Cline & Cline Accounting, LLC

1234 CSUN Street

Northridge, CA  90000

(818) 555-1212

March 9, 2003

May 8, 2003

Mr. Edward Dickinson

4521 Alabaster Chamber Road

Amherst, MA  19767

Dear Mr. Dickinson

Recently, it was determined that the current method being employed by your company to write-off bad debt expense needs to be investigated. After researching this issue, it has come to my attention that the allowance method is the proper method to write-off bad debt expense.  In addition, the direct write-off method does not comply with generally accepted accounting principles.  I recommend that your company adopt the allowance method for calculating your bad debt expense.  This letter will provide the bad debt expense calculations based on the allowance method.  

By using the allowance method, costs are appropriately matched to revenues. The allowance method systematically allocates bad debt expense based on either current sales or outstanding receivables.  For your financial statements, I recommend using the percentage-of-sales approach.  According to the Financial Accounting Standards Board, “Expenses and losses are generally recognized when…previously recognized assets are expected to provide reduced or no further benefits” (Con 5, ¶86).  Therefore, the bad debt expense should be recognized when it can be reasonably assumed that the receivable will not be paid.  By applying the percentage-of-sales approach (based on previous bad debt), the bad debt expense for the current year can be estimated.  

The appendix contains the bad debt expense calculations using the percentage-of-sales approach as well as the journal entry for adjusting the previous transaction.  In addition, the difference in net income from adopting the percentage-of-sales method versus the direct method is computed.  Using the allowance method yields a net income of $12,670 less than that yielded by the direct method, thereby decreasing your tax liability.  It is in your best interest to adopt the allowance method for current and future reporting.  By adopting the allowance method, your financial statements will be in accordance with generally accepted accounting principles.

It has been a pleasure working with you on this issue and I look forward to working with you in the future.  Please let me know if you have any questions regarding this or any other matter.  I can be reached at (818) 555-1212.

Sincerely

Stephanie Cline

Consultant
Mr. Edward Dickenson
May 8, 2003
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ATTACHMENT
Bad Debt Expense Calculations
Calculation of total receivables written off:
	Date
	Customer
	Amount

	March 31
	E. L. Masters Company
	$7,800

	June 30
	Stephen Crane Associates
	$6,700

	September 30
	Amy Lowell’s Dress Shop
	$7,000

	December 31
	R. Frost, Inc.
	$9,830

	
	Total receivables written-off
	$31,330


Calculation of bad debt expense using the percentage of sales method:
	Sales
	Bad debt loss percentage

	Total Bad Debt Expense

	$2,200,000
	2%
	$44,000


Calculation of effect on net income:

	Receivables Written-Off
	Percentage of Sales Bad Debt Expense
	Change in Net Income


	$31,330
	$44,000
	$(12,670)


Adjusting Journal Entry (to record the additional expense by adopting the percentage of sales method)

	Bad debt expense
	$12,670
	

	Allowance for Doubtful Accounts
	
	$12,670


REFERENCES
CON5—Recognition and measurement of financial statements.  ¶ 86  Consumption of benefits (2003).  Financial Accounting Research System (FARS). Published by the Financial Accounting Standards Board.




C&C











� Based on previous years bad debt expense ratio


� After applying the percentage of sales approach





