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What could happen if a company doesn't estimate a 
bad-debt allowance! 
____________________________________________________________________________________ 
 

Accountants typically record a company's revenue when it is collected, even if it is in the form 

of credit and not cash. Bad-debt allowance is an important accounting treatment used by 

companies to estimate the effects of unpaid debt during the same period in which the 

associated revenue was recorded. Failing to account for bad debt can create misleading 

impressions about a business's condition. 

Importance 

Accounting is generally intended to show a correlation between all financial aspects of business 

transactions. When a company records revenue from sales paid for with credit, it runs the risk 

of counting money earned but not collected. Bad-debt allowance adjusts for the likelihood of 

this risk. Failure to use bad-debt allowance could lead to misalignment between revenues 

earned in one period and the unpaid debt that results later on. By accounting for bad debt on 

an ongoing basis, the company also avoids significant cuts to revenue in later periods. 

Treatments 

Two common approaches to recording a bad-debt allowance are the percentage of sales and 

percentage of accounts receivable. If a company earns $100,000 in quarterly revenue and 

estimates its bad debt at 5 percent of sales, it would record bad-debt allowance as $5,000. As a 

percent of receivables, it might estimate 3 percent on $60,000 for $1,800. If bad debt exceeds 

the estimate, the company must deduct amounts later from accounts receivable. If bad debt 

falls below estimates, accountants would debit accounts receivable and credit bad debts. 

The Alternative 

An alternative to estimating bad debt is simply writing off bad debt after a period of time when it 

is not collected. For instance, you might write off bad debt after six months by debiting bad-debt 

allowance and crediting accounts receivable to show the deduction from revenue. While this 

accounts for the uncollected debt, it does not create a strong correlation between the revenue-

generating transaction and the uncollected funds. 

Decisions 

The main reason to estimate bad-debt allowance is to aid those who use financial statements 

to make decisions. Managers need to understand the company's cash-flow and debt-collection 

positions to make judgments about debt-collection policies and cash expenditures. Investors try 

to make judgments about the company's cash and debt positions to determine its ability to keep 

up with debt obligations. Accounting for the reality of bad debt as you collect revenue gives 

these people the best ability to make accurate reads at any point in time. Waiting until later to 

adjust for bad debt can cause misleading interpretations at certain points. 
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Source: work.chron.com 

 

About Profitera Corporation Sdn. Bhd. 

Profitera Corporation is a leading technology provider of Revenue & Arrears Collections, Debt Recovery 

and Agency Management Software Solutions. Profitera provides specific solutions to help its Customers 

focus on their clients, reduce arrears and optimize profits throughout their Revenue and Profitability 

Lifecycle. As experts in Revenue & Arrears Collections, Debt Recovery and Agency Management, 

Profitera continuously brings enterprise level scalable software technologies to the doorstep of its 

Customers. This helps to reduce Arrears Delinquency, Bad Debt and Improve Tracking & Profitability. 

Profitera, being a MSC status and TUV Quality certified company has its global HQ in Malaysia and 

leverages on partners for regional presence in ASEAN, Asia South, Middle East and Africa. 

 

Enterprise Revenue Collections & Debt Recovery Software Systems 

SMS Notification and 2-way SMS Interaction software platform 

Data Management and Software Integration Services 

Data Analysis, OLAP and Multi-dimensional Cubes for Online Interactive Reporting 

 

 

 

 

 

 

 

 

 

 

 

 


