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What	is	the	treatment	of	bad	debts

Bad	Debt:	Definition	and	Accounting	Treatment	A	bad	debt	is	the	amount	that	cannot	be	recovered	from	a	debtor,	also	known	as	an	uncollectible	amount.	This	expense	is	recorded	on	the	debit	side	of	the	income	statement,	as	it	represents	a	total	loss	to	the	firm.	There	are	two	methods	for	accounting	treatment	for	bad	debts:	Allowances	Method:	This
method	involves	estimating	the	uncollectible	receivables	and	recognizing	Bad	debts	expense	before	the	debt	becomes	un-collectible.	A	provision	account	called	"Allowances	for	doubtful	account"	is	created,	which	reduces	the	Accounts	receivable	balance	on	the	balance	sheet.	Direct	Written	Off	Method:	In	this	method,	bad	debts	are	directly	written	off
without	involving	a	contra-asset	account.	This	method	is	suitable	for	small	amounts,	whereas	the	Allowances	method	is	used	for	huge	amounts.	Adjustments	and	Treatment:	Bad	debts	recognized	outside	the	trial	balance	affect	the	Profit	&	Loss	A/c	as	a	loss	and	reduce	the	Balance	Sheet	debtors	value.	Bad	debts	recognized	inside	the	trial	balance	also
affect	the	Profit	&	Loss	A/c	as	a	loss	but	do	not	reduce	the	Balance	Sheet	debtors	value.	Additionally,	if	bad	debts	are	recovered,	two	journal	entries	must	be	passed:	reversing	the	write-off	entry	and	recording	the	receipt.	These	adjustments	will	appear	only	on	the	Dr.	side	of	the	Profit	&	Loss	account.	The	noted	adjustments	include:	further	bad	debts
amounting	to	₹2,000	and	provision	creation	at	5%	of	debtors;	appreciation	in	plant	and	machinery	value	by	10%;	and	depreciation	on	the	building	charged	at	12.5%.	Bad	Debts	and	Accounts	Receivable	Explained	Rax	Ltd	recorded	30,000	TAK	in	bad	debt	expenses	on	08.08.2016.	The	company	transferred	this	amount	from	profit	and	loss	A/c	to	DR	Bad
debts	A/c.	In	the	financial	statement,	all	expenses	not	directly	related	to	main	business	activities	are	reflected	in	Profit	&	Loss	A/c,	such	as	administrative,	selling	and	distribution	costs,	salesmen	commission,	salary	to	office,	insurance,	legal	charges,	audit	fees,	advertising,	free	samples.	Bad	debts	will	also	be	shown	in	profit	&	loss	a/c.	The	bad	debt
provision	is	reduced	from	debtors	and	the	net	figure	is	shown	in	the	balance	sheet.	If	the	amount	of	bad	debt	is	recovered	in	any	succeeding	year,	it	will	be	credited	to	Profit	and	Loss	A/c	as	an	income.	Recovery	of	bad	debt	is	considered	an	income	and	posted	to	Profit	&	Loss	A/c	as	profit.	Accounts	receivable	represents	the	amount	customers	owe	to	a
company	and	accumulates	when	companies	make	credit	sales.	However,	if	customers	fail	to	repay	their	balances,	this	reduces	accounts	receivable	balance	reported	in	the	balance	sheet.	When	a	company	deems	a	receivable	balance	unrecoverable,	it's	considered	a	bad	debt.	In	this	case,	the	company	will	write	off	the	owed	amount	from	their
books.Companies	often	estimate	doubtful	debts,	but	these	are	not	the	same	as	bad	debts.	Doubtful	debts	are	calculated	using	a	percentage	that	reflects	the	likelihood	of	non-payment,	which	can	result	in	an	expense	on	the	income	statement.Although	writing	off	bad	debts	creates	an	expense	for	companies,	it's	different	from	estimating	doubtful	debts.
Bad	debts	are	receivable	balances	deemed	irrecoverable	due	to	customer	non-repayment	or	inability	to	recover	costs.Either	way,	companies	write	off	these	amounts	as	bad	debts,	considering	the	time	and	resources	required	to	pursue	repayment.	The	accounting	treatment	for	writing	off	bad	debts	depends	on	the	method	used,	which	can	be	direct
write-off	or	provision	for	doubtful	debt.In	the	direct	write-off	method,	companies	calculate	bad	debts	on	a	case-by-case	basis,	charging	them	directly	to	the	income	statement	when	an	invoice	is	deemed	irrecoverable.	This	approach	ensures	accuracy	but	doesn't	allow	for	estimating	future	bad	debts.The	direct	write-off	method	reduces	the	accounts
receivable	balance	and	results	in	an	expense	on	the	income	statement.Under	the	provision	for	doubtful	debt	method,	companies	estimate	their	future	bad	debts	based	on	historical	data,	resulting	in	a	doubtful	debt	expense.	They	use	this	percentage	to	calculate	the	estimated	amount	of	bad	debts,	which	doesn't	directly	reduce	the	accounts	receivable
balance	instead	creates	a	contra-asset	account	to	decrease	that	balance.The	journal	entries	for	writing	off	bad	debts	differ	between	these	two	methods,	and	companies	often	use	both	approaches	to	accurately	record	their	bad	debts.The	direct	write-off	method	recognizes	a	bad	debt	expense	in	the	income	statement,	while	the	provision	for	doubtful
debt	method	reduces	the	accounts	receivable	balance	through	a	contra-asset	account.	Given	text:	paraphrase	this	text:	balance	on	the	balance	sheet.With	this	method,	companies	create	a	doubtful	debt	rather	than	a	bad	debt.	Therefore,	the	journal	entries	for	writing	off	bad	debts	under	the	direct	approach	are	as	follows.DateParticularsDrCr	Bad
debtsXXXX	Accounts	receivable	XXXXThe	journal	entries	for	written-off	bad	debt	under	the	provision	for	doubtful	debt	method	are	similar	but	different.As	mentioned,	companies	create	a	doubtful	debt	expense	that	goes	into	the	income	statement.	This	expense	has	the	same	effect	on	profits	as	bad	debts.	However,	the	credit	side	is	more	complex.The
credit	side	of	the	journal	entries	for	written-off	bad	debt	creates	a	provision.In	the	first	year	of	accounting	for	doubtful	debts,	the	total	doubtful	debt	expense	also	forms	the	provision	account	balance.Companies	must	compare	the	calculated	doubtful	debts	with	that	account	balance	in	subsequent	years.	Based	on	the	difference,	they	must	create	an
expense	or	income.If	the	calculated	provision	for	doubtful	debts	exceeds	the	existing	balance	in	the	account,	the	journal	entries	will	be	as	follows.DateParticularsDrCr	Doubtful	debtsX,XXX	Provision	for	doubtful	debts	X,XXXHowever,	if	the	calculated	provision	is	lower,	the	journal	entries	include	the	following.See	also	What	is	the	Abbreviation	for
Credit?	(Explained)DateParticularsDrCr	Provision	for	doubtful	debtsX,XXX	Doubtful	debts	X,XXXIf	these	debts	convert	into	bad	debts,	the	company	must	use	the	following	journal	entries	to	record	the	bad	debt.DateParticularsDrCr	Provision	for	doubtful	debtsXXXX	Accounts	receivable	XXXXA	company,	ABC	Co.,	extends	credit	to	its	customers.	The
company	has	a	total	accounts	receivable	balance	of	$110,000	at	the	year-end,	including	several	customer	balances.Of	these	balances,	ABC	Co.	believes	$10,000	to	be	irrecoverable.	Therefore,	it	records	it	as	written	off	bad	debts	as	follows.DateParticularsDrCr	Bad	debts$10,000	Accounts	receivable	$10,000Similarly,	ABC	Co.	expects	12%	of	the
remaining	balance	to	be	doubtful.	As	per	this	percentage,	the	estimated	provision	for	bad	debts	is	$12,000	([$110,000	–	$10,000]	x	10%).However,	ABC	Co.	already	has	$7,000	in	the	provision	for	doubtful	debt	accounts	from	the	previous	year.	Therefore,	the	journal	entries	for	the	increased	provision	will	be	as	below.DateParticularsDrCr	Doubtful
debts	($12,000	–	$7,000)$5,000	Provision	for	doubtful	debts	$5,000A	written-off	bad	debt	is	an	expense,	as	opposed	to	the	cost	of	goods	sold.	In	other	words,	a	written-off	bad	debt	is	a	non-recoverable	amount	owed	by	a	customer	that	is	removed	from	the	company’s	financial	statements	as	an	expense.In	contrast,	cost	of	goods	sold	(COGS)	is	the
direct	costs	associated	with	producing	or	purchasing	a	product	that	is	expensed	on	the	income	statement	when	the	product	is	sold.Written	Off	Bed	Debt	does	not	directly	affect	the	statement	of	cash	flow.	In	the	cash	flow	statement,	under	the	indirect	method,	it	is	stated	from	profit	or	losses	before	tax,	which	is	already	taking	into	account	written-off
expenses.Written-off	bad	debt	is	not	directly	affected	the	statement	of	change	in	equity	directly.	However,	a	statement	of	change	in	equity,	taking	into	account	net	profit	or	losses	during	the	Bad	debts	are	recorded	as	an	expense	on	the	income	statement,	representing	irrecoverable	customer	balances.	Companies	typically	use	a	combination	of	direct
write-off	and	provision	for	doubtful	debt	methods.	The	journal	entries	for	these	methods	differ,	with	bad	debts	being	adjusted	in	two	main	ways:	1.	Bad	Debts	A/c	is	debited,	and	Sundry	Debtors	A/c	is	credited	to	decrease	the	accounts	receivable	amount.	2.	Bad	Debts	amount	is	transferred	to	the	Profit	&	Loss	A/c.	If	some	of	the	bad	debts	are
recovered,	a	journal	entry	is	made	by	crediting	the	Bank/Cash	A/c	and	debiting	the	Profit	&	Loss	A/c.	A	provision	for	bad	debts	is	an	estimate	of	the	future	loss	or	expenses	related	to	uncollectible	accounts	receivable.	It's	recorded	as	a	liability	in	the	balance	sheet	and	can	be	made	in	two	ways:	1.	General	Provision:	This	is	based	on	historical	trends,
accounting	for	all	debtors	without	specificity.	2.	Specific	Provision:	Individual	receivables	are	scrutinized	to	determine	their	collectibility.	The	journal	entry	for	making	a	general	provision	would	typically	involve	decreasing	Sundry	Debtors	A/c	by	the	estimated	percentage	of	closing	trade	receivables.	The	company	has	to	record	a	loss	of	RS	30,000	due
to	a	bad	debt	that	won't	be	collected.	The	entry	in	the	journal	is:	Bad	Debts	(Expenses)	A/c	-	Debit	and	Provision	for	Bad	Debts	A/c	-	Credit.	This	method	is	known	as	provision	method,	which	estimates	uncollectible	accounts	and	reduces	net	accounts	receivable.	The	company	extends	credit	to	customers,	making	it	possible	for	bad	debts	to	arise	when	a
customer	is	unable	to	pay	back	the	debt.	There	are	two	methods	to	account	for	bad	debts:	direct	write-off	and	provision	method.	The	direct	write-off	method	delays	recognition	of	bad	debt	expense	and	requires	writing	off	a	debt	when	an	invoice	is	considered	uncollectible.	The	journal	entry	under	the	provision	method	involves	debiting	the	allowance
for	doubtful	accounts	and	crediting	the	accounts	receivable	account.	It	may	also	require	reversing	sales	taxes	payable	if	charged	on	the	original	invoice.	The	direct	write-off	method	differs	from	the	provision	method	in	terms	of	timing,	impact	on	financial	statements,	and	compliance	with	GAAP.	The	direct	write-off	method	recognizes	bad	debt	expense
only	when	an	account	is	deemed	uncollectible,	whereas	the	provision	method	estimates	bad	debt	expense	in	the	same	period	as	revenue.	This	creates	a	timely	matching	of	expenses	and	revenues.	The	provision	method	also	provides	a	more	accurate	picture	of	expected	collectability	of	accounts	receivable	by	establishing	an	allowance	for	doubtful
accounts.	The	direct	write-off	approach	deviates	from	GAAP's	matching	principle	because	expenses	aren't	recorded	until	specific	accounts	are	deemed	uncollectible,	potentially	in	periods	beyond	revenue	recognition.	In	contrast,	the	provision	method	adheres	to	this	principle	by	estimating	and	matching	bad	debt	expenses	with	the	corresponding
revenue	period,	thereby	enhancing	revenue	and	expense	synchronization.	This	technique	is	commonly	employed	by	small	businesses	or	for	tax	purposes	where	GAAP	compliance	isn't	strictly	enforced.	Conversely,	companies	that	follow	GAAP	prefer	the	provision	method	as	it	offers	a	more	accurate	financial	representation	by	acknowledging	bad	debts
earlier	on.

How	is	bad	debts	recovered	treated.	How	are	bad	debts	treated.	What	bad	debt.	What	is	the	treatment	for	recovery	of	bad	debts.	What	is	the	treatment	of	bad	debts	in	realisation	account.
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