
Intermediate Accounting II
Compensating Balance Question:

ABC Co. gets a loan for $600,000 at 8% interest.  The bank requires ABC to maintain 25% of the loan in the bank account.

1) What is ABC’s annual interest expense?

2) What is ABC’s ‘real’ interest rate?

Trade Discount:

3) DEF Co is negotiating to make a sale to ME Co.  DEF’s original sale price is $1,000 per unit, but they are offering a 5% discount if ME Co. buys 5 at this moment in cash.  If DEF’s gross profit margin is 30% of the normal sales price, how should DEF record this sale on their books?

Cash Discount:

4) GHI Co makes two sales one to YOU Co and one to ME Co. The final sales price of each is $8,000 and is made on credit.  If GHI offers a 1/10, net 30 cash discount option, record the journal entry transactions (Record YOU Co using the Gross Method and ME Co using the Net Method).  Additionally, assume that both YOU Co and ME Co pay 70% of the bill in the first 5 days and 30% on the 27th day. (Ignore Cost of Goods)
5) You just purchased a Jokebox from me to sell in your store for $20,000.  I am offering you 3/15, net 75.  You only have access to your credit card at 21%.  Should you borrow the money through your credit card to receive the discount from me or should you wait till the 75th day?

Accounts Receivable: 
6) You have beginning A/R of $120,000, beginning Allowance for Doubtful Accounts of $9,000, Credit Sales of $460,000, and Cash Collections of $380,000.  If you estimate that 5% of credit sales will not be collected:

a) What is bad debt expense?

b) What is Net A/R?

c) What is ending Allowance for Doubtful Accounts?

7) You have beginning A/R of $400,000, beginning Allowance for Doubtful Accounts of $30,000, Credit Sales of $5,000,000, Cash Collections of $4,500,000, and a write-off of A/R for $22,000.  If you estimate that 10% of end A/R will not be collected:

a) What is bad debt expense?

b) What is Net A/R?

c) What is ending Allowance for Doubtful Accounts?

Answers:
1) $600,000 * 8% * 1 year = $48,000

2) $48,000 / $450,000 = 10.7% or 11%

3) Cash

$4,750

Revenue

$4,750


CGS

$3,500



Inventory

$3,500

4) YOU Co (Gross Method):

Day 1:

A/R

$8,000


Revenues

$8,000

Day 5:

Cash

$5,544

Sales Disc.
$     56


A/R


$5,600

Day 27:

Cash

$2,400



A/R

$2,400

ME Co. (Net Method)

Day 1:

A/R

$7,920

Revenues

$7,920
Day 5:

Cash

$5,544


A/R


$5,544
Day 27:

Cash

$2,400



Interest Rev
$     24



A/R

$2,376
5) 3/15, Net 75 (60 days difference between discount and time due)

360 days / 60 days = 6 intervals * 3% = 18% annualized rate

Compared to 21% on the credit card.  Do NOT take the discount.
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