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Chapter 13

In a Set of Financial Statements, What Information Is Conveyed
about Current and Contingent Liabilities?

Video Clip
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In this video, Professor Joe Hoyle introduces the essential points covered inChapter 13 "In a Set of Financial
Statements, What Information Is Conveyed about Current and Contingent Liabilities?".
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13.1 The Basic Reporting of Liabilities

LEARNING OBJECTIVES
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Current and Noncurrent Liabilities

Question: The June 30, 2011, consolidated balance sheet forThe Procter & Gamble Company
reports totalliabilities 
 of over $70 billion, including current liabilities of approximately
$27 billion. In contrast, the business held only $2.8 billion in cash and cash equivalents.

For reporting purposes,Procter & Gambledivided itscurrent liabilities � into several
specific categories:

O Accounts payable ($8.0 billion)
O Accrued and other liabilities ($9.3 billion)
O Debt due within one year ($10.0 billion)

When creating a balance sheet, what is reported as a liability? Why are some of these
liabilities shown as current whereas others are not?How does an accountant draw a
distinction between liabilities that are labeled as current and those that are reported as
noncurrent?
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The Importance of Information about Liabilities

Question:Figure 13.1 "Liability Section of Balance Sheet, Johnson & Johnson as of January 2,
2011"is the liability section of the balance sheet reported byJohnson & Johnsonas of January
2, 2011. Note that additional information about many of these liabilities is available in the
notes to the companyÕs financial statements.
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Figure 13.1Liability Section of Balance Sheet, Johnson & Johnson as of January 2, 2011

Investors and creditors (and other interested parties) who analyze an organization such as
Johnson & Johnsonusually spend considerable time studying the data that is provided about
liabilities, often focusing on current liabilities.Why is information about liabilities,
especially the size and composition of current liabilities, considered so important when
assessing the financial position and economic health of a business?
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Figure 13.2Sample of Recent Current Ratios as of January 29, 2011
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TEST YOURSELF
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Characteristics of a Liability

Question: In the real world of business, organizations are not inclined to report more
liabilities than necessary because of potential damage to the image being portrayed. The
inclusion of debts usually makes a company look riskier to creditors and investors. Thus, the
danger that officials will report an excessive amount of liabilities seems slight. Balance
sheets look better to decision makers if fewer obligations are present to drain off financial
resources. Consequently, where possible, officials probably have a tendency to limit the debts
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that are reported.At what point does an entity have to recognize a liability?How does U.S.
GAAP ensure that all liabilities are appropriately included on a balance sheet?
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KEY TAKEAWAY
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13.2 Reporting Current Liabilities Such as Gift Cards

LEARNING OBJECTIVES
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Recognizing All of a CompanyÕs Current Liabilities

Question: Current liabilities often include rent payable, salary payable, insurance payable,
and the like. These debts are incurred in connection with day-to-day operations. The
amounts are known and payment will be made within a relatively short period of time


Liabilities that result from physical events such as the purchase of inventory or supplies are
often reported under the generic title Òaccounts payable.Ó Other current debts (interest
payable or rent payable, for example) are sometimes grouped together asaccrued
liabilities � because they grow gradually in size over time rather than through a specific
transaction.How does an organization determine the amount of current liabilities to be
reported on its balance sheet?
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Figure 13.3Year-End Adjusting Entry to Recognize Debt to Employees for Three DaysÕ Work
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Figure 13.4Year-End Adjusting Entry to Recognize Interest for One Month
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TEST YOURSELF
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Reporting the Sale of Gift Cards as a Liability

Question: The February 26, 2011, balance sheet forBest Buy Co. Inc.shows several typical
current liability accounts such as accounts payable and accrued liabilities. However, a $474
million figure also appears titled ÒUnredeemedGift Card Liabilities � .Ó

Over the last decade or so, the importance of gift cards has escalated dramatically as a
source of revenue for many businesses. By purchasing such cards, customers obtain the right
to a specified amount of goods or services. FromStarbuckstoMcDonaldÕstoAmazon.com,
these cards are sold to serve as gifts or merely as a convenient method for handling future
payments.How does a company such asBest Buyaccount for the thousands of gift cards
that it sells each year?
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Figure 13.5Sale of Ten Thousand $50 Gift Cards for Cash
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Figure 13.6Redemption of Gift Card
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Accounting for Gift Cards That Are Never Redeemed

Question: Some gift cards are never redeemed. They might be lost or just forgotten by their
owners.Does the liability for a gift card remain on a companyÕs balance sheet indefinitely if
it is unlikely that redemption will ever occur?
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13.3 Accounting for Contingencies

LEARNING OBJECTIVES
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Commitments and Contingencies

Question: The December 31, 2010, balance sheet forE. I. du Pont de Nemours and Company
(better known asDuPont) shows total liabilities of approximately $30.7 billion. Immediately
following the liability section, a separate category titled ÒCommitments and Contingent
LiabilitiesÓ is included but no monetary figure is presented. Note 19 to the companyÕs
financial statements provides further details. In several pages of explanatory material, a
number of future matters facing the company are described such as product warranties,
environmental actions, litigation, and operating leases.In financial reporting, what is meant
by the terms ÒcommitmentsÓ and Òcontingencies?Ó
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Figure 13.7Year OneÑExpected Loss from Lawsuit (Contingency)
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Accounting Rules Used to Record Contingent Losses

Question: The likelihood of loss in connection with contingencies is not always going to be
probable or subject to a reasonable estimation. These two criteria will be met in some but
certainly not in all cases.What reporting is appropriate for a loss contingency that does not
qualify for recording at the present time?
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Fixing an Incorrect Estimate

Question: Assume that a company recognizes a contingent loss because it is judged as
probable and subject to a reasonable estimation. Eventually, most such guesses are likely to
prove to be wrong, at least in some small amount.What happens when an estimate is
reported in a set of financial statements and the actual total is later found to be different?

For example, as shown inFigure 13.7 "Year OneÑExpected Loss from Lawsuit (Contingency)",
Wysocki Corporation recognized a loss of $800,000 in Year One because of a lawsuit involving
environmental damage. Assume the case is eventually settled in Year Two for $900,000. How
is the additional loss of $100,000 reported? It relates to an action taken in Year One but the
actual amount is not finalized until Year Two. The difference is not apparent until the later
date.
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Figure 13.8Year TwoÑSettlement of Lawsuit at an Amount $100,000 More than Originally Reported
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Figure 13.9Two Ways to Correct an Estimate
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Gain Contingencies

Question: The previous discussion focused entirely on the accounting that is required for loss
contingencies. Companies obviously can also havegain contingencies 
� . In a lawsuit, for
example, one party might anticipate winning $800,000 but eventually collect $900,000.Are
the rules for reporting gain contingencies the same as those applied to loss contingencies?
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Figure 13.10Reporting a Gain Contingency
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Talking with an Independent Auditor about International
Financial Reporting Standards
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KEY TAKEAWAY
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13.4 Accounting for Product Warranties

LEARNING OBJECTIVES
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Accounting for Embedded Product Warranties

Question: U.S. GAAP includes anembedded product warranty 

 as one type of loss
contingency. A company sells merchandise such as a car or a microwave and agrees to fix
certain problems if they arise within a specified period of time. The seller might promise, for
example, to replace a carÕs transmission if it breaks. Making the sale with this warranty
attached is the past event that creates the contingency. However, the item acquired by the
customer must break before the company has an actual loss. That outcome is uncertain.

In accounting for an embedded product warranty, several estimates are required:

O The approximate number of claims that can be expected
O The percentage of these claims will meet the requirements of the warranty
O The eventual cost from the average approved claim

As an example,General Electricreported on its December 31, 2010, balance sheet a liability
for product warranties totaling over $1.5 billion. That is certainly not a minor obligation. In
the notes to the financial statements, the company explains, ÒWe provide for estimated
product warranty expenses when we sell the related products. Because warranty estimates
are forecasts that are based on the best available informationÑmostly historical claims
experienceÑclaims costs may differ from amounts provided.ÓHow does a company record
and report contingencies such as embedded product warranties?
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Figure 13.11Year OneÑSale of Ten Thousand Compact Refrigerators for $400 Each
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Figure 13.12Year OneÑRecognize Expected Cost of Warranty Claims

-<=G�K5FF5BHM�=G�=B�9::97H�IBH=@�H<9�9B8�C:�295F�-<F99
��GGIA9�H<5H�F9D5=FG�A589�=B
H<9�M95F�:C@@CK=B;�H<9�G5@9��295F�-KC��7CGH�H<9�7CAD5BM��
������6IH�5F9�A589�:CF
H<9G9�7IGHCA9FG�5H�BC�7<5F;9
�0<9B�5�F9:F=;9F5HCF�6F95?G��=H�=G�:=L98�5G�DFCA=G98�6M
H<9�K5FF5BHM
��975IG9�H<9�9LD9BG9�<5G�5@F958M�699B�F97C;B=N98�=B�H<9�M95F�C:�G5@9
��=;IF9�
�

���295F�(B9Q+97C;B=N9��LD97H98��CGH�C:�05FF5BHM��@5=AG����H<9G9
D5MA9BHG�F98I79�H<9�F97CF898�@=56=@=HM�5G�=G�G<CKB�=B�=;IF9�
�

���295F
-KCQ)5MA9BH�:CF�+9D5=F�0CF?��CJ9F98�6M��A698898�05FF5BHM�
�-<9�57HI5@�7CGHG
7F95H9�BC�588=H=CB5@�=AD57H�CB�B9H�=B7CA9


Figure 13.13Year TwoÑPayment for Repair Work Covered by Embedded Warranty
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Figure 13.14December 31, Year TwoÑAdjust Warranty Liability from $14,000 to Newly Expected $20,000
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Accounting for Extended Product Warranties

Question: Not all warranties are built into a sales transaction. Many retailers also offer
extended product warranties 
� for an additional fee. For example, assume a business
sells a high-definition television with an automatic one-year warranty. The buyer receives
this warranty as part of the purchase agreement. The accounting for that first year is the
same as just demonstrated; an estimated expense and liability are recognized at the time of
sale.

However, an additional warranty for three more years is also offered at a price of $50. If on
January 1, Year One, a customer buys a new television and also chooses to acquire this
additional three-year coverage, what recording is made by the seller?Is an extended
warranty purchased by a customer reported in the same manner as an automatic product
warranty embedded within a sales contract?

�BGK9F���LH9B898�K5FF5BH=9G��K<=7<�5F9�EI=H9�DCDI@5F�=B�A5BM�=B8IGHF=9G��5F9
G=AD@M�=BGIF5B79�DC@=7=9G
�":�H<9�7IGHCA9F�6IMG�H<9�7CJ9F5;9��H<9�DFC8I7H�=G�=BGIF98
5;5=BGH�6F95?5;9�CF�CH<9F�<5FA�:CF�H<9�GD97=:=98�D9F=C8�C:�H=A9
�"B�ACGH�75G9G��H<9
7CAD5BM�=G�A5?=B;�H<9�C::9F�=B�5B�5HH9ADH�HC�95FB�5B�9LHF5�DFC:=H
�-<9�G9@@9F�<CD9G
H<5H�H<9�ACB9M�F979=J98�:CF�H<9�9LH9B898�K5FF5BHM�K=@@�CIHK9=;<�H<9�9J9BHI5@
F9D5=F�7CGHG
�-<9F9:CF9��H<9�577CIBH=B;�8=::9FG�<9F9�:FCA�H<9�DFC79GG�89ACBGHF5H98
DF9J=CIG@M�:CF�5B�9A698898�K5FF5BHM�H<5H�K5G�DFCJ=898�HC�9B7CIF5;9�H<9�G5@9�C:
H<9�DFC8I7H
�"B�H<5H�95F@=9F�9L5AD@9��5@@�C:�H<9�F9J9BI9�5G�K9@@�5G�H<9�F9@5H98��6IH
9GH=A5H98��9LD9BG9�K9F9�F97CF898�=AA98=5H9@M


�M�5779DH=B;�ACB9M�:CF�5B�9LH9B898�K5FF5BHM��H<9�G9@@9F�5;F99G�HC�DFCJ=89�G9FJ=79G
=B�H<9�:IHIF9
�-<=G�7CBHF57H�=G�AI7<�@=?9�5�;=:H�75F8
�-<9�F9J9BI9�75BBCH�69


�
 �B�C6@=;5H=CB�K<9F96M�H<9
6IM9F�C:�5�DFC8I7H�D5MG�H<9
G9@@9F�:CF�H<9�9EI=J5@9BH�C:�5B
=BGIF5B79�DC@=7M�HC�DFCH97H
5;5=BGH�6F95?5;9�CF�CH<9F�<5FA
HC�H<9�DFC8I7H�:CF�5�GD97=:=98
D9F=C8�C:�H=A9


�<5DH9F�
��"B�5�,9H�C:��=B5B7=5@�,H5H9A9BHG��0<5H�"B:CFA5H=CB�"G��CBJ9M98�56CIH��IFF9BH�5B8��CBH=B;9BH�%=56=@=H=9G�


�
���77CIBH=B;�:CF�)FC8I7H�05FF5BH=9G ���



F97C;B=N98�IBH=@�H<9�95FB=B;�DFC79GG�=G�GI6GH5BH=5@@M�7CAD@9H9
�-<IG��5G�G<CKB�=B
�=;IF9�
�

���#5BI5FM�
��295F�(B9Q,5@9�C:��LH9B898�05FF5BHM��CJ9F=B;�295FG�-KC
H<FCI;<��CIF���H<9�����F979=J98�:CF�H<9�9LH9B898�K5FF5BHM�CB�H<=G�H9@9J=G=CB�=G
=B=H=5@@M�F97CF898�5G�RIB95FB98�F9J9BI9
S�-<=G�65@5B79�=G�5�@=56=@=HM�6975IG9�H<9
7CAD5BM�CK9G�5�GD97=:=98�G9FJ=79�HC�H<9�7IGHCA9F
��G�=B8=75H98�DF9J=CIG@M�
@=56=@=H=9G�8C�BCH�5@K5MG�F9DF9G9BH�:IHIF9�75G<�D5MA9BHG


Figure 13.15January 1, Year OneÑSale of Extended Warranty Covering Years Two through Four
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Figure 13.16December 31, Year Two (as well as Three and Four)ÑRecognition of Revenue from Extended
Warranty
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Figure 13.17August 8, Year TwoÑRepair of Television under Warranty Contract
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Computing the Age of Accounts Payable

Question: Previously, the current ratio (current assets divided by current liabilities) and the
amount ofworking capital 
� (current assets minus current liabilities) were discussed. Do
investors and creditors analyze any other vital signs when analyzing the current liabilities
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reported by a business or other organization?Should decision makers be aware of any
specific ratios or amounts in connection with current liabilities that provide especially
insightful information about a companyÕs financial health and operations?
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Figure 13.18Information from 2010 Financial Statements for Safeway Inc.
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Talking with a Real Investing Pro (Continued)
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Video Clip
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Professor Joe Hoyle talks about the five most important points inChapter 13 "In a Set of Financial Statements,
What Information Is Conveyed about Current and Contingent Liabilities?".
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13.5 End-of-Chapter Exercises
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Also, assume that Sew Cool was
only in business for 210 days


Figure 13.23
Sew Cool Financial Statements
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Figure 13.24

Figure 13.25
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Figure 13.26
Webworks Financial Statements

Figure 13.27
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Figure 13.28
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