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ALLOWANCE FOR DOUBTFUL ac
TH . 1o WY of telling .m advance which accounts recejvap]
Ther® l_Ss herefore ot possible to credit the accounts of specif e
iple- It ;e ancollectible accounts. A practical solution, theref(,r;c-c
pro bAﬂowunce for Doubtful Accounts with the amount esj :
called Allowaiice for Doubtful Accounts often jg described
g account. .The Allowance for Doubtful Accounts has 3 credit bal :
ipe Accoun Reqew;ble cozttrsl &:lclount to produce a more usefu] ang relzil:;fe ot
comp®” s hqmdlt{. t':r(l: ausofes:i :l"f’ance for Doubtful Accounts is merely anlt:ls:atail el
not 8 recise calc!J ation, pr onal judgment Plays a considerable role in det, - nd
o of this valuation account. ermining the
ly Adjustments of the Allowance Account -
::/g:(tlhl:!mous Toy Co. at January 3;, the amount of the :Ejl?slfmaec:f:l ?g?g (;;IOUY made by
¢ estimated amount .of uncollectible accounts. This is true on] becau ) was eaual
rst month of operations and this was the company’s fi ¥ because January was

e fi . rst estimate of its uncollectibl
coounts. In future months, the amount of the adjusting entry will depend on two fact]or:

(1) the estimate of uncollectible accounts and (2) the current balance in the Allowance for
poubtful Accounts. Before we illustrate the adjusting entry for a future month, let us see wh
the balance in the allowance account may change during the accounting perio& ’

WRITING OFF AN UNCOLLECTIBLE ACCOUNT RECEIVABLE
Whenever an account receivable from a specific customer is determined to be uncollectible. it
o longer qualifies as an asset and should be written off. To write off an account receivable is’ to
reduce the balance of the customer’s account to zero. The journal entry to accomplish this consists
of a credit to the Accounts Receivable control account in the general ledger (and to the customer’s
account in the subsidiary ledger) and an offsetting debit to the Allowance for Doubtful Accounts.

To illustrate, assume that, early in February, World Famous Toy Co. learns that Discount
Stores has gone out of business and that the $4,000 account receivable from this customer is
now worthless. The entry to write off this uncollectible account receivable is as follows.

307
COUNTS

Will prove to pe uncollect-
ustomers for our estimate of
» 18 to credit a Separate account
Imated to be uncollectible,

Val

Allowance for DOUBHUl ACCOUNMS ......svveveesssiisiaees RTT 4,000
Accounts Receivable (DiSCOUNt SIOTES) .. ..vvitiveriueirineineninnn, 4,000
To write off the account receivabie from Discount Stores as uncollectible.

L+LOE

Writing off a receivable
“against the allowance”

A=

The important thing to note in this entry is that the debit is made to the Allowance for
Doubtful Accounts and no to the Uncollectible Accounts Expense account. The estimated
expense of credit losses is charged to the Uncollectible Accounts Expense account at the
end of each accounting period. When a specific account receivable is later determined to be
worthless and is written off, this action does not represent an additional expense but merely
confirms our previous estimate of the expense.

Notice also that the entry to write off an uncollectible account receivable reduces both the
asset account and the contra-asset account by the same amount. Thus writing off an uncol-
lectible account does not change the net realizable value of accounts receivable in the balance
sheet. The net realizable value of World Famous Toy Co.’s accounts receivable before and
after the write-off of the account receivable from Discount Stores is as follows.

Mﬂte—off After the Write-off :l::&:l':m "t:'““ )
Accounts receivable ............ $250,000 Accounts receivable «....... $246,000
Less: Allowance for doubtful Less: Allowance for doubtful 6.5
accounts .., ... 10,000 ACCOUNES «vvvvmvremrers ,
Netrealizatie valye e W  Netreslizeble value ..o
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i h. Credit losses are recogn
. derlies the allowance approach. C . nized o
Let us nePeat the P?;gtiﬁl ::huilcl:heme sale occurs, not the Perlod in which the acico“m.]s deter.
an e"ginsl:elzlifif:crtlible The reasoning for this position is based on the matching principle.
mined to s

g imates The total amount of accoun

i Agree with Previous Esti : .
Wrgs;:leffsacst::g; I'\:v‘.rittgn off will seldom, if ever, be exactly equal to the estimateq amoypg
rec 3

reviously credited to the Allowance for Doubtful Accounts. " .

P If the amounts written off as uncollectible turn out to be less th.an € estimated amoyp,
the Allowance for Doubtful Accounts will continue to show a credit balance. If the amounts
written off as uncollectible are greater than the estimated a{nount, t.he‘ Allowance for l?oubtful
Accounts will acquire a temporary debit balance, which will be eliminated by the adjustmen;
at the end of the period.

MONTHLY ESTIMATES OF CREDIT LOSSES

At the end of each month, management should again estimate the prob?ble amoqnt of uncol-
lectible accounts and adjust the Allowance for Doubtful Accounts to this new estimate.

To illustrate, assume that at the end of February the credit ma‘nager of World Famoug
Toy Co. analyzes the accounts receivable and estimates that approximately $11,000 of these
accounts will prove uncollectible. Currently, the Allowance for Doubtful Accounts has 3
credit balance of only $6,000, determined as follows.

Current balance in the
allowance account

To increase the balance in the allowance account to $11,000 at February 28, the month-end
adjusting entry must add $5,000 to the allowance. The entry will be as follows,

Increasing the allowance for Uncollectible Accounts Expense
doubtful accounts _

To increase the Allowance for Doubtful Accounts to $11,000,
computed as follows:

In the World Famous Toy illustration
accounts at January 31 and Februar
approaches to estimating credit loss
ment approach.

» estimates of the required allowance for doubtful
¥ 28 were simply given. There are actually two general
es: (1) a balance sheet approach, and (2) an income state-

_ The longer an account is pa
in full. On the basis of past exp
losses likely to occur in each ag

st due, the greater the likelihood that it will not be collect;i(:
erience, the credit manager estimates the percentage of Cf;’_cd
€ group of accounts receivable. This percentage, when appl!
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VALLEY RANCH sy PPLY
ESTIMATED UNCOLLECTIBLE Accoyprs RECEIV, EXHIBIT 7-8
DECEMBER 31, 2013 SOLE 2::;::2}; Recelvable Aging
1-30
Not Yet s S0 61-% overgg
Total Due Past Dye Past ‘g’ Days Days
— ue PastDue PastDye
) Care Center $ 9000 $ 9,000 \
Anim
gutterield, 30N B 2,400 $ 2,400
ciyus Groves: In¢ 4000 3000 $ 1,009
Farms 1,600
giry Fresh $ 600  $1.00
gastlake Stables 13,000 7,000 6,000 0
otercustomers) 70000 32000 22000 9600 540, 4,000
Totals $100000  $51000 $29000 $12000 33005 $5,000
K SR TR T g g
(o the total dollar amount in the age group, gives the estimated uncollectible portion for that
oup. BY adding together the estimated uncollectible portions for all age groups, the required
italance in the Allowance for Doubtful Accounts is determined. Exhibit 7-9 provides a sched-
Jle listing the group totals from the aging schedule and shows how the estimated total amount
of uncollectible accounts is computed.
~ VALLEY RANCH SUPPLY EXHIBIT 7-9
ESTIMATED UNCOLLECTIBLE ACCOUNTS RECEIVABLE | Estimated Dollar Amount of
\ " DECEMBER 31,2018 . Uncollectible Accounts
~ Age Percentage Estimated
- Group - . Considered Uncollectible
~ Total Uncollectible* Accounts
Notyetdue ...... R ...... $ 51,000: X 1% = $ 510
1-30dayspastdue ............o.. 29,000 X 3 = 870
"31-60dayspastdue ......... s B 12000 Rz 10 = 1,200
61-90 days past due ... EERRTREE ‘ ; 3,000 \ ‘x _ 20 = 600 |
Over 90 days pastdue ........... ___ig_qg = Eie SQ = 2,500
Totals .......ooiiiiiiins fr w0 $100,000 - $5,680
e L : WWWWWW\W@MM«M%WW&RW

*These percentages are estimated each month by the credit manager, based on recent experlence and current economic conditions.

At December 31, Valley Ranch Supply has total accounts receival_nle of $100,0QO, of which
$5,680 are estimated to be uncollectible. Thus, an adjusting entry is needed to increase the
Allowance for Doubtful Accounts from its present level to $5,680. If the allowance account
currently has a credit balance of $4,000, the month-end adjusting entry should be in the
amount of §1,680, determined as follows.®

————

6
Ifaccounts receivable wri i i d th .
3 e written off during the period excee : R wglF
justment date, the allowance account tegmpofarily acquires a debit ba.lance. Thl; sg:lﬂu::lyiﬁznmd fmcu
allowance is adjusted each month but often occurs if adjusting entries are made only

- allowance
([ Valley Ranch Supply makes only an annual adjustment for uncollectible accounts, the allow
accoum

susti hould be for
$ might have a debit balance of $10,000. In this case, the year-end adjusu:g tznmtl’xé' fe;):ired - edit bal-
13680 i order 15 offset the §10,000 debit balance and to bring the allowance up
. Meeof §5,680),

~ upr Bardless of how often adjusting entries are made,
Ply should pe $5,680 at year-end.

e Allowance for Doubtful Accounts at the last

the balance in the allowance account of Valley Ranch
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0 BQJUSIMENt) - corre

between ‘ rior t
Determine the difference Credit balance at December 31 oo s
balance o Credit adjustment required . . cem

e Credit balance required at De .

i

i ember 31.
Thus, the following adjusting entry 18 made at Dec

..............

wm balanc: nthe Uncollectible Accounts Expensé
clo Allowance for Doubtful Accounts

its required
hm,uw"m e matd 'IM“"" To increase the Allowance for Doubtful Accounts to its req
i periot balance of $5,680.

............................
---------

Estimating Credit Losses—The Ingomg S_tatelr]":i"t;cﬁsg'::c': AN altepy,
method of estimating and recording credit k’”"? 15 ca o Statement Pprog,
This method focuses on estimating the uncqllecnble accoun eXPtel:lse to be feporteq iy e
income statement for the period. On the basis of pflSt exPe’YI:HC%. e Uncollecflble accoyy
expense is estimated at some percentage of net credit sales. The adjusting entry is mage j, e
full amount of the estimated expense, without regard for the current balance in the A“‘)Wance
1 Accounts. oo

for’ll%()i‘l]ﬁgrrate, assume that a company’s past exgerience indicates that about 2 Percent of i
credit sales will prove to be uncollectible. If crcd-lt sales for September amount o $150,000’
the month-end adjusting entry to record uncollectible accounts expense is as follows,

\Thelncomestatemgnt' ] Uncollectible Accounts EXDEN5E 0l 5 5 559 4 5 S § om0 g s 4 0900 5 5 5n o LTI 3,000
approach - e : Allowance for Doubtful Accounts ...

o record uncollectible accounts expense, estimated at 2%
- of credit sales ($150,000 x 2% = $3,000).

This approach is fast and simple—no aging schedule is required and no consideration i
given to the existing balance in the Allowance for Doubtful Accounts. The aging of accounts
receivable, however, provides a more reliable estimate of uncollectible accounts because of
the consideration given to the age and collectibility of specific accounts receivable at the bl
ance sheet date.

In past years, many small companies used the income statement approach in preparing
monthly financial statements but used the balance sheet method in annual financial state-
ments. Most businesses today have computer software that quickly and easily prepares
monthly aging schedules of accounts receivable. Thus most businesses now use the balance
sheet approach in both their monthly and annual financial statements,

RECOVERY OF AN ACCOUNT RECEIVABLE
PREVIOUSLY WRITTEN OFF

Occasipnally a receivable that has beep written off as worthless will later be collected in
full or in part. Such collections are often referred to as recoveries of bad debs. Collection of
a1 account receivable previously written off is evidence that the write-off was an error; t
receivable should therefore be reinstated as an asset.

‘Let U8 assume, for example, that 5 company wrote off a $500 account receivable from B
Wilson on February 16, The write-off of this account was recorded as follows.

Vlil_éon'qccountconsldered : - ~ L
uncollectible Allowance for Doubtfy) Accounts . . o e 500

~ Accounts Receivable (Bréd Wilson) . ., ‘ T : 500 |
\To erte off the account recelVabl ..................... .

e from Brad Wilson as uncollectible.
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Recemble
eV

stomer, Brad Wilson, pays the account M
e arite-off is as follows. "0 full on Febryqry 57

> the entry 1o reyerse

ff the
the P“wious

u n ts ;eceivable {Brad Wilson)
CCOA“owahc e for Doubtful Accounts ..., .

................... 500
n asset an account recej S TTPITPI Wilson account reinstated
O e vEDe previously writien of 500 }

e
"""""""
v
.
L

bl “ o T .W‘v.,\w“ ;
Noti bl entry mad
e. A separ ; ¢ when .

en off 25 uncollectible. A separate entry will be made to regorg the the account was writ
Wilson and to remove his reinstated account from the system cash collected from Brad
- Cash +ee+ e o« Bl PRINER 83 N4 X35 KB 3 G 5 8§81y g g7 5 ;

Accounts Receivable (Brad Wilson) ... T 200 w'”“ account previously
7o record the collection of account receivable from Brad Witson 500 reinstated is finally collected

HIRECT WRITE-OFF METHOD

Some compani_es do 1'10t gse any yaluation allowance for accounts receivable, |

ing end-of-period adJust.mg entr1e§ to record uncollectible accounts expens-e :;tf;d gf rpak-
estimates, these gompames recogmize no uncollectible accounts expense until s eciftE am’Of
sbles are determined to be worthless. This method makes no attempt to matcl? s it
the expense of uncollectible accounts. TR R

When a particular customer’s account is determined to be uncollectible. it is wri
. ’ t
directly to Uncollectible Accounts Expense, as follows. s iten of

ASAREENGIE T R
Accounts Receivable (Bell Products) ...................c.......
To write off the accou

nt receivable from Bell Pr

i BRGNS

When the direct write-off method is used, the accounts receivable will be listed in the
balance sheet at their gross amount, and no valuation allowance will be used. The receivables,
therefore, are not stated at estimated net realizable value.

The allowance method is preferable to the direct write-off method because the allowance
method does a better job of matching revenues and expenses. In some situations, however, use
of the direct write-off method is acceptable. If a company makes most of its sales for cash,
the amount of its accounts receivable will be small in relation to other assets. The expense
from uncollectible accounts should also be small. Consequently, the direct write-off method
is acceptable because its use does not have a material effect on the reported net income.

Itis important to note that current income tax regulations require taxpayers to use the direct
write-off method in determining the uncollectible accounts expense used in comput‘mg taxable
income. From the standpoint of accounting theory, the allowance method is better because it enables
expenses to be matched with the related revenue and thus provides a more logical measurement of
netincome. Therefore, most companies use the allowance method in their financial statements.

FACTORING ACCOUNTS RECEIVABLE |

e term factoring describes transactions in which a business sells its account_s recewab‘:e ?o
afinancial institution (often called a factor). These arrangements enable a business to obtain
fsh immediately instead of having to wait until the receivables can be collected.

-7.—\ -

annual sury i tently shows more

thAn ual survey of the accounting practices of 600 publicly ow"ed.corpomu::tsscmil;f theie companies,
a0 500 of these companies use the allowance method in their financial statemem:

oW . o
©Ver, use the direct write-off method in their income tax returns.
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Factoring accounts receivable is a popular practice among small businesg °"gaHiZati0ns
that do not have well-established credit. Large and liquid organizations often cap borroy
money using unsecured lines of credit.

You as a Used Car Purchaser ;

Assume you purchased a car from John’s Used Cars for $500
down and 24 payments of $150 per month. After making three
months of payments to John’s Used Cars, you are notified that
John's plans to factor your account receivable to the Barb Smith
Collection Agency. You are concerned about owing money to this
particular collection agency because you have heard it uses very
aggressive tactics to collect overdue payments. You call the car lot
and speak directly with John. You Question the legality and ethics
of factoring accounts receivable. You state that you entered into a
contract with him and not a collection agency. You state that you
did not give permission to sell your receivable and that selling the
receivable to another organization eliminates your obligation to
pay it. John says factoring accounts receivable is legal and sug-

gests that you consult the Uniform Commercial Code. What would
you do?

© Photodisc Green/Getty Images

(See our comments in Connect.)
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CREDIT CARD SALES

By making sales through credit card companies, merchants receive cash more quickly from
credit sales and avoid uncollectible accounts expense. They also avoid the expenses of inves-

tigating customers’ credit, maintaining an accounts receivable subsidiary ledger, and making
collections from customers.

Bank Credit Cards Some widely used credit cards (such as Visa and MasterCard) are
issued by banks. When the credit card company is a bank, the retailing business may dCPOS}t
the signed credit card drafts directly in its bank account. Because banks accept these credit
card drafts for immediate deposit, sales to customers using bank credit cards are recorded as
cash sales.

In exchange for handling the credit card drafts, the bank imposes a monthly service charg_e
that usually runs around 2 percent of the amount of the drafts. This monthly service charge 1S

deducted from the merchant’s bank account and appears with other bank service charges in
the merchant's monthly bank statement,

Other Credit Cards When customers use nonbank credit cards (such as .Al'nerlca::
Express), the retailing business cannot deposit the credit card drafts directly in its b:ili l
account. Instead of debiting Cash, the merchant records an account receivable from thf: cr .
card company. Periodically, the credit card company reimburses the merchant. Busmessen;
however, are not reimbursed for the ful] amount of the outstanding receivable. The agreem fo
between the credit card company and merchants usually allows the credit card company
discount the amount reimbursed by around 3 percent. tomer
To illustrate, assume that Bradshaw Camera Shop sells a camera for $1,200 to a cu
who uses a Quick Charge credit card. The entry would be as follows.
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...........
........
-----

d of the week, Bradshaw Camera Shop mails ¢
tthé ::?npa“y’ which redeems the draft after g  the $1,200
CIWE; received by Bradshaw, the entry is ag follo
ment

credt Card Discount Expense

.......
.........
..................
.......

Accounts Receivable (Quick Charge Coy, .. T

record collection of account receivable from Quick Charge Co,, P 1,200
T?ess 2% discount.

R ot

The expense account, Credit Card Discount Ex

pense,
penses in the income statement of Bradshaw Came
ex

is included among the selli
ra Shop * "

@s Receivable and Interest Revenue j

Accounts receivable usually do not bear interest. When
usually require the debtor to sign a formal promissory no

interest will be charged, creditors

te. A promissory note is an uncondi-
tional promise in writing to pay on demand or at a future d

ate a definite sum of money.
pay is called the maker of the note.

Ppayee of the note. In Exhibit 7-10,
onal Bank is the payce.

The person who signs the note and thereby promises to
The person to whom payment is to be made is called the
pacific Rim Corp. is the maker of the note and First Nati

$200,000 Los Angeles, California

July 10, 2018

One year AFTER DATE

Pacific Rim Corp.

PROMISES TO PAY

TO THE ORDER OF First National Bank

—Two hundred thousand and no/100—

PLUS INTEREST COMPUTED AT THE RATE OF 6% per annum

SIGNED G. L. Smith

TITLE Treasurer

From the viewpoint of the maker, Pacific Rim, the illustrated note is a liabti:l::‘):3 ar;des
recorded by crediting the Notes Payable account. However, from the Yxfawpv:::nt; o Riciiv:
Fist National Bank, this same note is an asset and is recorded by debiting the No
abl

1 te), the
© account. The maker of a note expects to pay cash at the maturity date (or due date)
Payee expects to recejve cash at that date.

NATURE OF INTEREST

: . : xpense. A lender
Test is g charge made for the use of money. A borrower incurs interest €xp
£am,

i . 2 cial statements, you
" terest revenue, When you see notes payable in a company’s finan

L07-7

LEARNING OBJECTIVE
Explain, compute, and
account for notes receivable
and interest revenue.

EXHIBIT 7-10

Simplified Form of
- Promissory Note
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know that the company has borrowed money, so you should expect to find inter

est expen&
in its income statement. If you see notes receivable, you knpw that the Company hag | oaneg
money, so you should expect its income statement to report interest revenue,

Computing Interest In Chapter 4, we introduced the following formuly o Compyge
interest:

Interest = Principal x Rate of Interest X Time

(This formula is often expressed as I = P X R x p
Interest rates usually are stated on an annual basis. For example, the total
on a $200,000, one-year, 6 percent note receivable is computed as follows,

P xR x T = $200,000 x 0.06 x 1 = $12,000

interest charge

If the term of the note were only four months instead of one year,

the total interest Tevenye
earned in the life of the note would be $4,000, computed as follows.

P Rx T = $200,000 x 0.06 x - = $4,000
It should be noted that these computations illustrate simple interest, meanin

accrues on the unpaid interest amounts each month, We will introduce compou,
Chapter 10,

g NO interest
nd interest ip

ACCOUNTING FOR NOTES RECEIVABLE

In some fields of business, notes receivable are seldom encountered: in other fields they occur

frequently and may constitute an important part of total assets. In banks and financial ingtipy.

tions, for example, notes receivable often represent the company’s largest asset category and
generate most of the company’s revenue.,
All notes receivable are usuall

¥y posted to a single account in the general ledger. The amount
debited to Notes Receivable is

always the face amount of the note, regardless of whether the
nterest-bearing note is collected, the amount of cash received
ount of the note. The interest collected is credited to an Interest
e face amount of the note is credited to the Notes Receivable

may be larger than the face am
Revenue account, and only th
account,

llustrative Entries  Assume that on December 1, a 3-month, 6 percent note receivable is

acquired from a customer, Marvin White, in settlement of an existing account receivable of
$60,000. The entry for acquisition of the note is as follows.

Accepted 3-month, 6% note in settiemen

t of account receivable.

At December 31, the end of the company’s fiscal

year, the interest earned to date on notes
receivable should be accrued by an adjusting entry a

s follows.

------------------------------------------------------

.....................................................

note ($60,000 x 6% x 1% = $300)

To simplify this illustration, we will assume our ¢
year-end. Therefore, no entries are
January and February,

- i at
ompany makes adjusting entrics On])"ng
made to recognize the interest revenue accruing durt




e

wvable and Interest Revenue
e!
Notes

arch 1 (three months after the date of the note),

. 1-\:“ of the note will be as follows,
c()“ecu

.................................
-------
-----------
A

sh 5
cs Notes Recelvable «.....ooovvenun

jnterest Receivable

|nterest REVENUE . ...coevveenn e

................
..............
......
D&

jected 90-day, 6% note from Marvin White (860,000 x g% x 2 _

$900 interest, of which _$60 was earned in current year).

The preceding three entries show that interest is bein
ste and that the interest should be apportioned between
zach year will then include the interest actually earned

if the Maker of a Note Defaults A note receivable tha
is said to have been defaulted by the maker. Immediately aft
should be made by the holder to transfer the amount due fro
o an account receivable from the debtor.

Financial Accounting, 17th Edition
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........ 60,900 : Collection of principal
....... 60,000 | and interest
....... 300

Fhanees 600

g earned throughout the term of the

years on a time basis. The revenue of
n that year,

cannot be collected at maturity
er the default of a note, an entry
m the Notes Receivable account

To illustrate, assume that on March 1, our customer, Marvin White, had defaulted on the
note used in the preceding example. In this case, the entry on March 1 would have been as

follows.

Notice that the interest earned on the note is recorded through the maturity date and is
included in the account receivable from the maker. The interest receivable on a defaulted note
is just as valid a claim against the maker as is the principal amount of the note.

o e

Collecting accounts receivable on time is important; it
Spells the success or failure of a company’s credit and
_tf:o °¢§9ﬁ policies, A past-due receivable is a candidate
i Write-off as a credit loss. To help us judge how good
- J°b a company i doing in granting credit and collecting
ables, we compute the ratio of net sales to aver-
"eceivables. This accounts receivable turnover rate
U8 how many times the company’s average investment
vables was converted into cash during the year. The
'S Computed by dividing annual net sales by average
"NtS receivable. The higher the turnover rate, the more

company’s receivables. Dividing 365 days by the

18 recejy

Is

L07-8

LEARNING OBJECTIVE
Evaluate the liquidity of

a company’s accounts
receivable.

periods than low turnover rates. By computmg and ana!yb
ing the accounts receivable turnover, management receives
actionable information related ta the company’s credit and
collection policies. Such information helps management
make better decisions, a key objective of accounting per the
Pathways model. _ .

In some companies, such

as resm\mmts
utilities, turnover rates are mlativelyi@gt} ‘or other ¢
prises, such as large manufacturing firms, turnover rates are

relatively low, making the average _ﬁmg_ig
outstanding receivable much longer. = - SR
To illustrate, Exhibit 7-11 contains _informa_tton taken
from recent financial statements issued \by Allete, Inc. (an
electric utility company), and 3M (Minnesota Mining and

Manufacturing Company).

taken 43 Gollect an

e
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EXHlBlT 7-11 (\ 2 LN Y e A ST NI L N SRR T I B : A"ete' [nc. 3M
Accounts Receivable $1,136.8 million  $ 31.8 biljg

Collection Performance ? 8.Netsales 96.3 million i '

Accounts receivable (beginning of year) : 4.3 billion

Accounts receivable (end of year) __103.0 million —ﬂ&"

$ 199.3 million $ 8.5 billion

<2 =2

b. Average accounts receivable $ 99.65milion  $ 4.25 billion

. Accounts receivable turnover rate {a + b) 11.4 times 7.5 times
Average days outstanding (365 days + <) 32 days 49 days

As shown in Exhibit 7-11, Allete’s accounts receivable outstanding an average of 32. days befor?. being collected,
turnover rate is 11.4 times compared to 3M’s turnover rate  whereas 3M’s accounts receivable remain outstanding an
of only 7.5 times. Thus, Allete’s accounts receivable remain  average of 49 days prior to collection.

- Assume that you were hired by Regis Department Stores in 2018 to develop and implement a new
credit’pdlicy. At the ti‘me of your hire, the average collection period for an outstanding receivable
‘was in excess of 90 days (far greater than the industry average). Thus the primary purpose of the

new policy was to better screen credit applicants in an attempt to improve the quality of the com-
pany’s accounts receivable.

- Shown as follows are sales and accounts receivable data for the past four years (in thousands).

riel 2018 2017 2016 2015
i
T Sales . ... $17,000 $14,580 $9,600 $9,000
Average accounts
receivable

..................... 1,700 1,620 1,600 1,800

- Based on the given data, was the credit policy you developed successful? Explain.

(See our comments in Connect.)
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R ed previously in this chapter, determin;
AS disCuSls wance for doubtful. accounts depend
o the al; ents. Therefore, it is important to
ment’s jU gTo how management determines th
g facts a$ ounts including changes in manage
Joubtful 2cC h disclosures are deficient, securi

When suc U.S. Securities and Exchange C
Jated a.nd the e;l forcement action against the company and/or
can bring an management. The SEC brought an enforcement
against 5:‘}‘;{ the chief accounting officer of Integrated Electri-
action ag

ices, Inc. (IES) for improper disclosure related to IES’s
cal Services, 1t

ng the balance
S on Manage-

disclose Mmate-
¢ allowance for
Ment’s approach.
ties laws are vio-
Ommission (SEC)

for estimating the g
approximately | perc
IES reducing the al]

owance for doubtful accounts fror.n £
ent to 0.25 percent. This resulted in

to IES’s financial s
rial effect of this c
change in the perc

tatements. Notwithstanding the mate- 3
hange on IES’s financial statements, the 3

entage used to compute the allowance for B
doubtful accounts was not disclosed.

A public comp

any’s chief accounting officer signs the
Form 10-

doubtful accounts. '
allowance folraea dquartered in Houston, Texas, and during the
IES s e period IES was a leading provider of electr.i-
relevamtr::inﬁng services. IES changed the percentage basis
cal con

K and is responsible for ensuring that the finan- ot

cial statements are fairly presented in accordance with

with GAAP.

ﬁ:oncluding Remarks

-

GAAP. Inadequate disclosure, if material, prevents finan- "
cial statements from being fairly presented in accordance s

i

2

i i i ting for
i i lore the issues involved in accoun
i ee chapters in which we exp. ; e ¢ have
s e ﬁrsir:{ ttlllléme in glese chapters is the valuation c?f assets. In Exl'}lll:elz 7-2, w
assets. Th:dc EI:)w a company’s financial assets are repgrted in the ba_lz}n:ses:ts th.roughout s
’ We have illusirated inumerens inpsactions dnvolyng he ﬁnanﬂae have also determined
¢ have 1 i heet valuation issues, w
ition to addressing balance s . e statement of cash
ch;pt:]er- iﬁ addtlrt;zrslacﬁons are reported in the income statement and th
whether these
; : ets. For
flows. luation of inventories and of plant ass
uation of 1n iabla
ters, we explore the va . ion methods are acceptable.
eacII?c:If1 :hi:it;;Z:tg h;gu w’ill see that several alterr'l;nvetraiiui??e(;:nltnresults. An understand-
, e sigHiticantty interpretation of
i , however, may produ . use and interp
Ee(s; f;ffere?:emettlilgg zccounting methods is essential to the proper
es . S.
fg il stosor in the preparation of income tax return
Inancial statements and in the prep



