The Accounting Cycle Income Measurement

17. Accrual- Versus Cash- Basis Accounting

Generally accepted accounting principles (GAAP) require that a business use the “accrual basis.”
Under this method, revenues and expenses are recognized as earned or incurred, utilizing the various
principles introduced throughout this chapter.

An alternative method in use by some small businesses is the “cash basis.” The cash basis is not
compliant with GAAP, but a small business that does not have a broad base of shareholders or
creditors does not necessarily need to comply with GAAP. The cash basis is much simpler, but its
financial statement results can be very misleading in the short run. Under this easy approach, revenue
is recorded when cash is received (no matter when it is “earned”), and expenses are recognized when
paid (no matter when “incurred”).

17.1 Modified Approaches

The cash and accrual techniques may be merged together to form a modified cash basis system. The
modified cash basis results in revenue and expense recognition as cash is received and disbursed, with
the exception of large cash outflows for long-lived assets (which are recorded as assets and
depreciated over time). However, to repeat, proper income measurement and strict compliance with
GAAP dictates use of the accrual basis; virtually all large companies use the accrual basis.
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17.2 Hllustration of Cash- Versus Accrual Basis of Accounting

Let’s look at an example for Ortiz Company. Ortiz provides web design services to a number of
clients and has been using the cash basis of accounting. The following spreadsheet is used by Ortiz to
keep up with the business’s cash receipts and payments. This type of spreadsheet is very common for
a small business. The “checkbook™ is in green, noting the date, party, check number, check amount,
deposit amount, and resulting cash balance. The deposits are spread to the revenue column (shaded in
tan) and the checks are spread to the appropriate expense columns (shaded in yellow). Note that total
cash on hand increased by $15,732.70 (from $7,911.12 to $23,643.82) during the month.
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1 PARTY | REF# CHECK DEPOSIT Balance Revenug Payroll Supplies Rant Server Admin
2
3 | 41-%5 Batance § 791112
4 | 4-3-%5 |Aldridge 1097 |§ 700.00 721112 § 700.00
5  4-4-%5 |Rama 1008 55513 6,655.99 § 55513
6 | 4-7-%5 |Kane Deposit $ 900000 | 1565599 [ § 9,00000
T | 4-12-%5 |Lipe 1099 1,207.89 14,448.10 - § 1,207.89
8 | 4-15-%5 |Znou 1100 1,416.22 13,031.88 - $ 141622
9 | 4-17-X5 |Lobo Deposit - 354523 | 1657711 | 354523
10 | 4-17-X5 |Raghunan | 1101 96.34 - 1647877 - 98.34
11 | 4-19-%5 |Forgione 1102 94565 - 15,533.12 - 045 65
12| 4-20-%5 |Vermeer | Depost . 11,788.45 | 2732157 | 1178845
13 4-23-X5 |Aldridge 1103 700.00 - 26,621.57 - 700.00
14 4-24-%5 |Entwiste | Deposit - 150000 | 2812157 | 150000
15 | 4-26-%6 |Fletham 104 300.00 - 27,821 57 - $ 30000
16 4-28-X%5 |Mbagwu 1105 49899 - 27.322.58 - 498.99
17| 4-30-X5 |Jenkins 1106 367876 - 23,643 82 - 3.678.76 - - - -
18 $10,100.98 | $25833.60 $2583368 | § 507876 |§ 65347 | § 30000 |§ 191521 | § 215354
19

The information from this spreadsheet was used to prepare the following “cash basis” income
statement for April, 20X5. The increase in cash that is evident in the spreadsheet is mirrored as the

“cash basis income™:

ORTIZ CORPORATION
Cash Basis Income Statement
For the Month Ending April 30, 20X5

Revenues
Services to customers $25,833.68
Expenses
Payroll $5,078.76
Supplies 653.47
Rent 300.00
Server 1,915.21
Administrative 2,153.54
Total expenses 10,100.98
Cash Basis Income $15,732.70

Internal Use Only: Cash Basis -- Not prepared under
generally accepted accounting principles!

Ortiz has been approached by Mega Impressions, a much larger web-hosting and design firm. Mega
has offered to buy Ortiz’s business for a price equal to “100 times” the business’s monthly net
income, as determined under generally accepted accounting principles. An accounting firm has been
retained to prepare Ortiz’s April income statement under the accrual basis. The following additional
information is gathered in the process of preparing the GAAP-based income statement:
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Revenues:
e The $9,000 deposit on April 7 was an advance payment for work to be performed equally
during April, May, and June.
e The $11,788.45 deposit on April 20 was collection of an account for which the work was
performed during January and February.
e During April, services valued at $2,000 were performed and billed, but not yet collected.

Expenses:
e Payroll -- The $700 payment on April 3 related $650 to the prior month. An additional $350
is accrued by the end of April, but not paid.
e Supplies -- The amount paid corresponded to the amount used.
e Rent -- The amount paid corresponded to the amount used.
e Server -- The $1,416.22 payment on April 15 related $500 to prior month’s usage.
e Admin -- An additional $600 is accrued by the end of April, but not paid.
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The accounting firm prepared the following accrual basis income statement and corresponding

calculations in support of amounts found in the statement:

ORTIZ CORPORATION
Income Statement
For the Month Ending April 30, 20X5
Revenues
& Services to customers $10,045.23
Expenses
b. Payroll $4,778.76
Supplies 653.47
C Rent 300.00
d Serv‘erl _ 1,415.21
Administrative 2,753.54
Total expenses 9,900.98
Net Income $ 14425
Cash Basis $25,833.68
Less: Advance Payment (9,000.00)
Plus: Portion of Advance Payment Earned 3,000.00
* Less: Collection of Prior Receivable (11,788.45)
Plus: Unbilled Services 2,000.00
Accrual Basis Revenues $10,045.23
Cash Basis $5,078.76
Less: Payment for Prior Month (650.00)
Plus: Accrued Payroll at End of Month 350.00
Accrual Basis Payroll $4,778.76
Cash Basis $1,915.21
Less: Payment for Prior Month (500.00)
Accrual Basis Server Expense $1.415.21
Cash Basis $2,153.54
Plus: Accrued Administrative Costs 600.00
Accrual Basis Administrative Costs $2,753.54

Although Ortiz was initially very interested in Mega’s offer, he was very disappointed with the
resulting accrual-basis net income and decided to reject the deal. This illustration highlights the
important differences between cash- and accrual-basis accounting. Cash basis statements are

significantly influenced by the timing of receipts and payments, and can produce periodic statements
that are not reflective of the actual economic activity of the business for the specific period in
question. The accrual basis does a much better job of portraying the results of operations during each
time period. This is why it is very important to grasp the revenue and expense recognition concepts
discussed in this chapter, along with the related adjusting entries that may be needed at the end of

each accounting period.
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