
Why would you want to use the cash method?

The great advantage of the cash method is its simplicity. In addition, recognizing income in the year in
which the cash is received means that the taxpayer has cash with which to pay the tax.

Another advantage offered by the cash method is the control that it gives the taxpayer over when
income and expenses will be recognized. To the extent that the taxpayer can regulate the timing of the
payments from his clients and customers he can choose the year in which to pay tax.

Example—Acceleration of Income

T is a doctor reporting income on the cash method. One year, T decides to accelerate the recognition
of income because he anticipates an increase in tax rates in the following year. He can implement this
decision by requiring his patients to pay for his services at the time they are rendered and aggressively
pursuing the collection of outstanding bills. 

 Example—Deferral or Acceleration of Deduction

T's small business has a number of bills that are due in January, 2002. By mailing the payments on Dec.
31, 2001, T can deduct the payments in 2001. By waiting one day to mail them, he can deduct the
expenses in 2002. T is free to decide in which year the deduction is likely to be most beneficial.  

Taxpayers currently using the accrual method of accounting must obtain approval from the IRS to
change to the cash method. However, qualifying small taxpayers with average annual gross receipts of
$1,000,000 or less may obtain automatic approval to change the accounting method from accrual to
cash.

A taxpayer has average annual gross receipts of $1,000,000 or less if, for each prior tax year ending on
or after December 17, 1998, the taxpayer's average annual gross receipts for the 3-tax-year period
ending with the applicable prior tax year does not exceed $1,000,000. 

Inventory accounts must be maintained whenever the production, purchase, or sale of merchandise is
an income-producing factor.  It does not matter if the  taxpayer earns little or no profit on a sale. Other
items, such as employees' salaries, rent, utilities, and other operating expenses, may be accounted for
using the cash method.


