NAF Accounting Working Group
Allowance for Doubtful Accounts
Position Paper #2
[bookmark: _GoBack]Issue	
The use of an allowance for doubtful accounts to record bad debt expense varies amongst the Services with some Services using the allowance method and other Services using the direct write-off method. Both the FMR and GAAP require an allowance for doubtful accounts to be created and do not allow for the direct write-off method when expensing bad debt. 

Research
Below outlines the current treatment on how each service complies and what the regulations, accounting guidance and industry standards are for this area.
	Allowance for Doubtful Accounts Policy
	Air Force
	Army
	Navy
	Marines

	Use of Allowance for Doubtful Accounts


	Use allowance method when necessary 
	Choice of direct write-off or allowance method
	Direct write-off method
	Use allowance method only for Military Star Card

	DoDI 1015.15. Silent on Treatment.
	N/A
	N/A
	N/A
	N/A

	FMR Volume 13, Chapter 3. 030303. C. Allowance for Doubtful Accounts:  “When using the allowance method for bad debts, NAFIs must determine and record the amount of accounts receivable estimated to be uncollectible at the end of each reporting period. The amount to record as estimated is based on a review of the average write-offs of accounts receivable, which is based on historical data (maintain documentation supporting the calculation and associated adjustment for audit purposes). Adjust the allowance for doubtful accounts to cover those accounts expected to become uncollectible during the next reporting period.” 
	Follows current guidance
	Follows alternative guidance
	Follows alternative guidance
	Follows alternative guidance




	GAAP: ASC 310-10-35-8&9: “Subtopic 450-20: requires recognition of a loss when both of the following conditions are met:   a. Information available before the financial statements are issued or are available to be issued (as discussed in Section 855-10-25 : ) indicates that it is probable that an asset has been impaired at the date of the financial statements. b. The amount of the loss can be reasonably estimated. Losses from uncollectible receivables shall be accrued when both of the preceding conditions are met. Those conditions may be considered in relation to individual receivables or in relation to groups of similar types of receivables. If the conditions are met, accrual shall be made even though the particular receivables that are uncollectible may not be identifiable.”

	Follows current guidance 
	Follows alternative guidance
	Follows alternative guidance
	Follows alternative guidance


	FASAB Handbook SFFAS 7 paragraphs 39-40: 39. When cash has not yet been received at the time revenue is recognized, a receivable should be recorded. An appropriate allowance for estimated bad debts should be established. 40. To the extent that realization of the full amount of revenue is not probable due to credit losses (caused by the failure of the debtor to pay the established or negotiated price), an expense should be recognized and the allowance for bad debts increased if the bad debts can be reasonably estimated. The amount of the bad debt expense should be separately shown.
	N/A 
	N/A 
	N/A 
	N/A 

	Industry Practice:  Industry practice for private companies is to use the allowance method when bad debt expense is material. Otherwise, the direct write-off method is used.
	Follows current guidance
	Follows current guidance 
	Follows current guidance 
	Follows current guidance 



Discussion 
DoD guidance requires the creation of an allowance for doubtful accounts to estimate current period bad debt expense. The FMR does not mention the permissibility of using the direct write-off method. In addition, according to GAAP, the direct write-off method is inappropriate since it often violates the matching principle of accounting. In this case, the matching principle is violated if, in the current period, bad debt expense is deducted against previous period sales. 

However, it is not practical to estimate an allowance for doubtful accounts when current period bad debt expense is expected to be immaterial. In this situation, the use of the direct write-off method to calculate bad debt expense would not be materially different than using the allowance method to compute the bad debt expense.

Currently, the Services, for the most part, do not have a material amount of bad debt expense. This is primarily because they rarely accept checks from customers and they no longer maintain many “in-house” receivables. Instead, most receivables are sold to third-parties. Because of this situation, some Services use the direct write-off method to record any immaterial bad debt expenses incurred.  An exception to this is material bad debt associated with the Marines’ Military Star Card. Because the Star Card’s bad debt expense is material, the Marines use the allowance method to record Star Card related bad debt expense.

Recommendation
Given the current situation where the Services do not have material bad debt expense, except for the Marines’ bad debt expense related to the Military Star Card, it is recommended that the relevant portion of the FMR volume 13 be restated to allow for the use of the direct write-off method when appropriate. If bad debt expense is not expected to be material for the current accounting period, then the direct write-off method may be used. If bad debt expense is expected to be material for the current accounting period, estimating an allowance for doubtful accounts and use of the allowance method should be required when determining the net realizable value of accounts receivable. 

An exception to the rule should be allowed for cases where, if not for a limited number of accounts receivable sub-accounts with material bad debt expense, total bad debt expense would have no material effect on the net realizable value of accounts receivable. The exception should permit the use of the direct write-off method for all accounts receivable sub-accounts with immaterial bad debt expense and should require the allowance method only for accounts receivable sub-accounts with material bad debt expense. 

This exception allows for the Marines (and any other Service) to create an allowance for doubtful accounts only for materially affected accounts receivable accounts, like the Military Star Card receivables account, and use the direct write-off method for immaterially affected accounts receivable accounts. 

FMR Volume 13, Chapter 3. 030303. C. “Allowance for Doubtful Accounts” be restated as follows: 
ASC, Topic 310, Subtopic 10, Section 35 (ASC 310-10-35) and ASC 450-20-25-2 require the accrual of losses from uncollectible receivables if a loss is probable and the amount of the loss can be reasonably estimated. Create an allowance for doubtful accounts and use the allowance method when bad debt expense for the current period is expected to be material. Use the direct write-off method to record bad debt expense when bad debt expense is expected to be immaterial. If total bad debt expense would be immaterial were not for a limited number of accounts receivable sub-accounts with material bad debt expense then the allowance method need only be applied to those materially affected sub-accounts. When using the allowance method for bad debts, NAFIs must determine and record the amount of accounts receivable estimated to be uncollectible at the end of each reporting period. The amount to record as estimated is based on a review of the average write-offs of accounts receivable, which is based on historical data (maintain documentation supporting the calculation and associated adjustment for audit purposes). Adjust the allowance for doubtful accounts to cover those accounts expected to become uncollectible during the next reporting period.

No changes necessary to the DoDI 1015.15. 

Service Concurrence
	Service
	Concurrence
	Reason for Non-concurrence

	Air Force
	Concurrence on 4/23/2015.
Re-concurred 10/19/2018.
	

	Army
	Concurrence on 4/23/2015.
Re-concurred 11/2/2018.
	

	Marines 
	Concurrence on 4/23/2015.
Re-concurred 10/31/2018.
	

	Navy
	Concurrence on 4/23/2015.
Re-concurred 11/2/2018.
	



USD(P&R)/MC&FP Disposition
No further action.

DFAS Disposition
DFAS revise FMR Volume 13, Chapter 3. 030303. C.
       
Forward to DoDIG?
No DoDIG equities.
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