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Suggested Solutions

1. Principles that a business should establish in maintaining strong internal controls as it relates to cash:
· Segregation of Duties- These functions should be separated at all times: Custody, recording and authorization as it relates to cash.

· Prepare a Cash Budget.
· Prepare a control listing of cash receipts.

· Require daily deposits.

· Make all payments by cheque.

· Verify every expenditure before payment.

· Promptly reconcile bank statements.

2. Lines of credit means the bank has agreed in advance to lend the company any amount of money up to a specified limit. The company has an additional source from which it can access money to meet short-term debts.  Unused portions of the lines are disclosed as notes in the financial statement.
3. Balance Sheet Approach – this approach focuses on the balance in the allowance for doubtful accounts and determines its appropriate balance based on a percentage of accounts receivable (using the accounts receivable aging analysis or just based on the total accounts receivable) The balance sheet approach is widely used by businesses as it gives a better picture of uncollectible accounts.


Income Statement Approach- This method estimates the uncollectible accounts 
expense for the period.  The uncollectible accounts expense is estimated at some 
percentage of net credit sales.  This approach disregards the current balance in the 
allowance for doubtful accounts. 

4.       Accounts receivable  turnover=            Net Sales

                                                                     Average Accounts Receivable

 Short term creditors use this ratio to assess a company’s ability to generate cash 
from its customers in order to pay its short-term liabilities as they fall due.  A high 
ratio suggests that the company is collecting from its debtors very quickly and 
therefore will always have funds required to pay its creditors.
5. Exercise 7.5

	
	a.
	WARREN ELECTRIC
Bank Reconciliation
December 31, 20__

	
	
	Balance per bank statement


Add: Undeposited receipts of December 31

	$
15,200

10,000

$
25,200

	
	
	Less:
	Outstanding checks
	

	
	
	
	No.
	620


630


641

	$
1,000


3,000


4,500
	
	
8,500

	
	
	Adjusted cash balance

	$
16,700

	
	
	Balance per depositor’s records

	$
17,500

	
	
	Less:
	Service charges


Jane Jones check returned NSF

	$
25


775

	
	
800

	
	
	Adjusted cash balance, as above

	$
16,700


	
	b.
	Journal Entry

	
	
	Bank Service Charges


Accounts Receivable (Jane Jones)

	25

775
	
	

	
	
	
	Cash

	
	
	800

	
	
	To record bank service charge for December and NSF check returned by bank.
	
	
	


	
	c.
	The $25 service charge most likely resulted from the $775 check drawn by Jane Jones and marked NSF. Banks normally charge between $5 and $25 for each NSF check processed.


6. Problem 7.1
	25 Minutes, Medium
	Problem 7–1
BANNER, inc.
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BANNER, INC.

Bank Reconciliation

July 31, 20__

 Balance per bank statement, July 31

$

1

1

4

8

2

8

 

 Add:

Deposit in transit

1

6

0

0

0

 

$

1

3

0

8

2

8

 

 Deduct:

Outstanding checks

no.

811

$

3

1

4

 

814

6

2

5

 

823

1

7

5

 

1

1

1

4

 

 Adjusted cash balance

$

1

2

9

7

1

4

 

 Balance per accounting records, July 31

$

1

2

5

5

6

8

 

 Add:

Note receivable collected by bank

$

4

0

0

0

 

Check no. 821 for office equipment:

Recorded as

$

9

1

5

 

Actual amount

5

1

9

 

3

9

6

 

4

3

9

6

 

$

1

2

9

9

6

4

 

 Deduct:

Service charges

$

5

0

 

NSF check, Howard Williams

2

0

0

 

2

5

0

 

 Adjusted cash balance (as above)

$

1

2

9

7

1

4
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General Journal

 

20__

July

31

 Cash

4

3

9

6

 

Notes Receivable

4

0

0

0

 

Office Equipment

3

9

6

 

 To record collection by bank of note receivable from

 Rene Manes, and correct recorded cost of office equipment.

31

 Bank Service Charges

5

0

 

 Accounts Receivable (Howard Williams)

2

0

0

 

Cash

2

5

0

 

 To adjust accounting records for bank service charges and

 customer’s check charged back as NSF.


	c.
	The amount of cash that should be included in the balance sheet at July 31 is the adjusted balance of $129,714.

	d.
	The balance per the company’s bank statement is often larger for two reasons: (1) There are checks outstanding which have been deducted in the company’s records but which have not yet cleared the bank, and (2) the bank periodically makes collections and deposits them into the company’s account.


7. Problem 7.3
	15 Minutes, Medium
	Problem 7–3

SUPER STAR
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Accounts Receivable by Age Group

Percentage

Estimated

Considered

Uncollectible

Amount

Uncollectible

Accounts

 Not yet due

$

5

0

0

0

0

0

 

1

$

5

0

0

0

 1–30 days past due

2

1

0

0

0

0

3

6

3

0

0

 31–60 days past due

8

0

0

0

0

10

8

0

0

0

 61–90 days past due

1

5

0

0

0

20

3

0

0

0

 Over 90 days past due

3

0

0

0

0

50

1

5

0

0

0

Totals

$

8

3

5

0

0

0

$

3

7

3

0

0



 EMBED Excel.Sheet.5  [image: image4.wmf] b.

General Journal

 

Dec

31

 Uncollectible Accounts Expense

2

5

5

0

0

 

Allowance for Doubtful Accounts

2

5

5

0

0

 To increase the valuation account to the estimated

 required total of $33,800 computed as follows:

Required credit balance for valuation account

$37,300

Present credit balance 

11,800

Current provision

$25,500

 c.

Jan

10

 Allowance for Doubtful Accounts

8

2

5

0

Accounts Receivable (April Showers)

8

2

5

0

 To write off as uncollectible the account receivable 

 from April Showers.

 


	d.
	Such a policy would compensate the company for having to wait extended periods of time to collect its cash. It also provides the company with additional “leverage” in a court of law, should it decide to press charges against customers with delinquent accounts.


8. Exercise 7.9

	a.
	Uncollectible Accounts Expense

	200,000
	

	
	
	Allowance for Doubtful Accounts


	
	200,000

	
	To record estimated uncollectible accounts expense at 2.5% of net credit sales ($8,000,000 ( 2.5% = $200,000).
	
	


	b.
	Uncollectible Accounts Expense

	155,000
	

	
	
	Allowance for Doubtful Accounts

	
	155,000

	
	To increase balance in allowance account to required $84,000:
	
	

	
	
	Credit balance at beginning of year


Write-offs during year


Temporary debit balance


Required year-end credit balance


Required adjustment for year

	
$

25,000



(
96,000)


$

71,000




84,000

$
155,000

	c.
	Uncollectible Accounts Expense

	96,000
	

	
	
	Accounts Receivable

	
	96,000

	
	To record as uncollectible expense only those accounts determined during the year to be uncollectible.
	
	

	d.
	Adjusting the balance in the Allowance for Doubtful Accounts account based upon the aging schedule will provide to investors and creditors the most accurate assessment of the company’s liquidity. This method is the only approach to take into consideration the underlying declining probability of collecting outstanding accounts as they become increasingly past due.


9. Exercise 7.10
	a.
	Accounts receivable turnover:

	
	Huffy:

	
	Sales
	
	$708,000
	=
	7 times

	
	Average accounts receivable
	=
	$103,000
	
	

	
	
	
	
	
	


	
	OPC:

	
	Sales
	
	$2,106,000
	=
	10 times

	
	Average accounts receivable
	=
	$208,000
	
	

	
	
	
	
	
	


	b.
	Number of days to collect accounts receivable:

	
	Huffy:

	
	Days in year
	=
	365
	=
	52 days

	
	Average accounts receivable turnover
	
	7
	
	

	
	
	
	
	
	


	
	OPC:

	
	Days in year
	=
	365
	=
	37 days

	
	Average accounts receivable turnover
	
	10
	
	

	
	
	
	
	
	


	c.
	The reason it takes Huffy 15 days longer than OPC to collect its receivables is due, in large part, to industry characteristics of each company. Customers of public utilities have a tendency to pay their bills quickly to avoid having bad credit ratings and to keep from having their electricity turned off. Huffy’s customers, on the other hand, are primarily large department stores and discount outlets. These businesses are notorious for making delayed payments to their suppliers, and often do so without penalty. How do they get away with it? In Huffy’s case, a relatively small number of retailing giants account for nearly 90% of the company’s total revenue.
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