Accounting Chapter 5 – Revenue Recognition

Timing is important because it is critical to the measurement of net income. Revenue affects net income, and in the same period the costs of the items sold must also be recognized.

2-prong test for recognizing revenue:

1) Has the revenue been earned?

2) Has it been received?

Matching states that you record expenses in the same period as you recognize revenue (i.e. if you recognize ¼ of a project every year for 4 years, recognize ¼ of the expected costs every year too.

To measure revenue, accountants approximate the net realizable value of the asset inflow from the customer.

175 sales returns (returned merchandise as the vendor sees them)

purchase returns (Returned merchandise as the buyer sees them)

sales allowance (discount of original sale price as vendor sees it)

purchase allowance (same, as buyer sees it)

Gross sales – initial revenue sor asset inflows based on the sales price

Net sales – Gross sales – returns and allowances

Sales & returns accounting on the top of 175

176 Trade discounts – price reductions for a particular class of customers. (ex: large volume)

Cash discounts – rewards for prompt payment or payment to the charge companies that comes off the top when a customer pays w/plastic.

179 Cash equivalents – very liquid short-term investments

Compensating balances – required minimum balances on deposit to compensate the bank for providing loans.

Because cash does not earn income, it’s important not to have too much of it.

180 Reconcile a bank statement – verify that a bank balance and the accounting records are consistent.

Trade receivables (or just receivables) – same as accounts receivable


        Uncollectible accounts or bad debts – generate a bad debts expense

181 specific write-off method – Assume all sales are fully collectible until proved otherwise.

182 Allowance method – estimate the amount of uncollectibles and apply that expense to the period in which the revenues are collected. This is recorded as an expense and in a contra account called allowance for uncollectible accounts (allowance for doubtful accounts, allowance for bad debts, reserve for doubtful accounts).

184-6
The allowance can be done using a percentage of sales or a percentage of EOY gross ARs.  Or it can be based on the age of the receivables. Sample formula:

Amount of uncollectibles (In $$)/year-end gross ARs. See example of the age of receivables calculation on pg. 186

.`

187 Bad debt recoveries – reverse the process for recording the bad debt. Debit ARs and credit the contra account for the allowance for uncollectible accounts. QUESTION: In example on pg. 187, why are they working with the UA contra account and ARs? Shouldn’t it be the contra account and an expense?

Accounts receivable turnover: 



AR Turnover =  
Credit sales






Average ARs

High AR turnover means that credit sales are high but ARs are low (i.e. are paid off fast). Good indicator for the business and also for the economy in general (slow economy = slower to pay off debts = low AR turnover)

188 Days to Collect Accounts Receivable (Average Collection period):

Days to collect AR =

365 days






            AR turnover

189 Internal Control = the creation of a system of checks and balances that assures that all actions occurring within the company are in accord with organizational objectives and have the general approval of top management. 2 areas:

a. Administrative controls (plan of organization, budgeting, operations controls)

b. Accounting controls (methods for authorizing transactions, safeguarding assets, ensuring accuracy of financial records)

Accounting system – a set of records, procedures and equipment that routinely deals with the events affecting the entity’s financial performance and position. 4 categories:

1) Cash disbursements

2) Cash receipts

3) Purchase of goods and services

4) Sales or other rendering of goods and services

190 Management reports – explicit statements in annual reports of publicly held companies that holds management responsible for all information in the annual report.

Audit committee – committee of the board of directors tha toversees the internal accounting controls of the organization.

Checklist of internal control on pg. 191

Summary on 195

