Chapter 13  Current Liabilities and Contingencies

                           < Learning Objectives >
After studying this chapter, you should be able to:
   1. Describe the nature, type, and valuation of current liabilities.
   2. Explain the classification issues of short-term debt expected to be refinanced.

   3. Identify types of employee-related liabilities.

   4. Identify the criteria used to account for and disclose gain and loss contingencies.
   5. Explain the accounting for different types of loss contingencies.
   6. Indicate how current liabilities and contingencies are presented and analyzed.
         
1. What is a “Current Liabilities”?

      What is a liability?
       Probable future sacrifices of economic benefits arising from present obligations of an   

       entity to transfer assets or to provide services to other entities in the future as a result  

       of past transactions or events. 
        ( FASB Statement of Financial Accounting Concepts No. 6, “Elements of Financial 

              Statements”
     Current liabilities are:
    Obligations whose liquidation is reasonably expected to require the use of current    

     assets or the creation of other current liabilities. 

    ( Accounting Research Bulletin No. 43, “Restatement and Revision of Accounting  

         Research Bulletins”. 

     SFAS No.78 indicates that current liabilities should include obligations that are due on  

     demand or that will become due on demand within one year from the balance sheet  

     date.

2. Typical current liabilities
    Accounts payable, Notes payable, Current maturities of long-term debt, Short-term  

   obligations expected to be refinanced, Dividends Payable, Returnable deposits,
   Unearned revenues, Sales taxes payable, Income taxes payable, Employee-related  

   Liabilities

a. Notes Payables (N/P)

    Notes Payables are written promises to pay a certain sum of money on a specified future date. Notes payable that arise from cash-borrowing activities are generally of two types: (1) Interest-bearing notes, and (2) Zero-interest-bearing (=Noninterest-bearing) notes. 

Accounting and reporting for interest-bearing notes requires the accountant to accrue interest and report a liability in the amount of the accrued interest payable plus the face value of the note.

 Noninterest-bearning notes do not pay any stated rate of interest in addition to the face amount of the notes. The lender deducts interest on such notes in advance and issues the notes at discount. The borrower receives an amount that is less than the face value of the note (e.g., receives in cash the PV of the note).  
       

The 
Discount on Notes Payable is a contra account  to N/P and therefore is subtracted from Notes Payable on the balance sheet.  The discount is charged to interest expense over the life of the note.

Example 13-1 (WSH P602!!)

  Assume that on November 1, 2003, Chesterfield Company issues a $100,000, one-year non-interest-bearing note to a bank and the present value of the note is $88,000.

 The entry to record this transaction is:

  The adjusting entry at December 31, 2003, follows:

b. Short-term Obligations Expected to be Refinanced

     In certain circumstances, a company may wish to refinance a short-term obligation on a long-term basis. ( Not expected to require the use of working capital during the next year.

Since those debts may not require the use of working capital, questions arise about the proper classification at the balance sheet date. The FASB issued SFAS No. 6 to guide such classification issues. A company is required to exclude a short-term obligation from current liabilities only if both of the following conditions are met:

   (a) It must intend to refinance the obligation on a long-term basis. 

   (b) It must demonstrate an ability to consummate the refinancing.

  The ability to consummate the refinancing may be demonstrated by (a) actually refinancing the short-term obligation by issuing a long-term obligation or equity securities after the date of the balance sheet but before it is issued, Or (b) entering into a financing agreement that clearly permits the enterprise to refinance the debt on a long-term basis.

c. Dividends Payable

   When a company’s BOD declares a cash or property dividend, the amount to be paid to stockholders becomes a liability of the company. Once declared, dividends are usually paid within a few months. Therefore, dividends payable are usually classified as current liabilities.   ( Stock dividends are NOT liabilities.
  Example 13-2 (WSH P604)

   On December 26, 2003, Arnold Company declares a $1.50 per share dividend to be paid on January 31, 2004, to shareholders of record as of January 5, 2004.

The entries to record declaration and payment of cash dividend are:

d. Current Maturities of Long-term Debt 

( Long-term liability that is due on demand within a year

The portion of long-term debt maturing within the next fiscal year is reported as a current liability. Long-term debts should not be reported as current liabilities if:

   (1) they are retired by assets not classified as current assets,

   (2) they are refinanced or retired from the proceeds of new issues of debt,

   (3).they are converted into capital stock.

e. Returnable Cash Deposits

    Deposits may be received from customers to guarantee performance of a contract or service or as guarantees to cover payment of expected future obligations. For example, space rental agreements often require the renter to make security, repair, and clearing deposits. At the time such amounts are paid, the party receiving the deposit records a liability, 

f. Unearned Revenues

     A liability to deliver goods or services in the future. The journal entries to record unearned revenues are:

        Upon receipt: When the advance is received, 



Dr.   Cash




    Cr.         Unearned Revenues

         Upon delivery: When the revenue is earned,



Dr.  Unearned Revenues




     Cr.                  Revenues

g. Sales Taxes Payable

   Sales tax laws require merchants to collect and remit sales taxes to a government authority. When a company collects sales taxes, it incurs a liability to the extent of the sales taxes collected. Similarly, when it pays the sales taxes, the liability is removed.

In many companies, the sales taxes and the amount of the sales are not segregated at the time of sales.  Instead, both are credited in total in the sales account. In that case, the Sales account must be debited for the amount of the sales taxes and Sales Taxes Payable account must be credited. 

3. Contingencies (=Contingent Liability)

  Contingent liabilities are obligations that must be paid if certain condition occurs.

 The term contingent liability is used to describe a circumstance in which the existence of 
a liability is uncertain. 
              FASB Statement No.5 (Accounting for Contingencies)
A contingency is “an existing condition, situation, or set of circumstances involving uncertainty as to possible gain (gain contingency) or loss (loss contingency) to an enterprise that will ultimately be resolved when one or more future events occur or fail to occur.”

In many cases, the precise amount of a contingent liability, if any, also may not be known.

If a company is relatively certain that a contingent liability exists and the amount can be reasonably estimated, the contingent liability should be recorded in the financial statements. 

   a. Gain Contingencies

         Accountants have adopted a conservative policy in the “gain contingencies” area. Gain contingencies are NOT recorded (ARB No. 50).

   ( Disclosed in the notes      
   b. Loss Contingencies

   A liability incurred as a result of a loss contingency. When a loss contingency exists, the likelihood that the future event or events will confirm the incurrence of a liability can range from “probable” to “remote”. 
      Examples of Loss contingencies

        - Litigation, claims, injury assessments (e.g., possibility of lawsuits of personal injury)

        - Guarantee and warranty costs

        - Premium and coupons, etc.

       Three conditions of probability

The FASB uses the terms probable, reasonably possible, and remote to identify three areas within that range. The three categories of probability (The likelihood of occurrence of the event) established by SFAS No. 5 are:   


An estimated loss from a loss contingency should be recorded by a charge to expense and a liability recorded. Estimated losses from loss contingencies are accrued as liabilities if:
 (1) It is probable that a liability has been incurred, and (2) The amount of loss can be reasonably estimated.
c. Guarantee and Warranty Costs

     A warranty is a promise (future cost) made by a seller to a buyer to make good on a deficiency.  The estimated warranty expense and the related liability should be recognized at the time of the original sale of the product. 

Under the cash basis method, warranty costs are charged to the period in which the costs are paid.  Under the accrual basis method:

   (1) warranty costs (for warranties sold with the product) are charged to operating expense in the year of sale (=Expense warranty approach). (2) extended warranty revenues are deferred and recognized over the life of the warranty contract (=Sales warranty approach).

  Example: Expense warranty approach

   Assume that Henrico Corporation begins production on a new machine in July 2003 and sells 100 units at $5,000 each by its year-end, December 31, 2003. Each machine is under warranty for one year. The company estimated that the warranty cost will probably average $200 per unit. Further, as a result of parts replacements and services rendered in compliance with machinery warranties, the company incurs $4,000 in warranty costs in 2003 and $16,000 in 2004.

The journal entry to record the sale of 100 machines at $5,000 each, July through December 2003, would be: 

Sales warranty approach: A warranty is sometimes sold separately from the product. When you purchase an automobile, you will be entitled to the manufacturer’s warranty. You also will be offered an extended warranty on the product at an additional cost.

( In this case, the seller should recognize separately the sale of the automobile with the manufacturer’s warranty and the sale of the extended warranty.
    Example: Sales warranty approach

     Assume that you have just purchased a new automobile from Hiltop Auto fro $20,000. In addition to the regular warranty (all repairs will be paid by the manufacturer for the first 36,000 miles or 3 years), you purchase at a cost of $600 an extended warranty that protects you for an additional 3 years or 36,000 miles.

The entry to record the sale of automobile and the sale of the extended warranty on January 2, 2004, on Hiltop Auto’s books is: 

The entry to recognize revenue at the end of the fourth year (using straight-line amortization) would be:

d. Premium

    Premiums often are used to enhance sales. Companies offer premiums to customers in return for certificates, coupons, labels, etc. The premium may be silverwre, dishes, a toy, other goods, or free transportation.  Also printed coupons that can be redeemed for a cash discount on items purchased are extremely popular.

 The costs for premium, coupons, and cash rebates should be charged to expense in the period of sale. 

4.  Analysis of Current Liabilities

   The following two ratios often used to measure a firm’s liquidity:
Current =  
Current assets    



Current liabilities

Acid-test =  Cash + Mkt. Sec + Net Recbls.



Current liabilities

E13-2

       The following are selected 2004 transactions of Sean Astin Corporation.
       Sept. 1  Purchased inventory from Encino Company on account for $50,000. Astin  

                     records purchases gross and uses a periodic inventory system.

       Oct. 1    Issued a $50,000, 12-month, 12% note to Encinco in payment of account.

       Oct. 1    Borrowed $50,000 from the Shore Bank by signing a 12-month, non-interest- 

                     bearing $56,000 note.

  Instructions:

   (a)  Prepare journal entries for the selected transactions above.

   (b)  Prepare adjusting entries at December 31.

   (c)  Compute the total net liability to be reported on the December 31 balance sheet for:

          (1) the interest-bearing note.

          (2) the non-interest-bearing note

E13-3 (Refinancing of Short-term Debt)
 On December 31, 2004, Hattie McDaniel Company had $1,200,000 of short-term debt in the form of notes payable due February 2, 2005. On January 21, 2005, the company issued 25,000 shares of its common stock for $38 per share, receiving $950,000 proceeds after brokerage fees and other costs of issuance. On February 2, 2005, the proceeds from the stock sale, supplemented by an additional $250,000 cash, are used to liquidate the $1,200,000 debt. The December 31, 2004, balance sheet is issued on February 23, 2005. 

Instructions: Show how the $1,200,000 of short-term debt should be presented on the December 31, 2004, balance sheet, including note disclosure.

E13-7  

   During the month of June, R. Attenborough Boutique had cash sales of $233,200 and credit sales of $153,700, both of which include the 6% sales tax that must be remitted to the state by July 15.

Instructions: Prepare the adjusting entry that should be recorded to fairly present the June 30 financial statements.

E13-12 (Premium entries) 

  Yanni Company includes 1 coupon in each box of soap powder that it packs, and 10 coupons are redeemable for a premium (a kitchen utensil). In 2004, Yanni purchased 8,800 premiums at 80 cents each and sold 110,000 boxes of soap powder at $3.30 per box;  44,000 coupons were presented for redemption in 2004. It is estimated that 60% of the coupons will eventually be presented for redemption.

Instructions:  Prepare all the entries that would be made relative to sales of soap powder and to the premium plan in 2004.

P13-11

   Shoyo Corporation, in preparation of its December 31, 2004, financial statements, is attempting to determine the proper accounting treatment for each of the following situations.

 1. As a result of uninsured accidents during the year, personal injury suits for $350,000  

    and $60,000 have been filed against the company. It is the judgment of Shoyo’s legal  

    counsel that an unfavorable outcome is unlikely in the $60,000 case but that an  

    unfavorable verdict approximating $225,000 will probably result in the $350,000 case.

 2. Shoyo Corp. owns a subsidiary in a foreign country that has a book value of $5,725,000  

     and an estimated fair value of $8,700,000. The foreign government has communicated  

     to Shoyo its intention to expropriate the assets and business of all foreign investors. On  

     the basis of settlements other firms have received from this same country, Shoyo  

     expects to receive 40% of the fair value of its properties as final settlement.

  3. Shoyo’s chemical product division consisting of five plants is uninsurable because of  

     the special risk of injury to employees and losses due to fire and explosion. The year  

     2004 is considered one of the safest (luckiest) in the division’s history because no loss  

     due to injury or casualty was suffered. Having suffered an average of three casualties a  

     year during the rest of the past decade (ranging from $60,000 to $700,000),  

     management is certain that next year the company will probably not be so fortunate. 

Instructions:

   (a) Prepare the journal entries that should be recorded as of December 31, 2004, to  

         recognize each of the situations above.

   (b) Indicate what should be reported relative to each situation in the financial statements     

        and accompanying notes. Explain why.

Example: (WSH P618)

     Assume that Claudia Company initiated a premium program whereby the company sells customers a kitchen utensil at a reduced price on presentation of 10box tops from its soap product.  During the first year of the program, Claudia acquired 10,000 kitchen utensils at $1 each and sold 750,000 boxes of the soap product at $2.50 per box. The company estimated that 10% of all sales would result in the return of box tops for the utensil. By the end of the year, it had received 50,000 box tops and had sent the kitchen utensils to the customers.  Assume that customers must send $.60 with each 10 box tops as a reduced purchased price and that shipping and handling costs are $.20 per utensil.

The journal entry to record purchase of 10,000 kitchen utensils is:

The journal entry to record sales of 750,000 boxes of the soap product at $2.50 is:

The journal entry to record premium sent to customers based on box tops received is:

The year-end adjusting entry to accrue the estimated premium liability: 

PV of a note = Face value at the maturity – interest or discount charged by the  


                                                                     lender





Discount on the note payable =   PV of a note - face value of the note. 








  (1) Probable.  The future event or events are likely to occur.  


(2) Reasonably possible. The chance of the future event(s) occurring is more  


                                          than remote but less than likely.


  (3) Remote. The chance of the future event(s) is slight.











