Valuing Accounts Receivable
· Valuing receivables involves reporting them at their net realizable value. Net realizable value is the amount expected to be received in cash.

· Credit losses are considered a normal and necessary risk of doing business on a credit basis. Credit losses are debited to Bad Debts Expense. 

· The key issue in valuing accounts receivable is when to recognize these credit losses. If the company waits until it knows for sure that a specific account will not be collected, it could end up recording the bad debt expense in a different period than the revenue. 

· If credit losses are not recorded until they occur, no attempt is made to match bad debts expense with sales revenues or to show the net realizable value of the accounts receivable. This violates the matching principle.

· To avoid a mismatch, we do not wait until we know exactly which receivables are uncollectible.  Instead, we must estimate the uncollectible accounts receivable.

The Allowance Method

· Because we do not know which specific accounts receivable will need to be written off, we use what is known as the allowance method.

· The Allowance Method of accounting for bad debts involves estimating the uncollectible accounts at the end of each period. 

· As a result, the bad debt expense is recorded in the same period as the revenue from credit sales, and the accounts receivable are reported at their net realizable value on the balance sheet. 

The allowance method is required for financial reporting purposes when bad debts are material (significant) in amount. It has three essential features:

1.
Recording estimated uncollectibles.

2.
Recording the write-off of an uncollectible account.

3.
Recovery of an uncollectible account.


Recording Estimated Uncollectibles

· Estimated uncollectibles are debited to Bad Debts Expense and credited to Allowance for Doubtful Accounts through an adjusting entry at the end of each period. 

· The Allowance for Doubtful Accounts is a contra asset account that is deducted from Accounts Receivable, resulting in the net realizable value of the receivables appearing on the balance sheet
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The net realizable value can be presented by the formula shown below:
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Formula for calculating net realizable value




Estimating the Allowance

Two approaches are used to estimate the amount of uncollectibles: percentage of sales and percentage of receivables.

Percentage of Sales Approach

· This method calculates bad debts expense as a percentage of net credit sales based on past experience and the company’s credit policy.

· When calculating the amount in the adjusting entry, the existing balance in the Allowance for Doubtful Accounts is ignored.

· If the write-offs in the next year are very different from the amount estimated this year, management should adjust the percentage in calculating the adjusting entry.

· This approach to estimating uncollectibles results is an excellent matching of expenses with revenues because the bad debts expense is related to the sales recorded in the same period.

· This approach is sometimes called the income statement approach because an income statement account, sales, is used to calculate another income statement account, bad debts expense.

To illustrate, assume that Adorable Junior Garment decides to use the percentage of sales approach. It concludes that 2 percent of net credit sales will become uncollectible. Recall that net credit sales for the calendar year 2007 are $1.2 million. The estimated bad debts expense is $24,000 (2% × $1,200,000). The adjusting entry is: 
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Percentage of Receivables Approach

Under the percentage of receivables approach, management uses past experience to estimate the percentage of receivables that will become uncollectible accounts.

· One method is to multiply the total amount of accounts receivable by a percentage based on an overall estimate of the total uncollectible accounts.

· A second method is to use different percentages depending on how long the accounts receivable have been outstanding.

· A schedule must be prepared, called an aging schedule, which shows the age of each account receivable. The longer a receivable is past due or outstanding, the less likely it is to be collected.

· After the ages of the different accounts receivable are determined, the loss from uncollectible accounts is estimated.

· This is done by applying percentages based on past experience to the totals in each category. 
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Aging schedule



· Because the balance sheet is emphasized in the percentage of receivables approach, the existing balance in the allowance account must be considered when calculating the bad debts expense in the adjusting entry.

If the trial balance shows Allowance for Doubtful Accounts with a credit balance of $1,000, an adjusting entry for $24,000 ($25,000 – $1,000) is necessary, as follows: 
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	Helpful Hint Because the balance sheet is emphasized in the percentage of receivables approach, the existing balance in the allowance account must be considered when calculating the bad debts expense in the adjusting entry.
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After the adjusting entry is posted, Adorable Junior Garment's accounts will show the following: 
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· If the allowance account has a debit balance, prior to the adjusting entry, the debit balance is added to the required balance when the adjusting entry is made.

· The percentage of receivables approach is sometimes called the balance sheet approach.

· Both the percentage of sales and the percentage of receivables approaches are generally accepted. The method used is a management decision. 
Recording the Write-Off of an Uncollectible Account

When all of the ways of collecting a past-due account have been tried and collection appears impossible, the account should be written off.

To illustrate a receivables write-off, assume that the vice-president of finance of Adorable Junior Garment authorizes the write-off of a $4,500 balance owed by a delinquent customer, Kids Online, on March 1, 2008. The entry to record the write-off is as follows: 
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· Bad Debts Expense is not increased when the write-off occurs. 

· Under the allowance method, every account write-off is debited to the Allowance for Doubtful Accounts rather than to Bad Debts Expense.

· A debit to Bad Debts Expense would be incorrect because the expense was already recognized when the adjusting entry was made for estimated bad debts last year.

A write-off affects only balance sheet accounts. The write-off of the account reduces both Accounts Receivable and Allowance for Doubtful Accounts. Net realizable value in the balance sheet remains the same, as shown below: 
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· As mentioned earlier, the allowance account can sometimes end up in a debit balance position after the write-off of an uncollectible account. 

· This can happen if the write-offs in the period are more than the opening balance. It means the actual credit losses were greater than the estimated credit losses.

· The balance in Allowance for Doubtful Accounts will be corrected when the adjusting entry for estimated uncollectible accounts is made at the end of the period.
Recovery of an Uncollectible Account

Occasionally, a company will collect on an account that has previously been written off.

Two entries are required to record the recovery of the bad debt:

1.
reverse the entry that originally wrote off the customer’s account, and 

2.
record the receipt of the cash for the debt.
To illustrate, assume that on July 1, 2008, Kids Online pays the $4,500 amount that had been written off on March 1. The entries are as follows: 
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· It is necessary to both debit and credit AR so that the transaction goes through the customers sub-ledger account and shows that the customer did pay off the balance owing.

