HBC 2101
INTERMADIATE ACCOUNTING I NOTES
__________________________________________________________________________________
CURRENT RECEIVABLES 
They represent the company’s claims on the future collection of cash, other assets or services. Either they are trade receivables or non trade receivables. Trade receivables arise from the sale of goods whereas non trade receivables arise from non-trade activities such as tax refund claim. 
Advances to affiliated company loans to employees etc. when they are backed by promissory notes they are termed as notes receivables.  They are also supported by an invoice payable within 30, 60 or 90 days. 
Revenue on account receivables is recognized right at the point of delivery of the product or service. They are valued at the exchange price agreed upon by the buyer and the seller. This is despite the charges and market prices for goods initially supplied. Trade discounts are not recognized directly when recording the transactions but rather indirectly by recording the sale at the net off the discount price 

Example.  If at sale of Shs. 2000 the customer obtains 10% trade discount it will show 1,800 in our records. A Cash discount is offered to encourage customers to pay promptly. They are quoted as 2/10, n/30 which means the customer can obtain a 2% cash discount if cash is received (n) 10 days otherwise full payment with 30 days. 
There are two methods of recording cash discounts
(i) Gross method –records discounts taken up by the customer
(ii) Net method – Records discounts when not taken up by customers as interest revenue.
E.g. on October 5 a customer buys goods at Shs. 20,000 @ 2/20, n/30 a 2% cash discount.  After 5 days he pays 14,000 and clears the remaining balance by the 30th day. 
Show the cash discount recorded in the books by 30th of October. 
i. Cash discount obtained on 5th 	 x 14,000 = 280 
ii. Cash discount receivable on balance 	 x 6,000 =120 		  
	
	Gross method	: Journal Entries	
	Dr
	Cr

	1
	Accounts receivable
      Sales revenue 	
(Being record of sales  as at date of transaction)
	20,000
	
20,000

	2
	Cash
Discount
           Account receivable
(being record of cash  receipt on account debtors  less allowable discount  [on 5th])
	13,720
280
	

14,000

	3
	Cash
          Account receivable
(   Being record of cash receipt beyond the discount period    )
NOTE: Discount not taken  is not disclosed
	6,000
	
6,000



Net method:    
	The sale will be recorded net of the entire allowable discount of   x 20,000 = 400
 

	
	Journal Entries	
	Dr
	Cr

	1
	Accounts receivable
      Sales	
( being record of sales – as at date  of transaction , net of entire allowable discount)
	19,600
	
19,600

	2
	Cash
Accounts receivable 	
(     being record of cash receipt on account debtors within the discount  period )
NOTE: Discount allowed will not be disclosed
	13,720
	
13,720

	4
	Cash
     Account receivable
     Interest revenue
( being record of cash receipt from account debtors beyond the discount period  )

NOTE: forfeited discount is recorded as miscellaneous revenue
	6,000

	
5,880
120


Points to think about:
· Discounts are more  like interests
· If so, gross method: overstates sales and understated interest income.
· Defense for use of gross method of accounting discounts = materiality.
Suppose goods are returned 
An allowance of sales returns should be maintained by estimating returns to avoid overstating our books. Allowances for sales returns is control account to account receivables when returns actually occur, debit the allowance for sales return which implies you are writing off allowance/sales return account. 


Uncollectible account receivables 
They constitute the bad debt expense. At the end of the period it should be matched by sales revenue on the income statement. The balance sheet should reflect the same i.e. only show the expected net releasable value of that asset. 
Methods of accounting for uncollectible accounts: There are TWO methods:
i) Direct Write off method 
ii) The allowance method
Direct Write off method
Accounts Receivable is reported at the full amount until bad debts are specifically identified. This method overstates Accounts Receivable, Bad debt expense is understated and it is not recorded in the same period the sale was made. Direct Method is in conflict with the Matching Principle and therefore it is not accepted under GAAP d therefore.
2. Allowance Method
The allowance or provisions account is a  contra asset account. It is used to reduce Accounts Receivable by the estimate of future uncollectible accounts.
Accounts receivable – allowance for uncollectible debts = Net realizable value of AR
An estimate on uncollectible receivables can be based on Size of the receivables and or age of the receivables: i.e
(i) Percentage of net credit sales Method (income statement approach method)
(ii) Percentage of net  accounts receivable method or Aging of Accounts Receivable Method (Balance Sheet Approach)
Percent of credit sales method: (Income Statement Approach)
· It focuses on estimating the bad debts expense for the period. It estimates bad debts expense by multiplying the historical percentage of bad debts losses by the current period’s credit sales. 
· Under this method bad debts expense is calculated as percentage of credit sales of the period. The percentage figure is calculated on the basis of past performance and other factors such as change in credit policy. In percentage of sales method, the balance in the allowance for doubtful debts is ignored

Example 1
Assume a company has its credit sales has 1.2m and it receives Sh.895, 000 from its credit customers. The allowance of uncollectible debts is estimated at 2% on credit sales. Obtain the amount of account receivable for the balance sheet using Net income approach.
Credit sales 		                                 1,200,000
Cash received 		                                 (895,000) 
Accounts receivable 		                       305,000 
Allowance for Bad debts 2% x 1,200,000	       (24,000) 
Accounts receivable (B/SHEET)                         281,000 

After the estimation of bad debts, an adjusting entry is passed to recognize bad debts expense.
Journal Entries:
Dr. 		Bad debt expense    			24,000
       Cr.		Allowance for uncollectible account	 	24,000
 Aging of Accounts Receivable Method (Balance Sheet Approach:) It is based on the age of each amount in the Accounts Receivable at the end of the period. The older and more overdue an accounts receivable becomes, the less likely is it to be collectible. The method focuses on estimating the provision for uncollectible/doubtful debts at the end of the period.   
Example 1: The balance of Accounts Receivable is sh. 100,000, and it is estimated that 5% of accounts are uncollectible. The balance of the Allowance for Doubtful Accounts, before adjustment, is sh. 2,000 (credit). The desired balance of the Allowance for Doubtful Accounts would be sh. 5,000 (sh.100, 000 * 5%). Since the balance of the Allowance for Doubtful Accounts is now only sh.2, 000, a $3,000 adjustment is required, as follows.
Dr. 	Bad Debts Expense 		3,000
	Cr. Allowance for Doubtful Accounts 	3,000
It is more accurate than the percentage of sales method. 
Example 2: Assume that a company will estimate the amount of uncollectible account that would result from 305,000 in accounts receivables outstanding at the end of the year. They analyze each customers account by applying a percentage in the entire outstanding receivable balance or by applying a different percent to the account receivable balance depending on time outstanding. Older account or debts are assumed to have greater likelihood of being uncollected. An account receivable aged schedule is provided as below: 
	Customer 
	Accounts Receivable
	0-60
days
	61-90
days
	91-120
days
	Over 120
days

	A
	20
	140,000
	6,000
	-
	-

	B
	33
	-
	20,000
	10,000
	3,000

	C
	60
	30,000
	10,000
	3,000
	-

	D
	18
	50,000
	14,000
	12,000
	7,000

	total
	305
	220,000
	50,000
	25,000
	10,000


The company estimates the percentage of uncollectible debts for each credit period as below: 
	Below 0 – 60 days 		5% 
	             61 – 90 days 		10% 
	              91-120 days 		20% 
		  Over 120 days 	45% 
Determine the allowance for uncollectible accounts 
	Aging (days)
	Account receivable
	Percentage
	Estimated

	0-60 days
	220,000
	5%
	11,000

	61-90  days
	50,000
	10%
	5,000

	91-120  days
	25,000
	20%
	5,000

	Over 120  days
	10,000
	45%
	4,500

	Adjusted  allowance for uncollectible account receivables
	25,500




Adjusted debtors (balance sheet)	
Account receivables 	305,000 
Allowance for uncollectible debts 	    (25,500) 
					     279,500                         
When accounts are deemed uncollectible the following journal entry is necessary	
	
	Dr.
	Cr.

	Dr  	Allowance for uncollectible debts
	25,500
	

	Cr      Accounts receivable
(being record of bad debts written off)
	
	25,500



This reduces both the receivables and the allowance and thus has no effect on income or financial position. 
On recovery of bad debts previously written off:
Sometimes account receivables now written off may be recovered in future. At the time of recovery it requires a re-statement of both the account receivable and allowance for uncollectible account receivables. 

Journal entries required are: 
To record reinstatement for the receivable record 
	Dr. 	A/c receivables 
	Cr 	Allowance for uncollectible account receivables. 
To record the cash received journalize just like a normal receipt from debtors 
	Dr. 	Cash 
	Cr. 	Account receivables 
Illustration: TMT Company sells it products offering 30 days credit to its customers. Uncollectible amounts are estimated by accruing a monthly charge to bad debts expense equal to 2% of credit sales. At end of year the allowance or uncollectible account is adjusted based on aging of accounts receivables. The company began 2015 with the following balance in its account. 
Account receivables 			305,000 
Allowance for uncollectible account 	25,500 

During the year the following was transacted 
Sales (credit) 			1,300,000 
Cash collected 		1,250,000 
Actual write offs 		    25,000 
An aging of account receivable at end of year indicates a required allowance of Shs. 30,000. Determine: 
(i) Balances in account receivables and allowance for uncollectible account at the end of the year. 
(ii) Bad debt expense 
(iii) Provide journal entries for the monthly accrued for debts, write offs of receivables and year end adjusting entry for bad debts. 
Opening balance 			   305,000 
Credit sales 				1,300,000 
Cash collected 			(1,250,000) 
					   355,000 
Write offs (bad debts) 		   (25,000) 
Ending balance 			    330,000 

Provision for doubtful debts  A/c 
Opening balance 				25,500 
Bad debt expense (2% of 1.3 m) 		26,000 
Actual write off 				(25,000) 
Unadjusted closing balance			26,500 
Adjustment: for  b/debts w/off  (Bal fig.)	  3,500 
Ending balance 				30,000 

Using “T” ACCOUNTS 
a) To determine the unadjusted balance for provision for doubtful debts
	Provision for bad debts account

	Bad debts written off
	25,000
	Balance       b/d 
	25,500

	Bal c/d (balancing figure)
	26,500
	P/L (provision for bad debts expanse
	26,000

	
	51,500
	
	51,500



b) To determine  year-end adjustment on bad debts written off

	Provision for bad debts adjustment account

	
	
	Unadjusted Balance     on provisions
	26,500

	Adjusted balance  on provisions
	30,000
	P/L Provision adjustment ( balancing figure)
	3,500

	
	30,000
	
	30,000



(iii) Journal entries 
Bad debt expense (2 x 1.3m) 			26,000 
   Allowance for uncollectible account 	            	26,000 
(To record accrued for bad debt)
For 2% of 1.3m) 
Allowance for uncollectible account 		25,000 
   Accounts receivables 					25,000 
(To record the write off of account)
Bad debt expense 				3,500 
      Allowance of uncollectible account 			3,500 
(To record year end adjusting entry for bad debt.) 

NOTES RECEIVABLES 
This is a formal credit arrangement between a creditor and a debtor. They arise from loans into other entries stock holders, employees, customers and occasionally from the sell of merchandise and other assets or service. Notes receivables are classified as either Current or non-current- depending on expected payment date. Further, there are two types of notes receivables: Interest bearing notes and non-interest bearing notes
(i) Interest bearing notes
They require the payment of specified face amount i.e. principal as a specified maturity date. In addition interest is paid at a stated percent of face amount 
Example: 
Suppose that company A sales goods to company B and on May 1st 2015, it sold goods with 700,000 to company b which wrote a note accruing interest at 12% per annum and the maturity period of 6 months.  Show the journal entries to record the note receivable. 
May 1st 2015 
Dr Note receivable    700,000
            Cr.  Sales revenue       700,000
(Record sales revenue paid through n/receivable). 
On maturity of note
Dr.  Cash                         742,000
         Cr. Interest revenue (12% x 700,000 x )                 42,000 
         Cr. Note receivable                                                 700,000
(Record cash collection at maturity of net receivable) 

Non-interest bearing notes 
Interest charged on non-interest bearing notes is deducted from the face value of the note to determine the cash proceeds made available to the borrower at the outset. If the above note were a non interest bearing notes, the cash proceeds will be equal to face value notes. It implies that the value of goods   should be 658,000 while the note receivable will be stated at a face value of 700,000. The journal entries for recording non-interest bearing notes include the following: 
1) To record the face value of the note 
Note receivable 		                             700,000 
Discount on N/relievable 			         (42,000)
Sales revenue 					        658,000 

JOURNAL ENTRIES: November 1 
Discount on note receivable     	42,000 
                Interest revenue 					42,000 
Cash 				700,000 
Note receivable 					700,000 


Collection of cash from N/receivable. 
If however a note is received solely in exchange for cash, the cash paid to the issuer is considered to be its present value. If a non interest bearing note had been received solely in exchange for 700,000 cash the transaction would require Dr of note receivable and Cr cash account for the entire amount received. 
Use of receivables to obtain finance 
Receivables can be used as way of financing in any of the following two methods: 
(i) Assigning of accounts receivables 
This is where accounts receivables are used as collateral against cash borrowed by the company. The assignor/borrower assigns the assignee (lender) the rights to specific receivables as collateral for a loan if the amount borrowed is not paid in time, the lender can seek payments of receivables directly from the customers. 
In pledging of accounts receivables ownership interests if the receivables are retained. The loan advanced is less than the value of receivables assigned. An upfront charge is levied on the collateral loan. The loan also attracts the usual interest both of this amounts are interest expenses over the life of the loan. 
Illustration 
At the end of November 2015, SGL Company had outstanding receivables of 750,000. On December 1st the company borrowed 500,000 from fiancé affiliates and signed a promissory note. Interest at 12% is payable monthly. The company pledged specific receivables totaling 650,000 as collateral for the loan. Finance affiliates charges a finance fee of 1.5% of the amount receivable assigned. 

	Receivables are 		750,000 
	Promissory note 		500,000 
	Received assigned 		620,000 
	Cash received 			490,700 
Interest on notes 12%...12% x 500,000 = 60,000
Fiancé charge 15% Account received assigned 1.5% x 620,000 = 93000 
Cash discount on liability 					490,700 
Discount on liability 						   9,300 
Liability (loan)								500,000 
(Recording cash receivable on account receivable) 
Account receivable assignment 				620,000	
Account receivable 								620,000 
(Record the receivable assigned) 
In the financial statement the accounts receivable assigned are shown net of the related liability and the arrangement is disclosed in a note.  Assuming that only 400,000 of the account assigned are collected by December 31st. The journal entries required to record this events are: 
	Cash 					400,000 
Account receivable assigned 					400,000 
(To record cash received from A/c 
Receivables assigned 
Interest received 12% x 500,000 x 1/12 	5,000 
Liability 					400,000 
Cash 								405,000 
In the borrowers balance sheet at the end of December 31st the net amount of account receivable pleaded will be 120,000. When account receivables are specifically assigned as collateral such financing is termed as pledging account receivable. There is no special accounting treatment needed when account receivable are assigned generally. 
Where it happens to provide disclosure notes, describing the arrangement.

Transferring receivables
 Accounts receivable are a primary source of operating cash flow.When notes receivables are transferred, the transaction is referred to as discounting notes receivable. The accounting treatment for this arrangement depends on the amount of risk assumed by the factor. Transfers can be made with or without recourse.
Factoring without recourse 
The factor assumes the risk of uncollectability. This is simply a sale of an asset. The factor charges a fee for discounting the account receivables usually a percentage of the book value. This is because proceeds from selling the assets are reduced hence the seller records it as a loss on sale of the asset. 



Illustration 
At the end of November Company SGL had account receivable of shs. 750,000. In December the transferred 600,000 accounts receivables to finance affiliates. The transfer is without recourse and attracts 4 % of the account transferred. 
	Amount of cash received (600,000-(4% x 600,000) = 576,000 
				        
Loss of sale 					24,000 
Account receivable 				600,000 
(Transfer of Account receivable to finance affiliate) 
Factoring with recourse
The seller retains the risk of uncollectability when the receivables are factored with recourse. It is not clear that the outright sale has occurred because not all the risk of ownership has been transferred.  This transfer of account receivable resembles a loan of cash while the receivables act as collateral. However, certain criteria must be met for account receivables factored with recourse to the accounted for as a sale. 
if certain criteria are met ,factoring is accounted for as a sale of the receivables otherwise it is accounted for as a loan

The criterion includes:
(i) The transferor does not maintain effective control over transferred assets 
(ii) The transferred assets have been isolated form the transferor 
(iii) Either 
a) Each transferee obtains a right to pledge or exchange the transferred assets 
b) The transferee is a qualified special purpose entry and the holders of the authors’ interest in that entry have the right to pledge for exchange of those interests. 
When the above criterion is not met the transfer for the receivable is accounted for as a loan.  The cash obtained is reported as a liability. 
At the end November 6 SGL Company limited had outstanding account receivable of Shs. 750,000. In December 06 the company transferred 600,000 of account receivable to finance affiliated. The transfer was made with recourse. The budget charged a fee of 4%  of receivable transferred finance affiliates  can require SGL  as to repurchase  the receivable under certain conditions. 
Journalize the factoring account receivables to finance affiliates. 
Journal entries required 
Discount liability 		4 x shs. 600,000 
				100 
				= sh. 24,000 
Cash received = Shs. 600,000 -  Shs. 24,000 = shs. 57,600 
Cash 					576,000 
Discount liability 			24,000 
Liability (loan 						600,000 
Account receivable factored 		600,000 
Account received 					600,000 
The discount on liability is recognized by the transferor as interest expense over the period that the liability is outstanding. 

If for example finance affiliates succeeds in collecting Kshs. 450,000 of receivable transferred in the month of December. The following journal entries are recorded by SGL 
Amount collected = shs. 450, l000 		sh. 4 per annum 		600,000 
Amount of interest expense attributed (accrued) to the financing   year. 

	450,000 * 4%  * 600,000 = Shs. 18,000 
Interest expense payable in a month. 
Liability (loan)				450,000 
Accounts receivable factored 						450,000 

Interest expense  				18,000 
Discount on liability 							18,000 
Discounting notes receivables 
This is the sell of a note receivable to a financial institution. The financial institution in accepting the note gives the seller cash equal to maturity value of the note reduced by a discount.  The discount is like a financing fee bank charges for the transaction. 
Notes can be discounted with or without recourse. If discounted with recourse the transferor is obligated to pay the note if the debtor defaults. If discounted without recourse and criteria is met (as outlined is factoring accounts receivables) the transferor will account for a note receivable discounted as a sale otherwise it is recorded as loan. 
If a note is discounted without recourse the discounting also is recorded as sale.

Personal assignment
On December 31st 2014 PQR Co. sold goods in exchange for a 9 month 10% note. The note required the payment of shs200, 000 plus interest on September 30th 2015. The company fiscal year end is December 31st. The 10% rate properly reflects the time value of money for this type of note. On March 31st 2015, PQR discounted the note at a local bank whose discount rate is 12% required. 
Show necessary journal entries. 
(i) If the note discounted  without recourse 
(ii) If the note discounted with recourse and some criteria are not met 

 (i) Obtain the interest accrued on the note for the 1st 3 months. 
 x 200000 x  = 5,000 
    This is the interest revenue expected from the note.
Provide journal entry as the note as at end of March 2007
	Interest received                                            		5,000 
         Interest revenue 						5,000
(ii) Value of note at maturity 
	200,000 (0.1 x 200000) x = 15,000 
		Face value 		200,000 
		Interest 		15,000 
	Maturity value of note   =      215,000               

Obtain the financing fee of the note discounted on maturity value. 
Discounting fee = x 215,000 x = 12900
	 	                        
Net cash proceeds from note 215,000- (12900) = 202,100
If note is discounted without recourse or with recourse when the sale criteria are met, a loss on sale will be incurred. 
JOURNAL ENTRIES
Cash 						202,100 
Loss of sale of note  (bal figure)   		     2,900 
      Note received (face value)				       200,000 
      Interest receivable (accrued)		            		5,000 
(Record a loss on note discountedr- Difference between cash proceeds and notes book value) 

[bookmark: _GoBack]If the loan is discounted with recourse and sale criteria are not met: The transaction is recorded as a loan.
Cash 						202,100 
Discount					2,900 
Liability (discounted amount of loss)     		205,000
Note receivable discounted 		205,000 
           Interest received 					5,000 
           Note receivable 							200,000 
(Record interest for difference the cash proceeds and the notes book value)
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