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Chapter 13

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

Video Clip

7@=7? HC G99 J=89C

In this video, Professor Joe Hoyle introduces the essential pointClayeterdl® "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

Y)FC656@9 :IHIF9 G57F=:=79G
97CBCA=7 69B9:=HG 5F=G=B
DF9G9BH C6@=;5H=CBG H<
C: 5B CF;5B=N5H=CB

96HG H<5H K=@@ 69 G5H=0
K=H<=B CB9 M95F :FCA H<9
C: 565@5B79 G<99H

LEARNING OBJECTIVES
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Current and Noncurrent Liabilities

Question: The June 30, 2011, consolidated balancdlsbédbfer & Gamble Company
reports totdliabilities 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 purpos@socter & Gamld&ided itcurrent 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 andowt®oes 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

QuestiorEigure 13.1 "Liability Section of Balance Sheet, Johnson & Johnson as of Janu
20117%s the liability section of the balance sheet repodeldnspn & Johnsanof January

2, 2011. Note that additional information about many of these liabilities is available in th
notes to the companyOs financial statements.
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Figure 13.1iability Section of Balance Sheet, Johnson & Johnson as of January 2, 2011

Investors and creditors (and other interested parties) who analyze an organization such
Johnson & Johnssmally spend considerable time studying the data that is provided abot
liabilities, often focusing on current liabilésy 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.Zample of Recent Current Ratios as of January 29, 2011
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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. Th
inclusion of debts usually makes a company look riskier to creditors and investors. Thus
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 financi
resources. Consequently, where possible, officials probably have a tendency to limit the
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that are reportedt what point does an entity have to recognize a liddatitydoes U.S.
GAAP ensure that all liabilities are appropriately included on a balance sheet?
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13.2 Reporting Current Liabilities Such as Gift Cards

LEARNING OBJECTIVES

H H<9 9B8 C: H<=G G97H=CB GHI89BHG G<CI@8 69 56@9 HC A99H H<9 :C@(
C6>97H=J9G

9:=B9 5B8 F97CF8 577F198 @=56=@=H=9G
+9DCFH H<9 G5@9 5B8 F989ADH=CB C: ;=:H 75F8G
77CIBH :CF ;=:H 75F8G H<5H 5F9 BCH 9LD97H98 HC 69 F9899A98

Recognizing All of a CompanyOs Current Liabilities

Question: Current liabilities often include rent payable, salary payable, insurance payab
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
often reported under the generic title Oaccounts payable.O Other current debts (interes
payable or rent payable, for example) are sometimes grouped tagethed as

liabilities because they grow gradually in size over time rather than through a specific
transactionHow does an organization determine the amount of current liabilities to be
reported on its balance sheet?
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Reporting the Sale of Gift Cards as a Liability

Question: The February 26, 2011, balance &e=ttBay Co. Isbows several typical
current liability accounts such as accounts payable and accrued liabilities. However, a $
million figure also appears titled OUnredeifb&rd Liabilities .O

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 th

B t0 a specified amount of goods or serviceSt&rontk$o McDonaldf@sAmazon.com

B these cards are sold to serve as gifts or merely as a convenient method for handling fut
paymentd-dow does a company sudbeas Buyaccount for the thousands of gift cards

c tat it sells each year?
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Figure 13.55ale 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 t
ownersDoes the liability for a gift card remain on a companyQOs balance sheet indefinite
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, balanceBhkeetidétont de Nemours and Company
(better known d3uPontshows total liabilities of approximately $30.7 billion. Immediately
following the liability section, a separate category titled OCommitments and Contingent
LiabilitiesO is included but no monetary figure is presented. Note 19 to the companyOs
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 leaBeancial reporting, what is meant

by the terms OcommitmentsO and Ocontingencies?0

BGK9F

B IBOLI7IH98 7CBHF57H GI7 CommitmentsCAA=HA9BHG FODFIGIBH IBILI7IH98 7CBHF57HG  7CBHF57H <5C
5G :CF H<9 IHIFI DIF7<5G9 G: 7pg5H98 9=H<9F CF5@@M CF =B KF=H=B; 5B8 5@@ D5FH=9G <5J9 5;F998 HC }

cpaiane ot S S ) ACKIJ9F H<9 @=GHI8 57H=CBG <5J9 BCH MOH 6998 DIF:CFA9S

H<9 65@5B79 G<99H CF =B7CA9
GH5H9A9BH 6975IG9 BC
HE5BG57H=CB <5G M9H C77IFESd ILSAD@9 5GGIA9 H<5H 5 61G=B9GG D@579G 5B CF89F K=H< 5 HFI7? 7CADS
8=G7@CGIF9 C: =B:CFA5H=CB DIF7<5G9 C: 5 @5F;9 HFI7? -<9 61G=B9GG <5wsdthtent HC D5M :CF H<=G

K=H<=B H<9 :=B5B7=5@ GH5H}YRH9<=7@9 6IH CB@M 5:HIF 89@=J9FM <5G 699B F979=J98 @H<CIl:< 5 75G< |
BCH9G =G B979GG5FM




<5DH9F

DCH9BH=5@ ;5=B CF @CG(
A=;<H 9J9BHI5@ @M 5F=G9 5
FOGI@H C: 5 D5GH 9J9BH
IB79FH5=BHM 9L=GHG 5G H(
@=?9@=<CC8 H<5H5,;5=BC
K=@@ C77IF 5B8 H<9 57HI5@
5ACIBH =:5BM H<5H K=@@

DCH9BH=5@ @CGG FoGI@
5 D5GH 9J9BH H<5H AIGH 69
F97C;B=N98 CB 5B 9BH=HMU
:=B5B7=5@ GH5H9A9BHG =:
899A98 DFC656@9 5B8 H<9
5ACIBH 75B 69 FO5GCB56@M
9GH=A5H98

N

"B5,9H C: =B5B7=5@ ,H5H9A9BHG 0<5H "B:CFA5H=CB "G CBJ9M98 56CIH IFF9BH 5B8 CBH=B;9B

69 FOEI=F98 =B H<9 :IHIF9 H<9 GD97=:=98 9J9BH 7CBJOM5B79 C: H<9 HFI7? <5C
C77IFF98 'C HF5BG57H=CB <5G H5?9B D@579 GC BC >CIFB5@ 9BHFM =G B998
@=56=@=HM 8C9G BCH M9H 9L=GH

"B:CFA5H=CB 56CIH GI7< 7CAA=HA9BHG =G GH=@@ C: =ADCFH5B79 HC 897=G:
69751G9 :IHIF9 75G< DSMA9BHG K=@@ 69 FIEI=F98 C: H<9 FODCFH=B; 7CAD5BM
9J9BHG <5J9 BCH F957<98 H<9 DC=BH K<9F9 5@ @ H<9 7<5F57H9F=GH=7G C: 5
DF9G9BH -<IG 5B 9LH9BG=J9 9LD@5B5H=CB 56CIH GI7< 7CAA=HA9BHG 5G :Cl
BCH9G :OEPont =G =B7@1898 =B H<9 BCHI9G HC :=B5B7=5@ GH5H9A9BHG 6IH B
5F9 FODCFH98 CB 9=H<9F H<9 =B7CA9 GH5H9A9BH CF H<9 65@5B79 G<99H 0<¢
7CAA=HA9BH =G 89G7F=698 =BJ9GHCFG 5B8 7F98=HCFG ?BCK H<5H 5 GH9D <!
H<5H K=@@ @=?9@M @958 HC 5 @=56=@=HM

Contingencies contingency DCG9G 5 8=::9F9BH FODCFH=B; EI5SB85FM :CF H<9
577CIBH5BH D5GH 9J9BH <5G 5@F958M C77IFF98 61H H<9 5ACIBH C: H<9 DF9C
C6@=;5H=CB =: 5BM 75BBCH M9H 69 89H9FA=B98

0=H< 5 7CBH=B;9B7M H<9 IB79FH5=BHM =G 56CIH H<9 I@H=A5H9 CIH7CA9 C: 5I
HCC? D@579 =B H<9 D5GH -<9 577CIBH5BH =G BCH 5 :CFHIB9 H9@ @9F K<C 75I
IHIF9 -C =@@IGHF5H9 5GGIA9 OMGC7?= CFDCF5H=CB 7CAA=HG 5B 57H H<5F
89HF=A9BH5@ HC H<9 9BJ=FCBA9BH GC H<5H H<9 :989F5@ ;CJ9FBA9BH :=@9C
85A5;9G -<9 CF=;=B5@ 57H=CB 5;5=BGH H<9 9BJ=FCBA9BH =G H<9 D5GH 9J9BF}
H<9 7CBH=B;9B7M !CK9J9F 6CH< H<9 7<5B79 C: @CG=B; H<9 @5KGI=H 5B8 H<¢
5ACIBH C: 5BM D9B5@H=9G A=;<H BCH 69 ?BCKB :CF G9J9F5@ M95FG 0<5H =:
G<Cl@8 69 F97C;B=N98 =B H<9 =BHIF=A

9751G9 7CAD5B=9G DF9:9F HC 5JC=8 CF 5H @95GH A=B=A=N9 H<9 F97C;B=H=1
5B8 @=56=@=H=9G 5IH<CF=H5H=J9 ;|=89@=B9G 5F9 B979GG5FM HC ;|=89 H<9
FODCFH=B; C: 7CBH=B;9B7=9G (H<9FK=G9 :9K =: 5BM 7CBH=B;9B7=9G KCI@8 9
FODCFH98

> H<5H
G ¥7CF8=B; HC .,

) H<9 F97C;B=H=CB @s5 contingency =G F9EI=F98 =: H<9

I_igig@@CK=B; 5F9 HFI9

F @CGG
D

-<9 @CGG =G 899A98 HC 69 DFC656@9
-<9 5ACIBH C: H<5H @CGG 75B 69 F95GCB56@M 9GH=A5H98

FOGI@H

H=B; :FCA

G G GCCB 5G 6CH< C: H<9G9 7F=H9F=5 5F9 A9H H<9 9LD97H98 =AD57H C: H<9 @

N 8H=B:9B7M AIGH 69 F97CF898

77CIBH=B; :CF CBH=B;9B7=9G



<5DH9F "B5,9H C: =B5B7=5@ ,H5H9A9BHG 0<5H "B:CFA5H=CB "G CBJ9M98 56CIH IFF9BH 5B8 CBH=B;9B

-C =@@IGHF5H9 5GGIA9 H<5H H<9 DF9J=CIG @5KGI=H :CF 9BJ=FCBA9BH5@ 8!

=B 295F (B9 OMGC77?= C::=7=5@G 5GG9GG H<9 G=HI5H=CB -<9M 69@=9J9 H<5F

DFC656@9 5B8 H<5H =G 5 F95GCB56@9 9GH=A5H=CB C: H<9 5ACIBH H<5H

9J9BHIS@@M <5J9 HC 69 D5=8 5G 5 FOGI@H C: H<=G @=H=;5H=CB @H<CI;< H<

5B 9GH=A5H9 5B8 H<9 75G9 A5M BCH 69 :=B5@=N98 :CF GCA9 H=A9 H<9 7CBH=

FO7C;B=N98 5G 75B 69 G98BESB 295F (B9Q LD97H98 %CGG :FCA %5KGI=H
CBH=B:9B7/M

Figure 13.%ear OneNExpected 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
probable or subject to a reasonable estimation. These two criteria will be met in some b
certainly not in all cas&ghat 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 lik
prove to be wrong, at least in some small avbabhappens when an estimate is

reported in a set of financial statements and the actual total is later found to be different

For example, as showRigure 13.7 "Year OneNExpected Loss from Lawsuit (Contingenc
Wysocki Corporation recognized a loss of $800,000 in Year One because of a lawsuit ir
environmental damage. Assume the case is eventually settled in Year Two for $900,00(
is the additional loss of $100,000 reported? It relates to an action taken in Year One buf
actual amount is not finalized until Year Two. The difference is not apparent until the lat
date.
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Figure 13.87ear TwoNSettlement of Lawsuit at an Amount $100,000 More than Originally Reported
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Gain Contingencies

Question: The previous discussion focused entirely on the accounting that is required fc
contingencies. Companies obviously can algaihasantingencies . In a lawsuit, for

DCHOBH=5@ ;5=B FOGI@H=B; dafnple, one party might anticipate winning $800,000 but eventually colleér&900,000.
5 DSGH 9J9BH H<SH =G BCH the rules for reporting gain contingencies the same as those applied to loss contingenci
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13.4 Accounting for Product Warranties
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LEARNING OBJECTIVES
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Accounting for Embedded Product Warranties

Question: U.S. GAAP includesabadded product warranty  as one type of loss

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

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 exampléeneral Electrieported on its December 31, 2010, balance sheet a liability
for product warranties totaling over $1.5 billion. That is certainly not a minor obligation. |
the notes to the financial statements, the company explains, OWe provide for estimated
product warranty expenses when we sell the related products. Because warranty estime

98 forecasts that are based on the best available informationNmostly historical claims
?Fggg)%&%%eﬁlclaims costs may differ from amounts praviedd®s a company record
c@pd report contingencies such as embedded product warranties?
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Figure 13.12
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Figure 13.1December 31, Year TwoNAdjust 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 receive
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 tin
sale.

However, an additional warranty for three more years is also offered at a price of $50. If
January 1, Year One, a customer buys a new television and also chooses to acquire thi
additional three-year coverage, what recording is made by the aplkxtended

warranty purchased by a customer reported in the same manner as an automatic produ
warranty embedded within a sales contract?
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Computing the Age of Accounts Payable
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HQuestion: Previously, the current ratio (current assets divided by current liabilities) and 1

amount oworking capital  (current assets minus current liabilities) were discussed. Do
@tetors and creditors analyze any other vital signs when analyzing the current liabilitie
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specific ratios or amounts in connection with current liabilities that provide especially
insightful information about a companyOs financial health and operations?
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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 @bapgeinl3 "In a Set of Financial Statements,
What Information Is Conveyed about Current and Contingent Liabilities?"
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Sew Cool Financial Statements

Sew Cool
Income Statement
As of December 31, 20X8

Revenue

Cost of Goods
Gross Profit

Other Expenses
Earnings before Tax
Tax Expense

Net Income
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Figure 13.26
Webworks Financial Statements

Webworks
Income Statement
As of December 31
Revenue
Cost of Goods Sold
Gross Profit

Deprec. and Amort. Expense
Other Expenses and Losses
Investment Income
Earnings before Tax

Tax Expense

Net Income
Figure 13.27
Webworks
Stmt. of Retained Earnings
As of December 31

Retained Earnings, December 1
Net Income
Retained Earnings, December 31
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Figure 13.28
Webworks
Balance Sheet
December 31
Assets Liabilities
Current Current
Cash Accounts Payable
Accounts Receivable Salaries Payable
Less Allowance for
Doubtful Accounts
Net Accounts Receivable
Trading Securities, Net
Merchandise Inventory
Supplies Inventory
Total Current Assets Total Current Liabilities
Property, Plant, and
Equipment
Equipment
Less Accumulated
Depreciation
Furniture
Less Accumulated
Depreciation
Total PP, and E
Other Noncurrent Assets
Licensing Agreement, Net
Owners’ Equity
Capital Stock
Retained Earnings
Total Owners’ Equity
Total Liabilities & Owners’
Total Assets Equity
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