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Intended Use

This module covers the basics of Accounts Receivable and Accounts Payable procedures. It introduces fundamental concepts and principles and provides examples of processing receivables and payables in SAP.

Module Learning Objectives
After completing this module, students should be able to:
1
Explain Accounts Receivable.

2.
Describe and illustrate entries for recording Accounts Receivable.

3.
Illustrate and practise allowance methods to value Accounts Receivable.

4.
Illustrate and practise estimation methods to value Accounts Receivable.

Percent of sales

Percent of Accounts Receivable

5.
Illustrate and practise the direct-write-off method.

6.
Describe accounting for short-term Notes Receivable.

7.
Discuss converting short-term notes to cash before maturity.

8.
Discuss Accounts Receivable turnover and day’s sales uncollected ratios as means of calculating the quality and liquidity of a company’s receivables.

9.
Explain Accounts Payable.

10.
Describe the classification of liabilities.

11.
Run an SAP demonstration.

12.
Practise entering receivables and payables in SAP.

Instructor Outline
Accounts Receivable

Accounts Receivable are the amounts due from customers for credit sales. A separate account receivable is maintained for each customer in a supplementary Accounts Receivable Ledger. The General Ledger continues to show a single (total) Accounts Receivable, defined as the control account.
Recognizing Accounts Receivable from direct company sales on credit

· Debit Accounts Receivable for the full amount of the sale.

· Credit Sales.

Recognizing Accounts Receivable from non-bank credit cards

The business is required to send a copy of the credit card sales receipt to the credit company and wait for payment.

· Debit Accounts Receivable for the full amount of the sale.

· Credit Sales

When payment is received:

· Debit Cash for the amount received.

· Debit Credit Card Expense for the amount of the fee.

· Credit Accounts Receivable for the full amount of the sale.

Valuing Accounts Receivable

Two methods are used to account for receivables for which customers do not pay, commonly called uncollected accounts or bad debts. The second method, direct write-off, is not recommended.

1. Allowance Method

At the end of each accounting period, estimate and record bad debts expense.

· Debit Bad Debt Expense.

· Credit a contra-asset account called the Allowance for Doubtful Accounts.

This method satisfies the matching principle. The expense is charged during the same period as the related sale. Accounts Receivable is reported at its estimated realizable value (Accounts Receivable minus the allowance account).

To write off an uncollectible:

· Debit Allowance for Doubtful Accounts.

· Credit Accounts Receivable.

Writing off an uncollectible does not change the estimated realizable value of Accounts Receivable.

If a written-off account is recovered:

· Reinstate the account by reversing the original write-off entry.

· Record collection on the reinstated account.

To apply the allowance method, bad debts must be estimated. Two types of procedures can be used:

1. The percent of sales method uses income statement relationships. Bad debts expense is calculated as a percentage of credit sales.

2. The percent of Accounts Receivable method uses balance sheet relationships to calculate the credit balance in Allowance for Doubtful Accounts. 

· The balance may be estimated as a percentage of outstanding receivables (simplified approach).

· The balance may be estimated based on the age of accounts in Accounts Receivable, on the assumption that the older an account is, the less likely it is to be collectible.

2. Direct Write-off Method (not recommended)
This method accounts for bad debts from an account receivable at the time the account is determined to be uncollectible. 

· Debit Bad Debt Expense.

· Credit Accounts Receivable.
This method violates the matching principle and frequently results in expense and revenue being charged in different periods.

However, the materiality principle permits the use of this method when bad debts expenses are very small in relation to other financial statement items such as sales and net income.

Short-Term Notes Receivable (Promissory Notes)

Promissory notes are written promises to pay a specific amount of money (principal) either on demand or at a definite future date. They are usually interest-bearing. A short-term note receivable is a promissory note that becomes due within 12 months or within the firm’s operating cycle.

Promissory notes are payable to the maker of the note, and notes receivable are payable to the payee of the note. Creditors generally prefer notes receivable to accounts receivable. 

Calculations Required

· Maturity date

· Interest (principal of note x interest rate x term of note/365 days)

‚

Procedure on Receipt of a Note

· Debit Notes Receivable for the principal or face amount of the note.

· Credit will vary and depends on the reason the note is received.

End-of-Period Interest Adjustment

· Record accrued interest by debiting Interest Receivable.

· Credit Interest Earned.

Honoring Note or Receipt of Note Payment

· Debit Cash for maturity value (face + interest).

· Credit Notes Receivable for the face amount.

· Credit Interest Earned for the interest amount.

Procedure for a Dishonored Note (Bad Debt)

· Debit Notes Receivable for the maturity value of the note.

· Credit Notes Receivable for the face amount.

· Credit Interest Earned for the interest amount.

Interest is earned and realized even though the collectibility is in question. If the account is deemed uncollectible, the receivable and interest would be written off to Allowance for Doubtful Accounts.

Converting Receivables to Cash before Maturity

Reasons for converting receivables to cash before maturity include the need for cash and the desire not to be involved in collection activities. The following procedures may be involved.

Selling Accounts Receivable

· The buyer, called a factor, charges the seller a factoring fee and collects the receivables as they come due.

Pledging Accounts Receivable as Security for a Loan

· The borrower retains ownership of the receivables.

· If the borrower defaults, the lender will be paid from receipts of collections on accounts receivable.

· The pledge should be disclosed in financial statement footnotes.

Discounting Notes Receivable

· Collection rights are sold to a bank or financial institution.

· With recourse – if the original maker of the note defaults, the original payee must pay. A company that discounts the note with recourse has a contingent liability (an obligation to make a future payment if and only if an uncertain future event actually occurs) if the maker defaults.

· Without recourse – there is no contingent liability and the bank assumes the risk of a bad debt loss. 

· Full disclosure is a principle requiring that financial statements (including notes) report all relevant information about the operations and financial position of a company.

Ratios

Two calculations are used to assess the quality (likelihood of collection) and liquidity (speed of collection) of a company’s receivables.

Accounts Receivable Turnover

· Indicates how often the company converted its average Accounts Receivable balance into cash during the year.

· Calculated as:   Net sales / Average Accounts Receivable
Days Sales Uncollected

· Indicates how much time is likely to pass before the company receives cash receipts from credit sales equal to the current amount of Accounts Receivable.

· Calculated as:   Accounts Receivable / Net Sales x 365
Example Problem for Accounts Receivable
At the end of 2005, the Sample Company has the following selected account balances:

Sales (all on credit)
$400,000

Accounts Receivable
900,000

Allowance for Doubtful Accounts
48,000

1.   Assume the company estimates that 1.5% of all credit sales will not be collected.

A.
Prepare the proper journal entry to recognize the expense involved.

B.
Present the balances in Accounts Receivable and Allowance for Doubtful Accounts as they would appear on the Balance Sheet. Also show the net realizable Accounts Receivable.

2.   Assume the company estimates that 6% of its Accounts Receivable will never be collected.

A.
Prepare the proper journal entry to recognize the expense involved.

B.
Present the balances in Accounts Receivable and Allowance for Doubtful Accounts as they would appear on the Balance Sheet. Also show the net realizable Accounts Receivable.

3.   Under assumptions 1 and 2 above, give the proper journal entries for the following events.

A.
On August 10, 2005, Marge Jones, who owes the company $800, informs it that she is broke and cannot pay. The company believes her.

B.
On November 9, 2005, Marge Jones has received an inheritance and wants to pay off all her old debts.

Solution to Example Problem for Accounts Receivable
1A.
Bad Debts Expense

6,000

Allowance for Doubtful Accounts


6,000

($400,000 x 1.5%)

1B.
Accounts Receivable

$900,000
Less Allowance for Doubtful Accounts

     56,000
Estimated Realizable Accounts Receivable

$844,000

2A.
Bad Debts Expense

6,000

Allowance for Doubtful Accounts


6,000

($900,000 x 6% less $48,000)

2B.
Accounts Receivable

$900,000
Less Allowance for Doubtful Accounts

     54,000
Estimated Realizable Accounts Receivable

$846,000
3.
Assumptions 1 and 2 above both represent the allowance method of accounting for uncollectibles. The only difference is in the approach to estimating uncollectibles. Therefore, the entries to write off and show subsequent reinstatement would be the same in 1 and 2.


8/10/05
Allowance for Doubtful Accounts

800



Accounts Receivable/Marge Jones


800


11/9/05
Accounts Receivable/Marge Jones

800



Allowance for Doubtful Accounts


800

Note: There would be a closing entry for the Bad Debts Expense because it is an expense account just like any other expense account. There would be no closing entry for the Allowance for Doubtful Accounts because it is not a temporary account. It is a contra-asset account, contra to Accounts Receivable.

Accounts Payable

Accounts Payable are amounts owing to vendors for credit purchases. A separate Accounts Payable is maintained for each vendor in a supplementary Accounts Payable Ledger. The General Ledger continues to show a single (total) Accounts Payable, defined as the control account.

Accounts Payable can also be defined as future payments of assets or services that a company is presently obligated to make as a result of past transactions or events.

Recognizing Accounts Payable

From direct company purchases on credit:

· Debit Expense.

· Credit Accounts Payable for the full amount of the purchase.

When payment is made:

· Debit Accounts Payable.

· Credit Cash for the amount paid. 

· Entry to Cost of Goods Sold is recorded as required.

Classifying Liabilities

Liabilities are future payments of assets or services that a company is presently obligated to make as a result of past transactions or events. They can be classified as current or long-term.

Current Liabilities
Current liabilities are expected to be paid within one year of the Balance Sheet date or within the operating cycle of the business, whichever is longer, using current assets.

The balance sheet presentation of current liabilities lists current liabilities by maturity or due dates.

Long-Term Liabilities

 Long-term liabilities do not require payment within one year or the current operating cycle, whichever is longer.

The current portion of long-term debt refers to part of a long-term liability that is due within one year of the Balance Sheet date or one operating cycle, whichever is longer.

Known (Determinable) Liabilities

These types of current liabilities are set by agreements, contracts, or laws, and are measurable. Following are examples of known liabilities:

Accounts Payable (or Trade Accounts Payable)

· Amounts owed to suppliers for products or services purchased with credit.

Payroll Liabilities
· Compensation owed to employees.

· Amounts withheld generally include Canada Pension Plan contributions, Employment Insurance, taxes owing to the Receiver General on behalf of employees, and possibly union dues and medical insurance.

GST and PST Payable
· Provincial sales taxes (PST) and the 7% federal goods and services tax (GST) must be remitted periodically to the appropriate government agencies. As these taxes are paid, the following journal entries are made:

GST Payable (net of receivable)
XXX

Cash

XXX

PST Payable
XXX

Cash

XXX

Unearned Revenues (Deferred Revenues)
· Amounts received in advance from customers for future products or services.

Short-Term Note Payable

This is a written promise to pay a specified amount on a specified date within one year or the company’s operating cycle, whichever is longer. It is used to purchase merchandise inventory or to replace an Account Payable.

The Balance Sheet shows the note reported as a current liability and interest owing on the note as an additional current liability.

Estimated Liabilities

Obligations that exist but have an uncertain amount can be estimated, as in the following examples:

· Warranty liabilities are reported to comply with the full disclosure and matching principles.

· The seller reports the expected warranty expense/liability in the period when revenue from the sale of the product is reported.

· For corporations, income taxes are a liability until paid to the government.

Contingent Liabilities

Contingent liabilities are potential liabilities based on a future event resulting from a past transaction. Three options are possible:

· Record if the liability is likely and can reasonably be estimated.

· Disclose in notes if the liability is only likely.

· Omit if the possibility of the liability is remote.

Short-Term Notes Payable Issued at a Discount

A bank may have a borrower sign a note with a face value that includes both principal and interest. The signer of the note then receives less than the note’s face value. The difference between cash received and the note’s face value is a discount on notes payable. This type of note is referred to as a short-term note issued at a discount.

Example Problem for Accounts Payable
On November 1, 2005, Sample Company borrowed $300,000 for 90 days at 6% by signing a note.

1.
Assume that the face value of the note equals the principal of the loan. Prepare the general journal entries to record issuing the note, accrual of interest at the end of 2005, and the payment of the note at maturity.

2.
Assume that the face value of the note ($304,500) includes both the principal of the loan and the interest to be paid at maturity. Prepare the general journal entries to record issuing the note, accrual of interest at the end of 2005, and the payment of the note at maturity.

Solution to Example Problem for Accounts Payable
1.
Issuance
11/1/05
Cash

300,000


Notes Payable


300,000


Year-end accrual
12/31/05
Interest Expense

3,000



Interest Payable


3,000

($300,000 x 6% x 60/360 = $3,000 accrued interest)


Maturity date
1/30/06
Notes Payable

300,000


Interest Expense

1,500


Interest Payable

3,000



Cash


304,500

2.
Issuance
11/1/05
Cash

300,000

Discount on Notes Payable

4,500


Notes Payable


304,500


Year-end accrual
12/31/05
Interest Expense

3,000



Discount on Notes Payable


3,000

($300,000 x 6% x 60/360 = $3,000 accrued interest)


Maturity date
1/30/06
Notes Payable

304,500



Cash


304,500


Interest Expense

1,500



Discount on Notes Payable


1,500
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