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Chapter 15

In Financial Statements, What Information Is Conveyed about
Other Noncurrent Liabilities?

Video Clip
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Joe introducesChapter 15 "In Financial Statements, What Information Is Conveyed about Other Noncurrent
Liabilities?"and speaks about the course in general.
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15.1 Accounting for Leases

LEARNING OBJECTIVES
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Question: Notes and bonds payable serve as the predominant source of reported noncurrent
liabilities in the United States. Virtually all companies of any size raise significant sums of
money by incurring debts of this type. However, a quick perusal of the financial statements
of many well-known companies finds a broad array of other noncurrent liabilities


P Sears Holdings Corporation discloses capital lease obligations of approximately
$650 million as of January 31, 2009


P Southwest Airlines Co. reports deferred income tax liabilities of over $1.9
billion on December 31, 2008


P The balance sheet for Alcoa Inc. at that same December 31, 2008, date lists a
$2.73 billion liability (over 10 percent of the companyÕs total) labeled as
Òaccrued postretirement benefits.T

These other noncurrent liability figures represent large amounts of debts beyond traditional
notes and bonds. Some understanding of such balances is necessary in order to comprehend
the information being conveyed in a set of financial statements. The reporting of liabilities
such as these is explored in great depth in upper-level financial accounting courses.
However, a basic level of knowledge is essential for every potential decision maker, not just
those few who chose to major in accounting in college
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In this chapter, leases and related liabilities will be explored first. To illustrate, assume that
the Abilene Company needs an airplane to use in its daily operations. Rather than buy this
asset, an airplane is leased from a business that owns a variety of aircraft. Perhaps Abilene
prefers to push the payments off into the future as far as possible. The lease is for seven
years at a cost of $100,000 per year. On the day that this lease is signed, should Abilene report
a liability and, if so, is the amount the first $100,000 installment, the $700,000 total of all
payments, or some other figure?How is a liability reported in connection with the lease of an
asset?
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Question: This answer raises a number of immediate questions about lease accounting.
Probably the first of these relates to the practical goal of officials who want to produce
financial statements that make their company look as healthy and prosperous as possible. A
lease agreement might be reported as anoperating lease� so that only the initial payment
is recorded as a liability or as acapital lease� whereby the present value of all payments (a
much larger number) is shown as the liability. Officials for the lessee must surely prefer to
classify all leases as operating leases if that is possible to reduce the reported debt total
 In
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financial reporting for a lessee, is there not a bias to report operating leases rather than
capital leases?This desire has to impact the method by which transactions are constructed
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Question: For a lessee, a radical reporting difference exists between operating leases and
capital leases. Company officials prefer operating leases so that the amount of reported
liabilities is lower
 What is the distinction between an operating lease and a capital lease?
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Question: A capital lease is accounted for as a purchase because it so closely resembles the
acquisition of the asset. An operating lease is less like a purchase and more like a rent. The
lessee normally prefers to report such transactions as operating leases to reduce the amount
of liabilities shown on its balance sheet
 How does an accountant determine whether a
contract qualifies as a capital lease or an operating lease?
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15.2 Operating Leases versus Capital Leases

LEARNING OBJECTIVES
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Question: The Abilene Company has agreed to pay $100,000 per year for seven years to lease
an airplane. Assume that legal title will not be exchanged and no purchase option is
mentioned in the contract. Further assume that the life of the plane is judged to be ten years
and that the amount to be paid does not approximate the fair value of the item. The contract
is signed on December 31, Year One, with the first annual payment made immediately. This
agreement does not appear to meet any of the four criteria for a capital lease
 What financial
accounting is appropriate for an operating lease?
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Figure 15.1December 31, Year OneÑPayment of First Installment of Operating Lease
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Figure 15.2December 31, Year TwoÑAdjustment to Record Rent Expense for Year Two

Figure 15.3December 31, Year TwoÑPayment of Second Installment of Operating Lease

Question: One slight change can move this contract from an operating lease to a capital
lease. Assume all the information remains the same in the above example except that the
airplane has an expected life of only nine years rather than ten. With that alteration, the life
of the lease is 77.8 percent of the life of the asset (seven years out of nine years). That is 75
percent or more of the life of the asset. Because one of the criteria is now met, this contract
must be viewed as a capital lease. The change in that one estimation creates a major impact
on the reporting process
 How is a capital lease reported by the lessee?
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Present Value of an Annuity Due of $1
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Figure 15.4December 31, Year OneÑCapital Lease Recorded at Present Value

Figure 15.5December 31, Year OneÑInitial Payment on Capital Lease
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Figure 15.6Comparison of Reported Amounts for Operating Lease and for Capital Lease
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Question: In a capital lease, the property is not bought but is accounted for as if it had been
purchased. Abilene records both the leased airplane and the liability at the present value of
the required cash payments
 What reporting takes place subsequent to the initial recording
of a capital lease transaction?
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Figure 15.7December 31, Year TwoÑDepreciation of Airplane Obtained in Capital Lease
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Figure 15.8December 31, Year TwoÑInterest on Lease Liability from Capital Lease

Figure 15.9December 31, Year TwoÑSecond Payment on Capital Lease

EXERCISE
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Talking with an Independent Auditor about International
Financial Reporting Standards (Continued)
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KEY TAKEAWAY
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15.3 Recognition of Deferred Income Taxes

LEARNING OBJECTIVES
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Question: At the beginning of this chapter, mention was made that Southwest Airlines
reported deferred income taxes at the end of 2008 as a noncurrent liability of $1.9 billion.
Such an account balance is not unusual. The Kroger Co. listed a similar $384 million debt on
its January 31, 2009, balance sheet. At approximately the same time, Ford Motor Company
reported a $614 milliondeferred tax liability � for its automotive business and another
$3.28 billion for its financial services division. What is the meaning of these accounts?How is
a deferred income tax liability created?
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EXERCISE
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Question: Deferring the payment of an income tax liability does not save a company any
money. This process merely delays recognition for tax purposes until a later period. Payment
is put off for one or more years
 If no tax money is saved, why do companies seek to create
deferred income tax liabilities?Why not just pay the income tax now and get it over with?
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Question: Assume that the Hill Company buys an asset (land, for example) for $150,000.
Later, this asset is sold for $250,000 in Year One. The earning process is substantially
complete at that point so Hill reports a gain on its Year One income statement of $100,000
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($250,000 less $150,000). Because of the terms of the sales contract, the money will not be
collected from the buyer until Year Four (20 percent) and Year Five (80 percent). The buyer is
financially strong and expected to pay at the required times. HillÕs effective tax rate for this
transaction is 30 percent


Officials for Hill are pleased to recognize the $100,000 gain on this sale in Year One because it
makes the company looks better. However, they prefer to wait as long as possible to pay the
income tax especially since no cash has yet been collected from the buyer
 How can the
recognition of income be deferred for tax purposes so that a deferred income tax liability is
reported?
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Figure 15.10Year OneÑComparison of Financial Reporting and Tax Reporting
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Figure 15.11December 31, Year OneÑRecognition of Deferred Income Tax on Gain
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KEY TAKEAWAY
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15.4 Reporting Postretirement Benefits

LEARNING OBJECTIVES

�I�I=:�:C9�D;�I=>H�H:8I>DC��HIJ9:CIH�H=DJA9�7:�67A:�ID�B::I�I=:�;DAADL>C<
D7?:8I>K:H�


 �:;>C:�I=:�I:GB�SEDHIG:I>G:B:CI�7:C:;>IH
T
�
 �MEA6>C�I=:�688DJCI>C<�EGD7A:BH�6HHD8>6I:9�L>I=�I=:�G:8D<C>I>DC�D;

688GJ:9�EDHIG:I>G:B:CI�7:C:;>IH

�
 %>HI�I=:�HI:EH�I=6I�6G:�;DAADL:9�ID�9:I:GB>C:�6�8DBE6CNUH�G:EDGI:9

D7A><6I>DC�;DG�EDHIG:I>G:B:CI�7:C:;>IH

�
 "9:CI>;N�I=:�GDA:�D;�I=:�68IJ6GN�>C�688DJCI>C<�;DG�EDHIG:I>G:B:CI

7:C:;>IH

�
 �6A8JA6I:�I=:�9:7I	ID	:FJ>IN�G6I>D�6C9�:MEA6>C�>IH�B:6C>C<

�
 �6A8JA6I:�I=:�I>B:H�>CI:G:HI�:6GC:9�G6I>D�6C9�:MEA6>C�>IH�B:6C>C<


Question: According to the information at the beginning of this chapter, Alcoa reported a
$2.73 billion liability at the end of 2008 for accrued postretirement benefits
 What constitutes
a postretirement benefit?
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Question: Assume that one of the employees for the Michigan Company is currently thirty-
four years old and is entitled to retirement benefits starting at the age of sixty-five. Michigan
has promised to continue paying health care and life insurance premiums for all retirees as
long as they live
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For this employee, no postretirement benefits will be
paid for thirty-one years (65 less 34) but then an unknown payment amount will continue for
an unknown period of time. InChapter 2 "What Should Decision-makers Know So That Good
Decisions Can Be Made about an Organization?", the challenge presented to accountants as a
result of future uncertainty was discussed. Probably no better example can be found than
postretirement benefits. For example, if this employee lives to be ninety-four, these insurance
payments will continue until sixty years into the future


The employee is helping the company generate revenues currently so that, once again, the
related expense should be recognized now according to the matching principle. Although this
obligation might extend for decades, both the expense and related liability are recorded
when the person is actually working for the company and earning these benefits


How is the amount of this obligation possibly determined? An employee might retire at sixty-
five and then die at sixty-six or live to be ninety-nine. Plus, estimating the cost of insurance
(especially medical insurance) over several decades into the future seems to be a virtually
impossible challenge. The skyrocketing cost of health care is difficult to anticipate months in
advance, let alone decades. The dollar amount of the companyÕs obligation for these future
costs appears to be a nebulous figure at best. In this textbook, previous liabilities have been
contractual or at least subject to a reasonable estimation prior to recognition
 How is the
liability calculated that will be reported by a company for the postretirement benefits
promised to its employees?
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Determining Accrued Postretirement Benefits
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Question: Alcoa is recognizing an accrued postretirement benefit liability of $2.73 billion.
This number is an estimation of the total amount that the company will have to pay starting
when each employee retires, a figure that is then subjected to a present value computation.
Except for the inherent level of uncertainty, the accounting process seems reasonable. At one
time, companies were not required to recognize this obligation. The liability was ignored and
costs were simply expensed as paid. Only after advanced computer technology and
sophisticated mathematical formulas became available was the reporting of this liability
mandated by FASB
 What is the impact of reporting postretirement benefits if the number is
only an approximation?
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Question: In previous chapters, various vital signs have been examinedÑnumbers, ratios,
and the like that help decision makers evaluate an entityÕs financial condition and future
prospects
 In connection with liabilities, do any specific vital signs exist that are frequently
relied on to help assess the economic health of a business or other organization?
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Figure 15.12Recent Debt-to-Equity Ratios for Several Prominent Companies
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Figure 15.13Recent Times Interest Earned for Several Prominent Companies
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Talking with a Real Investing Pro (Continued)
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15.5 End-of-Chapter Exercises
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Figure 15.19

Figure 15.20
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COMPREHENSIVE PROBLEM
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Figure 15.21
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Figure 15.23
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