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Notes on Chapter 21

Bad and Doubtful Debts – Part II
Provision for bad debts

Some debtors’ accounts may not be definitely uncollectible, but may be doubtful.  In such case, we have to make a provision for bad debts / doubtful debts and a provision for bad debts account should be opened. 

According to the prudence concept in accounting, possible losses should be anticipated and provided for in order to avoid overstatement of the net assets and net profit of a business.  The provision for bad debts prevents overstatement of the debtors’ balance as it reduces the total amount of debtors shown in the balance sheet.  It also prevents overstatement of the net profit because it is treated as an expense in the profit and loss account.  

A reasonable estimation of the total amount of possible bad debts should be made at the end of each year on the following basis:

1. Specific provision.  Look into each debt, and estimate which one may be a bad debt, or

2. General provision.

(a) Estimate, on the basis of experience, a certain percentage of the total debtors, which will possibly be bad debts.

(b) Different rates are applied to debts having different duration.

It is well known that the longer the debt is owing, the more likely it will become a bad debt.  Some firms draw up an ageing schedule for doubtful debts showing how long debts have been owing.  Older debtors need higher percentage estimates of bad debts than newer debtors.

Exercise 4
A business started on 1 January 2005 and its financial year end is 31 December.  A table of the balance of debtors, bad debts written off and the estimated bad debts at the end of each year is given:

	Year ended

 31 December
	Debtors at the end of the year (before bad debts written off)
	Bad debts written off during the year
	Debts thought at the end of the year to be uncollectible

	
	$
	$
	$

	2005
	12,298
	298
	100

	2006
	15,386
	386
	130

	2007
	14,344
	344
	115

	2008
	18,477
	477
	150


Required:

Show the entries for each of the years in the following:

(a) Bad debts account.

(b) Provision for bad debts account.

(c) Profit and loss account (extract).

(d) Balance sheet (extract).

Exercise 5
A business started on 1 April 2004 and its financial year end is 31 March.  The following table shows the balance of debtors and the bad debts written off during the year:

	Year ended

 31 March
	Debtors at the end of the year (before bad debts written off)
	Bad debts written off during the year

	
	$
	$

	2005
	7,000
	1,000

	2006
	8,000
	500

	2007
	6,000
	0

	2008
	7,000
	600


In addition to the bad debts written off, the company also maintains a provision for doubtful debts at 5 percent of debtors at the end of each year.

Required:

Show the entries in the appropriate ledger accounts, as well as the extracts from the profit and loss account and the balance sheet for each of the years.

21.6 Summary

Things to remember about provision for bad debts are:

Year 1: Provision first made:
(a) Debit profit and loss account with full provision.





(b) Show in balance sheet as a deduction from debtors.

Later years:
(a) Only the increase or the decrease, in the provision is shown in the P & L account.


To increase: Debit the profit and loss account, credit the provision.


To decrease: Credit the profit and loss account, debit the provision.


(b) The balance sheet will show the amended figure of the provision as a deduction from debtors.
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Zolar Co. started its business trading in electronic products on 1 January 2005.  During the first two years, the following bad debts were written off:

	2005
	
	$

	Mar. 3
	Wilson Co.
	5,000

	Apr. 7
	A. Tang
	3,000

	Aug. 15
	E. Ng
	800

	Oct. 11
	Ramsan Co.
	11,200


	2006
	
	$

	Feb. 10
	Sunny Electronics
	110,000

	Mar. 25
	C. Leung
	4,000

	Jun. 5
	Novel Shop
	32,000

	Jul. 11
	K. Wong
	1,200


The debtors account had the following year-end balances:

	Year
	$

	2005
	250,000

	2006
	670,000

	2007
	432,000


Provision for bad debts was made as follows:

	Year
	% on debtors

	2005
	5%

	2006
	8%

	2007
	10%


On 20 February 2007, a cheque for $11,200 from Ramsan Co. was received in full settlement of the account previously written off as a bad debt.

Required:

Prepare the following for the years ended 31 December 2005, 2006 and 2007:

(a) The bad debts account

(b) The provision for bad debts account

(c) The account of Ramsan Co.
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