Acco 230 CHAP 6

Why CASH and ACCOUNTS RECEIVABLE are of significance to user?

· most liquid assets
· financial statements---presented separately---help users evaluate a company’s liquidity or its ability to meet its obligations in the short term.
· Users can assess how well positioned the company is in terms of having sufficient cash or current assets that will become cash to pay the company’s current liabilities as they come due. 

CASH

· cash physically on hand
· cash—customers cheques—held by company for deposit
· cash—customers cheques---held by banks 
· cash equivalents---amounts that can be converted into known amounts of cash—have short maturity dates ex: gov treasury bill

At what amount is cash reflected on the statement of financial position?

· face value at the reporting date
· foreign currencies----rate of exchange of at reporting date

INTERNAL CONTROL

* Safeguard company’s assets----------ensuring they are used effectively within the business and are not lost/stolen

1) Physical Controls

· Protect assets from theft, diversion, damage, or destruction. 
· Ensure premises + resources are secure----locks, alarms, and fencing
· Cash---regular bank deposits, stored cash registers + safes.

2) Assignment of Responsibilities

· Assign one person to one responsibility/task
· One person/one task------control most effective 

3) Separation of duties

· Insuring individual employees CANNOT authorize transactions, record them, and have custody of the related assets---avoid theft/fraud
· Collusion---where 2 + employees work together to commit theft + conceal it
· CASH-------1) receives cash, 2) authorized sign cheques, 3) records the receipts/payments of cash in the accounting records.

4) Independent Verification

· One person checking the work of another
· Internal: employee checks employee
· External: external auditor verifies transactions

5) Documentation

· Provides evidence that transactions and events have occurred
· Audit trail---transactions can be traced back to source documents 


BANK RECONCILIATION

· Internal control procedure
· Ensures that any differences between the accounting records for cash and the bank statement received from the bank are identified, explained, and recorded where necessary. 
· Gives insurance that….
1) Every transaction recorded by the bank has also been recorded by the company o the reason why not has been explained
2) Every transaction recorded by the company in its cash accounts has also been recorded by the bank or the reason why not has been explained. 

***bank fees, night deposit, cheque received not yet deposited—reason why bank statement different from accounting records 

BANK RECONCILIATION PREPARATION


· Ensure that all transactions affecting the bank account have been  properly recorded, providing the company with the correct balance of cash that it has available 
· Two sides: BANK SIDE and GL SIDE
· Bank side: reconciling items will be all those items that the company knows about, but the bank does not. Add: Outstanding deposits, Less: Outstanding cheques
· GL side: reconciling items will be all those items that the bank knows about, but the company does not until it receives the bank statement for the account at the end of the month. Add: Interest and EFT receipts, Less: Bank charges, EFT payments, NSF cheques. 
· When company knows but bank does not, ADJUST BANK SIDE
· When bank knows but the company does not, ADJUST COMPANY SIDE 
· If error made by company, adjust company side
· If error made by bank, adjust bank side
ACCOUNTS RECEIVABLE

· Amounts owed to a company by its customers. 
· Normally non-interest-bearing for a 30 day period

Why do companies sell on account?

· Increases overall sales
· Remain competitive (if other companies do it, u should too)
· Increases revenue---if customer can’t pay within credit period, starts paying interest= revenue for company

Are there any additional costs from selling on account?

YES----Staff costs

· wages for the credit-granting function
· wages for the collections function
· bad depts expense ( doubtful account expense)

**cost-benefit analysis when determining a company’s credit policies----too strict= many customers denied credit and will go elsewhere---too loose= company may lose more money from bad debts than it gains in additional sales.
**must stay aware of the changes in interest rates, downturn in the global economy, legislative changes, or adverse industry conditions-----customer credit status

BAD DEBTS

At what amount are accounts receivable reflected on the statement of financial position?

· Accounts receivable----statement of financial position at carrying amount(net amount)= full value of all the company’s accounts receivable less the allowance for doubtful accounts. 
· Allowance for doubtful accounts= contra-asset account, represents management’s best estimate of the total accounts receivable that it does not expect to be able to collect. (Allowance method)
· Accounts receivable= control account------subledger is used to manage all of the details in the account
· Total A/R = Total in A/R subledger
· No entry can be made to the Accounts Receivable (A/R) account if an entry cannot be made to the A/R subledger. You must know which customer’s account is affected.

**The A/R subledger should be regularly reconciled to the Accounts receivable account to ensure the two remain in balance. 


What is the allowance method of accounting for bad debts?

1) Establishing the allowance and recording the bad debts expense—the allowance entry. 

· Each month, estimate the amount of accounts receivable they do not expect to be able to collect. 
· Allowance for doubtful accounts will be established to reduce the carrying amount.
· Don’t know who wont pay, use historical or industry averages to make an estimate
· Don’t know who wont pay, no entries in A/R subledger, no entries in Accounts Receivable control account. 
· Entry affects statement of income-----increasing expenses
· Entry affects statement of financial position------reducing the carrying amount of accounts receivable

Bad debts expense                                              XXX

Allowance for Doubtful Accounts                                                            XXX

2) Writing off a specific receivable—the writeoff entry 

· Writeoff= the process of removing a specific customer’s account receivable from a company’s books when the account is deemed uncollectible. 
· Writeoffs---timeline, (180 days overdue), customers bankruptcy
· Once customer identified, entries can be made to both the A/R subledger and Accounts receivable to reflect the writeoff
· Entry viewed as the company using up some of the allowance that had been previously established for accounts like this.
· Entry has no effect on the statement of income
· No change on the carrying amount of receivables, because it has offsetting effects on the two accounts making up this amount 

Allowance for Doubtful Accounts                  XXX

Accounts Receivable                                                                                    XXX

3) Recovery of a specific receivable that has been previously written off—recovery entry

· Recovery: when companies pursue collection efforts even after the accounts have been written off and they are SUCCESSFUL and the customer makes full or partial payment on its account. 
· Company must first reverse the writeoff and then record the cash collection as it ordinarily does. 
· Entry= company re-establishing an allowance taken previously that it did not end up needing.
· No effect on the statement of income
· Affects the statement of financial position by increasing cash and decreasing the carrying amount of accounts receivable.


Accounts receivable                                               XXX
     Allowance for Doubtful Accounts                                                               XXX

Cash                                                                             XXX
     Accounts Receivable                                                                                        XXX


***The allowance for Doubtful Accounts is a contra-asset, it is a permanent account whose balance is cumulative and carried forward from one period to another. 

*** Bad debts expense is a temporary account; it begins each period with a zero balance.


Bad Debts estimation ALLOWANCE METHOD

***Must estimate the amount of bad debts expense at the end of each period----2 methods

1) Percentage of credit sales method: uses sales on account as the basis for the estimate. It is based on information from the statement of income
2) Aging of accounts receivable method: uses the aging of the various receivables as the basis for the estimate. It is based on information from the statement of financial position. 
**management decision to see which method to choose, both methods together also possible

Percentage of Credit Sales Method

· Based on the assumption that the amount of bad debts expense is a function of the total sales made on credit. 
· Multiplying the credit sales for the period by the percentage that management estimates will be uncollectible. 
· Overestimate or underestimate in one period will be corrected by an adjustment to the percentage used in a subsequent period. 

Bad debts Expense = Sales on Account X Historic %

Aging of Accounts Receivable Method

· uses a review of the length of time that the receivables have been outstanding as the basis for determining bad debts expense. 
· Data on the collection experience for receivables of a certain age ; the percentage of customers who default on their accounts at each age threshold or grouping;
· Less than 30 days, 31-60 days, 61-90 days, greater than 90 days. 
· The older the receivable, the higher the likelihood the company will be unable to collect it. 
· Management looks customers personal details----A/R subledger
· STEP 1 : Prepare aging analysis using information from the A/R subledger
· STEP 2: Apply historic rates for each age grouping
· STEP 3: Total amounts determined for each age grouping; the total is required allowance for doubtful accounts
· STEP 4: Determine the bad debts expense for the period. This is the amount that needs to be added to the balance in the Allowance for Doubtful Accounts account prior to the aging analysis to equal the amount determined in step 3. 

Allowance for Doubtful Accounts = contra-asset account= normally credit balance

***possible to have a debit balance during the year---writeoffentry (only entry with debit balance)---for an overall debit balance---company would have had to write off more accounts than it has previously allowed for---writeoffs exceeded the amount of the allowance that had been established for doubtful accounts. If this is the case….

1) the bad debts expese for that year was understated ( an insufficient allowance was established)----net income was overstated
2) the carrying amount of accounts receivable on the statement of financial position was overstated because an insufficient allowance was established 

**because bad debt is an accounting estimate—changes to it are treated prospectively---going forward
**if there is a debit balance in Allowance for Doubtful Accounts prior to the aging analysis, then you have to add the amount to the required ending balance---gets bad debts expense for that period
**if the balance before the aging analysis is a credit, you have to SUBTRACT that amount from the required ending balance ( also a credit) ---gets bad debts expense for that period













	Percentage of Credit Sales Method
	Aging of Accounts Receivable Method

	Focuses on income measurement by using credit sales revenue as the basis for calculating the bad debts expense
	Focuses on asset valuation by using accounts receivable as the basis for calculating the allowance for doubtful accounts

	Emphasizes statement of income relationships by ensuring that the amount of expense is logically related to the amount of revenue
	Emphasizes statement of financial position relationships by ensuring that the balance in the contra-asset account is logically related to the balance in the asset account

	Determines bad debts expense directly
	Determines the ending allowance for doubtful accounts balance, then bad debts expense can be determined

	No analysis of allowance for doubtful accounts required in order to determine bad debts expense 
	Analysis of allowance for doubtful accounts required in order to determine bad debts expense



What is the direct writeoff method and when is it acceptable to use it?

· involves companies recognizing bad debts expense only when they can directly write off a specific customer’s account; when they know which customer is not going to pay. 
· Has to wait to recognize bad debts expense in the period in which the account is in fact uncollectible ( 180 days overdue, declare bankruptcy)

Bad debts expense                                    XXX
    Accounts Receivable                                                    XXX

***No allowance for doubtful accounts is used with the direct writeoff method, and the debit to Bad Debts Expense reduces net income in the period in which the writeoff occurs. 

***problem with this method: revenue being recognized in one accounting period and the associated bad debts expense being recorded in a later period

***the appropriate method to use when bad debts are significant is the allowance method

How do companies shorten their cash-to-cash cycle?


Cash on hand                                       purchase of inventory




Payment by customer                            sale of goods on account 


1) Accept credit card purchases---credit card companies have to wait for the 30 days of being paid----that why they charge a fee to the merchants----credit card discount
2) Offering sales discount----try to motivate their customers to pay their accounts receivable before the end on the 30 day credit period. Ex: 2/10, n/30, if you pay within 10 days, you get a 2% discount, otherwise the net amount is due within 30 days.
3) Factoring: sell their accounts receivable to another company, typically a financial institution---company purchasing the accounts = factor, may purchase the receivable with recourse or without recourse. With recourse= the factor is able to come back to the seller for payment if it is unable to collect the receivable. Without recourse, the factor will bear the loss of any receivable it is unable to collect

FINANCIAL STATEMENT ANALYSIS

Liquidity= the companys ability to convert assets into cash so that liabilities can be paid. 

2 ratios that provide quantitative measures of short-term liquidity: current ration and quick ratio.

CURRENT RATIO--------working capital ratio—comparing the current assets with the current liabilities

Current ration = current assets / current liabilities

If ratio greater than 1, then it means that the company has more than 1$ in current assets for every 1$ of current liabilities---company should be able to meet its expected obligations over the coming year. 

Prob of current ratio: if a company has significant levels of inventory requiring lengthy sales periods, then the current ratio will not adequately measure the company’s short-term liquidity. 

QUICK RATIO------acid test ratio----used to assess short term liquidity 

Quick ratio= current assets – inventory – prepaid expenses / current liabilities


**both ratios used by banks to assess company’s debt-servicing ability. 
**lenders will often build current ratio and quick-ratio related covenants a.k.a minimum conditions set by the lender, if not met, can trigger immediate repayment of loan. 
**lenders set minimum current and quick ratios that must be met and it is important for financial statement users to be aware of this. 




How effective has the company been at collecting its accounts receivable?

Accounts receivable turnover ratio

Accounts receivable turnover ratio = credit sales / average accounts receivable*

*average accounts receivable = (accounts receivable at the beginning of the year + accounts receivable at the end of the year)/2

*assume that all the sales are credit sales 

Average collection period

Average collection period = 365/ accounts receivable turnover

**other way to analyze the performance of accounts receivable is to compare a company’s average collection period with the companys normal credit terms. If the company normal credit terms are 30 days, then you would expect that the average collection period would be 30 days or fewer. 
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