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INSTALLMENT METHOD OF ACCOUNTING
» Background
APB-10, paragraph 12, and ARB-43, Chapter 1 A, paragraph 1, consti-
tute the promulgated GAAP for the installment method of accoumtng
and unrealized profit.
» Overview
Promulgated GAAP prohibts accounting for sales by any torm of

instrllment accounting except under exceptional circmstances where
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collectibility cannot be reasonably estimated or assured. The doubt-

fulness of collectibiliy can be caused by the length of an extended
collection period or because no of estimation can be established. In
such acses a company can use either the cost recovery method or the
installment sales method of accounting (APB-10}. (EREE)
« Cost Recovery Method

The cost recovery method, also Known as the sunk-cost theory, is
used in situations where recovery of cost is undeterminable or
extremely questionable. The procedure is simply that all cost is
recovered before any gain is recognized. Once all cost has been
recovered, any other collections are ercognized as ervenue. The only
expenses remaining to be charged against such revenue are those
relating to the collection process.

For example, if a company sells for 100 an item that cost 40, and
receives no down payment, the first 20 collested, regardless of the
year colleced, would be considered recovery of one-half the cost. The
next 20 collected would be recovery of the balance of the cost,
regardless of the year collected. The remaining 60(all gross profit)
would be recognized as income when received. The only additional
expenses that could be charged against the remaining 60 would be
those directly related to the collection process.
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» Disclosure

Accounts receivable on instaliment sales are shown separately in the
balance sheet. They are classified as current assets in accordance
with the normal operating cycle of the entity,which frequently
extends for more than one year. Resources that are reasonably
expected to be realized in cash, sold, or consumed (prepaid items)
during the normal operating cycle of a business are classified as
current assets, The amounts maturing each period for each class of
installment receivable should also be disclosed.

Unrealized gross profit is presented in balance sheet as a contra
account to the related installment receivable.

Sinec realized gross profit is recognized as a portion of each cash
collectin, a percentage relationship will always exist between the
installment accounts receivable balance for a particular sales cate-
gory and the related unrealized gross profit for that category. The
percentage relationhip will be the same as the gross profit ratio on
the initial sale.
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