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When a company reports $90,000 in outstanding accounts receivable, it indicates the total
amount owed by customers for goods or services delivered but not yet paid. Managing
accounts receivable effectively is crucial for maintaining healthy cash flow and ensuring
the company's financial stability. One common accounting approach used to handle
potential uncollectible accounts is the allowance method. This method allows businesses
to estimate and account for bad debts systematically, providing a more accurate picture of
receivables' realizable value. In this article, we'll explore what the allowance method
entails, how it is applied when a company has $90,000 in outstanding receivables, and the
implications for financial reporting and management.

Understanding Accounts Receivable and Bad
Debts

What Are Accounts Receivable?
Accounts receivable represent the amounts a company expects to collect from its
customers for sales made on credit. These receivables are classified as current assets on
the balance sheet, reflecting future cash inflows that are vital for operational liquidity. For
example, if a company sells products worth $90,000 on credit, that amount is recorded as
accounts receivable until paid.

The Risk of Uncollectible Accounts
Despite the importance of accounts receivable, not all customers pay their debts fully or
on time. Some accounts may become uncollectible due to customer insolvency, disputes,
or other reasons. These uncollectible accounts are known as bad debts, and recognizing
them accurately is essential to avoid overstating assets and net income.

The Allowance Method: An Overview



What Is the Allowance Method?
The allowance method is an accounting technique used to estimate and record bad debts
in the same period as the related sales. Instead of directly writing off specific accounts as
uncollectible, companies establish an allowance for doubtful accounts—a contra-asset
account—that reduces total accounts receivable to reflect the amount expected to be
collected.

Why Use the Allowance Method?
The allowance method offers several advantages:

Matching Principle Compliance: Expenses related to bad debts are recognized in the
same period as sales, adhering to the matching principle.

More Accurate Financial Statements: It provides a realistic view of receivables' net
realizable value.

Better Management of Credit Risk: Estimations help in setting credit policies and
managing customer creditworthiness.

Applying the Allowance Method with $90,000 in
Accounts Receivable

Estimating Bad Debts
When a company has $90,000 in outstanding accounts receivable, it must estimate the
amount unlikely to be collected. This estimation is based on historical data, industry
averages, and other relevant factors. For example, if historical analysis suggests that 2%
of receivables typically become uncollectible, the company would recognize an allowance
for doubtful accounts of:

$90,000 x 2% = $1,800

This estimate becomes the basis for recording the allowance for doubtful accounts.

Recording the Journal Entries
The accounting entries to reflect the estimated uncollectible accounts involve two main
steps:

Establishing the Allowance for Doubtful Accounts:1.



Debit: Bad Debt Expense             $1,800
Credit: Allowance for Doubtful Accounts    $1,800

This entry increases expenses and establishes an allowance account that offsets
accounts receivable.

Writing Off Specific Uncollectible Accounts:2.

Debit: Allowance for Doubtful Accounts   $500
Credit: Accounts Receivable              $500

When a specific account is deemed uncollectible, it is written off against the
allowance account, not directly expensing it, maintaining the accuracy of receivables.

Impact on Financial Statements
After recording the allowance, the net realizable value of accounts receivable is calculated
as:

$90,000 (gross receivables) - $1,800 (allowance) = $88,200 (net realizable
value)

This net amount provides a more truthful reflection of the company's expected cash
inflows from receivables.

Benefits of the Allowance Method for the
Company

Accurate Financial Reporting
By estimating uncollectible accounts and adjusting receivables accordingly, companies
prevent overstatement of assets. This leads to more accurate financial ratios, such as
accounts receivable turnover and net profit margins, which are critical for investors and
creditors.

Compliance with Accounting Standards
Generally Accepted Accounting Principles (GAAP) and International Financial Reporting
Standards (IFRS) both require the use of the allowance method for recognizing bad debts,
ensuring consistency and comparability across financial reports.



Facilitates Better Management Decisions
Estimations of bad debts help management assess credit policies, evaluate the
effectiveness of credit controls, and make informed decisions about extending credit or
adjusting terms.

Real-World Example: Managing Accounts
Receivable at a Company

Scenario Overview
Suppose a company has $90,000 in outstanding accounts receivable. Based on historical
data, they estimate that roughly 3% of receivables may become uncollectible. Applying
this estimate:

$90,000 x 3% = $2,700

The company records an allowance for doubtful accounts of $2,700, reducing the net
receivables to $87,300.

Journal Entry for Estimating Bad Debts

Debit: Bad Debt Expense            $2,700
Credit: Allowance for Doubtful Accounts   $2,700

Handling Specific Defaults
Later, if a customer with a $1,000 balance defaults, the company writes off that amount:

Debit: Allowance for Doubtful Accounts   $1,000
Credit: Accounts Receivable              $1,000

This reduces both the allowance account and accounts receivable, maintaining accurate
records.

Conclusion: Importance of the Allowance Method
in Financial Management



Managing accounts receivable effectively is vital for a company's financial health. When a
company has $90,000 in outstanding receivables, applying the allowance method provides
a structured approach to anticipate and account for uncollectible debts. This method
ensures that financial statements reflect the true value of receivables and aligns with
accounting standards, facilitating transparency, accuracy, and better decision-making.

By estimating bad debts and recording allowances, companies can avoid overestimating
their assets, prepare for potential losses, and maintain credibility with investors, creditors,
and regulatory bodies. Whether dealing with routine collections or specific defaults, the
allowance method remains a cornerstone of prudent financial management and accurate
reporting in modern accounting practices.

---
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Frequently Asked Questions

What is the purpose of the allowance method in
accounting for accounts receivable?
The allowance method is used to estimate and record uncollectible accounts receivable,
matching bad debt expenses to the periods in which the sales occur and providing a more
accurate picture of net receivables.

How does a company record bad debts using the
allowance method?
The company estimates uncollectible accounts and records an adjusting journal entry
debiting Bad Debt Expense and crediting Allowance for Doubtful Accounts, which is a
contra-asset account offsetting accounts receivable.

If a company has $90,000 in accounts receivable, how
does the allowance for doubtful accounts impact the



financial statements?
The allowance reduces the gross accounts receivable to a net realizable value, reflecting a
more realistic amount expected to be collected, thereby providing more accurate financial
information.

What factors influence the estimated allowance for
doubtful accounts?
Factors include the company's historical bad debt experience, current economic
conditions, customer creditworthiness, and aging of receivables.

How does aging of accounts receivable affect the
allowance for doubtful accounts?
Older receivables are typically considered more likely to become uncollectible, leading to
a higher estimated allowance for doubtful accounts for aged receivables.

What is the impact on net income when adjusting the
allowance for doubtful accounts?
Adjusting the allowance for doubtful accounts increases bad debt expense, which reduces
net income for the period.

Can a company write off specific accounts receivable
that are deemed uncollectible under the allowance
method?
Yes, when an account is determined to be uncollectible, the company debits Allowance for
Doubtful Accounts and credits Accounts Receivable to write off the specific amount.

What is the significance of the allowance for doubtful
accounts balance in financial analysis?
It provides insight into a company's credit risk management and the quality of its
receivables, affecting assessments of liquidity and financial health.

Additional Resources
A Company Has $90,000 In Outstanding Accounts Receivable And It Uses The Allowance
Method To Account

Understanding how a company manages and reports its accounts receivable is crucial for
assessing its financial health. When a business has $90,000 in outstanding accounts
receivable and employs the allowance method, it indicates a strategic approach to



estimating and recording potential bad debts. This review delves into the core concepts,
accounting procedures, implications, and best practices associated with this scenario.

---

Introduction to Accounts Receivable and Its
Significance

Accounts receivable (AR) refers to the amounts owed to a company by its customers
resulting from credit sales of goods or services. These receivables are crucial assets on the
company's balance sheet, reflecting future cash inflows.

- Importance of managing AR:
- Liquidity management
- Revenue recognition
- Customer relationship management

- Risks associated with AR:
- Bad debts
- Delayed collections
- Fraudulent activities

In our scenario, the company has $90,000 in outstanding AR, which signifies that
customers owe this amount, and it is expected to be collected in the normal course of
business.

---

The Allowance Method: An Overview

The allowance method is a systematic approach for estimating and recording bad debts.
Instead of directly writing off uncollectible accounts as they become evident, this method
anticipates future bad debts and matches expenses with the related revenues in the same
period.

Key features of the allowance method:

- Estimation of uncollectible accounts: Based on historical data, industry standards, or
specific customer analysis.
- Allowance for Doubtful Accounts: A contra-asset account that offsets accounts receivable.
- Matching principle compliance: Expenses are recognized when the related revenues are
earned, not necessarily when the debts become uncollectible.

This method aligns with Generally Accepted Accounting Principles (GAAP) and provides a
more accurate representation of net realizable value of receivables.



---

Accounting for Accounts Receivable Using the
Allowance Method

Step 1: Estimating Bad Debts

The first step involves estimating what portion of the $90,000 receivable may ultimately
be uncollectible. Estimation techniques include:

- Percentage of receivables method: Applying a historical percentage to total receivables.
- Aging of receivables method: Classifying receivables based on how long they have been
outstanding and applying different estimated uncollectibility rates.

Example: Suppose the company uses an aging analysis and estimates that 5% of
receivables older than 60 days are uncollectible, and 1% for those less than 60 days.

Step 2: Recording the Allowance for Doubtful Accounts

Once the estimate is made, the company records a journal entry:

- Debit: Bad Debt Expense
- Credit: Allowance for Doubtful Accounts

Sample Journal Entry:

| Account | Debit | Credit |
|----------------------------------|-------------|--------------|
| Bad Debt Expense | $4,500 | |
| Allowance for Doubtful Accounts | | $4,500 |

This entry increases expenses and establishes a valuation allowance against receivables.

Step 3: Reporting Accounts Receivable on the Balance Sheet

The net realizable value (NRV) of receivables is calculated as:

`Accounts Receivable – Allowance for Doubtful Accounts = Net Accounts Receivable`

In our case:

`$90,000 – $4,500 = $85,500`

This net figure represents the amount the company expects to collect.

---



Implications of the $90,000 Outstanding Accounts
Receivable

Having a substantial amount of receivables warrants careful analysis:

- Liquidity Indicator: High receivables suggest active credit sales but also imply potential
cash flow delays.
- Credit Policy Evaluation: The company should examine its credit terms and collection
efficiency.
- Risk Management: The allowance method helps mitigate the impact of bad debts on
financial statements.

---

Estimating Bad Debt Expense: Approaches and
Considerations

The accuracy of the allowance method hinges on reliable estimation techniques. Two
primary approaches are:

1. Percentage of Receivables Method

- Applies a fixed percentage based on historical bad debt experience.
- Suitable for large, mature receivables portfolios.
- Example: If historical data indicates 5% of receivables become uncollectible, then:

`$90,000 x 5% = $4,500`

2. Aging of Receivables Method

- Categorizes receivables by age brackets.
- Assigns different uncollectibility percentages to each bracket.
- More precise, reflecting the increased risk as receivables age.

Sample aging schedule:

| Age Bracket | Receivables | Estimated Uncollectibility | Estimated Bad Debts |
|-----------------------|--------------|------------------------------|---------------------|
| 0-30 days | $60,000 | 1% | $600 |
| 31-60 days | $20,000 | 3% | $600 |
| Over 60 days | $10,000 | 10% | $1,000 |

Total estimated bad debts: `$600 + $600 + $1,000 = $2,200`



This approach allows more nuanced estimates, especially useful if aging data shows
significant differences in collectibility.

---

Impact of Allowance Method on Financial
Statements

The allowance method influences various financial statement components:

- Balance Sheet: Presents accounts receivable net of the allowance for doubtful accounts,
providing a realistic valuation.
- Income Statement: Records bad debt expense in the period when the estimation is made,
aligning expenses with revenues.

Key benefits include:

- Improved accuracy in asset valuation.
- Better reflection of potential losses.
- Enhanced comparability across periods and companies.

Potential drawbacks:

- Subjectivity in estimating uncollectible amounts.
- May lead to over- or under-statement of expenses if estimates are inaccurate.

---

Handling Actual Bad Debts and Write-offs

When an account is deemed uncollectible:

- The company writes off the specific receivable by debiting Allowance for Doubtful
Accounts and crediting Accounts Receivable.

Journal entry:

| Account | Debit | Credit |
|--------------------------------|--------------|--------------|
| Allowance for Doubtful Accounts | $500 | |
| Accounts Receivable | | $500 |

Note: This does not affect bad debt expense at the time of write-off because the expense
was recognized earlier when the estimate was made.

---



Comparison with the Direct Write-off Method

While the allowance method is preferred and GAAP-compliant, some companies might use
the direct write-off method, which records bad debts only when accounts are deemed
uncollectible.

Differences include:

- Timing of expense recognition: Direct method recognizes bad debt expense only upon
write-off, potentially mismatching expenses with revenues.
- Impact on financial statements: Less accurate, especially if receivables are significant.
- Compliance: Not acceptable for companies following GAAP if receivables are material.

In our scenario with $90,000 in receivables, the allowance method provides a more
accurate and compliant approach.

---

Best Practices and Recommendations for
Managing Accounts Receivable

To effectively handle outstanding receivables and bad debt estimation:

- Regularly analyze aging schedules: Identify overdue accounts and prioritize collection
efforts.
- Use historical data judiciously: Adjust estimates based on recent collection trends.
- Maintain clear credit policies: Set appropriate credit limits and payment terms.
- Implement collection procedures: Follow up promptly on overdue accounts.
- Review and adjust allowance estimates: Periodically reassess bad debt provisions to
reflect current conditions.
- Leverage technology: Use accounting software for real-time tracking and analysis.

---

Conclusion: Strategic Significance of the
Allowance Method in Managing $90,000 AR

The use of the allowance method by a company with $90,000 in outstanding accounts
receivable demonstrates prudent financial management and adherence to accounting
standards. By estimating potential uncollectible accounts, the company can:

- Present a realistic view of its assets.
- Recognize expenses in the same period as revenues.
- Maintain financial stability and transparency.



This approach balances the need for accurate reporting with proactive risk management,
ensuring stakeholders receive a truthful picture of the company's financial position.
Proper implementation and ongoing review of the allowance for doubtful accounts help
safeguard against unforeseen losses, optimize cash flow management, and uphold the
company's credibility in financial reporting.

---

In summary, managing a significant receivable balance like $90,000 using the allowance
method involves careful estimation, diligent monitoring, and strategic collection efforts.
When executed correctly, it enhances the reliability of financial statements, supports
sound decision-making, and maintains the company's financial integrity.
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