Chapter 4 Bad debts and allowance for doubtful accounts
4.2 Bad debts (3% &)

Bad debts refer to the accounts receivable (/& <& #t) that have been proved to be uncollectible (& /% <% ). Once a
bad debt arises (1 R.B¥), it should be immediately written off (334f) from the affected debtor’s account (7§ 7% 4 53
t& = ). If there is no specific debtor’s account (3 Z i 7% £ ¢k = ), we usually use account receivable account or
debtor account. Due to bad debts would reduce the profits (B j# > ), it is regarded as one of the operating expenses
(¥ 3R L ). Hence, the total of bad debts would be transferred to the profit and loss account as an expense (F % ) at
the end of an accounting period (& € 3+ % ).

1. Write off a bad debt (3543 &)
Dr Bad debt account
Cr Debtor’s account

2. Transferring the total of bad debts to the profit and loss account (f= 3tk R.3E #& 3| 4f & & =)
Dr  Profit and loss account
Cr Bad debts account

Class work 1
1. Suppose Firm A sold goods on credit to the following debtors during the year ended 31 December 2009:
Jan 5 K Lau $5,000 Feb 16 TYeung $2,400

On 17 May 2009, it was found that K Lau gone bankrupt and could only pay $200 cash. On 20 August 2009, T Yeung
also went bankrupt and could not pay anything back. Show how these matters would be recorded in S Lee’s ledgers
and journal for the year ended 31 December 2009.

K Lau
2009 $ | 2009 S
Jan 5/ Sales 5,000 | May i 17 Cash 200
“ 17 Bad Debts 4,800
5,000 5,000
T Yeung
2009 S | 2009 S
Feb 16/ Sales 2,400 | Aug | 2G Bad Debts 2,400
Bad Debts
2009 $ | 2009 $
May | 17 Klau 4,800 | Dec | 31 Profit and loss 7,200
Aug 200 T Yeung 2,400
7,200 7,200
Profit and Loss
2009 S
Dec {31 | Bad Debts 7,200
Journal
Date Details Dr Cr
2009 $ S
May 17| Bad Debts 4,800
K Lau (debtor) 4,800
Aug 20| Bad Debts 2,400
T Yeung (debtor) 2,400
Dec |31 | Profit and loss 7,200
Bad Debts 7,200
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4.3 Bad debts recovered (3 & jx v )

Bad debts recovered (3% & Jz ¥ ) refer to the debtor (ff ## ) to pay back (¥ i&) the written off bad debt subsequently.
— The bad debt was recovered in the same accounting period (i - € 3-8 p f2 %)
1. Deducting the written off bad debts in the debtors and bad debts account (dr ¥ f3fkitRtE = 2 § 17 © 3140
gl AE )
Dr Debtor’s account

Cr  Bad debts account
2. Recording the receipt of payment (34 jc 2§ ¥ <7
Dr Cash book (or Bank/Cash account)
Cr  Debtor’s account

Class work 2
1. The following is the accounts of K Lau and his bad debts.

K Lau
2009 S | 2009 S
Jan 5 Sales 5,000 | May | 17 Cash 200
“ 17, Bad debts 4,800
Bad Debts
2009 S
May 177 Klau 4,800

If K Lau paid back by cheque in full on 10 December 2009, show the entries in the account.

K Lau
2009 S | 2009 S
Jan 5 Sales 5,000 | May | 17 Cash 200
Dec 10 Bad Debts 4,800 “ 17 Bad Debts 4,800
Dec 16 Bank 4,800
9,800 9,800
Bad Debts
2009 $ | 2009 $
May | 17 Klau 4,800 | Dec { 10 Klau 4,800
Journal
Date Details Dr Cr
2009 $ $
Dec 10 K Lau (debtor) 4,800
Bad debts 4,800
Bank 4,800
K Lau (debtor) 4,800
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— The bad debt was recovered in a later accounting period ( &3 3 ¢ € 3-8 Jc v )
Because the bad debts accounts has been closed off (B F*) in the previous accounting period (&t — ﬁ%*-ﬁﬂ ),
we need to open a separate account (# = Bk =* ), bad debts recovered to record the bad debts recovered. Due to
bad debts recovered would increase the profits (§iE 3§ 4c), it is regarded as one of the other revenue (H#9z#).
At the end of an accounting period, the total of bad debts recovered would be transferred to the profit and loss
account (§& 33 ¥ #& =) as other revenue (# # 1z & ).

1.

Restating the debt in the debtor’s account (& H itk e ¥ € 5 AR jaw 2 ff FH& 2 )
Dr Debtor’s account
Cr  Bad debts recovered account
Recording the receipt of payment (&4 i< B~ 1 4 7%)
Dr Cash book (or Bank/Cash account)
Cr  Debtor’s account
Transferring the total of bad debts recovered to the profit and loss account at the end of an accounting
period (fe € 3+ % » P BEJTY JIFR DI E % )
Dr Bad debts recovered account
Cr  Profit and loss account

Class work 3
1. Mr Robinson, whose debt of $500 had been written off in the previous financial year, paid back by cheque in full

on 31 January 2009. Show the entries in debtors and bad debts recovered account if the accounting year ended
on 31 March 2009.

Robinson
2009 S| 2009 S
Jan 31 Bad debts recovered 500 | Jan 31 Bank 500
Bad Debts Recovered
2009 S| 2009 S
Mar | 31 Profit and loss 500 | Jan 31 Robinson 500
Journal
Date Details Dr Cr
2009 $ S
Jan 31 Robinson (debtor) 500
Bad Debts Recovered 500
“ 31 Bank 500
Robinson (debtor) 500
Mar 31 Bad Debts Recovered 500
Profit and loss 500
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4.4 Allowance for doubtful accounts (% & 3 % )

An allowance for doubtful account should be made at the end of an accounting period for those accounts receivable
(J<t& #x) that are likely to become uncollectible (i /% <% ). We need to open a separate account (allowance for
doubtful accounts, allowance for bad debts, allowance for doubtful debts, or allowance for bad and doubtful debts) to
record the likely uncollectible debts. Allowance for doubtful accounts is actually a contra-asset account (& #}4i' &
). This is used together with the account receivable in order to determine the net realizable value (% 7% {&) of
accounts receivable.

There are two cases for recording allowance for doubtful account (% & 3 & e x tk » § T 5|3 fAfi /%)
—  When the allowance is made for the first time (7 =t 1% % & 3 i )
—  When the allowance is made in subsequent periods (H 3 ér ¢ 3+ #f (v enk tR I # )

When the allowance is made for the first time ( =X 1T &tk B %)
the profit of accounts receivable must be decreased, they were seen as an expense. (& <tk /B - 2t > » #TrU4RAR
Ao TR
Dr  Profit and loss account
Cr  ‘Allowance for doubtful accounts’ account

When the allowance is made in subsequent periods (H 13 e § 3-8 #riF ek tR B 5 )
The allowance may increase or decrease to compare with the previous year. ($t+* - £ & R & H > KEEH €5

A A 2R 0 )
(a) Anincrease in the allowance should be recorded as an expense (4= # v 7 B FAL L F * )

Dr  Profit and loss account (3 4c 7 th%k t& 3 & )
Cr  ‘Allowance for doubtful accounts’ account (8§ 4x 7 &k & B & )

(b) A decrease in the allowance should be recorded as other revenue (3= /& > 7 e F AR5 H & 2 F)
Dr  ‘Allowance for doubtful accounts’ account (> 7 ek #& 7 )
Cr  Profit and loss account (& > 7 eéhk R B &)

Class work 4

1. A business started on 1 January 2004 and its financial year ends on 31 December each year. The following table
shows the accounts receivable balance and bad debts written off during the years 2005-2008. In addition to the
writing-off of bad debts, the business makes an allowance for doubtful accounts of 5% on the remaining accounts
receivable. Complete the following table:

Year ended | Accounts receivable at the end of the | Bad debts written | Net Accounts | Allowance Increase/Decrease
31 Dec year (before writing off bad debts) off at year end receivable for doubtful in allowance
2004 $70,000 $10,000 $60,000 $3,000 $3,000
2005 $80,000 $5,000 $75,000 $3,750 $750
2006 $60,000 SO $60,000 $3,000 (5750)
2007 $70,000 $6,000 $64,000 $3,200 $200

Show the entities in the relevant accounts for 2007.

Bad Debts
2007 S | 2007 S
Dec 31 Accounts receivable 6,000 | Dec | 31 Profit and loss 6,000

Allowance for Doubtful Accounts

2007 S | 2007 S
Dec 31 Balance c/f 3,200 | Jan 1 Balance b/f 3,000
Dec 31 Profit and loss — Increase in allowance 200

3,200 3,200
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2. The allowance for doubtful accounts had a balance of $1,500 as at 1 January 2010. On 31 December 2010, Bruce
decided to increase the allowance for doubtful accounts to 8% of accounts receivable. Accounts receivable as at

that date amounted to $70,000. Draw up the journal entries of provision of doubtful debts for the year ended 31
December 2010.

Journal
Date Details Dr Cr
2010 $ $
Dec 31|Profit and loss — Increase in allowance [($70,000 x 8%) — $1,500] 4,100
Allowance for Doubtful Accounts 4,100
HKDSE (2018, 8) (Correction of errors/Limited Company)
(A) Bright Company Limited had the following trade receivables balances:
S
Trade receivables, net 294,000

(i) Bad debts of $9,700 had not been recorded in the books.

(ii) The allowance for doubtful accounts, which had been provided at 2% on trade receivables, would be increased
to 3% after a review of the economic environment.

REQUIRED: (a) Calculate the allowance for doubtful accounts of previous year and this year.

(b) Prepare the necessary journal entries to correct the above. Narrations are not required.

(a) The allowance for doubtful accounts of previous year = $294,000/98% x 2% = $6,000

The allowance for doubtful accounts of this year = (5294,000/98% — 9,700) x 3% = $8,709

(b) Journal
2017 Dr Cr
December 31 S S
(i) |Bad debts 9,700
Trade receivables 9,700
(ii) |Increase in allowance for doubtful accounts 2,709
Allowance for doubtful accounts (58,760 — 6,000) 2,709
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4.5 Preparation of financial statements included Bad debts and allowance (%

BWe gHEE RREF PMABRIERL)

When bad debts, bad debts recovered and allowance once occur in the accounting records, the financial statements
should make the adjustments. (4 #te > itk de® 2 FRFF - L NMA G RRP P > MR A P PHE P & i®
NN E)

F

Adjustments summary (3% 4§ & )

A E B E %P BFALGAP
¥tk (Bad debts) 7T R F + 5|
# & Jcw (Bad debts recovered) B 75T He R T w T * R 35T
%tk # % (allowance for doubtful debts) * BT B finds T A G AL N
¥4 KR EEH (allowance increase) S BRI A Pt # R 3oT
b R ®H (allowance decrease) JB T B R 2 B KD s * JB 7| 5%

The increase/decrease in allowance for doubtful accounts and the bad debts written off would be shown in the

income statement at the end of each year:

Income Statement for the year ended 31 December (extract)

2006 2007 2008 2009
S S S S
Other revenues:
Decrease in allowance for doubtful accounts 250
Expenses:
Bad debts 4,230 5,100 6,040 6,100
Increase in allowance for doubtful accounts 1,200 200 150

The net realizable value of accounts receivable would be shown in the balance sheet at the end of each year.

Balance Sheets as at 31 December (extract)

2006 2007 2008 2009
The bad debts written off have already $ $ $ $

//< been deducted from the total of accounts
receivable shown in the balance sheet

Current assets ,
Accounts receivable 60,000 70,000 77,500 65,000
Less Allowance for doubtful accounts (1,200) (1,400) (1,550) (1,300)

58,800 68,600 75,950 63,700
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Class work 4
3. Prepare an income statement and a balance sheet after adjusting for accruals, prepayments, bad debts and the

allowance for doubtful accounts.
Trial Balance as at 31 March 2010

Dr Cr

S S

Sales 114,000
Purchases 85,000
Returns 3,500
Inventory 28,000

Discounts 870

Bad debts recovered 360
Wages and salaries 10,600
Rent 12,000
Sundry expenses 680
Office equipment 14,000
Furniture and fittings 13,000

Accounts receivable and payable 6,520 5,710

Allowance for doubtful accounts, 31 March 2009 260

Capital 55,000
Bank 2,900

176,200 176,200

Additional information:

(i) Inventory as at 31 December 2010 was valued at $22,000

(i) Accrued expenses include: wages $1,000, sundry expenses $200.

(iii) Prepaid rent amounted to $3,000.

(iv) A bad debt of $480 was to be written off.

(v) A specific allowance of $100 was to be made for a doubtful debtor’s account, while a general allowance of 5% was
to be made for the remaining accounts.

Required:
Prepare an income statement for the year ended 31 March 2010 and a balance sheet as at that date.

Income Statement for the year ended 31 March 2010

S S
Sales 114,000
Less Returns inwards (3,500) 110,500
Less Cost of goods sold:
Opening inventory 28,000
Add Purchases 85,000
113,000
Less Closinginventory (i) (22,000) (91,000)
Gross profit 19,500
Add Other revenues:
Discount received 870
Bad debts recovered 360 1,230
20,730
Less Expenses:
Wages and salaries (510,600 + $1,000) (ii) 11,600
Rent ($12,000 — $3,000) (iii) 9,000
Sundry expenses (5680 + $200) (i) 880
Bad debts (iii) 480
Increase in allowance for doubtful accounts {[$100 + (56,520 — $480 — $100) x 5%] — $260} (v) 137 (22,097)
Net loss (1,367)
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Balance sheet as at 31 March 2010

S S $
Non-current assets
Office equipment 14,000
Furniture and fittings 13,000
27,000
Current assets
Inventory (i) 22,000
Accounts receivable (56,520 — $480) (iv) 6,040
Less Allowance for doubtful accounts (5260 + $137) (v) (397) 5,643
Prepaid expenses (iii) 3,000
Bank 2,900
33,543
Less Current liabilities
Accounts payable 5,710
Accrued expenses (51,000 + $200) (ii) 1,200 (6,910)
Net current assets 26,633
53,633
Capital
Balance as at 1 April 2009 55,000
Less Net loss for the year (1,367)
53,633
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