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RECEIVABLES
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Claims held against individuals, organizations, and others for money, goods, or services are considered as receivables,
which may be either trade or non trade receivables. Trade receivables are amounts customers owed to the company for
goods or services they received. Non trade receivables, however, arise from a variety of transactions. Examples of non
trade receivables are advances to officers and employees, advances to subsidiaries, dividends and interest receivables,
deposits as guarantee of performance or payment, and deposits to cover potential damages or losses. Both of trade and
non trade receivables may be sub classified into accounts receivable and notes receivable.
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Accounts Receivable
When customers buy on credit, the seller’s accounting records show this transaction as an account receivable commonly
referred to as an open account. An account receivable indicates the buyer’s oral agreement to pay the seller for goods or
services purchased.
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Bad debts Expense
Accounts receivable that are not expected to be collected after a reasonable length of time are recognized by the seller as
bad debts or uncollectible accounts expense. There are two methods of accounting for receivables that are expected to
be uncollectible: direct write-off method and allowance method.
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Direct Write-Off Method
The direct write-off method records the bad debt expense in the year it is determined that specific receivable cannot be
collected. This method delays the recognition of a bad debt expense until a specific account is identified as uncollectible.
Since this method does not properly match revenues and expenses and distorts the measurement of the amount of
accounts receivable, it is not in accord with good accounting practice. As a result, only if it is impossible to estimate
uncollectibles with reasonable accuracy or if must sales are made on a cash basis, the direct write-off method may be
used, Providing that the amount uncollectible is immaterial.
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Allowance Method
In contrast to the direct write-off method, the allowance method does a better job of matching and measuring
receivables. Under the allowance method, business enterprises provide for the amount of their trade receivables
estimated to become uncollectible prior to identifying a specific account as uncollectible. When a customer fails to pay, his
or her account is written off against the allowance account. If the customer later pays, the account is reinstated by
debiting the account receivable and crediting the allowance account. Payment is then recorded as usual. The allowance
account, which will normally have a credit balance, is a contra asset account. The uncollectible account expense is
generally reported on the income statement as an administrative expense.
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Methods of Estimating Allowance
The estimate of the amount of uncollectibles may be based on the percentage of sales, or the percentage of receivables.
Under the first method, the amount of bad debt expense and the related credit to allowance account are unaffected by
any balance currently existing in the allowance account. Because in estimating bad expense any balance in the allowance
account is ignored, this method is frequently referred to as income statement approach.
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The percentage of receivables provides a seasonably accurate estimate of the receivables’ realizable value, but it does not
match expenses and revenues. Therefore it is referred to as balance sheet approach. Under the percentage of receivable
method, the amount of uncollectibles may be estimated using one composite rate that reflects an estimate of the
uncollectible receivables, or different percentages for different ages of receivables in an aging schedule.
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Other Allowances
To match properly expenses to sales revenue, it is sometimes necessary to establish additional allowance accounts. These
allowances are reported as contra accounts to accounts receivable, and they establish receivables at net realizable value.
The most common allowances are allowance for sales returns and allowances, and allowance for collection expenses.
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Notes Receivable
Retail firms that sell merchandise on long-term credit may receive notes. In addition, if an account receivable becomes

delinquent, the account may be converted to a note. These notes are usually called promissory notes, which are written
promises to pay a face amount, called principal and an interest thereof at a specific date. Notes are negotiable
instruments that are signed by a maker in favor of a designated payee who may legally sell or otherwise transfer it to
others.
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Dishonored Notes
If the maker of a note fails to pay on the due date, the note is said to be dishonored. A dishonored note is no longer
negotiable and the payee must change the account from a note receivable to an account receivable and, of course, may
continue to try to collect it.
0 JoSi dliwl
DB szl oais JoSo diow &y owl 00ui JSi diw @S 35usS wsw ulos wslnyy il ame duul Ly Blewn diow 03uwS,slo S|
9 A L aidl,yd wlas @ uadlys sbowl 51 Ll Glus b asg 036S @b,y o il wwi (A Joy @ Juas JB) wdly,s
S Gl Olizod Ul Jgog (Sl caowl (Sow aidl

Interest-bearing and Noninterest-bearing Notes
Notes are classified as either interest bearing or non interest bearing. Interest-bearing notes have a stated rate of
interest, whereas non interest-bearing notes include interest as part of their face amount instead of stating it explicitly.
That is, the promise may specify only a face amount that includes principal and interest payable together.
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Disposition of Receivables
In the normal course of events, accounts and notes receivables are collected when due and removed from books. In
order to accelerate the receipt of cash from receivables, the owner may transfer accounts or notes receivables to another
company for cash. The transfer of receivables to a third party for cash is accomplished in one of the two ways: 1) secured
borrowing in which receivables are used as collateral in a borrowing transaction, and 2) sales of receivables whose
common type is factoring.
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Discounting Notes Receivables
An example for sale of receivables is discounting notes receivables. Promissory notes may be held until maturity or they
may be transferred to a bank by endorsement. This transfer to a bank is called discounting the note receivable. The
interest charged by the bank is computed on the maturity value of the note for the period the bank must hold. The
amount of the proceeds paid to the endorser is the excess of the maturity value over the discount. When a note is
discounted with recourse, there is a contingent liability because the payee is responsible for paying the bank if the maker
fails to pay at maturity. A note discounted without recourse carries no such obligation.
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Presentation of Receivables
For reporting purposes, receivables should be segregated into different types and different maturity dates, i.e., trade, non
trade, short-term, and long-term. The amount of receivables should be disclosed at net realizable value with the
deduction of allowances for doubtful accounts and related expenses. Any receivables designated or pledged as collateral
must be disclosed.
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