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Bad and doubtful debts
‘Bad debts’ are those debtors who cannot repay their debts. These debtors are identifi able and the business is 
usually informed of their inability to pay. ‘Doubtful debts’ are those debtors for whom the business makes an 
allowance, because from past experience the debtors are unlikely to pay. This conclusion is usually based on a 
percentage of the total Accounts receivable balance, or on the time the debts have been outstanding.

Source documents
There are three main documents involved in Accounts receivable: invoice, credit note and statement of account.

Invoice
This document is issued at the time of sale or service and itemises the goods or services being sold on credit. 
The invoice is the source document for the credit sale and is proof the transaction took place. It includes several 
internal controls.

The invoice shown below records the following transaction:

On 12 October 2019, Sweet Rewards sold ten 1 kg bags of gummies at $8 each, excluding GST, and four boxes of 
24 licorice for $13.40 each, excluding GST, to Hope High School Canteen, a total credit sale of $153.64 including 
GST. This invoice must be paid by 20 November 2019.

Invoice 162 Sweet Rewards
148 Sugar St
Wellington

GST Number: 11-889-425

Date    12 October 2019

Sold to:     Hope High School Canteen 

Address     98 Educate Rd, Newton

Qty Description Unit Price Total
10 1 kg assorted gummies 8.00 80.00
4 Boxes 24 licorice 13.40 53.60

Subtotal 133.60
GST 20.04
GST Inclusive $153.64

Authorised by:      Lucy Sweet

Please pay by the 20th of next month

All credit documents need the name and address details of both the seller and the debtor, as well as a description 
of the goods or services being sold on credit.

Common internal controls on this invoice include:
• Authorisation – the invoice has the signature of the person (Lucy) who has approved this credit sale. This 

implies that the person approving the sale has checked the credit limit and checked the debtor’s credit before 
approving this sale.

• Pre-numbered invoice – the pre-numbering of the invoice is important so invoices can be tracked. It can be 
easily seen if any invoices are missing, and then followed up to investigate the reason.

• Accurate information – it is important that the business issuing the document (selling on credit) has suffi cient 
information on the document to be able to post the document to the correct debtors account, and to be able 
to chase up any outstanding debts. In this case, ‘Hope High School’ is written in full and has the address 
attached. Some businesses also allocate a customer number to help with authorisation and identifi cation.



10  Level 2 Accounts Receivable Subsystems Learning Workbook

ISBN 978-1-988586-80-9 © Copying or scanning from ESA books is subject to the provisions of the Copyright Act 1994.

Credit note
This document is issued if an item is returned (usually because it was faulty) and credit has been given. The credit 
note allows the person receiving the credit note to spend the amount stated later. In many cases, the amount 
is deducted from the outstanding balance instead. The credit note is proof the return took place, and includes 
several internal controls.

The credit note shown below records the following transaction:

On 16 October 2019, Hope High School Canteen returned two 1 kg bags of gummies at $8 each excluding GST to 
Sweet Rewards because the gummies were past their use-by date; a total credit allowance of $18.40 including GST.

Credit Note 34 Sweet Rewards
148 Sugar St
Wellington

GST Number: 11-889-425

Date    16 October 2019

Sold to:     Hope High School Canteen 

Address     98 Educate Rd, Newton

Reason for credit:    Return of 2 1-kg bags of gummie lollies as bags sent were past due date.

Total amount of credit:    $ 18.40 including GST

Authorised by:      Lucy Sweet

Statement of account
The statement (of account) is a summary of the credit transactions for each debtor and is usually sent out once 
a month. Some businesses do not use a statement, especially if they require payment on the invoice, although if 
the debtor has not paid on time, a statement should be used to chase up the outstanding account. The layout of 
these documents varies, but the key information and internal controls will be present.

Statement Sweet Rewards
148 Sugar St
Wellington

GST Number: 11-889-425 31 October 2019

To: Hope High School
 98 Educate Rd, Newton
 Wellington

Oct 1 Balance 128.90
10 Inv 123 59.80 188.70
12 Inv 162 153.64 342.34
16 CN 34 (18.40) 323.94
20 Rec 129 (128.90) 195.04

Total due 20 November 2019 195.04
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 Activity 3: Accounts receivable subsystem
1. Outline fi ve pieces of information that you would want to know about a customer before allowing him or her 

credit for the fi rst time. Explain the importance of this information.

2. Explain the potential weakness in the Accounts receivable subsystem if shop assistants do not carry out a credit 
check on every credit sale, simply because they know the person is a regular customer and has a credit account.

3. Sarah’s Superstore allows credit for some customers. All credit sales are approved by the store manager of 
that day. Explain why this is a strength of the Accounts receivable subsystem.

Answers
p.  65
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4. Sarah’s Superstore also keeps an ‘Age of Accounts receivable’ report. Explain why this is a strength in terms of 
minimising bad debts.

5. The following scenario is for Charlie’s Cookware which supplies many goods to restaurants on credit. Charlie’s 
credit sale procedure is detailed below.

•  When a customer phones through an order, the offi ce manager takes the order and fi lls out a duplicate 
order received slip. She then passes the top copy of the order received slip to the shop assistant.

•  The shop assistant gets the goods and prepares an invoice in triplicate. The shop assistant then passes 
the goods, the top two copies of the invoice and order received slip to the manager.

•  The manager checks that the order details are correct, authorises the invoice, then fi les the second copy 
of the invoice and the order received slip together alphabetically.

•  The manager then sends the goods, with a copy of the invoice, to the customer.

•  At the end of each week, the accounts clerk collects the invoice book from the shop assistant and 
updates the Accounts receivable ledger.

•  At the end of the month, the accounts clerk prepares a monthly statement and sends it to the customer.

Describe two processes for Charlie’s Cookware and explain how each helps meet an important objective.
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This chapter looks at the processing of Accounts receivable transactions.

For the purposes of assessment, you are required to explain the processing that is needed for Accounts 
receivable (also called debtors), as well as to prepare any of the journals, ledgers, or aged debtors report which 
are discussed in this chapter.

Accounts receivable subsidiary ledger
This ledger is an important internal control for a business to have, because it helps keep the debtors’ records 
together. Having such a subsidiary ledger means the general ledger is less cluttered. In addition, if the person in 
charge of the Accounts receivable subsidiary ledger is not the same person who prepares the general ledger, this 
also allows a double check on the accuracy of the records.

If it is computerised, the subsidiary ledger can be used to look up debtors at point of sale. This can prevent bad-
credit customers buying more on credit. The ledger can also be used to help produce statements and to answer 
customer credit enquiries quickly and effi ciently.

Example
Opening balances as at 1 October 20XX:
F Smith – $540; Y Taylor – $180; A Jones $270
During October:

Invoices issued: October Credit notes issued: October Receipts issued: October

5 – F Smith 450 18 – J Hobbs 180 15 – F Smith 540

10 – J Hobbs 1 800 22 – D McLeod 45 18 – J Hobbs 1 000

12 – Y Taylor 270 28 – Y Taylor 180

19 – D McLeod 630

24 – A Jones 90

28 – F Smith 360

Memos:
• 16 – Charged Y Taylor $23 for freight.
• 31 – Wrote D McLeod off as Bad debts.

All amounts include GST.

 CHAPTER 4
Processing Accounts receivable transactions
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Accounts receivable subsidiary ledger
This is where the account information for the INDIVIDUAL debtors is kept. The individual transactions are posted 
here on the date of the transaction. Remember, the Accounts receivable is the GST-inclusive total.

Example

F Smith

Date Particulars Debit Credit Balance

Oct 1 Balance 540 dr

5 Sales and GST 450 990 dr

28 Sales and GST 360 1 350 dr

15 Bank 540 810 dr

Y Taylor

Date Particulars Debit Credit Balance

Oct 1 Balance 180 dr

12 Sales and GST 270 450 dr

16 Freight and GST 23 473 dr

28 Bank 180 293 dr

A Jones 

Date Particulars Debit Credit Balance

Oct 1 Balance 270 dr

24 Sales and GST 90 360 dr

J Hobbs

Date Particulars Debit Credit Balance

Oct 10 Sales and GST 1 800 1 800 dr

18 Sales returns and GST 180 1 620 dr

18 Bank 1 000 620 dr

D McLeod

Date Particulars Debit Credit Balance

Oct 19 Sales and GST 630 630 dr

22 Sales returns and GST 45 585 dr

31 Bad Debts and GST 585 0

List of
Accounts receivable

as at 31 October 20XX

F Smith 810

Y Taylor 293

A Jones 360

J Hobbs 620

Total $2 083
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 Activity 5E: Formative assessment – Art Supplies
Background information

Art Supplies, owned by Jessie, sells a range of art 
supplies (mainly materials for scrapbooking and canvas 
art supplies), with most sales on credit to businesses 
and with some cash individuals.

The business is registered for GST on the invoice basis. 
Jessie operates a perpetual inventory system and keeps 
a subsidiary ledger for her accounts receivable.

Jessie has several goals, including high customer 
satisfaction and maximising her profi t. One way that 
she is considering increasing her profi t is by expanding 
her business through getting new customers, but 
she is also aware of the risks involved if those credit 
customers end up not paying her.

She is also considering selling a broader range of products with different mark-up percentages, gross margins 
and pricing structures and wonders what impact, if any, doing this would have on the accounts receivable 
subsystem, particularly the credit policy. Currently Art Supplies has quite a low mark-up range when compared 
with Jessie’s competitors.

The following are some key features of Art Supplies’ current credit policy.
• Jessie performs a credit check on all new customers and outlines the expectation that accounts be paid 

within six weeks.
• Most sales are on credit. All Art Supplies’ shop assistants can sell on credit and they always issue an invoice. 

They are expected to check credit limits at time of sale.
• Jessie employs one offi ce manager, who prepares the debtors subsidiary ledger (which is computerised).
• The invoices and debtors ledgers are sent monthly to the accountant who prepares the accounts receivable 

control account and aged debtors report.
• Any account paid in full within 14 days (with no outstanding balance) receives a 5% discount. This discount 

is recorded separately to keep track of the amount of discount given each year.
• Monthly statements are sent at the end of each month with payment due by the 20th of the month following 

sale.
• Outstanding accounts might incur an overdue fee. Some accounts might also be charged an administration 

fee when overdue, because of the increased paperwork involved in following them up.

Part A
Using the resource that follows these questions, answer the following on your own paper.
a. Complete the accounts receivable ledger accounts in the subsidiary ledger. Enter the opening balance and 

then enter the transactions. Discount must be reported separately from bank. Allow the following spaces:
Artzworkz (7 lines), Canvas World (4 lines), Learning Solutions (6 lines), Make and Mould (5 lines), 
Memories 4 Ever (4 lines), Photos Forever (3 lines), Scrapbooking Creations (6 lines).

b. Complete the General Journal entries for any discount given to debtors and any errors requiring correcting.

Answers
p.  77
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c. Complete the aged debtors report as at 31 July this year using the following headings.

Debtor Credit limit Balance
July

0–30 days
June

31–60 days
May

61–90 days
April

90+ days
Mar

120+ days

Part B
Write a report for Jessie describing the current status of the accounts receivable systems for Art Supplies and its 
credit policy, and evaluating the current system by discussing its possible consequences for the business.

The report should include, by way of guidance for Jessie, an explanation of the elements of the accounts 
receivable subsystem at Art Supplies. It may include discussing the reasons for managing each element and the 
impact each element has on the business goals of Art Supplies. Consider the following points.
• Introduction regarding the importance of accounts receivable.
• The purposes of an accounts receivable subsidiary ledger, including reconciling the accounts receivable 

subsidiary ledger with the accounts receivable control account, and internal controls.
• Credit checking, credit limits, current credit policy, including the authorisation of credit sales, credit checks at 

point of sale, documentation including invoices or credit notes and so on, payment incentives or deterrents.
• Documentation and accounts receivable records and their use.
• Impact on cash fl ow, profi t, gross margins (mark-up %) and other possible consequences of the various 

elements of accounts receivable.
• A conclusion summarising whether Art Supplies’ accounts receivable system is in a good position or not.

Resource

Art Supplies had the following aged debtors report on 1 July 2020.

Debtor
Credit 
limit Balance

June
0–30 
days

May
31–60 
days

April
61–90 
days

Mar
90+ days

Feb
120+ 
days

Artzworkz 3 400 2 500 240 1 840 420

Canvas World 1 800 1 438 460 640 200 138

Learning Solutions 3 500 1 980 180 1 800

Make and Mould 1 600 1 166 360 300 276 230

Memories 4 Ever 6 000 3 800 800 1 600 1 400

Photos Forever 1 200 920 920

Scrapbooking Creations 1 500 780 780

Total 12 584 2 820 6 180 1 876 788 920
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 ANSWERS

 Activity 2: Generic internal controls (page 5)
The answers provided are examples only. They indicate the depth of knowledge 
required from students. Other responses are possible.

1. a.  Separation of duties is important to ensure that a person cannot 
order books for him- or herself and get the bookshop to pay for the 
order. Separation of duties would involve having one employee put 
in orders for stock, and another deal with paying the invoices for the 
stock purchases. This means that the orders are checked and that the 
bookshop receives the stock ordered.

b. Authorisation means that someone in a position of responsibility 
has the fi nal say over whether stock is ordered. It is important that 
one person is in charge of ordering books (or at least checking and 
approving the orders) because this will prevent staff members from 
ordering books for themselves – each order will be checked to ensure 
that the bookshop needs the items. Having an authorisation system 
in place also avoids the problem of double-ordering books, which 
could arise if two different staff members order the same item.

c. By using the till roll on the cash register, adequate documentary 
evidence is created and kept of every ‘cash received’ transaction. This 
ensures that there is adequate documentation of money received. 
This will enable accurate journals to be prepared and ensure a check 
against the money banked. It will also mean that at the end of the 
day the manager can count the money in the till and check it against 
the till roll, to identify theft or inaccurate recording of transactions.

d. Checking the bank statement against the cash journals is an 
important control because the bank statement provides an 
independent check on money received and paid by the bookshop, 
and verifi es the accuracy of this information. Discrepancies between 
the journals and bank statement could indicate that theft has taken 
place.

2. Examples include (but are not limited to) the following.

• All items are scanned and a receipt is produced for each transaction. 
A copy of each receipt is kept in the cash register so the supermarket 
can check the money received against the cash register tape at the 
end of the day.

• When check-out operators change over, a new till drawer is used so 
that each employee is responsible for his or her own drawer. In this 
way, any errors can be accounted for, and discrepancies can be traced 
back to the person responsible.

• The money in the cash drawer is checked at the end of the shift to 
see if the amount matches the amount on the cash register printout.

• Any refunds given or the correction of an incorrect ringing on the till 
have to be authorised by the supervisor. This prevents the possible 
problem of the check-out operator giving friends ‘refunds’.

3. Examples, which will vary depending on school canteen set-up, include (but 
are not limited to) the following.

a. Inventory strength

• There is no inventory that is accessible to the students – it is all 
kept behind a counter/screen. This prevents theft by customers.

• The canteen staff ensure that all new stock is put at the back 

of the fridges/shelves, so that the oldest stock is sold fi rst. This 
avoids the problem of stock becoming obsolete and having to be 
discarded because it has passed its ‘best before’ date.

b. Cash receipt weakness

• No receipts are issued. This means there is no proof of how much 
money the canteen has received for the day. This could mean that 
the staff might be undercharging, or possibly stealing money, and 
there would be no documentation to help prove this.

4. If the employee who receives the money is also the person who prepares 
the cash receipts and banks the money, that employee could easily steal 
some of the money before it is deposited into the bank, then change the 
records to cover this theft, by making the cash receipts journal match the 
amount of money actually banked. The employee wouldn’t get caught, 
because no one else is involved in the process and so the error would 
remain undetected.

5. If the employee who receives the inventory when it is delivered is the 
same person who ordered the inventory, he or she could easily order 
stock for him- or herself, have the business pay for it, and take it home 
when it arrives.

 Activity 3: Accounts receivable subsystem (page 11)
The answers provided are examples only. They indicate the depth of knowledge 
required from students. Other responses are possible.

1. •  The potential customer’s income – to establish his/her ability to repay 
the amount of credit.

• Job – to establish if the person is in stable employment, or whether 
the work is likely to be seasonal. This helps determine whether the 
person will be able to repay debt.

• What other liabilities the person has – is he or she overcommitted 
already and perhaps not able to handle any more debt?

• Does the potential customer own or rent the house in which he/she 
lives – this indicates fi nancial security and whether the person is a 
‘fl ight risk’.

• Credit history / credit rating (names of previous creditors) – to 
establish whether the person has been a good debtor in the past and 
has a good history of repaying debts.

2. The customer may not have paid off previous credit accounts and may 
have a lot of debt outstanding. The risk if they buy more on credit is 
that it is unlikely that the business will receive the money from them, 
increasing the value of their bad debt and reducing the business assets 
and profi t.

3. This ensures that shop assistants in Sarah’s Superstore cannot give 
credit to their friends. It also means that the manager will check to 
see if customers are up to date with their repayments before allowing 
them more credit. This reduces the likelihood of bad debts, or overdue 
accounts. It increases the likelihood that the business will receive the 
money owing to it from each credit sale.

4. This report shows how long the debt owed by each debtor has been 
outstanding. It allows Sarah’s Superstore to stop credit if debts are 
outstanding over a certain period of time and can also indicate if debts 
are likely to become ‘bad’. If credit is stopped on overdue debtors then 
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