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METHODS OF ACCOUNTING FOR INCOME AND EXPENSES: HOW TO
PROPERLY ASSESS THE FINANCIAL EFFICIENCY OF BUSINESS

Zhuman Gabit Sagyndykuly
zhuman.gabit@bk.ru,
2nd year Master's student in «Economicsy, specialty «Accounting and auditingy,
L,N.Gumilyov Eurasian National University, Astana, Republic of Kazakhstan

Assessing the financial performance of a business is a key process for making
strategic and operational decisions. Based on revenue and expense data, a company can
determine profitability, optimize costs, and plan for growth. There are two methods for
correctly evaluating an effective business, such as the cash method and the accrual
method. While business efficiency can be assessed by three quantitative indicators —
ROE and ROA. The same indicators are used to determine the effectiveness of the
company's owner and top management. In this article, we will take a deeper look at
these basic methods of accounting for income and expenses, as well as analysis tools
that help to correctly assess the financial performance of a business.

Income and expense accounting methods are ways of recording and analyzing a
company's financial flows in order to obtain accurate information about its economic
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situation. The main methods include. There are three types of income and expense
accounting methods [1,2]:

1. Cash method - accounting for transactions at the time of receipt or expenditure
of funds;

2. Accrual method - accounting for transactions at the time of their occurrence,
regardless of the actual payment;

The purpose of this article is to study and compare various methods of
accounting for income and expenses in order to develop recommendations on choosing
the most effective approach to accounting and analyzing financial flows. This will
allow businesses to increase transparency in financial reporting, optimize costs, and
improve overall business management.

With the cash method, all funds will be recognized as income immediately after
they are credited to the company's account. And all deductions from the account are
immediately recognized as an expense. In short, if you paid the supplier, you
immediately deducted the expense, the money came to the cashier, and the income was
recorded. At first glance, everything looks very simple in this method, but if an
organization provides customers with deferrals or has a lot of partial payments, then
this method will not help reflect the real state of affairs [3].

Accrual method is an accounting method according to which the results of
transactions and other events are recognized upon their completion, including from the
date of completion of work, provision of services, shipment and transfer of goods to
the buyer or his authorized representative for the purpose of sale or registration of
property, and not from the date of receipt or payment of money or its equivalent. Under
the accrual method, expenses and income are recognized only in the period in which
they arise. This means that money from customers will be recognized as income only
after the company fulfills its obligations. Expenses are also recognized only when all
obligations of counterparties to the company are fulfilled. For example, a company can
pay an employee's salary two months in advance, but in the reports this expense will
be divided equally between the two months.

Differences between cash and accrual method

The fundamental difference is that with the accrual method, income and
expenses are taken into account in the period to which they directly relate, and with the
cash method they are recognized immediately, at the time of receipt or debit of money
from the account [4,5]. If you paid for the repairs in February, but they will be carried
out only in March, then according to the accrual method, the money spent on them will
be recognized as an expense in March. But if you keep records using the cash method,
then your repair costs will be among the expenses of February.

The choice of financial accounting method directly determines what financial
result you will see at the end of the period: the cash method will show you one value,
and the accrual method will show you a completely different one.

To figure out how this works, let's hypothetically calculate the income and
expenses of a fictional company using two methods at once. In March, the following
happened at the company:

we paid rent for 3 months in advance — 450 thousand tenge; purchased goods
for 3 months in advance — 600 thousand tenge; purchased new equipment for 1200
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thousand tenge, the service life of which is 1 year; we received an advance payment
for the work that will need to be completed next month — 950 thousand tenge; we
completed the order for 1250 thousand tenge and signed the acceptance certificate, but
according to the contract, the client will pay it with a delay only in April; the salaries
of the employees were paid. The tax on it in the amount of 50 thousand tenge will need
to be paid in April.

The results of how these operations will be accounted for, depending on the
chosen method shown in Table 1:

Table 1 - Comparison between the amounts for the cash and accrual method

March Cash method Accrual method

Prepayment +950 000 0
Post-payment 0 +1250 000
Rent —450 000 —150 000
Purchase —600 000 —200 000
Taxes 0 —50 000
Depreciation —1200 000 —100 000
Result —1300 000 +750 000

The results were very different. The cash method paints an alarming picture of
unprofitability, while the accrual method, on the contrary, demonstrates net profit. The
loss on the cash basis is due to the fact that all expenses for rent, goods and equipment
were incurred in March. But after all, the company will use them in other months as
well — it turns out that the cash method distorts the results and it is risky to make
decisions based on it. This can lead to errors.

Financial performance analysis tools

On this topic, | decided to consider three different financial performance analysis
tools. They are ROE, ROA. Choosing the right method of accounting for income and
expenses depends on the scale of the business and its specifics. The analysis of key
financial indicators allows us to objectively assess the company's effectiveness, make
informed decisions and plan further development.

To begin with, lets understand what that features means by itself. ROE (return
on equity) demonstrates how effectively the funds invested by the owner in the
business, that is, equity, are used. This indicator serves as a key indicator for assessing
how successfully the owner manages his investments, whether it contributes to the
growth of the company's value and at what rate this happens. Formula of calculation
for it shown below in formula below [6,7]:

ROE = net profit / own capital (1)
where, net profit is the profit of the company that remained with her after all the
mandatory

payments; own capital is the amount of money owned by an enterprise or
entrepreneur.
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It will not be possible to calculate the ROE indicator if the equity is negative,
which means that more money has already been pulled out of the business than it has
earned. We are not talking about efficiency here, but rather about the pre-bankruptcy
state. If the equity is positive, we calculate the ROE using the formula (1) above.

ROA (return on assets) — offers a different perspective on management
effectiveness and shows how much profit a company receives for each ruble of its
assets. The ROA is calculated as follows [8]:

ROA = net profit / assets (2)

where, net profit is the profit of the company that remained with her after all the
mandatory

payments; assets the cost of an organization for a certain period of time.

The higher the ROA, the more efficiently a business uses everything it has: cash,
money in accounts and deposits, accounts receivable and other property. The ROA
should be tracked over time, for example, measured once a quarter and watched: is it
growing or falling? If it falls, the business has become less efficient at using assets or
has bought up various unnecessary items, and it will be calculated with formula (2)
above [9, 10].

Results

In that study, it was determined which of the financial tools were better. So for
the cash method we had negative result. In this case, ROA can help assess how
effectively current assets (e.g., equipment, goods in stock) are being used to
compensate for the lack of liquidity. For accrual method the positive result (+750,000
tenge) demonstrates the profitability of the company on paper, but does not take into
account the problems with cash flows, as can be seen from the cash method. This is
where ROE will be important for owners and investors to assess how well equity is
being used to generate profits. ROA is also useful for analysis, as it will help you
understand how profitable a company is relative to all assets.

Conclusion

The choice of accounting method for income and expenses has a significant
impact on the financial performance of the company. The cash method reflects the real
cash flow, which is useful for analyzing liquidity, but it can slightly change the long-
term financial picture. The accrual method, on the other hand, provides a more accurate
understanding of operating profitability, taking into account all liabilities and receipts,
regardless of the actual cash flow.

The study showed that using key financial indicators such as ROE and ROI
allows you to evaluate the effectiveness of a company from different angles. While
ROE serves as the main indicator for owners and investors, demonstrating how
effectively equity is used to generate profits, ROA, in turn, reflects how effectively a
company uses its assets to achieve financial results.

Thus, | came to the conclusion that for an objective assessment of the financial
efficiency of a business, it is recommended to use both accounting methods and it is
very important to combine them with a good analysis of key financial indicators. This
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will make it possible to make better management decisions and ensure the sustainable
development of the company.
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