The image explains the concept of Accrual Accounting and contrasts it
with Cash Accounting.

In Accrual Accounting, the fundamental principle is that financial
transactions are recorded at the moment they occur, regardless of when
the cash is actually received or paid. For instance, if a company
provides a service in January but receives payment in March, under the
accrual method, the revenue is recorded in January, when the service
was delivered. Similarly, expenses are recorded when they are
incurred, not when the cash is paid. This method provides a more
accurate picture of a company's financial performance because it



Rudy C Tarumingkeng: Accrual Accounting vs, Cash Accounting

matches revenues with the expenses incurred to generate them, within
the same period.

On the other hand, Cash Accounting is simpler and focuses strictly on
actual cash flow. Revenue is recorded only when the cash is received,
and expenses are noted only when the cash is paid. For example, if a
company sends out an invoice today but receives payment a month
later, the revenue will only be recorded when the cash actually arrives.
Similarly, if an invoice is received today but paid next month, the
expense is recorded when the payment is made.

The key distinction is the timing of recognition. Accrual Accounting
aligns revenues and expenses to the period in which they occur,
offering a more realistic view of financial health. Cash Accounting,
however, is more straightforward and focuses solely on cash
transactions, which can be simpler for small businesses but may not
reflect the true financial position during periods when cash flow timing
IS uneven.

1. Accrual Accounting: Understanding the Principle

Accrual accounting operates on the "matching principle", which
requires that revenues and related expenses be recognized in the same
accounting period in which they occur, regardless of when cash
transactions happen.

« Revenue Recognition: Income is recorded when earned, not
necessarily when the cash is received. For example, if a company
delivers products in January but receives payment in March, the
revenue is recognized in January.

« Expense Recognition: Costs are recorded when incurred, not
when paid. If a company receives an electricity bill in December
but pays it in January, the expense is recognized in December,
when the service was consumed.

The advantage of this approach is that it provides a more accurate and
realistic picture of financial performance. It aligns with the economic
reality of transactions, making it easier to understand profitability
within a given period. This method is commonly used by larger
businesses and those that need to present financial statements
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according to generally accepted accounting principles (GAAP) or
International Financial Reporting Standards (IFRS).

2. Cash Accounting: A Simpler Approach

In contrast, cash accounting is simpler and more straightforward. It
records transactions only when cash is exchanged:

« Revenue is recognized only when payment is received.
. Expenses are recorded only when payment is made.
For example:

. Ifyou provide a service today but receive payment after 30 days,
the revenue is recorded only when the cash arrives.

. Ifyouincur an expense today but pay for it next month, itis
recorded only when the cash is actually paid.

This method is often preferred by small businesses or individuals who
prefer simplicity and do not have significant accounts receivable or
payable. It provides a clear picture of actual cash flow but can be
misleading when it comes to understanding profitability in specific
periods. For instance, if sales are made in December but payment is
received in January, it may incorrectly appear as though there were no
revenues in December.
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3. Key Differences Between Accrual and Cash Accounting

Aspect Accrual Accounting Cash Accounting
Timing of When income is earned and When cash is received or
Recording expenses are incurred. paid.

Provides arealistic financial May not reflect true

Accuracy picture by matching income profitability in specific

Complexity need for tracking receivables

and expenses. periods.

More complex due to the
P Simpler, focusing only

on cash transactions.

and payables.
Best for large businesses or Suitable for small
Suitability those needing financial businesses with simple
reports. operations.
May be acceptable fo
Compliance Required for companies stll non rIe) ulatedr
p following GAAP or IFRS. - g
entities.

4. Practical Example

Imagine a small consulting business:

In December, the company completes a project worth $10,000
but will receive payment in January.

The company also incurs an expense of $3,000 in December but
will pay it in January.

Under Accrual Accounting:

o The $10,000 revenue is recorded in December, when the
service was rendered.
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o The $3,000 expense is also recorded in December, as the
service was consumed.

Under Cash Accounting:

o Both the revenue and the expense will be recorded in
January, when the actual cash transactions occur.

Result:

Accrual accounting will show a net profit of $7,000 in December.

Cash accounting will show no activity in December and a profit in
January, potentially distorting the financial understanding for the
December period.

5. Why Accrual Accounting is Preferred for Large Businesses

1. More Accurate Financial Picture: Businesses can better match

revenues to related expenses, providing a clearer view of
profitability.

. Improved Financial Planning: Since revenue and expenses are

recorded when they occur, it becomes easier to plan for future
financial needs.

. Meets Legal Standards: For businesses adhering to GAAP or

IFRS, accrual accounting is mandatory, ensuring consistency and
reliability in reporting.

Investor Confidence: Accurate financial statements help
investors make informed decisions, enhancing credibility.

6. Challenges with Accrual Accounting

Complexity: Requires tracking receivables and payables, making
it more complex than cash accounting.

Cash Flow Management: A company may appear profitable on
paper but struggle with actual cash flow if receivables are
delayed.
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7. Why Small Businesses Prefer Cash Accounting

1. Simplicity: Easier to manage, with less need for complex tracking
of income and expenses.

2. Focus on Cash Flow: Helps businesses directly monitor available
cash, ensuring they can meet immediate financial obligations.

3. Cost-Effective: Less expensive to implement, as it doesn't require
sophisticated accounting systems.

8. Transitioning from Cash to Accrual Accounting

As businesses grow, transitioning to accrual accounting becomes
essential for accurate financial reporting. This involves:

« Tracking accounts receivable and payable.

« Adjusting financial systems to recognize revenue and expenses
when they occur.

« Training staff or hiring accountants familiar with accrual
practices.

Conclusion

« Accrual Accounting offers a comprehensive, accurate, and
reliable method for understanding a business's financial health
by recognizing revenues and expenses when they occur.

« Cash Accounting is simpler and focuses on actual cash flow but
may not reflect the true financial performance, especially over
specific periods.

Choosing between these methods depends on the size, complexity, and
financial reporting requirements of the business. For large or growing
enterprises, accrual accounting is the preferred method, while small
businesses with straightforward operations might opt for the simplicity
of cash accounting.
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Let's illustrate Accrual Accounting and Cash Accounting using
detailed examples and calculations to clarify how each method impacts
financial reporting.

© Business Scenario

A company provides IT consulting services.

In December 2024, it completes a project for a client worth
$15,000. The client will pay in January 2025.

The company incurs an expense of $5,000 for purchasing
software in December 2024, but it pays the vendor in January
2025.

Additionally, the company receives $8,000 in cash for a previous
service completed in November 2024.

It also pays $2,000 in January 2025 for an expense incurred in
November 2024.



Rudy C Tarumingkeng: Accrual Accounting vs, Cash Accounting

Il 1. Accrual Accounting Example

Transaction

Revenue for
December
Project

Expense for
Software

Revenue for
November
Project

Payment for
November
Expense

Amount

$15,000

-$5,000

Already
recorded

Already
recorded

Recognition
Month

December
2024

December
2024

Explanation

Recognized when service
is delivered (earned).

Recognized when the
expense is incurred.

Already recorded in
November when the
service was performed.

Recorded in November
when the expense was
incurred.

Net Income for December 2024 (Accrual Basis):

Net Income=Total Revenue-Total Expenses\text{Net Income} =
\text{Total Revenue} - \text{Total
Expenses}Net Income=Total Revenue-Total Expenses

=15,000-5,000=10,000= 15,000 - 5,000 = 10,000=15,000-5,000=10,000

Result: The company shows a profit of $10,000 in December 2024,
matching revenues and expenses to when they were earned and
incurred, regardless of when cash is exchanged.
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Il 2. Cash Accounting Example

Recognition

Month Explanation

Transaction Amount
Recognized when

$0 January 2025 payment is received in
January.

Revenue for
December Project

Recognized when
Expense for gnized w

Software $0 January 2025 payment is made in
January.

Revenue for $8.000 December Recognized when cash is

November Project ’ 2024 received.

Recognized when cash is
paid.

Payment for
November Expense

-$2,000 January 2025
Net Income for December 2024 (Cash Basis):
Net Income = Revenue — Expenses

8,000 — 0 = 8,000

Result: The company reports a profit of $8,000 for December 2024, only recognizing transactions

when cash actually changes hands.
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5} Comparison of Outcomes

Aspect Accrual Accounting Cash Accounting
December Revenue $15,000 $8,000
December Expenses $5,000 $0

Net Income $10,000 $8,000

Key Takeaways from the Example
1. Timing Difference:

o Accrual accounting reflects income when earned and
expenses when incurred, leading to more accurate
financial statements.

o Cash accounting reflects income and expenses only when
cash is received or paid, which can delay recognition and
potentially distort financial performance.

2. Financial Planning:

o Accrual accounting provides a clearer financial picture,
which is beneficial for long-term financial planning and
decision-making.

o Cash accounting is better suited for tracking immediate
cash flow but doesn't necessarily reflect the company’s
actual profitability during a specific period.

3. Business Implications:

o Large businesses and those seeking investors typically use
accrual accounting to provide a transparent, accurate view
of financial health.

o Small businesses with simpler operations may prefer cash
accounting for its simplicity and ease of tracking cash flow.
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Conclusion

This detailed example and calculation show that Accrual Accounting
offers a more comprehensive and realistic view of financial
performance by matching revenues and expenses to their occurrence.
Meanwhile, Cash Accounting provides simplicity but may delay
revenue and expense recognition, leading to an inaccurate depiction of
profitability in specific periods.
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