the essential
role of accrued expense entries in accurate financial reporting. Recognizing $1,820 for salaries
ensures that expenses are matched to the correct period, liabilities are properly recorded, and
financial statements reflect the true economic condition of the business. Proper management
of accrued expenses not only complies with accounting standards but also enhances the
credibility of financial information used by investors, creditors, and management.

By understanding the principles behind accrued expenses and the correct procedures for
adjusting entries, businesses can maintain transparent and reliable financial records,
ultimately supporting sound financial decision-making and business success.

Frequently Asked Questions



What is an accrued expense adjusting entry, and why did
Sandhill Company record one for salaries at December 31,
2021?

An accrued expense adjusting entry recognizes expenses that have been incurred but not yet
paid or recorded. Sandhill Company made this entry for salaries to accurately reflect salary
expenses earned by employees up to December 31, 2021, that were payable but not yet paid.

How does the accrued expense of $1,820 for salaries affect
Sandhill Company's financial statements?

The accrued expense increases liabilities (salaries payable) by $1,820 and decreases net
income for the period by the same amount, reflecting the salary expense incurred but unpaid
as of December 31, 2021.

In which financial statement would Sandhill Company
record the accrued salary expense of $1,820?

The accrued salary expense would be recorded on the balance sheet as a liability (salaries
payable) and on the income statement as an expense.

Why is it important for Sandhill Company to make an
accrued expense adjustment at year-end?

Making this adjustment ensures that expenses are matched with the revenues they helped
generate, providing a more accurate picture of financial performance and position for the
period.

What journal entry would Sandhill Company make to
record the accrued salaries of $1,820?

The journal entry would be: Debit Salaries Expense $1,820 and Credit Salaries Payable
$1,820.

How does the accrued expense adjustment impact the



company's net income for 2021?

It decreases net income by $1,820, reflecting the salary expense incurred during the period
but not yet paid.

Could neglecting the accrued expense adjustment for
salaries lead to financial statement inaccuracies?

Yes, failing to record accrued expenses can overstate net income and assets, leading to
inaccurate financial reporting.

When will Sandhill Company pay the accrued salaries of
$1,820, and how does this relate to the adjusting entry?

The salaries will be paid in a future period, but the adjusting entry ensures expenses are
recognized in the correct period (2021), matching expenses with related revenues.

Is the accrued expense of $1,820 for salaries a current or
long-term liability?

It is a current liability because salaries payable are typically due within the normal operating
cycle or within one year.

What are the key accounting principles underlying the
recording of accrued expenses like the $1,820 for salaries?

The key principles are the matching principle, which matches expenses with revenues in the
period incurred, and the accrual basis of accounting, which recognizes expenses when
incurred regardless of when payment is made.

Additional Resources

Accrued Expenses: A Comprehensive Review with a Focus on Sandhill Company's December
31, 2021, Salaries Adjustment

---



Introduction: The Critical Role of Accrued Expenses in Financial Reporting

In the realm of accounting, accurate financial reporting hinges on the meticulous recording of
transactions, especially those that occur over a period but are only recognized at the end of
that period. Among these, accrued expenses stand out as vital components that ensure
financial statements reflect the true economic activities of a business.

Understanding accrued expenses is fundamental for accountants, auditors, and financial
analysts alike. Today, we delve into a specific case involving Sandhill Company, which made an
accrued expense adjusting entry of $1,820 for salaries on December 31, 2021. This scenario
offers a compelling lens to explore the nuances of accrued expenses, their significance, and
best practices in accounting.

---

Understanding Accrued Expenses: Definition and
Significance

What Are Accrued Expenses?

Accrued expenses are costs that a company has incurred during a specific accounting period
but has not yet paid or recorded through an invoice by the period's end. These expenses are
recognized in the financial statements to adhere to the matching principle, which states that
expenses should be recognized in the same period as the revenues they help generate.

Key characteristics include:

- Incurred but not paid: The company has received the benefit or services, but payment is
pending.
- Recorded via adjusting entries: Since the expense isn't yet documented through an invoice,
an adjusting journal entry is necessary.
- Impact on financial statements: They increase expenses on the income statement and create
a liability on the balance sheet.

Why Are Accrued Expenses Important?

Proper recognition of accrued expenses is essential for several reasons:

- Accurate Profit Calculation: Ensures net income reflects all incurred costs during the period.
- Financial Position Accuracy: Keeps liabilities up-to-date, offering a truthful picture of the
company's obligations.



- Compliance: Meets accounting standards such as GAAP (Generally Accepted Accounting
Principles) and IFRS (International Financial Reporting Standards).
- Decision Making: Provides management with precise data for operational and strategic
decisions.

---

Case Study: Sandhill Company’s December 31, 2021,
Salaries Adjustment

Context and Background

Sandhill Company, like many organizations, operates on a payroll schedule that may not align
perfectly with the end of an accounting period. As of December 31, 2021, the company needed
to ensure that all expenses incurred up to that date were accurately reflected in its financial
records.

Suppose Sandhill pays its employees biweekly, with the last payroll date before December 31
being December 15, 2021, and the next scheduled payroll on January 1, 2022. During the
period leading up to December 31, employees earned wages for work performed in the last
days of December, but these wages had not yet been paid or recorded.

To accurately reflect this obligation, Sandhill recorded an accrued expense of $1,820 for
salaries earned but unpaid as of December 31, 2021.

The Adjusting Entry: Details and Explanation

The journal entry would be:

| Account Title | Debit | Credit |
|---------------------------|---------|---------|
| Salaries Expense | $1,820 | |
| Salaries Payable | | $1,820 |

Breakdown:

- Salaries Expense (Debit): Recognizes the expense for work performed by employees in the
current period, aligning expenses with revenues.
- Salaries Payable (Credit): Creates a liability representing the company's obligation to pay
employees in the future.



This adjusting entry ensures that the company's financial statements as of December 31, 2021,
accurately reflect the wages earned but not yet paid.

---

Implications of the Adjusting Entry

Impact on Financial Statements

Income Statement:

- Salaries expense increases by $1,820, reducing net income for the period.
- This more accurately portrays the company's profitability, considering all incurred costs.

Balance Sheet:

- Salaries payable (a current liability) increases by $1,820, indicating the company's
outstanding obligation.
- This liability will be settled when the company makes the actual payment.

Effect on Financial Ratios and Analysis

Adjusting entries for accrued expenses influence various financial ratios:

- Current Ratio: Improves accuracy in current liabilities, affecting liquidity assessment.
- Net Profit Margin: Reflects a true expense figure, impacting profitability metrics.
- Working Capital: Adjusted liabilities alter the company's short-term financial health.

---

Best Practices in Recording Accrued Expenses

Accurate recording of accrued expenses requires adherence to best practices:

1. Regular Reconciliation:
Frequent review of accounts payable and accrued expenses helps identify obligations that
need recognition.

2. Clear Documentation:



Maintain detailed records of work performed, hours worked, or services rendered that lead to
accrued expenses.

3. Use of Effective Internal Controls:
Implement policies that ensure timely recording and approval of adjusting entries.

4. Proper Timing of Adjustments:
Make adjusting entries at the end of each accounting period to ensure financial accuracy.

5. Cross-Department Communication:
Coordinate between payroll, accounting, and finance teams to capture all liabilities.

---

Potential Challenges and Common Mistakes

While recording accrued expenses is straightforward in principle, practitioners often
encounter challenges:

- Timing Errors: Delaying adjustments can distort financial results.
- Incorrect Estimation: Estimating salaries or expenses can lead to inaccuracies if not based on
reliable data.
- Omission of Adjustments: Forgetting to record accrued expenses results in understated
liabilities and overstated net income.
- Misclassification: Improperly classifying accrued expenses as other liabilities or expenses can
mislead stakeholders.

---

Conclusion: Why Sandhill Company’s Adjustment
Matters

Sandhill Company’s decision to record an accrued expense of $1,820 for salaries as of
December 31, 2021, exemplifies sound accounting practice rooted in the principles of accuracy
and transparency. This adjustment ensures that the financial statements faithfully depict the
company's obligations and expenses, providing stakeholders with reliable data for decision-
making.

By understanding the mechanics and significance of accrued expenses, organizations can
avoid common pitfalls, maintain compliance with accounting standards, and foster trust with
investors, creditors, and regulators.

In summary, the $1,820 salaries adjustment is more than a routine journal entry—it embodies
the core objective of accounting: presenting a truthful, fair view of a company's financial



health. For businesses navigating complex financial landscapes, mastering accrued expenses
remains an indispensable skill for accurate reporting and strategic planning.
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