CHAPTER 7

Cash and Receivables

EXERCISE 7-7 (8-10 minutes)

	(a)
	Bad Debt Expense

	5,350
	

	
	
Allowance for Doubtful Accounts

	
	5,350

	
	
   [($90,000 X 4%) + $1,750]
	
	

	
	
	
	

	(b)
	Bad Debt Expense

	6,500
	

	
	
Allowance for Doubtful Accounts

	
	6,500

	
	
   [($680,000 – $30,000) X 1%]
	
	


EXERCISE 7-8 (10-12 minutes)

(a) The direct write-off approach is not theoretically justifiable even though required for income tax purposes. Direct write-off does not match expenses with revenues of the period, nor does it result in receivables being stated at estimated realizable value on the balance sheet.

(b)
Bad Debt Expense – 2% of Sales = $44,000 ($2,200,000 X 2%)


Bad Debt Expense – Direct Write-Off = $31,330 ($7,800 + $6,700 + 


   $7,000 + $9,830)


Net income would be $126,670 ($44,000 – $31,330) lower under the percentage-of-sales approach.

EXERCISE 7-9 (8-10 minutes)

	Balance 1/1 ($700 – $155)
	$   545
	Over one year

	4/12 (#2412) ($1,710 – $1,000 – $300)
	410
	Eight months and 19 days

	11/18 (#5681) ($2,000 – $1,250)
	     750
	One month and 13 days

	
	$1,705
	


Inasmuch as later invoices have been paid in full, all three of these amounts should be investigated in order to determine why Hopkins Co. has not paid them. The amounts in the beginning balance and #2412 should be of particular concern.

EXERISE 7-14 (15-20 minutes)

	(a)
	To be recorded as a sale, all of the following conditions would be met:

	
	

	
	(1)
	The transferred asset has been isolated from the transferor (put beyond reach of the transferor and its creditors).

	
	
	

	
	(2)
	The transferees have obtained the right to pledge or to exchange either the transferred assets or beneficial interests in the transferred assets.

	
	
	

	
	(3)
	The transferor does not maintain effective control over the transferred assets through an agreement to repurchase or redeem them before their maturity.


	(b)
	Computation of net proceeds:

	
	
Cash received ($175,000 X 94%)
	$164,500
	

	
	
Due from factor ($175,000 X 4%)
	      7,000
	$171,500

	
	
Less: Recourse obligation
	
	      2,000

	
	
Net proceeds
	
	$169,500


	
	Computation of gain or loss:

	
	
Carrying value
	
	$175,000

	
	
Net proceeds
	
	  169,500

	
	
Loss on sale of receivables
	
	$    5,500


	
	The following journal entry would be made:

	
	
Cash

	$164,500
	

	
	
Due from Factor

	7,000
	

	

	
Loss on Sale of Receivables

	5,500
	

	
	
        Recourse Liability

	
	2,000

	
	
        Accounts Receivable

	
	175,000


EXERCISE 7-18

	(a)
	Cash


	85,000
	

	
	Accounts Receivable

	100,000
	

	
	
Sales

	
	185,000

	
	
	
	

	
	Cash


	70,000
	

	
	
Accounts Receivable

	
	70,000


(b)
Accounts Receivable Turnover 
= Sales ( Average Receivables








= $185,000 ( (15,000 + 45,000)/2








= 6.17 times (or about 59 days)

(c)
Jones Company’s turnover ratio as declined. That is, relative to sales, their receivables are being collected at a slower rate –6.17 < 13.65 or 59 days to collect versus 27 days in the prior year. This could be a bad trend for future liquidity, if customers continue to pay slowly. Jones may want to consider offering early payment (cash) discounts.

EXERCISE 7-19

	 (a)
	Cash


	22,750
	

	
	Due from Factor

	1,250
	

	
	Loss on Sale of Accounts Receivable

	2,200
	

	
	
Accounts Receivable

	
	25,000

	
	
Recourse Obligation

	
	1,200


(b)
Accounts Receivable Turnover 
= Sales ( Average Receivables








= $185,000 ( (15,000 + 20,000)/2








= 10.57 times (or about 33 days)

With the factoring transaction, Jones Company’s turnover ratio still declines but by less than in the earlier example. While Jones’ collections have slowed, by factoring the receivables, Jones is able to convert them to cash. The cost of this approach to converting receivables to cash is captured in the Loss on the Sale.

	
	PROBLEM 7-3
	


(a) The Allowance for Doubtful Accounts should have a balance of $50,000 at year-end. The supporting calculations are shown below:

	
Days Account 
Outstanding
	
	

Amount
	
	Expected Percentage Uncollectible
	
	
Estimated Uncollectible

	  0-15 days
	
	$300,000
	
	.02
	
	$  6,000

	16-30 days
	
	  100,000
	
	.10
	
	  10,000

	31-45 days
	
	    80,000
	
	.15
	
	  12,000

	46-60 days
	
	    40,000
	
	.25
	
	  10,000

	61-75 days
	
	    20,000
	
	.60
	
	  12,000

	
	
	
	
	
	
	

	Balance for Allowance for Doubtful Accounts
	$50,000



The accounts which have been outstanding over 75 days ($15,000) and have zero probability of collection would be written off immediately and not be considered when determining the proper amount for the Allowance for Doubtful Accounts.

	(b)
	Accounts Receivable


	
	$540,000

	
	Less allowance for doubtful accounts

	
	    50,000

	
	
Accounts receivable (net)

	
	$490,000


(c)
The year-end bad debt adjustment would decrease before-tax income $30,000 as computed below:

	
	Estimated amount required in the Allowance for 
   Doubtful Accounts
	
	
$50,000

	
	Balance in the account after write-off of bad accounts 
   but before adjustment ($35,000 – $15,000)
	
	 
  20,000

	
	Required charge to expense
	
	$30,000
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