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CHAPTER 7

Cash and Receivables
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LECTURE OUTLINE

Chapter 7, the first of six asset chapters, covers cash, accounts receivable, and notes
receivable.  Temporary investments (marketable securities) are discussed later in
Chapter 18 along with long-term investments.

This chapter can be covered in two class sessions.  With the exception of transfers of
receivables with and without recourse, students should have had previous exposure to
the chapter concepts in an elementary accounting course.

The following lecture outline is appropriate for this chapter.

A. Cash and receivables represent two of the most liquid of assets.  Liquidity is an
indication of an enterprise’s ability to meet its obligations as they come due.

B. Cash.

1. Includes coin, currency, bank deposits including checking and savings
accounts, and negotiable instruments such as money orders, cashiers’ checks,
personal checks, and bank drafts.

2. Postdated checks and I.O.U.s should be reported as receivables.  Travel
advances to employees should be reported as receivables or as prepaid
expenses.  Postage stamps on hand should be reported as office supplies or
as prepaid expenses.  Petty cash funds and change funds should be
included in cash.

3. Bank overdrafts should be reported as current liabilities.  They are not offset
against the cash account unless there is available cash in another account at
the same bank.

4. Restricted cash.
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a. Cash restricted for some special purpose (such as the retirement of bonds)
is reported separately in either the current asset section or the
noncurrent asset section of the balance sheet, depending on the date of
availability or disbursement.

b. The SEC recommends that legally restricted deposits held as
compensating balances against borrowing arrangements be reported
separately in either the current asset section or the noncurrent asset
section, depending on whether the borrowing arrangement is short-term or
long-term.

5. Cash equivalents.

a. This category includes items that are both (1) readily convertible to known
amounts of cash, and (2) so near their maturity that they present
insignificant risk of changes in interest rates (generally 3 months or less).

b. Money market funds, money market savings certificates, certificates of
deposit, and similar types of deposits are nearly "equivalent to cash" in
terms of liquidity.  However, these securities usually contain restrictions or
penalties on their conversion to cash.  These items should be reported as
temporary investments.

c. Many companies now report these items in a current asset category called
cash and cash equivalents,  which includes cash plus these items.

6. Many control procedures exist for cash transactions.  Two that are discussed
in the Appendices are the imprest petty cash system and the preparation of
bank reconciliations.

C. Receivables:  Claims held against customers and others for money, goods, or
services.  Classified as either trade or nontrade.

1. Accounts receivable are oral promises of the purchase to pay for goods and
services sold.
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2. Notes receivable are written promises to pay a certain sum of money on a
specified future date.

D. Accounts Receivable—Recognition Issues.  These involve the concepts of timing
and measurement.  Measurement is complicated by:

1. Trade Discounts.  These reductions from the list price are not recognized in
the accounting records, customers are billed net of trade discounts.

2. Cash Discounts (Sales Discounts).  These are inducements for prompt
payment.  Discuss the gross and net methods of recording receivables.

a. Gross Method (more practical than the net method).  Sales and
receivables are recorded at the gross amount.  Sales discounts taken by
customers are debited to the Sales Discounts account which is reported in
the income statement as a reduction of sales.

b. Net Method.  Sales and receivables are recorded at the net amount.
Sales discounts not taken by customers are credited to the Sales
Discounts Forfeited account, which is reported in the other revenue section
of the income statement.

3. Interest Element.  Theoretically, receivables should be measured at their
present value but accountants have chosen to ignore the implicit interest
element in receivables which are due within one year.

E. Accounts Receivable—Valuation Issues.  Receivables are valued at net realizable
value (the net amount expected to be received in cash).

1. Methods of accounting for uncollectible accounts:
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a. Direct write-off method—When a specific account is determined to be
uncollectible (which may not occur in the period of sale), Bad Debt
Expense is debited and Accounts Receivable is credited.  This method is
theoretically undesirable because it:

(1) makes no attempt to match revenues and expens es.

(2) does not result in receivables being stated at net realizable value in
the balance sheet.

b. Allowance method—At the end of each accounting period an estimate is
made of expected losses from uncollectible accounts.  This estimate is
debited to Bad Debt Expense and credited to the Allowance for Doubtful
Accounts.  This method is justified because a company has experienced a
loss the moment customers receive goods or services that they will never
pay for.  This is true even if the specific identity of such customers will not
be known for some time.

(1) Methods of estimating bad debt expense under the allowance method.

TEACHING TIP

Illustration 7-1 emphasizes the computational difference in estimating Bad Debt
Expense between the Percentage-of-Sales and Percentage-of-Receivables
methods.

(a) Percentage-of-Sales (Income Statement Approach).  Bad debt
expense is estimated directly by multiplying a percentage times
credit sales.

(b) Percentage-of-Receivables  (Balance Sheet Approach):

1) First the required ending balance in the Allowance for Doubtful
Accounts is estimated by multiplying a percentage (a single
composite rate or an aging schedule) times the ending
outstanding receivables.

2) Then bad debt expense is equal to the difference between the
required ending balance and the existing balance in the
Allowance account.
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TEACHING TIP

Illustration 7-2 provides a numerical example of estimating bad debt expense using
the percentage-of-sales approach and the percentage-of-receivables approach.
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2. Other valuation allowances (contra assets) that may be established:

a. Allowance for sales returns and allowances.

b. Allowance for collection expenses.

F. Notes Receivable—Recognition Issues.  The present value of the future cash flows
is the proper amount to record for notes.

1. Review the terminology in accounting for notes:

a. Face amount—The principal amount due that is stated on the face of the
note.  The debit balance of the Notes Receivable account is always equal
to the face amount.

b. Stated rate of interest—The rate that is stated on the face of the note.
This rate is used to determine the amount of periodic interest payments.  A
note may be noninterest-bearing (i.e. have a stated rate of zero).

c. Effective (market) rate of interest—This is the rate that is used to look up
present value factors in order to account for the note at the date of
issuance.

d. Present value—At the date of issuance, a note is valued at the present
value of the future principal and interest cash flows, discounted at the
market rate of interest.  Changes in the market rate of interest are ignored
throughout the remainder of the life of the note.

e. Discount on notes receivable—At the date of issuance, this represents
the excess of the face amount of the note over the present value.  A
discount arises because the market rate is greater than the stated rate of
interest.  The Discount on Notes Receivable account is a valuation (contra-
asset) account with a credit balance.

f. Premium on notes receivable—At the date of issuance, this presents the
excess of the present value of the note over the face amount.  A premium
arises because the market rate is less than the stated rate.  The Premium
on Notes Receivable account has a debit balance.
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g. Net carrying amount of the note—This is the amount at which notes are
reported on the balance sheet.  It is equal to the face amount of the note
less the unamortized discount or plus the unamortized premium.

h. Amortization—The process of writing off the discount or premium over the
life of the note.  The effective interest method of amortization should be
used.

i. Effective interest method—Amortization method which determines
periodic interest revenue by applying a constant interest rate to the net
carrying amount of the note.  The dollar amount of interest revenue
changes each period as the net carrying amount of the note changes.

2. Notes Bearing Interest Equal to the Effective Rate—The interest element is
ignored for short-term notes and therefore they are carried at face value.
However, long-term notes are recorded at the present value of the cash
expected to be collected.

3. Zero Interest or Unreasonable Interest-Bearing Notes—An appropriate rate
of interest must be determined in order to compute the present value of the
note.

a. The present value of the note can be determined by measuring the fair
market value of the cash or other property, goods, and services exchanged
for the note.

b. If the fair market value of the note or other property is not determinable, an
interest rate may be imputed on the basis of the issuer's credit standing,
collateral, etc.

TEACHING TIP

Illustration 7-3 provides examples of an interest-bearing note and a noninterest-
bearing note, and demonstrates computation of present values and amortization
tables.  Note that for explanatory purposes the amortization tables utilize slightly
different headings from the ones used in the text.
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G. Notes Receivable—Valuation Issues

1. Notes should be reported at net realizable value although allowance for
doubtful accounts can be difficult to estimate for long-term notes.

2. Defaulted notes should be written off as a loss.

H. Accounts and Notes Receivable—Disposition Issues.  In order to accelerate the
receipt of cash from receivables, they may be transferred to a third party for cash.

1. Secured Borrowing (Assigning or Pledging).  The owner of the accounts
receivable borrows cash by writing a promissory note designating the accounts
receivable as collateral.

a. The borrower and lender agree as to the specific accounts that serve as
security.  The assignor (borrower) typically makes collections on the
assigned accounts and remits the collections plus a finance charge
(interest cost) to the lender.

b. The borrower also recognizes all discounts, returns and allowances, and
bad debts.

2. Sale (Factoring).  These transfers of accounts and notes receivable may be
without recourse or with recourse.

TEACHING TIP

Illustration 7-4 can be used to highlight the rules pertaining to secured borrowing and
the sale of receivables with or without recourse.



7-10

a. Sale Without Recourse—The purchaser assumes the risk of collectibility
and absorbs any credit losses.  This is an outright sale of receivables both
in form and substance.  A loss on the sale is recognized for the excess
of the face amount of the receivables over the cash proceeds.

(1) A Due From Factor account (reported as a receivable) is used to
account for any proceeds retained by the factor to cover probable
sales discounts, sales returns, and sales allowances.

(2) The factor maintains a corresponding "Due To" account (reported as a
liability).

b. Sale With Recourse—The seller guarantees payment to the purchaser
for those receivables which become uncollectible.

(1) A Due From Factor account is maintained as indicated in a sale
without recourse.

(2) A Recourse Obligation account (reported as a liability) is used to
recognize the probable payment to the factor for uncollectable
accounts.

(3) Loss on sale calculation:

(a) Net proceeds = cash received + due from factor – recourse obligation

(b) Loss = book value of receivables sold – net proceeds

c. The FASB requires that all three of the following conditions must be met
before a sale can be recorded:

(1) The transferred asset has been isolated from the transferor

(2) The transferees have obtained the right to pledge or exchange either
the transferred assets or beneficial interests in the transferred assets.

(3) The transferor does not maintain effective control over the transferred
assets through an agreement to repurchase or redeem them before
their maturity.

d. If the transfer with recourse does not meet these three conditions, the
transaction is accounted for as a borrowing and a liability is recorded.
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I. Presentation and analysis of receivables

1. General classification rules:

a. Segregate the different types of receivables, if material.

b. Offset appropriate valuation accounts against the proper receivable
accounts.

c. Insure that receivables classified as current assets will be converted to
cash within the year or the operating cycle, whichever is longer.

d. Disclose any loss contingencies related to the receivables.

e. Disclose any receivables designated or pledged as collateral.

f. Disclose all significant concentrations of credit risk arising from
receivables.

2. Accounts receivable turnover ratio:  measures the number of times, on average,
receivables are collected during the period.

a. A/R Turnover = 
Net Sales

 Average trade receivables (net) 

J. Appendix 7-A:  Cash Controls

1. Imprest Petty Cash System

a. Imprest bank accounts are used to make a specific amount of cash
available for a limited purpose.

b. Review the accounting procedures for a petty cash system:

TEACHING TIP

Illustration 7-5 provides a numerical example of establishing a petty cash fund and
its subsequent reimbursement.

(1) The Petty Cash account is debited or credited only when the fund is first
established or is changed in size.
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(2) Each disbursement from the fund should be evidenced by a signed receipt
indicating the recipient and the purpose of the expenditure.

(3) Reimbursements of the petty cash fund are recorded by debiting the
expenses, assets, or liabilities involved and crediting the Cash account.

(4) The Cash Over and Short account is used as a plug (miscellaneous
expense or miscellaneous revenue) when the petty cash fund fails to prove
out.

2. Bank Reconciliations

a. Two forms of bank reconciliations may be prepared:

(1) Reconciliation from the bank statement balance to the book balance or
vice versa.

(2) Reconciliation of bank and book balances to the corrected cash
balance.  This form consists of two separate sections:

(a) "Balance per bank statement" section.
(b) "Balance per books" section.

(3) The latter form is illustrated in the text.  It is useful because it
facilitates computation of the correct cash balance, which is the
amount that should be reported on the balance sheet.

b. Describe the preparation of a two-section bank reconciliation.

TEACHING TIP

Illustration 7-6 provides an example format of two-section bank reconciliation that
reconciles the bank and book balances to a corrected cash balance.

(1) "Balance per bank statement" section.

(a) The "balance per bank statement" is the amount shown on the
most recent bank statement as of the bank’s closing date for the
month.
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(b) Add deposits recorded in the company’s books but not yet
credited by the bank (e.g., deposits in transit).

(c) Deduct charges recorded in the company’s books but not yet
recorded by the bank (e.g., outstanding checks).

(2) "Balance per books" section.

(a) The "balance per books" is the amount shown in the company’s
Cash or Cash in Checking Account general ledger account as of
the desired reconciliation date (i.e., as of the balance sheet
date, the month-end date, or whatever date for which it is desired
to compute the correct cash balance).

(b) Add deposits credited by the bank but not yet recorded by the
company (e.g., collection of notes, interest earned on interest-
bearing checking accounts, etc.).

(c) Deduct charges recorded by the bank but not yet recorded by
the company (e.g., service charges, NSF checks, etc.).

(3) Both sections end with the correct cash balance, which is the amount
that should be reported on the balance sheet.

(4) Every reconciling item that appears in the "balance per books" section
requires an adjusting entry to bring the books to the correct cash
balance.

K. Appendix 7-B:  Four-Column Bank Reconciliation.  Point out the following checks
for mechanical accuracy in the two-section form of reconciliation ("bank to correct
amounts" and "books to correct amounts"):

TEACHING TIP

Illustration 7-7 provides an example of the format for a four-column bank
reconciliation.

1. The top line of each section when added across should reflect the ending
balances as shown on the bank statement (i.e., $22,190) and on the company’s
books (i.e., $20,502).
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2. When added vertically the total receipts (i.e., $95,930) and total disbursements
(i.e., $92,906) should be the same in the "bank" section as they are in the book
section.

3. The bottom line of each section when added across should reflect the correct
ending balance (i.e., $21,044).

4. All reconciling items that appear in the outer columns must be reflected in one
of the inner columns.

a. If a reconciling item appears in an outer column and an adjacent inner
column, its sign changes (i.e., if it is added in an outer column it will be
deducted in the inner column, and vice versa).

b. If a reconciling item that appears in an outer column does not appear in an
adjacent inner column, its sign remains the same (i.e., if it is added in the
outer column it will also be added in the inner column, and if deducted in
the outer column it will be deducted in the inner column).


