UNIT 3 CASH VERSUS ACCRUAL ACCOUNTING

I.  Introduction
A. The income statement measures business activity.
B. This activity affects the financial condition of a business as pictured by the balance sheet.

C. Procedural choices exist when measuring business activity.

1. For example, there are a number of inventory methods to choose from when valuing inventory.
Each results in a different value for ending inventory, a different cost of goods sold, a different
gross profit, and a different measure of income. All for the same business activity.

2. Different possible measures of business activity lead to different possible financial pictures for
the same company.

3. Understanding these procedural choices and their effect on the financial picture of a company
are an important aspect of accounting.

II. Recognizing Revenue and Expenses

A. Inaccounting, recognition is when a financial activity is recorded and becomes part
of the financial statements.

B. Recognizing revenue and expenses determines their distribution to particular accounting
periods. Profit is thus being allocated among periods.
1. How do you account for goods sold for $25,000 in December 1996, which were paid for
in March 1997, if the accounting period ends on December 31, 19967 The goods were
gone when the 1996 balance sheet was made, but the money did not come in until 1997.
2. How do you account for a $7,000 computer paid for in November that will last three years?

lll. Cash Basis Accounting
A. Cash basis accounting records revenue and expenses when cash enters and leaves the business.

B. Advantages of cash basis accounting
1. It is easy to do.
2. Itis objective, with few choices to make. Cash either comes in or goes out, period!

C. Disadvantages of cash basis accounting

1. No attempt is made to match an expense with the revenue it generates.
This means that the income statement and balance sheet may not be good
pictures of recent business activity and present business conditions.

2. For example, the cash purchase of an expensive computer will all be
charged in the year of purchase, even though it will last a number of years.
This means that income in the year of purchase would be understated and
income would be overstated in the following years.

3. When business activity involves inventory assets, cash basis accounting is not
allowed for income tax purposes by the Internal Revenue Service.
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