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 Notes Receivable
Companies may also grant credit in exchange for a formal credit instrument known as a promissory note. A 
promissory note is a written promise to pay a specified amount of money on demand or at a definite time. 
Promissory notes may be used (1) when individuals and companies lend or borrow money, (2) when the amount of 
the transaction and the credit period exceed normal limits, or (3) in settlement of accounts receivable.
In a promissory note, the party making the promise to pay is called the maker. The party to whom payment is to be 
made is called the payee. The note may specifically identify the payee by name or may designate the payee simply 
as the bearer of the note.
In the note shown in Illustration 8-11, Calhoun Company is the maker, and Wilma Company is the payee. To 
Wilma Company, the promissory note is a note receivable. To Calhoun Company, it is a note payable.


Illustration 8-11   
Promissory note


Notes receivable give the holder a stronger legal claim to assets than do accounts receivable. Like accounts 
receivable, notes receivable can be readily sold to another party. Promissory notes are negotiable instruments (as are 
checks), which means that they can be transferred to another party by endorsement.
Companies frequently accept notes receivable from customers who need to extend the payment of an outstanding 
account receivable. They often require such notes from high-risk customers. In some industries (such as the 
pleasure and sport boat industry), all credit sales are supported by notes. The majority of notes, however, originate 
from loans.


Helpful Hint 
Who are the two key parties to a note, 
and what entry does each party make 
when the note is issued?
Answer:


1.  The maker, Calhoun 
Company, credits Notes 
Payable.


2.  
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The payee, Wilma 
Company, debits Notes 
Receivable.


The basic issues in accounting for notes receivable are the same as those for accounts receivable: 
1.  Recognizing notes receivable.
2.  Valuing notes receivable.
3.  Disposing of notes receivable.


Below, we will look at these issues. Before we do, we need to consider two issues that do not apply to accounts 
receivable: maturity date and computing interest.


Determining the Maturity Date


LEARNING OBJECTIVE 5 
Compute the maturity date of and 
interest on notes receivable.


When the life of a note is expressed in terms of months, you find the date when it matures by counting the months 
from the date of issue. For example, the maturity date of a three-month note dated May 1 is August 1. A note drawn 
on the last day of a month matures on the last day of a subsequent month. That is, a July 31 note due in two months 
matures on September 30.
When the due date is stated in terms of days, you need to count the exact number of days to determine the maturity 
date. In counting, omit the date the note is issued but include the due date. For example, the maturity date of a 
60-day note dated July 17 is September 15, computed as follows.


Illustration 8-12   
Computation of maturity date


Illustration 8-13 shows three ways of stating the maturity date of a promissory note.
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Illustration 8-13   
Maturity date of different notes


Computing Interest
Illustration 8-14 gives the basic formula for computing interest on an interest-bearing note.


Illustration 8-14   
Formula for computing interest


Helpful Hint 
The interest rate specified is the 
annual rate.


The interest rate specified in a note is an annual rate of interest. The time factor in the computation in Illustration 
8-14 expresses the fraction of a year that the note is outstanding. When the maturity date is stated in days, the time 
factor is often the number of days divided by 360. When counting days, omit the date that the note is issued but 
include the due date. When the due date is stated in months, the time factor is the number of months divided by 12. 
Illustration 8-15 shows computation of interest for various time periods.


Illustration 8-15   
Computation of interest


There are different ways to calculate interest. For example, the computation in Illustration 8-15 assumes 360 days 
for the length of the year. Most financial instruments use 365 days to compute interest. For homework problems, 
assume 360 days to simplify computations.
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Recognizing Notes Receivable


LEARNING OBJECTIVE 6 
Explain how companies recognize 
notes receivable.


To illustrate the basic entry for notes receivable, we will use Calhoun Company's $1,000, two-month, 12% 
promissory note dated May 1. Assuming that Calhoun Company wrote the note to settle an open account, Wilma 
Company makes the following entry for the receipt of the note. 


May 1 Notes Receivable 1,000


Accounts Receivable—Calhoun Company 1,000


(To record acceptance of Calhoun Company note)


The company records the note receivable at its face value, the amount shown on the face of the note. No interest 
revenue is reported when the note is accepted because the revenue recognition principle does not recognize revenue 
until the performance obligation is satisfied. Interest is earned (accrued) as time passes.
If a company lends money using a note, the entry is a debit to Notes Receivable and a credit to Cash in the amount 
of the loan.


Valuing Notes Receivable


LEARNING OBJECTIVE 7 
Describe how companies value 
notes receivable.


Valuing short-term notes receivable is the same as valuing accounts receivable. Like accounts receivable, 
companies report short-term notes receivable at their cash (net) realizable value. The notes receivable allowance 
account is Allowance for Doubtful Accounts. The estimations involved in determining cash realizable value and in 
recording bad debt expense and the related allowance are done similarly to accounts receivable.


 INTERNATIONAL INSIGHT 


Can Fair Value Be Unfair?
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The FASB and the International Accounting Standards Board (IASB) are considering proposals for how to 
account for financial instruments. The FASB has proposed that loans and receivables be accounted for at their 
fair value (the amount they could currently be sold for), as are most investments. The FASB believes that this 
would provide a more accurate view of a company's financial position. It might be especially useful as an early 
warning when a bank is in trouble because of poor-quality loans. But, banks argue that fair values are difficult to 
estimate accurately. They are also concerned that volatile fair values could cause large swings in a bank's 
reported net income. 


What are the arguments in favor of and against fair value accounting for loans and receivables?
Answer:


Arguments in favor of fair value accounting for loans and receivables are that fair value would 
provide a more accurate view of a company's financial position. This might provide a useful early 
warning of when a bank or other financial institution was in trouble because its loans were of poor 
quality. But, banks argue that estimating fair values is very difficult to do accurately. They are also 
concerned that volatile fair values could cause large swings in a bank's reported net income.


Source: David Reilly, “Banks Face a Mark-to-Market Challenge,” Wall Street Journal Online (March 15, 2010).


Disposing of Notes Receivable


LEARNING OBJECTIVE 8 
Describe the entries to record the 
disposition of notes receivable.


Notes may be held to their maturity date, at which time the face value plus accrued interest is due. In some 
situations, the maker of the note defaults, and the payee must make an appropriate adjustment. In other situations, 
similar to accounts receivable, the holder of the note speeds up the conversion to cash by selling the receivables 
(described later in this chapter).


HONOR OF NOTES RECEIVABLE
A note is honored when its maker pays in full at its maturity date. For each interest-bearing note, the amount due 
at maturity is the face value of the note plus interest for the length of time specified on the note.
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To illustrate, assume that Wolder Co. lends Higley Co. $10,000 on June 1, accepting a five-month, 9% interest note. 


In this situation, interest is $375 . The amount due, the maturity value, is 


. To obtain payment, Wolder (the payee) must present the note either to Higley 
Co. (the maker) or to the maker's agent, such as a bank. If Wolder presents the note to Higley Co. on November 1, 
the maturity date, Wolder's entry to record the collection is: 


Nov. 1 Cash 10,375


Notes Receivable 10,000


Interest Revenue 
375


(To record collection of Higley note and interest)


ACCRUAL OF INTEREST RECEIVABLE
Suppose instead that Wolder Co. prepares financial statements as of September 30. The timeline in Illustration 8-16 
presents this situation.


Illustration 8-16   
Timeline of interest earned


To reflect interest earned but not yet received, Wolder must accrue interest on September 30. In this case, the 
adjusting entry by Wolder is for four months of interest, or $300, as shown below.


Sept. 30
Interest Receivable 


300


Interest Revenue 300


(To accrue 4 months' interest on Higley note)
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At the note's maturity on November 1, Wolder receives $10,375. This amount represents repayment of the $10,000 
note as well as five months of interest, or $375, as shown below. The $375 is comprised of the $300 Interest 
Receivable accrued on September 30 plus $75 earned during October. Wolder's entry to record the honoring of the 
Higley note on November 1 is: 


Nov. 1
Cash 


10,375


Notes Receivable 10,000


Interest Receivable 300


Interest Revenue 
75


(To record collection of Higley note and interest)


In this case, Wolder credits Interest Receivable because the receivable was established in the adjusting entry on 
September 30.


DISHONOR OF NOTES RECEIVABLE
A dishonored (defaulted) note is a note that is not paid in full at maturity. A dishonored note receivable is no 
longer negotiable. However, the payee still has a claim against the maker of the note for both the note and the 
interest. Therefore, the note holder usually transfers the Notes Receivable account to an account receivable.
To illustrate, assume that Higley Co. on November 1 indicates that it cannot pay at the present time. The entry to 
record the dishonor of the note depends on whether Wolder Co. expects eventual collection. If it does expect 
eventual collection, Wolder Co. debits the amount due (face value and interest) on the note to Accounts Receivable. 
It would make the following entry at the time the note is dishonored (assuming no previous accrual of interest).


Nov. 1 Accounts Receivable—Higley 10,375


Notes Receivable 10,000


Interest Revenue 375


(To record the dishonor of Higley note)
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If instead, on November 1, there is no hope of collection, the note holder would write off the face value of the note 
by debiting Allowance for Doubtful Accounts. No interest revenue would be recorded because collection will not 
occur.


SALE OF NOTES RECEIVABLE
The accounting for the sale of notes receivable is recorded similarly to the sale of accounts receivable. The 
accounting entries for the sale of notes receivable are left for a more advanced course.


 ACCOUNTING ACROSS THE ORGANIZATION 


Bad Information Can Lead to Bad Loans


Andy Dean/iStockphoto.


Many factors have contributed to the recent credit crisis. One significant factor that resulted in many bad loans 
was a failure by lenders to investigate loan customers sufficiently. For example, Countrywide Financial 
Corporation wrote many loans under its “Fast and Easy” loan program. That program allowed borrowers to 
provide little or no documentation for their income or their assets. Other lenders had similar programs, which 
earned the nickname “liars' loans.” One study found that in these situations, 60% of applicants overstated their 
incomes by more than 50% in order to qualify for a loan. Critics of the banking industry say that because loan 
officers were compensated for loan volume, and because banks were selling the loans to investors rather than 
holding them, the lenders had little incentive to investigate the borrowers' creditworthiness. 


What steps should the banks have taken to ensure the accuracy of financial information provided on loan 
applications?
Answer:


At a minimum, the bank should have requested copies of recent income tax forms and contacted the 
supposed employer to verify income. To verify ownership and value of assets, it should have 
examined bank statements, investment statements, and title documents and should have employed 
appraisers.
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Source: Glenn R. Simpson and James R. Hagerty, “Countrywide Loss Focuses Attention on Underwriting,” Wall 
Street Journal (April 30, 2008), p. B1; and Michael Corkery, “Fraud Seen as Driver in Wave of Foreclosures,” Wall 
Street Journal (December 21, 2007), p. A1.


 DO IT! 
Notes Receivable
Gambit Stores accepts from Leonard Co. a $3,400, 90-day, 6% note dated May 10 in settlement of Leonard's 
overdue account. (a) What is the maturity date of the note? (b) What entry does Gambit make at the maturity 
date, assuming Leonard pays the note and interest in full at that time?


Action Plan
✓ Count the exact number of days to determine the maturity date. Omit the date the note is issued, but 


include the due date.
✓ Determine whether interest was accrued.
✓ Compute the accrued interest.
✓ Prepare the entry for payment of the note and interest.
✓ The entry to record interest at maturity in this solution assumes no interest has been previously accrued on 


this note.


Solution
(a)  The maturity date is August 8, computed as follows. 


Term of note: 90 days


May 21


June 30


July 31 82    


Maturity date: August 8    


(b)  The interest payable at the maturity date is $51, computed as follows. 


The entry recorded by Gambit Stores at the maturity date is: 


Cash 3,451


Notes Receivable 3,400


Interest Revenue 51


(To record collection of Leonard note)


Related exercise material: BE8-9, BE8-10, BE8-11, E8-10, E8-11, E8-12, E8-13, and 8-3.
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Copyright © 2012 John Wiley & Sons, Inc. All rights reserved.
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DO IT! 8-3  Prepare entries for notes 
receivable.
(LO 5, 8)


Karbon Wholesalers accepts from Bazaar Stores a $6,200, 4-month, 9% note dated May 31 in 
settlement of Bazaar's overdue account. (a) What is the maturity date of the note? (b) What is the entry 
made by Karbon at the maturity date, assuming Bazaar pays the note and interest in full at that time?


Copyright © 2012 John Wiley & Sons, Inc. All rights reserved.
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