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Understanding the cash collection patterns of a business is crucial for
managing cash flow, forecasting financial health, and making informed
operational decisions. In this article, we will explore the collection
practices of Big Wheel, Inc., which collects 25% of its sales on account
during the month of sale and the remaining 75% in the following month. We
will analyze how this pattern affects the company's cash flow, revenue
recognition, and overall financial management, providing valuable insights
for business owners, accountants, and financial analysts.

Overview of Big Wheel, Inc.’s Sales and
Collection Policy

Big Wheel, Inc. operates in the retail or service industry where credit sales
are common. The company's collection policy indicates that it collects a
quarter of its sales on account during the month of the sale, with the
remaining three-quarters collected in the next month. This staggered
collection approach influences the company's cash inflows and has
implications for its liquidity and working capital management.

Sales on Account vs. Cash Sales

Before delving into collection patterns, it’s important to differentiate
between sales on account and cash sales:

e Cash Sales: Transactions paid immediately at the point of sale,
resulting in instant cash inflow.

e Sales on Account: Credit sales where payment is deferred to a later
date, creating accounts receivable until collected.

Big Wheel, Inc. primarily makes sales on account, which necessitates
effective collection strategies to ensure steady cash flow.



Collection Pattern and Its Financial
Implications

The specific collection pattern—-25% in the month of sale and 75% in the
following month—has several financial implications:

Impact on Cash Flow

- Immediate Cash Inflow: The 25% collected during the sale month provides
some liquidity to cover operating expenses.

- Delayed Cash Inflow: The remaining 75% collected in the next month creates
a lag, which can impact the company's ability to meet short-term obligations
if not properly managed.

- Cash Flow Forecasting: Accurate forecasting must account for this lag,
ensuring sufficient cash reserves or credit facilities are available to
bridge the timing gap.

Accounts Receivable Management

- Receivables Aging: The pattern results in a significant amount of accounts
receivable accumulating at the end of each month, representing the 75% yet to
be collected.

- Collection Efficiency: Monitoring the collection process helps in reducing
receivables aging and minimizing bad debts.

- Credit Policy: The 25/75% split suggests a credit policy that balances
sales growth with cash flow needs.

Financial Analysis and Calculations

To better understand the impact of this collection pattern, consider the
following hypothetical scenario with detailed calculations:

Example Scenario

Suppose Big Wheel, Inc. has monthly sales of $100,000 on account.

- Sales in January: $100,000
- Sales in February: $100,000

Based on the collection pattern:



- January collections:

- 25% of January sales collected in January = $25,000

- 75% of January sales collected in February = $75,000
- February collections:

- 25% of February sales collected in February = $25,000
- 75% of February sales collected in March = $75,000

Monthly Cash Collections

| Month | Collections from Current Month | Collections from Previous Month |
Total Cash Collections |

| January | $25,000 (25% of Jan sales) | N/A | $25,000 |

| February | $25,000 (25% of Feb sales) | $75,000 (75% of Jan sales) |
$100,000 |

| March | $25,000 (25% of Mar sales) | $75,000 (75% of Feb sales) | $100,000

This table demonstrates how cash inflows are spread over consecutive months,
creating a predictable but lagged cash flow cycle.

Impact on Financial Planning and Decision-
Making

Big Wheel, Inc.'s collection pattern influences various aspects of financial
planning:

Working Capital Management

- Maintaining sufficient working capital becomes critical to cover operating
expenses during the lag between sales and collections.

- The company might need to secure short-term financing or maintain cash
reserves to manage the timing mismatch.

Sales and Revenue Recognition

- Revenue is recognized at the point of sale, but cash flow realization
depends on collections.

- Proper accounting ensures that revenue recognition aligns with cash
collections to accurately reflect financial health.



Forecasting and Budgeting

- Historical collection data can inform forecasts for future cash flows.
- Adjusting sales estimates based on collection patterns helps in creating
realistic budgets.

Strategies to Optimize Collections and Cash
Flow

To mitigate the challenges posed by the 25/75 collection pattern, Big Wheel,
Inc. can adopt several strategies:

Enhance Collection Efforts

- Implement prompt invoicing procedures.
- Use automated reminders for overdue accounts.
- 0Offer discounts for early payments to accelerate collections.

Improve Credit Policies

- Conduct creditworthiness assessments before extending credit.
- Set credit limits to reduce exposure to late payments.

Leverage Technology

- Use accounting software to track receivables.
- Monitor aging reports regularly to identify delinquent accounts.

Maintain Adequate Cash Reserves

- Establish cash buffers to cover periods of lower cash inflows.
- Explore short-term borrowing options if needed.

Conclusion

Big Wheel, Inc.’s collection pattern of 25% during the sale month and 75% in
the following month reflects a common practice in credit sales management.
While this approach facilitates sales growth by offering credit to customers,



it necessitates diligent cash flow management to ensure operational
stability. By understanding and actively managing the timing of cash
collections, Big Wheel, Inc. can optimize its liquidity, reduce financial
risks, and strengthen its overall financial position. Implementing strategic
collection practices, leveraging technology, and maintaining a robust
financial plan are essential steps toward sustaining business growth and
profitability amidst this collection cycle.
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Frequently Asked Questions

How does Big Wheel, Inc. recognize sales revenue
based on its collection pattern?

Big Wheel, Inc. recognizes sales revenue at the point of sale, but the cash
collection is split: 25% is collected in the month of sale, and the remaining
75% 1is collected in the following month.

What impact does the 25% and 75% collection pattern
have on Big Wheel, Inc.'s cash flow?

This pattern causes cash inflows to lag behind sales, with only 25% of sales
contributing to cash flow in the sale month and the remaining 75% coming in
the following month, affecting liquidity management.

How should Big Wheel, Inc. record accounts
receivable under this collection pattern?

The company should record accounts receivable equal to 100% of sales in the
sale month, recognizing the full amount as receivable, and then record cash
collections as they occur in subsequent months.

What journal entries are made by Big Wheel, Inc.
when a sale is made under this collection pattern?

At the time of sale, Big Wheel, Inc. debits Accounts Receivable and credits
Sales Revenue. When cash is received (25% in sale month, 75% in following
month), the company debits Cash and credits Accounts Receivable accordingly.

How does this collection pattern affect financial



statements of Big Wheel, Inc.?

It impacts the cash flow statement by delaying cash inflows, while the income
statement recognizes revenue at sale time regardless of collection timing,
potentially affecting cash position analysis.

What are the advantages of having a collection
pattern where 25% is collected in the sale month and
75% the following month?

This pattern allows the company to recognize revenue promptly and provides a
predictable collection schedule, aiding in cash flow planning and receivables
management.

What challenges might Big Wheel, Inc. face with this
collection pattern?

Challenges include managing cash flow shortfalls due to delayed collections,
and the need for accurate receivables tracking to ensure timely collection of
the 75% in the following month.

How should Big Wheel, Inc. forecast future cash
flows based on this sales collection pattern?

The company should project cash inflows by applying the 25% collection to
sales in the current month and the 75% to sales in the previous month,
adjusting forecasts as sales fluctuate to ensure accurate cash flow planning.

Additional Resources

Big Wheel, Inc. Collects 25% Of Its Sales On Account In The Month Of The Sale
And 75% In The Month Following

Understanding a company's accounts receivable collection patterns is vital
for analyzing its cash flow, liquidity, and overall financial health. In the
case of Big Wheel, Inc., the collection policy-receiving 25% of sales on
account during the month of sale and the remaining 75% in the following
month—provides critical insights into its credit policies, cash flow
management, and operational efficiency. This detailed review explores every
facet of this collection pattern, its implications, and how it compares to
industry standards.



Introduction to Collection Patterns

A company's collection pattern describes how and when it collects cash from
sales made on credit. It is a fundamental component of accounts receivable
management and directly impacts cash flow.

Key points about collection patterns:

- They influence working capital management.
- They affect liquidity ratios such as the current ratio and quick ratio.
- They offer insights into customer payment behaviors and credit policies.

For Big Wheel, Inc., the specified pattern-25% collected in the same month of
sale, and 75% in the following month—suggests a certain level of credit
extension and collection efficiency.

The Breakdown of Big Wheel, Inc.'s Collection
Pattern

1. Collection of 25% in the Month of Sale

This indicates that a quarter of sales made on credit are collected
immediately (within the same month). Several factors influence this:

- Cash sales vs. credit sales: While the pattern references sales on account,
the 25% collection in the sale month may include some cash sales or very
prompt credit payments.

- Customer payment behavior: Customers may pay quickly due to contractual
terms, early payment discounts, or the nature of the goods/services.

- Collection efficiency: The company likely has an effective process for
collecting payments shortly after sales.

2. Collection of 75% in the Following Month

The bulk of collections (three-quarters) occurring in the month after sale
suggest:

- Extended credit terms: Customers are granted credit terms that extend into
the next month, possibly 30 days.

- Delayed payment cycles: The collection cycle aligns with typical net 30-day
terms; customers pay within that period.

- Operational cash flow reliance: The firm depends significantly on
collections in the subsequent period, which affects cash flow planning.



Implications for Cash Flow and Liquidity

A. Cash Flow Timing

The collection pattern indicates that Big Wheel, Inc. experiences a lag
between sales and cash receipt, which is typical in credit sales
environments. The timing can be summarized as:

- Immediate cash inflow: 25% during the sale month.
- Delayed cash inflow: 75% during the next month.

This creates a cyclical cash inflow pattern, with peak inflows in the month
following sales.

B. Working Capital Management

- The company must manage its working capital carefully because receivables
are not fully collected immediately.

- Maintaining sufficient liquidity to cover operational expenses during the
period before full collection is essential.

- The 25% immediate collection can provide some liquidity cushion, but the
reliance on next month’s collections emphasizes the importance of efficient
receivables management.

C. Impact on Cash Flow Statements

- The pattern affects the operating activities section of the cash flow
statement.

- Recognizing the timing of collections is crucial for accurate cash flow
forecasting and working capital analysis.

Credit Policy and Customer Behavior

1. Credit Terms and Policies
The collection pattern suggests:

- Net 30 terms: Customers likely have 30 days to settle their accounts.

- Early payment incentives: The 25% collected in the same month may include
early payments or cash sales, encouraging prompt cash inflows.

- Credit risk management: The company needs to evaluate whether this
collection pattern indicates healthy customer behavior or potential
collection risks.

2. Customer Segmentation



Analyzing which customers pay early versus later can help:

Tailor credit policies.
Offer discounts for early payments.
Identify customers who may pose collection risks.

3. Credit Approval Process

Given the collection pattern, Big Wheel, Inc. must have a robust credit
approval process to ensure that extending credit does not compromise
liquidity.

Financial Ratios and Performance Indicators

Understanding the collection pattern allows for precise calculation of key
ratios:

1. Accounts Receivable Turnover Ratio

\ [

\text{Accounts Receivable Turnover} = \frac{\text{Net Credit
Sales}}{\text{Average Accounts Receivable}}

\1

- A higher turnover indicates efficient collection.

- The pattern of 25% same-month collection and 75% next month suggests a
relatively quick turnover, but actual ratios depend on sales volume and
receivables levels.

2. Days Sales Outstanding (DSO)

\ [

\text{DS0} = \frac{\text{Average Accounts Receivable}}{\text{Net Credit
Sales}} \times 30

\1

- With 75% collected in the following month, DSO likely hovers around 30
days, aligning with typical credit terms.

3. Cash Conversion Cycle

- The cycle depends on receivables collection timing, inventory turnover, and
payables.

- Big Wheel, Inc.’s pattern suggests a cycle that aligns with standard net 30
credit terms.



Comparison with Industry Standards

The collection pattern of 25% in the sale month and 75% in the following
month is common in many industries, especially those with:

- Retailers offering net 30 terms.

- Manufacturing firms extending credit to wholesale customers.
- Service providers with standard billing cycles.

However, deviations can signal:

- Stronger credit controls: Faster collection rates.

- Potential collection issues: Slower than industry averages.

- Customer payment behaviors: Industry norms vary; some sectors might see 50%
collected immediately.

Operational Considerations and Challenges

1. Managing Accounts Receivable

Effective management involves:

Regular aging analysis.
Prompt follow-up on overdue accounts.
Incentives for early payments.

2. Forecasting Cash Flows
Accurate prediction requires:
Historical collection data.

Adjustments for seasonal variations.
Monitoring of customer payment patterns.

3. Credit Risk and Bad Debt

A delayed collection pattern may increase the risk of bad debts if not
managed properly. Strategies include:

- Credit checks before extending credit.
- Setting credit limits.
- 0ffering early payment discounts.



Strategic Opportunities and Risks

Opportunities:

- Streamlining collection processes to improve cash flow.
- 0ffering early payment discounts to accelerate collections.
- Implementing electronic payments for faster processing.

Risks:

- Over-reliance on subsequent month collections could strain liquidity if
sales drop unexpectedly.

- Customers delaying payments beyond the standard terms.

- Market or economic downturns affecting customer solvency.

Conclusion: Evaluating Big Wheel, Inc.’s
Collection Pattern

The collection pattern of Big Wheel, Inc., with 25% collected in the same
month and 75% in the following month, reflects a typical credit sales
environment with a net 30-day payment cycle. This pattern provides a balanced
view of effective credit management and operational efficiency but also
underscores the importance of diligent receivables management to sustain
healthy cash flows.

By understanding this collection behavior, management can:

- Make informed decisions about credit policies.
- Forecast cash flows accurately.
- Identify areas for process improvement.

In a competitive marketplace, optimizing collection patterns can be a
significant driver of financial stability and growth. As Big Wheel, Inc.
continues to refine its credit and collection strategies, ongoing analysis of
these patterns will remain critical to maintaining a strong financial
position and supporting strategic objectives.

Final thoughts: The collection pattern is more than just a number; it
reflects the company's operational efficiency, customer relationships, and
financial health. Careful management and continuous monitoring ensure that
the company leverages its receivables as a tool for sustainable growth.
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