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What are bad debts and reserves?


Bad debts are basically accounts receivable that are not collected.  These become “bad” debts as the company may report them as an asset, but since the money is never collected, the financial statements may be misleading in that more revenue is reported than actually collected.  Reserves are funds that have been allocated to make up for adverse situations such as collection of bad debts, lay-offs, vacation pays, etc…  
How are bad debts and reserves reported in the financial statement?


Bad debts are accounted for by creating an Allowance for Doubtful Accounts account.  This account is debited when an account becomes “uncollectible” as well as accounts receivable is credited.  

How are reserves used to boost earnings?


If a company wants to smooth its earnings, it could boost the amount of reserves for one quarter and have that carry over to the next quarter where they could be used.

How can you determine manipulation with reserves?


You can check to see if a company is manipulating their reserves if their percentage of reserves is a lot different than the industry average or whether their reserves size fluctuates greatly between quarters.

Case Study:

A. Accounts Receivable are an asset that represents the amount of money owed to the organization that will be collected in a short period of time.

B. Notes Receivable are written contracts whereas accounts receivable are not in writing.
C. Accounts receivable, net represents the amount of accounts receivable less allowance for doubtful accounts

D. The company did not anticipate that the accounts were going to become uncollectible.  

E. Form 10-Q is the quarterly report for a company.  The financial reports in the 10-Q are unaudited, whereas those in the 10-Kannual reports are audited.

F. The financial reporting periods do not end on the same day because they have a policy that is something like “ending on the Saturday closest to August 30.”

