CHAPTER 7
The Revenue/Receivables/Cash Cycle
The Operating Cycle involved purchasing inventory (using either cash or credit), which is then sold, often on account. Once the receivable is collected, the cycle begins again.
· Revenues are generally recorded when the earnings process is complete & a valid promise is received.
· Entry for recognizing revenue from a sale: DEBIT Accounts Receivable, CREDIT Sales
· When the amount is collected: DEBIT Cash, CREDIT Accounts Receivable
· Trade receivables: sales of goods to customers. 
· Notes receivables: formal written promise to pay.
· Accounts receivables: unsecured “open accounts.” (short term credit to customers, 30 - 90 days)
· Normally do not involve interest, although it may be charged if payments not made on time.

· All considered current.

· Nontrade receivables: (1) sales of security or property other than inventory, (2) deposits to guarantee contract performance or expense payment, (3) claims for rebates and tax refunds, (4) dividends and interest receivable.

· Trade Discount: reduce the list sales price to the net sales price actually charged the customer.
· Cash (sales) Discount: offered to customers to encourage prompt payment of bills.

· Gross Method
· DEBIT Accounts Receivable, CREDIT Sales
· DEBIT Cash & Sales Discounts, CREDIT Accounts Receivable
· Net Method
· DEBIT Accounts Receivable, CREDIT Sales (at the discounted price)
· DEBIT Cash, CREDIT Sales Discounts Not Taken & Accounts Receivable
· Sales Returns & Allowances (contra account)
· CREDIT Sales Returns And Allowances, DEBIT Accounts Receivable

· CREDIT Inventory, DEBIT Cost Of Goods Sold

Net Realizable Value: expected cash value (accounts receivables net of estimated uncollectible items)
Allowance Method
· To record estimated uncollectible A/R for the period

· DEBIT Bad Debt Expense, CREDIT Allowance for Bad Debts

· To record the write off of an uncollectible account
· DEBIT Allowance for Bad Debts, CREDIT Accounts Receivable

· To reverse the entry made to write off the account
· DEBIT Accounts Receivable, CREIDT Allowance for Bad Debts
· To record collection of the account
· DEBIT Cash, CREDIT Accounts Receivable

· Allowance account INC with “estimated bad debt expense” and “recovery of previously written of bad debts”
· Allowance account DEC with “actual bad debts written off”
Percentage-of-Sales

· Any existing balance from prior periods in allowance for bad debts is ignored.
· DEBIT Bad Debt Expense, CREDIT Allowance for Bad Debts

· Sales x Estimated Bad Debt Expense 
Percentage-of-Receivables

· DEBIT Bad Debt Expense, CREDIT Allowance for Bad Debts
· Required Balance – Current Balance = Adjustment
· Aging receivables: individual accounts are analyzed to determine those not yet due and those past due.
· Apply estimated loss percentages to different time periods of collections.

· Journalized same way as other percentage-of-receivables
· Warranties: free service on unites failing to perform satisfactorily or to replace defective goods.
· Debit side: Actual warranty costs; Credit side: Estimated warranty costs
· To record estimated warranty expense based on systems sold. (quantity sold x cost x %)
· DEBIT Warranty Expense, CREDIT Estimated Liability Under Warranty

· To record cost of actual repairs
· DEBIT Estimated Liability Under Warranty, CREDIT Cash

· Computations for 2 year warranties (10% defective 1st year, 20% defective 2nd year)
· 2007 (6 months left): cost x [units x (6/12 x 0.20)]
· 2008 (18 months left): cost x [units x (6/12 x 0.10) + units x (12/12 x 0.20)]
· If above equals $100,000 estimate and actual is $117,500, then record an adjustment of estimate for warranty repairs.
· DEBIT Estimated Liability Under Warranty, CREDIT Warranty Expense

Average collection period = avg. receivables / avg. daily sales
· Avg. # of days that elapse between the time of a sale and the time that cash is collected.
· Days in the year / Accounts receivable turnover
Accounts receivable turnover = net sales / avg. receivables
· Avg. # of revenue/receivables/cash cycles completed by the firm during the year.

Sales activity just before the close of a period should be considered when interpreting A/R information, as it affects the total receivables.
Since interests do not carry interest, the longer the accounts are carried, the smaller the % return realized on invested capital.

Cash provides the basis for measurement and accounting for all other items.
· Used to maintain an adequate liquidity position.

· Cannot grow unless converted into other properties.

· Idle cash: excessive balances of cash on hand.

· Revenues & receivables have value because they will eventually be converted to cash.

· Must be readily available & not restricted for use in the payment of current obligations.

Demand deposits: coin and currency on hand & unrestricted funds available on deposit at the bank.
· Cash on hand: Petty cash & undeposited coin and currency.
Cash equivalents: very short-term, interest-earning securities.
Time deposits: deposits not immediately available for withdrawal. (temporary investments)
· Examples: certificates of deposits and money market savings certificates
· Deposits in foreign banks generally qualify as cash, unless there is a restriction, at which case it is considered a receivable and is subject for reporting to allowance for uncollectible accounts. 
· Items that do not meet the “acceptance at face value on deposit” test should not be reported as cash.

· Cash balances designated for special purposes should be reported separately.

· Restricted cash should be reported as a current item only if it is to be applied to some current purpose.

Cash overdraft: a credit balance in the cash account from the issuance of checks in excess of the amount on deposit.

Cash is a current asset comprised of coin, currency, and other items that…

1. Serve as a medium of exchange.

2. Provide the basis for measurement in accounting.

Compensating balances: that portion of any demand deposit maintained by corporation which constitutes support for existing borrowing arrangements of the corporation with a lending institution. (Incl. outstanding borrowings & the assurance of future credit availability)
· Provide source of funds to the lender as partial compensation for credit extended.

· Any “legally restricted” deposits held as compensating balances should be segregated and reported separately.

Management & Control of Cash
· Any excess cash should be invested temporarily to earn an additional return for the shareholders.

· Characteristics of cash control

· Specifically assigned responsibility for handling cash receipts

· Separation of handling and recording cash receipts

· Daily deposit of all cash received

· Daily deposit of all cash received

· Voucher system to control cash payments

· Internal audits at irregular intervals

· Double record of cash (bank and books)

· Good system incorporates as many characteristics as possible, although cannot totally eliminate misappropriation or errors.
Bank Reconciliation: comparison of the bank balance with the balance reported on the books.
· Prepared to disclose any errors or irregularities with either the records of the bank or those of the business unit.

· Should be prepared by an individual who neither handles nor records cash.

· Common differences of bank vs. books

· Deposit in transit: a deposit near the end of the month recorded in the books not received by the bank in time to be reflected on the bank statement. (Add to Bank)
· Outstanding checks: checks written near the end of the month that have reduced the depositor’s cash balance but have not cleared the bank. (Subtract from Bank)

· Bank service charge: monthly fee from bank servicing the account. (Subtract from Books)
· Not-sufficient-funds (NSF) check: (Subtract from Books)
· An amount owed to the depositor is paid directly to the bank by a third party and is added to the depositor’s account. (Add to Books)
· If after these differences are considered, the statements are not reconciled, a detailed analysis of bank and book records needs to be conducted.
Balance, per bank statement

Add: 
Deposits in transit

Charge for interest made to depositor’s account by bank in error

Deduct: 
Outstanding checks

Corrected bank balance

Balance, per books

Add:
Interest earned


Incorrectly recorded check ($10 recorded for $20)
Deduct:
Bank service charge


NSF check


Incorrectly recorded check ($30 recorded for $15)

Corrected book balance

To record interest earned: DEBIT Cash, CREDIT Interest Revenue
To record correction of check ($10 recorded for $20): DEBIT Cash, CREDIT Expense

To record uncollectible check & bank charges: DEBIT A/R & Miscellaneous General Expense, CREDIT Cash
