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In the realm of accounting, accurately estimating and recording bad debt expenses is vital for
presenting a truthful picture of a company's financial health. Blossom Co., a reputable organization
in its industry, employs the percentage-of-receivables basis to account for bad debts. This approach
allows the company to proactively estimate uncollectible accounts based on historical data and
current receivables, thereby aligning its financial statements with the principles of accurate and
conservative accounting. This article explores the methodology behind the percentage-of-receivables
basis, its application within Blossom Co., and the implications of its conclusions regarding bad debt
expense recognition.

---

Understanding the Percentage-of-Receivables Basis

Definition and Concept

The percentage-of-receivables basis is an accounting method used to estimate the amount of
uncollectible accounts receivable. It is a form of the balance sheet approach, focused on the
receivables outstanding at the end of an accounting period. Instead of estimating bad debts based
solely on past expenses or specific accounts, this method applies a predetermined percentage to the
current accounts receivable balance to determine the estimated uncollectible amount.

Key features include:

- Utilizes historical data to determine an appropriate percentage.
- Reflects the company's current receivable portfolio.
- Provides a more timely estimate of bad debt expense.
- Aligns with the matching principle by estimating expenses in the same period as the related
revenue.

Advantages of Using Percentage-of-Receivables

- Real-time Estimation: Adjusts for fluctuations in receivables and credit risk.
- Simplicity: Easier to implement compared to aging methods.
- Consistency: Provides a systematic approach to bad debt estimation.



- Financial Statement Accuracy: Ensures accounts receivable are reported at net realizable value.

Limitations of the Method

- Estimation Errors: The chosen percentage may not precisely reflect actual defaults.
- Requires Historical Data: Needs reliable data to determine appropriate percentages.
- Less Specific: Does not account for individual account collectability differences.

---

Application of the Percentage-of-Receivables Basis at
Blossom Co.

Step-by-Step Process

Blossom Co. follows a structured process to implement the percentage-of-receivables basis:

1. Historical Data Analysis: The company reviews past records of uncollectible accounts to
determine an average percentage of receivables that typically become bad debts.

2. Determine the Percentage: Based on historical loss rates, Blossom Co. establishes a specific
percentage, such as 2%, 3%, or 5%, suitable for its industry and credit policies.

3. Calculate the Estimated Bad Debts: The percentage is applied to the total accounts receivable
balance at the end of the period.

4. Adjust the Allowance for Doubtful Accounts: The company adjusts its allowance account to match
this estimated amount, recording bad debt expense accordingly.

5. Record the Journal Entry: Typically, the entry would be:

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

Example:

Suppose Blossom Co. has accounts receivable totaling $500,000, and based on historical data, it
applies a 3% rate.

- Estimated uncollectible amount: $500,000 x 3% = $15,000
- If the existing allowance account balance is $10,000, then the company needs to increase it by
$5,000 to reach the estimated total.

Journal Entry:



- Debit: Bad Debt Expense $5,000
- Credit: Allowance for Doubtful Accounts $5,000

Impact on Financial Statements

- Income Statement: Bad debt expense increases, reducing net income.
- Balance Sheet: Accounts receivable are reported at net realizable value (gross receivables minus
allowance for doubtful accounts).

---

Concluding the Method: What Does It Imply for
Blossom Co.?

Conclusions Drawn from the Application

By employing the percentage-of-receivables basis, Blossom Co. demonstrates a commitment to
conservative and accurate financial reporting. The approach underscores the company's
understanding that not all receivables will be collected and provides a systematic way to estimate
and account for these potential losses.

Key conclusions include:

- Proactive Management: The method allows Blossom Co. to anticipate bad debts before they
materialize, enabling better financial planning.
- Enhanced Financial Transparency: By adjusting allowances regularly, the company presents a
realistic view of its receivables.
- Alignment with Accounting Principles: The approach adheres to the matching principle, ensuring
expenses are recognized in the same period as the related revenues.

Implications for Financial Ratios and Business Decision-
Making

- Receivables Turnover Ratio: Regular adjustments influence this ratio, affecting liquidity
assessments.
- Allowance for Doubtful Accounts: Proper estimation impacts the company's perceived credit risk.
- Credit Policies: Insights gained from bad debt estimates can guide credit extension strategies.

Potential Challenges and Considerations



While the percentage-of-receivables basis offers many advantages, Blossom Co. must consider:

- Selection of an Appropriate Percentage: Industry standards, economic conditions, and historical
data influence this choice.
- Regular Review and Adjustment: Changes in customer creditworthiness or economic climate may
necessitate revising the percentage.
- Complementary Methods: Combining with aging schedules can provide more detailed insights.

---

Why Accurate Bad Debt Expense Recognition Matters

Impact on Financial Health and Investor Confidence

Accurately recording bad debt expenses ensures that the company's financial statements reflect its
true financial position and profitability. Overestimating or underestimating bad debts can distort net
income, mislead investors, and impact decision-making.

Regulatory Compliance and Auditing

Adopting systematic methods like the percentage-of-receivables basis aligns with Generally
Accepted Accounting Principles (GAAP) and International Financial Reporting Standards (IFRS).
Proper documentation and consistent application facilitate smoother audits and compliance.

Strategic Business Planning

Understanding potential bad debts allows Blossom Co. to:

- Adjust credit policies.
- Manage cash flows more effectively.
- Plan for future growth and risk mitigation.

---

Summary and Final Thoughts

Blossom Co.'s use of the percentage-of-receivables basis to record bad debt expense exemplifies a
prudent and systematic approach to financial management. By applying a percentage to accounts
receivable based on historical data, the company can estimate uncollectible accounts with
reasonable accuracy, ensuring its financial statements are both reliable and compliant with
accounting standards.



This method's flexibility and simplicity make it a favored choice among companies seeking a balance
between accuracy and operational efficiency. Nonetheless, it requires ongoing review and
adjustment to remain aligned with changing economic conditions and customer credit profiles.

In conclusion, Blossom Co.’s application of the percentage-of-receivables basis demonstrates its
commitment to transparent financial reporting, effective credit risk management, and strategic
planning. Proper recognition of bad debt expense not only safeguards the company's financial
integrity but also bolsters stakeholder confidence and supports sustainable growth.

---
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Frequently Asked Questions

What is the percentage-of-receivables basis for recording bad
debt expense?
The percentage-of-receivables basis estimates bad debt expense by applying a predetermined
percentage to the accounts receivable balance, reflecting the expected uncollectible amount based
on historical data.

Why might Blossom Co. choose the percentage-of-receivables
method over other methods?
Blossom Co. may prefer this method because it aligns bad debt expense with current receivables,
provides a more accurate estimate of uncollectibles, and facilitates ongoing adjustments based on
actual receivables aging.

What conclusion might Blossom Co. reach after using the
percentage-of-receivables basis?
Blossom Co. might conclude that this method offers a reliable and timely way to estimate bad debts,
ensuring their financial statements accurately reflect the expected uncollectible accounts.

How does the percentage-of-receivables basis impact Blossom
Co.'s financial statements?
Using this basis affects the balance sheet by adjusting the allowance for doubtful accounts and
influences the income statement through the recorded bad debt expense, thereby providing a
realistic view of receivables' collectibility.



What are the potential advantages of using the percentage-of-
receivables basis for Blossom Co.?
Advantages include improved accuracy in estimating uncollectible accounts, better alignment with
receivables aging, and enhanced ability to manage credit risk proactively.

Are there any limitations or challenges associated with the
percentage-of-receivables method for Blossom Co.?
Yes, challenges include reliance on historical data that may not predict future defaults accurately,
the need for regular updates to percentages, and potential variability in estimates affecting financial
statement consistency.
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In the realm of corporate financial management, accurately accounting for bad debts remains a
critical concern for organizations aiming to present a true and fair view of their financial health.
Blossom Co., a mid-sized manufacturing firm, has recently garnered attention for its application of
the percentage-of-receivables basis to estimate and record bad debt expense. This decision raises
important questions about the company's accounting policies, the rationale behind choosing this
method, and the implications for stakeholders. This investigative article delves deep into Blossom
Co.'s approach, exploring the intricacies of the percentage-of-receivables method, its advantages
and limitations, and the broader context of bad debt estimation practices.

---

Understanding the Percentage-of-Receivables Basis

What Is the Method?
The percentage-of-receivables basis is an estimation technique used by companies to determine the
amount of uncollectible accounts receivable—commonly known as bad debts—that should be
recorded as an expense in the financial statements. Under this method, a company assesses its
outstanding receivables at the end of an accounting period and applies a predetermined percentage,
typically derived from historical data, industry averages, or economic forecasts, to estimate the
uncollectible portion.

The core idea is straightforward:
- Calculate the total accounts receivable at period-end.
- Apply the estimated percentage of uncollectibility.
- Record the corresponding bad debt expense, adjusting the Allowance for Doubtful Accounts
accordingly.



This approach aligns with the matching principle in accounting, ensuring that expenses are
recognized in the same period as the revenues they help generate.

Why Do Companies Choose This Method?
Organizations favor the percentage-of-receivables basis for several reasons:
- Reflects Outstanding Receivables: Since the method bases estimates on the actual receivables at
the period's end, it provides a current snapshot of potential uncollectible amounts.
- Adjusts for Fluctuations: It is adaptable to changes in customer payment behavior or economic
conditions.
- Simplifies Estimation: Compared to analyzing each receivable individually (as in the aging method),
it offers a more straightforward, less time-consuming process.
- Aligns with Industry Practices: Many industries with high receivables turnover or predictable
collections prefer this method for its practicality.

---

Blossom Co.'s Application of the Method

Implementation Details
Blossom Co. has adopted the percentage-of-receivables basis after an internal review of its historical
collection data. The company's finance team analyzed receivables over the past five years and
identified an average uncollectibility rate of approximately 2.5%. Based on this, Blossom applies this
percentage to its outstanding receivables at each reporting date to estimate bad debt expense.

The process involves:
- Calculating ending accounts receivable for the period.
- Multiplying this figure by 2.5%, the established estimate.
- Recording the resulting figure as bad debt expense in the income statement.
- Adjusting the Allowance for Doubtful Accounts, a contra-asset account, to reflect the new estimate.

Conclusions Drawn by Blossom Co.
After applying this methodology for several reporting periods, Blossom Co. has concluded that:
- The percentage-of-receivables basis provides a reasonable estimate of uncollectible accounts.
- The method aligns with industry standards and internal risk assessments.
- It offers a practical and consistent approach that facilitates financial statement preparation and
analysis.

Furthermore, the company asserts that this approach allows for better forecasting of future bad
debts and aids in maintaining a healthy accounts receivable portfolio.

---



Critical Analysis: Advantages and Limitations

Advantages of the Percentage-of-Receivables Basis
- Reflects Current Receivables: Since the estimate is based on the receivables at the period's end, it
captures the current risk profile.
- Ease of Use: Less complex than aging methods, making it suitable for companies with large
volumes of receivables.
- Consistency: Provides a uniform approach over multiple periods, facilitating trend analysis.
- Alignment with GAAP: Generally accepted accounting principles permit this method, especially
when used as an estimate rather than precise calculation.

Limitations and Challenges
While the method offers several benefits, it is not without drawbacks:
- Reliance on Historical Data: The accuracy of the estimate depends on the stability of historical
uncollectibility rates. Sudden economic downturns or changes in customer creditworthiness can
render previous percentages obsolete.
- Lack of Granularity: It does not consider the age of individual receivables, potentially overlooking
specific accounts that are more or less likely to be collected.
- Potential for Over- or Understatement: If the percentage is not updated regularly or does not
reflect current conditions, it can lead to misstated expenses and asset valuations.
- Impact on Financial Ratios: Misestimations can affect liquidity ratios, profitability metrics, and
overall financial health perceptions.

---

Broader Context and Industry Practices

Comparison with Other Methods
The two primary alternative methods for estimating bad debts are:
- Aging of Accounts Receivable: This method classifies receivables based on how long they have been
outstanding, applying different percentages to each age category. It often provides a more detailed
and accurate estimate, especially for large or complex receivable portfolios.
- Direct Write-Off Method: Recognized as less preferable under GAAP, this method records bad
debts only when accounts are deemed uncollectible, which can distort income and receivable
balances.

Blossom Co.'s choice of the percentage-of-receivables method suggests a strategic preference for
operational simplicity and responsiveness to current receivable levels, aligning with industry norms
for similar-sized companies.



Implications for Stakeholders
The decision to use this basis influences various stakeholders:
- Investors and Creditors: Rely on financial statements to assess the company's liquidity and risk;
accurate bad debt estimation is crucial here.
- Management: Needs to ensure the estimate reflects current conditions; over-reliance on outdated
percentages can lead to misinformed decisions.
- Auditors: Will scrutinize the reasonableness of the estimate and the company's methodology,
especially during audits.

---

Conclusion: Is Blossom Co.'s Approach Justified?

Blossom Co.'s adoption of the percentage-of-receivables basis to record bad debt expense reflects a
pragmatic approach grounded in industry standards and internal data analysis. The method offers a
balance between accuracy and operational efficiency, making it suitable for companies with
manageable receivable portfolios and relatively stable credit environments.

However, the efficacy of this approach hinges on continuous review and adjustment of the estimated
percentage. In periods of economic volatility or significant shifts in customer creditworthiness,
reliance solely on historical averages may prove inadequate. Regular re-evaluation and
supplementary methods—such as aging analyses—can enhance accuracy.

In the broader context, the company's conclusion that this method provides a reasonable estimate
appears justified, provided it remains vigilant and adaptable. Transparent disclosure of the
estimation process and assumptions will bolster stakeholder confidence.

Ultimately, Blossom Co.'s choice underscores a fundamental principle of financial accounting: the
importance of selecting estimation methods that best reflect the company's operational realities
while adhering to regulatory standards. As the company's circumstances evolve, so too should its
estimation strategies, ensuring that financial statements continue to offer a true and fair view of its
financial position.

---

In summary, Blossom Co.'s use of the percentage-of-receivables basis for recording bad debt
expense exemplifies a practical, industry-aligned approach that balances accuracy with efficiency.
While it presents certain limitations, ongoing management oversight and methodological
adjustments can help maintain its effectiveness, ensuring that the company's financial reporting
remains both credible and insightful.
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