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Introduction to Accounts Receivable and Allowance for Doubtful
Accounts

Mazie Supply Company, like many other businesses, extends credit to its customers, resulting in accounts
receivable on its balance sheet. Accounts receivable represent the amounts owed by customers for goods or
services delivered but not yet paid for. While this is a vital source of revenue, it also introduces the risk of

uncollectible accounts—amounts that may never be received.

To accurately reflect the realizable value of accounts receivable, companies establish an allowance for
doubtful accounts, which is a contra-asset account that reduces the total accounts receivable reported on the
balance sheet. The primary goal is to estimate the amount of receivables that will likely be uncollectible,

ensuring that the company's financial statements present a realistic financial position.

The Percent Of Accounts Receivable Method: Overview

Mazie Supply Company employs the Percent Of Accounts Receivable method to estimate its allowance for
doubtful accounts. This method involves analyzing the outstanding accounts receivable and applying a
predetermined percentage—based on historical data or industry standards—to estimate the amount likely to
be uncollectible.
The process generally involves:

e Reviewing past collection experiences to determine an appropriate percentage.

o Applying this percentage to the current outstanding accounts receivable balance.

¢ Adjusting the allowance for doubtful accounts accordingly to match this estimate.



This method aligns with the balance sheet approach, emphasizing the accuracy of reported receivables at
the period's end. It is especially useful when receivables are aging, as older receivables tend to have higher

default risks.

Step-by-Step Calculation of Allowance for Doubtful Accounts

To understand how Mazie Supply Company applies this method, consider the typical steps involved:

1. Determine the outstanding accounts receivable balance as of December 31.
2. Identify the historical percentage of uncollectible accounts from past data or industry averages.

3. Calculate the estimated uncollectible amount by multiplying the outstanding receivables by this

percentage.

4. Adjust the existing allowance for doubtful accounts to reflect this new estimate.

Suppose Mazie Supply's outstanding accounts receivable on December 31 is $500,000, and historical data

indicates that approximately 2% of receivables are uncollectible.

The calculation would be:
- Estimated uncollectible = $500,000 x 2% = $10,000

If the existing allowance for doubtful accounts already has a balance of $6,000, then the adjustment needed
would be:

- Additional Allowance Needed = $10,000 — $6,000 = $4,000

The company would increase its allowance for doubtful accounts by $4,000 to align with the estimated

uncollectible amount.

Implications of Using the Percent Of Accounts Receivable Method

Employing this method has several implications for Mazie Supply Company's financial statements:

e Balance Sheet Accuracy: It provides a realistic view of receivables net of estimated uncollectibles.

e Matching Principle: It aligns the estimated bad debt expense with the period in which the related

revenue was earned.



¢ Impact on Financial Ratios: The allowance affects key ratios such as receivables turnover and net

receivables to total assets.

¢ Management Judgment: The choice of percentage involves judgment based on historical data,

industry trends, and economic conditions.

This method ensures that the company's financial statements are not overly optimistic and accurately

reflect potential future losses.

Recording Bad Debt Expense and Adjustments

At the end of the accounting period, Mazie Supply Company records a journal entry to recognize the

estimated bad debt expense:

“plaintext

Debit: Bad Debt Expense
Credit: Allowance for Doubtful Accounts

The amount debited corresponds to the adjustment calculated previously. This entry increases expenses on

the income statement, reducing net income, and increases the allowance account on the balance sheet.

For example, if an adjustment of $4,000 is needed:
“plaintext

Debit: Bad Debt Expense $4,000

Credit: Allowance for Doubtful Accounts $4,000

This process ensures that the expenses are recognized in the same period as the revenue they relate to,

following the matching principle of accounting.

Effect on Financial Statements

The use of the Percent Of Accounts Receivable method influences the financial statements in several ways:

Balance Sheet

- Accounts receivable are reported net of the allowance for doubtful accounts.
- The allowance reduces the total receivables to reflect expected uncollectible amounts.

- The balance of the allowance account is periodically adjusted to match current estimates.



Income Statement

- Bad debt expense is recognized as a period expense, impacting net income.

- The expense aligns with revenue recognition, providing a more accurate picture of profitability.

Cash Flow Considerations

- As bad debts are ultimately written off, they reduce cash inflows.

- Proper estimation helps in planning for potential cash flow shortfalls due to uncollectible accounts.

Limitations and Considerations

While the Percent Of Accounts Receivable method offers several advantages, it also has limitations:

¢ Reliance on Historical Data: Past collection patterns may not always predict future defaults accurately,

especially during economic downturns.

¢ Subjectivity in Percentage Selection: Choosing the right percentage involves judgment and can vary

among companies.

e Ignores Aging of Receivables: Unlike the aging method, which considers how long receivables have

been outstanding, this method applies a uniform percentage.

¢ Potential for Under or Overestimation: Incorrect estimations can either inflate expenses or understate

potential losses, impacting financial analysis.

Therefore, companies often review and adjust their percentages periodically to ensure they remain

appropriate.

Conclusion

Mazie Supply Company's use of the Percent Of Accounts Receivable method exemplifies a practical
approach to estimating uncollectible accounts. By applying a predetermined percentage based on historical
experience, the company ensures its financial statements present a realistic view of its receivables’ net
realizable value. This method simplifies estimation, aligns with accounting principles such as the balance
sheet approach and the matching principle, and provides stakeholders with a clearer picture of the

company's financial health.

However, it requires ongoing review and adjustment, especially in changing economic conditions or shifts

in customer payment behaviors. Proper implementation of this method allows Mazie Supply to manage



credit risk effectively, maintain accurate financial records, and make informed business decisions.

In summary, the Percent Of Accounts Receivable method is a vital tool in the accounting arsenal, helping
companies like Mazie Supply strike a balance between simplicity and accuracy in estimating uncollectible

accounts, ultimately supporting transparent and reliable financial reporting.

Frequently Asked Questions

What is the Percent of Accounts Receivable method used by Mazie
Supply Company?

The Percent of Accounts Receivable method is a way for Mazie Supply Company to estimate its
uncollectible accounts by applying a predetermined percentage to its outstanding receivables at a specific

date.

How does Mazie Supply Company determine the allowance for doubtful
accounts using this method?

Mazie Supply Company calculates the allowance by multiplying the outstanding accounts receivable at
December 31 by the estimated percentage of uncollectible accounts based on historical data or industry

standards.

Why is December 31 a significant date for Mazie Supply Company's

accounts receivable analysis?

December 31 marks the end of the fiscal year, serving as the cutoff date for assessing the outstanding

receivables and estimating potential bad debts to prepare financial statements accurately.

‘What factors might influence the percentage used by Mazie Supply

Company in its allowance calculation?

Factors include historical collection rates, current economic conditions, the age of receivables, customer

creditworthiness, and industry trends.

How does the use of the Percent of Accounts Receivable method impact

Mazie Supply Company's financial statements?

This method allows Mazie Supply Company to systematically estimate bad debts, ensuring that accounts

receivable are reported at net realizable value and providing a more accurate picture of financial health.



Additional Resources

Mazie Supply Company Uses The Percent Of Accounts Receivable Method. On December 31, It Has
Outstanding

The Percent of Accounts Receivable Method is a widely adopted approach in accounting for estimating and
recording the allowance for doubtful accounts. Mazie Supply Company’s decision to utilize this method
exemplifies a strategic approach to managing credit risk and ensuring the accuracy of its financial
statements. As of December 31, the company’s outstanding accounts receivable provide a critical basis for
calculating the estimated uncollectible amounts, which directly impacts the company's net income and
overall financial health. This article offers a comprehensive review of this method, exploring its mechanics,

advantages, disadvantages, and how Mazie Supply Company applies it at year-end.

Understanding the Percent of Accounts Receivable Method

What Is the Percent of Accounts Receivable Method?

The Percent of Accounts Receivable Method is an estimating technique used to determine the amount of
uncollectible accounts receivable, also known as the allowance for doubtful accounts. Under this approach, a
company applies a predetermined percentage—based on historical data, industry averages, or management’s

judgment—to the outstanding accounts receivable balance at the end of an accounting period.

Key Features:

- Focus on receivables balance: Instead of analyzing individual accounts, this method considers the total
receivables outstanding.

- Use of historical data: The percentage applied is often derived from past collection experiences, providing
a data-driven estimate.

- Year-end adjustment: The method typically involves adjusting the allowance account at the end of the

fiscal year to reflect current receivable balances.

How Does It Work in Practice?

For Mazie Supply Company, the process involves:

1. Determining the total accounts receivable as of December 31.

2. Selecting an appropriate percentage based on historical collection rates.

3. Calculating the estimated uncollectible amount by multiplying the receivables by this percentage.
4. Adjusting the allowance for doubtful accounts to match the estimated amount, recording bad debt

expense accordingly.



For example, if Mazie Supply has $200,000 in receivables and historically 2% of receivables are

uncollectible, the estimated doubtful accounts would be $4,000.

Advantages of the Percent of Accounts Receivable Method

This method offers several benefits that make it a popular choice among companies like Mazie Supply:

- Simplicity and Efficiency: The process is straightforward, requiring only the receivables balance and a

selected percentage, which simplifies year-end adjustments.

- Alignment with Financial Statements: It provides a reasonable estimate of bad debts, ensuring that

accounts receivable are reported at net realizable value, thus enhancing the accuracy of the balance sheet.

- Consistency: Using a consistent percentage based on historical data promotes comparability over periods,

aiding in trend analysis.

- Focus on Current Receivables: Since the method bases estimates on current receivables rather than aging

analysis, it is well-suited for companies with stable credit policies and collection histories.

Disadvantages and Limitations

Despite its advantages, the Percent of Accounts Receivable Method has some notable drawbacks:

- Lack of Specificity: It does not evaluate individual customer accounts, potentially overlooking specific risks

associated with large or problematic accounts.

- Dependence on Historical Data: The accuracy hinges on the relevance of past collection experience.

Changes in economic conditions or customer creditworthiness can render historical percentages less reliable.

- Less Suitable for Rapidly Changing Environments: Companies experiencing significant shifts in credit

policies or collection efficiencies may find this method less responsive.

- Potential for Over- or Under-Estimation: Relying solely on a flat percentage can lead to inaccuracies if the

company's collection environment changes unexpectedly.



Application at Mazie Supply Company as of December 31

Year-End Accounts Receivable Overview

On December 31, Mazie Supply Company reports outstanding accounts receivable totaling $150,000. Using
the percent of receivables method, management evaluates the appropriate percentage based on prior

experience and current economic conditions.

Suppose the company previously used a 3% rate, which aligns with industry standards and historical
collection data. However, due to recent market shifts or customer payment behaviors, management might

adjust this percentage.

Calculating the Allowance for Doubtful Accounts

Assuming Mazie Supply maintains a 3% estimate:

- Estimated uncollectible accounts = $150,000 x 3% = $4,500

If the existing balance in the allowance for doubtful accounts is $1,500, the company needs to record an
additional:

- Bad debt expense = $4,500 - $1,500 = $3,000

This entry ensures that the allowance account reflects a realistic estimate of uncollectible receivables,

adhering to the matching principle by recognizing bad debt expense in the same period as the related sales.

Year-End Adjustment Journal Entry

“plaintext
Debit: Bad Debt Expense $3,000
Credit: Allowance for Doubtful Accounts $3,000

This adjustment ensures that the net realizable value of accounts receivable on the balance sheet is

accurately reported at $146,500 ($150,000 - $3,500).



Implications for Financial Reporting and Decision Making

Using the percent of accounts receivable method affects several aspects of Mazie Supply’s financial

statements:

- Balance Sheet: Presents receivables at their net realizable value, factoring in estimated uncollectibles.
- Income Statement: Reflects bad debt expense, impacting net income for the period.

- Cash Flow Analysis: Provides insights into the quality of receivables and collection efficiency.

This method also influences managerial decisions, such as extending credit, setting credit policies, and

assessing overall credit risk.

Comparison with Other Methods

While the Percent of Accounts Receivable Method is popular, it is often compared with other approaches:

- Aging of Accounts Receivable Method: Analyzes individual accounts based on how long they have been

outstanding, allowing for more precise estimation but requiring more detailed analysis.

- Write-Off Method: Recognizes bad debts only when accounts are deemed uncollectible, which is less

aligned with accrual accounting principles.

Pros of the aging method include:
- More precise estimates

- Better handling of specific customer risks

Cons include:
- More complex and time-consuming

- Requires detailed account analysis

Mazie Supply’s choice of the percent method suggests a preference for simplicity and efficiency, suitable for

its size and collection history.



Conclusion

The Percent of Accounts Receivable Method is an effective and practical approach for companies like Mazie
Supply to estimate uncollectible accounts, especially when resources are limited or when a consistent,
straightforward process is preferred. By applying a percentage to outstanding receivables at year-end,
Mazie Supply can accurately reflect its financial position, comply with accounting standards, and make

informed credit management decisions.

However, it is crucial for management to regularly review and adjust the percentage to reflect changing
economic conditions, customer creditworthiness, and collection trends. Combining this method with
periodic aging analysis or other techniques can enhance accuracy and provide a more comprehensive view

of credit risk.

In summary, Mazie Supply’s use of this method demonstrates a balanced approach to managing receivables
and recognizing bad debts, ensuring its financial statements remain reliable and useful for stakeholders. As
the company continues to evolve, ongoing evaluation of its estimation techniques will be vital to

maintaining accurate financial reporting and effective credit risk management.
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