Using the Allowance Method to Record Uncollectible Receivables

An examination of the income statement and balance sheet approaches to record the expense of uncollectible receivables using the allowance method
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Large companies with a significant amount of accounts receivable usually use the allowance method to record the expense of those receivables that prove to be uncollectible.


 The allowance method uses an estimate of the amount of a company’s receivables which will become bad debts.




This estimate is recorded as an adjusting entry at the end of the accounting period debiting the account Bad Debts Expense and crediting the account Allowance for Doubtful Accounts for the estimated figure of uncollectibles.


 The total amount in the allowance account is subtracted from the total value of all receivables on the balance sheet to arrive at the net realizable value of the accounts receivable while the same amount is recorded as an expense on the income statement.




There are two recognized methods for estimating the amount of receivables that will remain uncollected: percent of sales and analysis of receivables.




Percent of Sales Method for Calculating Uncollectible Receivables

Using historical data from previous accounting periods a company may arrive at a fairly accurate percentage of credit sales that are usually uncollectible.


 The adjusting entry requires that total credit sales be multiplied by this percentage to arrive at a dollar figure for uncollectibles.




As an example assume that credit sales for the period are $100,000 and the percent estimate of uncollectibles is 1%.


 Assume also that the allowance account has a credit balance of $150 after all of the write-offs during the accounting period.



•Multiply $100,000 by 1% which is $1,000.



•Debit Bad Debts Expense for $1,000
•Credit Allowance for Doubtful Accounts for $1,000.



•Notice that this method does not take into account the previous balance ($150 credit) in the allowance account.


 The new credit balance of that account after the above adjusting entry is made would be $1,150 ($150 + $1,000).




Analysis of Receivables Method

This method assumes that the longer an account is overdue, the less likely it is that it will be paid.


 A schedule is developed which classifies all accounts receivable according to the number of days each is overdue, assigning a higher percentage of potential uncollectible accounts to correspond with the length of time each is overdue.


 Age classifications usually begin with accounts not yet due followed by those that are 1-30 days overdue, then 31-60 days overdue, 61-90 days overdue and so on.


 As an example assume the following:

•Not Yet Due: $5,000; percent estimated as uncollectible: 2%
•1-30 Days Overdue: $3,000; percent estimated as uncollectible: 7%
•31-60 Days Overdue: $1,000; percent estimated as uncollectible: 10%
•61-90 Days Overdue: $500; percent estimated as uncollectible: 25%
To calculate the amount receivables estimated to be uncollected, each percent must be multiplied by the amount in its classification, and then all of those totals are added together:
•$5,000 x 2% = $100
•$3,000 x 7% = $210
•$1,000 x 10% = $100
•$500 x 25% = $125
•The total to be used in the adjusting entry is the sum of the above estimates or $535 ($100+$210+$100+$125)

The Allowance Account Balance Using the Receivables Method 

Unlike the percent of sales method the figure arrived at for the adjusting entry using the percent of receivables method must be taken into account.


 The final balance of the allowance account must equal the adjusting amount.


 In the above example where the adjusting figure is calculated at $535 assume that the allowance account has a credit balance of $35 before the adjustment.




In this case the adjusting entry would be a debit to bad debts expense for $500 and a credit to the allowance account for $500.


 The adjusted balance of the allowance account would be $535 ($35 previous balance + $500 adjustment).


 If the previous balance of the allowance account is ignored as in the percent of receivables method then its balance after the adjustment will be either over or understated.


 In the above example the final balance under the percent of sales method would be $570 ($35 previous balance + $535 adjustment).


 This would represent a $35 overstatement of the account balance ($570 - $35).




No matter which of the above two methods are used, firms with significant credit sales should use the allowance method for recording bad debts expense.


 The percent of receivables method is the more complex of the two methods requiring added record keeping as well as incorporating the balance of the allowance account into the adjusting entry to record estimated uncollectibles.


 Since it emphasizes an analysis of receivables it is balance sheet oriented while the percent of sales method places more emphasis on the income statement (sales = income statement; receivables = balance sheet).
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