T

Long-Term Liabilities

bonds are issued, the borrower records g

ds are issued at a discount—whje, i the n
_ D value of the bond issue. However, o the
the the bonds at full face value. As a regy)t of

:Say wer’s liability gradually increages from

al case—
maturity date,
this process, over

t
the origjng) .

issue p

?5 1,000,000  0.97 = $970,000). When these
o its bondholders the full $1' million face
of the bonds, the company’s liability muyst
§30,000 ($1,000,000 - _$970,000 = $30,000).

The gradual growth in the company’s liability
jjability increases at an average rate of $1,500
of the bond issue).

The discount: It gets smaller
as time passes

T Maturity
value
fesutd $1 million
price:
$970,000

Issuance
date
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(1)1::2111 ¢qual to the amoun received. If
thls‘ liability is smaller than

€ 1ssuing corporation must
e term of the bond issue,
rice to the maturity value,

is illustrated in Exhibit 106, Notice that the
per year ($30,000 total increase = 20-year life

EXHIBIT 10-6

The Carrying Value of a Bond
Discount

Bond Discount: Part of the Cost of Borrowing  As illustrated, when bonds are issued
at a discount, the borrower must repay more than the amount originally borrowed. Any dis-
count in the issuance price becomes an additional cost of the overall borrowing transaction.
In terms of cash outlays, the additional cost represented by the discount is not paid until the
bonds mature. But the matching principle generally requires the borrower to recognize this

cost gradually over the life of the bond issue.'!

When the bonds are issued, the amount of any discount is placed in an account entitled
Discount on Bonds Payable. Wells Corporation will record the March 1 issuance as follows.

- e o 8 S e N i RS S
g e Eabs et s 3

- DISCOUNt O BONds Payable ..o s

F T e R R R S A R rramoew L

- l)j!.‘! o

" pri'ce f97. '

—

Coro000
30000 ]

g

- Issued 20-year bonds with $1,000,000 face value to an underwriterat

“. If the amount of the discount is immaterial, it may be charged directly to expense as a matter oLeomve
nience. In this text, the straight-line method of amortizing bond discounts and premiums is used. The effec-
tive interest method is more common and conceptually correct and is covered in more advanced accounting

textbooks,
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Wwells cOrporation’s liability at the date of issuance appears in the bg]
ance shcet
s fol)

Long-Term Liabilities
Long- o

......................................
......

Bonds payable
Less: Discount on ponds payable

Net carrying value of bonds payable

....................
.......
_______

o

R

Bonds Payable account is treated as a contra-liabil;
he balance sheet as a reduction in the face or par va;ty account,
£ the bonds payable on the date of issuance is zzsaflbonds

to the

$illyg.
Payabe,
AMoup

The Discount o1
trated, it iS shown int
The net carrying value 0
porrowed.

Amortization
from the underwrite
must pay its bondho
resents additional interest €X

of the Discount  On March 1, 2018, Wells Corporation rece
+. When the bonds mature 20 years later on March | zrggelved $970,009
Ljers the full $1 million face value of the bond issue, T hf, the comy
pense that is spread (i.e., amortized) over the: 20-8 $30?000
bond. At each interest payment date, an adjusting entry is made to transfer ayear .hfe of the
ds Payable account into interest expense. Over time, the di portion of ¢,
alue of the bonds—the face amount less the remaining discscflf,;nl: tieclines
alance—

ion maturity value of the bond issue.
the following interest expense of $30,75(

Discount on Bon

and the carrying V.
rises toward the $1 mill
Each September 1, the company records

§1,000,000 X 6% X 1) -+ ovon i
............. $30'000

Semiannual interest payment (

Add: Semiannual amortization of bond discount
) [($30,000 discou g
. Semiannual interest expense ..« ..«

nt:—% 20years) X VBl ir s e e
o =

PR S I U B
---------
......

interest expense on September 1 throughout the life of the bond issue

The entry to record
is as follows.

~ Bond l,nteresi Expense < |
. Cash e T R LN T Y 30,750 _
Discount on Bonds Payéme _‘ ..... ey + o o 8 e B . 30000
To record semiannual interest at 6% plussmmonths o P R 6 B 6 05 750

ortization of the $30,000 discount on 20-year bon ds"payéble_ |

Notice that th izati i
e amortization of the discount increases Wells Corporation’s semiannudl
outlay. The inter

int
este:iif;tﬂe?:;g:eizsdo'bI‘ does not, however, require any immediate cash
e i 1 : * . .
mature on March 1, 2038 y the entire amortized discount will not be paid until the bonds
Every Decemb \ .
interest expense thzl; 13;211; Xzi'l: SOI_'POI‘atlon makes an adjusting entry to record four months’
is computed as follows. ed since September 1. The computation of this $20,500 accrudl

- Four monthé' acel ke o e o o
rued in . _

Add: Four months' :';!mc>r’:iizf-,<1et-St payable ($1,000,000 X 6% X 12) ..o ooveeitt $20000

(s T ion of bond di ' ' ' ;_

(/830,000 discount - 20 years) x %(jzl]sfm S 500

> o 4 LRSI T SR R ..a'.‘__‘.__‘l_. ........... 55;0

L/

- Interest sccrued from Septembs ‘
 Interest accrued from September 1 through December 31
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Bond Interest EXBENSE 4 § BSr g § oy 50, .
gond InterestPayable ...
piscounton Bonds Payable ... ... .~ T 20,000

thsr vlnterest ex ISR e E R S re s 500
record four mon Pense and to recogn; .
amortization of the discount on 20-year bongs pfya;?efOur months

B

o months later, on every March 1, a fuly semiannua] interest
pany’s bondholdefS: and an additional two months’ amortization of the dis i
nized. The $10,250 interest expense recorded on this date ig computed ag folllb:\?r:m " oo

Two months' accrued interest payable ($1,000,000 X 6% x %3)

dd: Two months' amortization of bond discount
[($30,000 discount + 20 years) x %)

..................

PN S e O M N A TN e ™

The semiannual interest payment recorded on March 1 throughout the life of the bond
issue is as follows.

ond nres Experse g0
B 5T e ks ; WA S ey U
‘:;B’oﬂd ;_nteresu?ayable ‘- 20000 «*
X Cash i : 30.000

T’;‘Sn :‘Dlstouﬁf on Bonds Péy_a b[é ‘g.“‘ :
“To record two months' interest expense
. amortization of the discount on.2

\ terest paymen ;

When the bonds mature 20 years later on March 1, 2038, two entries are required: one to
record the regular semiannual interest payment, and a second to record the retirement of the
bonds. At this date, the original $30,000 discount will be fully amortized (that is, the Discount
on Bonds Payable account will have a zero balance). The carrying amount of the bond issue
will be $1 million, and the entry required to record the retirement of the bond issue will be as

follows.

BONAS PAVEIIES wonnss s 58 5 & 54 i dironoemsr s = 5 1 5 5 seedls : os s § s 1,000,000
- Cash...... i ¥ 05 S SR GIEALS £« » L e s s B g ~ 1,000,000

Paid the face amount of bonds at maturity.

It is important to realize that over the life of this bond issue, Wells Corporation recognized
total interest expense of $1,230,000 (40 semiannual interest payments of $30,000, plus the
additional $30,000 discount).

ACCOUNTING FOR A BOND PREMIUM: AN ILLUSTRATION
As noted previously, underwriters normally purchase bonds from the issuing corporation at a
discount. Under some circumstances, however, an underwriter may actually pay a slight pre-
mium to the issuer—that is, a price above par.

To illustrate, assume that on March 1, 2018, Wells Corporation sells $1 million of 6 per-
cent, 20-year bonds payable to an underwriter at a price of 103 (meaning that the bonds
were sold to the underwriter at 103 percent of their face value). On March 1, 2018, Wells
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Corporation receives $1,030,000 cash from the underwriter ($1,000,000 x 1.03

a liability equal to t .

owe its bond

Jjability must

The gradual

the liability decreases at

life of the pbond issue)-

is nt. When these bonds i
his amot S mature in 20 years, howeyer, Werltlzcords
.’ s wi]]

holders only the $1 million face value of the bond issue. The
pe reduced by $30,000 over th.e 29 years that the bonds are Companys "ty
e company’s liability is illustrated in EXhibitu ;s()ti?;din ; tal
- Notj

decrease in th
an average rate of $1,500 per year ($30,000 total increy, « ¢ that
c <

|ssue
- jce. ;
EXHIBIT 10-7 o and 2;8 0,000 The premium: It gets smaller
The Carrying Valueé © ~ / as time passes
Premium
Maturiy
value,
$1 million

The carrying value

of bonds payable:

It gradually decreases
toward the maturity date

Issuance Maturl '
date date

A Reduction in the Cost of Borrowing  When bonds are issued

les.s than the amount originally received at the date of iss:; a:t a
ction in the overall cost of borrowing. Unlike bonds issued Cte.
ted with bonds issued at a premium will be less thanaghg1

Bond Premium:
premium, the borrower repays
The premium represents a redu
discount, the interest expense associa

semiannual cash payment made to bondholders.
When the bonds are issued, the amount of any premium is placed in an account entitled

Premium on Bonds Payable. Wells Corporation will record the March 1 issuance as follows

i o Eae e otL 4,030,000
Premium on«B.c_md‘s*Payable‘ s A e 3 -
" Bonds Payable . e g 1 oogg

Well ion's liabili .
ells Corporation’s liability at the date of issuance will appear in the balance sheet as follows.

: )Long-Term Llabilltiés
‘Bondspayable........r... R | '
Add: Premium on b PELT TR e ree O R R e e A b pomwts
onds payable .
.............. 7............»........'..."-.-,- ~ 30'000

- Carrying value of bonds payable

Note that becau
s se the Premi
the b ce sheet as o CI;::SI: ;)ntBo;xds Payable account has a credit balance, it is sho .
n the face or par value of bond y
alan an n h spa able.

Amortization

of the Premi

$1,030,000 from the un derv:fiiz:um On March 1, 2018, Wells Corporation received
- When the bonds mature 20 years later on March 1, 2038,
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Year term of th

e bond th :
oy amount _» € premium declj
soclines toward the $1 million maturity vayy, PLUS the remp; declines, and

& of the bona « " MNg premium balance....
Each September 1, the company records interest e:;i:stil;eézg e—also

: | - 1250, Computed as follows,
cemiannudl interest payment ($1,000,000 x g% X ¥2)

1 . gemiannual amortization of bond Premium T $30,000 |
- Less {§30,000 premium + 20 years) x 3] |, E
5 emianﬂua! interestexpense ... T 750 :
; i T $29,250
47 h - e
The entry to record Interest expense on September 1 throughout the life of
s follows. 11e of the bond issue is
g Interest Expense ................
premium on BondsPayable ................. ... e 29,250
TR S e« 6 4 750
Cash i vsvintem e s
7o record semiannual interest expense and to recognize six mamtner 28,000

J ecognize six months'
- amortization of the $3.00 premium on 20-year bonds payam:

Notice that the $30,000 semiannual interest payment is the same regardless of whether th
ponds are issued at face value, at a discount, or at a premium, The amortization of the r:
mium does, however, reduce the amount of interest expense recognized by the company gver
the life of the bond issue.

Every December 31, Wells Corporation must make an adjusting entry to record four
months’ interest expense that has accrued since September 1. The $19,500 accrual is com-
puted as follows.

Four months’ _a'éérhé’d ihtéres_t payable($1eoo,ooox 8% XY o Shee * . 55'20'000 ;‘

* Less: Four mcht‘hg':é?ﬁbfﬁiéﬁc’hﬂdf b°n
[($30,000 premium --20 years)x%z |

..........

Thus, the following adjusting entry is required on December 31 throughout the life of the
bond issue.

Bond Interest Expense .

 Premium on Bonds Payable N
~  Bond Interest Payable e =
" To record four months' interest expense and to recognize four months"

-~ amortization of the premium on 20-year bonds payable. "

..............................................

Two months later, on every March 1, a full semiannual interest payment is madg to ?he com-
pany’s bondholders, and an additional two months’ amortization of the premium 18 recog-
nized. The $9,750 interest expense recorded on this date is computed as follows.

Two months’ accrued interest payable ($1,000,000 X 6% X #12) +..oeveeeveerie $10,000
 Less: Two months’ amortization of bond premium -~~~ e g B ! _,2-50
(($30,000 premium = 20 years)x_?/u] e L ok haaie.
Interest accrued from January 1 thrdughMaft;h*T FEERE R
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Explain the concept of
present value as It relates to

bond prices.

Chapter 10 Liabilities
The semiannual interest payment recorded on March 1 throughout th |
el
issue is as follows. ife of e b%
Bond interest Expense «-ncxree T o
Bond Interest payablle <o esese eI 20-050
premium on Bonds oAb « - GG TR ,220
O e 0
To record tWO months’ interest expense, 10 recognize two months’ 30 00g
amortization of the premium on 20-year bonds payable, and to
record semiannual interest payment to bondholders.
When the ponds mature 20 years later on March 1, 2038, two entries are re ""%-.J
ar semiannual interest payment, and a second to record the ret?rmred; one 1
$30,000 premium will be fully amortized (thate ment of gy,
is, the py,
.

record the regul

bonds. At this date, the original
t will have a zero balance). The carrying value of ,
e bong

able accoun
illion, and the entry required to record the retirem
e
nt of the

mium on Bonds Pay
issue have been reduced to $1.m
bond issué will be as follows.
s PRI s = ARSI 1,000,000
Cash s aseeeansesn e -
onds at maturity. 00,000 £

Paid the face amount of b

In the previous {llustration involving bond discount, Wells Corporation recognized ,.

est expense of $1,230,000 over the life of the bonds. Had these same bonds been totalinter.

premium of 103, however, we €€ that the company would have incurred total inter 1ssued at o
nual interest payments of $30,000, less the $30,000 prem‘;s:,;xmnse

of $1,170,000 (40 semian
T AND PREMIUM IN PERSPECTIVE

BOND DISCOUN
From a conceptual point of view, investors might pay a remium pri

ay an above-market rate of interest. If the bonds }I)Ja); a%elow-m;::: ;:tg z;?asc bonqs -
them only at a discount. - nvestors will by
. But these concepts seldom come into play when bonds are first issued. Most b
issued at the market rate of interest. Corporate bonds are rarely issued at a‘premS i ones are
often' are iss'ued at a small discount, but this discount represents only the underwrlil:m; Sons
margin, not 11.1vestors’ response to a below-market interest rate.'? The annual effe tsert§ X
tizing bond discounts or premiums are diluted further because these amounts S
over the entire life of the bond issue—usually 20 years or more. We defer fu:tl?;: ;I:;rsusﬁ

of this topic to more advanced accounting COUrses.

THE CONCEPT OF PRESENT VALUE

Th i

moi :;I;;fi? of pres.fent value is ba_se:d on the time value of money—the idea that receiving

oy invezt rlgestrc crab!e to receiving money at some future date. Assume, for example,
promises to pay $1,000 five years from today and will pay no interest

in the meantime.
o] receva rg‘::}ftgfsﬂr’?u_ld not pay $1,000 for this opportunity today, because they
1,000 et whichn' le‘ investment over the next five years. There is a price less than
, investors would be interested. For example, if the investment could
$400 over the five-year

be purchased for $600, the i
period ($1,000 - $60()'= ; 41(1)]2){; stor could expect a return (interest) of

ssued

12
A study of 685 bond issues i
ond i
issues indicates that none were issued at a premium, and over 93 percent were |

at i

2 !SJZI‘m(:r :; ; dlstfoum of less than 2 percent of face value
_~an panies issue zero-c i '

situations, amortization of the dlggguo:t l_)onds, “{thh pay no interest but are issued at huge discouns- In thes®

expense. Zero-coupon bonds are a s _J:Hmatena] and may comprise much of the company’s total interés

pecialized form of financing that will be discussed in later accounting

course; i
s and courses in corporate finance
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The rate of interest that wil] c?use a givep Present valye 1o
called the e{iscount rate or lf..:]j?zct.th rate. The effective interestgrra(::re i i
. en time is regarded as the going Market rate of interest, (The procz‘;lred by investors at any
resent value of a future amount are illustrated i, Appendix B g iy enlcllre: fo.r computing the
concept of presen.t value is useful in Managing yoyr personal fi of this textbook, The
ot read Appendix B for your own personal de

nancial affairs,
velopment——ev s We:l;ﬁgegs;;t:a;t

10 a given future amount is

en if it has not bee

resent value to investors qf the future principal and ir’llt‘:;sptr:;:y:e:tglc; tt:): (li:) Sgll s
face value, the mark‘et rate 1s equal to the contract interest rape (also ref;'.rrcd to asnthS o ac;
or nominal rate) prmtt?d on the bond's. The higher the effective interest rate that iveste
require, the less they \fwll' pay underwriters for bonds w; i estors
example, if investors insist on a 10 l?er.cent return, they wil| pay less than $1,000 for a 9. er-
cent, $1,000 bond. In other words, if Investors require an effective interest r,ate greater :ll)um
the contract rate of interest, the bonds will be so}q by underwriters at 5 discount (a price less
than their face value). On the other hand, if market conditiong support
of less than the contract rate, the bonds will sell at Premium (a price above their face value),
Since market rates of interest fluctuate constantly,

. . it is reasonable to expect that the contract
rate of interest will sometimes vary from the market rate at the date the bonds are issued,

BOND PRICES AFTER ISSUANCE

As stated earlier, many corporate bonds are traded daily on organized securities exchanges at
quoted market prices. After bonds are issued, their market prices vary inversely with changes
in market interest rates. As interest rates rise, investors will be willing to pay less money to

own a bond that pays a given contract rate of interest. Conversely, as interest rates decline, the
market prices of bonds rise.

CASE IN POINT

This is a historical case on the impact of interest rates on the price of bonds. IBM sold to underwriters $500
million of 9% percent, 25-year debenture bonds. The underwriters planned to sell the bonds to the public
at a price of 99%s. Just as the bonds were offered for sale, however, a change in Federal Reserve credit
policy started an upward surge in interest rates. The underwriters encountered great difficulty selling the
bonds. Within one week, the market price of the bonds had fallen to 94%. The underwriters dumped their
unsold inventory at this price and sustained one of the largest underwriting losses in Wall Street history.

During the months that followed, interest rates soared to record levels. Within five months, the price
of the bonds had fallen to 76%s. As a result, nearly one-fourth of the market value of these bonds evapo-
rated in less than half a year. At this time, the financial strength of IBM was never in question; this dra-
matic loss in market value was caused entirely by rising interest rates.

Changes in the current level of interest rates are not the only factors influencing th: :::ﬂ:;
prices of bonds. The length of time remaining until the bonds mature is another major force.

453

Bond prices move inversely
with market Interest rates

a bond nears its maturity date, its market price normally moves closer and closczlr1 tc;n T;ﬁ;ﬂ;‘lg
value. This trend is dependable because the bonds are redeemed at face value on the

. z mate,
Volatility of Short-Term and Long-Term Bond Prices When :I:;f::list; ;a;f:rgicpﬁces
the market prices of long-term bonds are affected to a far greater extel? t market interest rates
of bonds due to mature in the near future. To illustrate, assume tha
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m 6 percent to 9 percent. A 6 percent bo
ket value of approximately $1,000_l:::‘:l’n°g::’ed 0 mature
days from the issuing cc_)rporanon. However, the market price of 5 ¢ t to be Colley ew day,
10 years will drop significantly. Investors who must accept these bPIercem bond in afg,
ments for many years will buy the bonds only at a discounted price Clow-markey intere;ng in

In summary fluctuations in interest rates have a far greater effect
han on the prices of short-term bonds. on the markey .
CEs Of

suddenly soar fro
will still have & mar

long-term bonds t
Remember that, after bonds have been issued, they belong to the

issuing corporatio bondholde

ance do not affect

and these changes aré

n. Therefore, changes in the market price of bonds subsequent T, not g
Iss

the amounts shown in the financial statements of the jggy;
t recorded in the co ’ : suin U
no mpany’s accounting records, 8 corp‘),aﬁ(m,

As‘Suﬁie fhﬁt youare the _ﬂhanéial advisor for a recently retired investor, Your client wantc v. ..
1o receive a stable stream of cash flow every year :::::s ;° invest |
every year throughout pg, |

 her savings in such a way as 1o
ed concern to you' regarding the volatiiity of longterm bong o
T Al i ann T p oo ks daan e L OGNd Driceg

retirement. She has express

;;,yv,hg,f,‘i;iq&érégt}iatés fuctuate. .-
- yourcen invests e savigs n a varety o ong-erm

 maturity, will interest rate fluctuations affect her annual cash flow during s these bonds uny)

s

Tetirement yearsy

. (See our commens i Conriect)

EARLY RETIREMENT OF BONDS PAYABLE
Bonds are sometimes retired before the maturity date. The princi
. . . . The principal : ¢
ea1:1y is to relieve the issuing corporation of the obligation to maie fr:talfr.;:n' for reiring bonds
If mter.est rat.es decline to the point that a corporation can borrow at an iﬁiterest payments,
that being paid onan outstanding bond issue, the corporation may benefit fr erest rate below
borlx\c;s early and issuing new bonds at a lower interest rate orn retiring those
ost bond issues contain a call provision that its 1
: ) : permits the corporation t

b'y paying a spec1f.ied price, usually a few points above face valg;. Even v:itrlfg eem the bonqs
15112?1; ttheIfc%rporauOn may retire its bonds before maturity by purchasing thel:r: a Ca:: provi-
e et. t e bond§ can be purchased by the issuing corporation at less than th"_‘ the open
" ¢, a gain is reallzefi on the retirement of the debt. If the bonds are reacqui delr carrying
1 gF((:)(;rz)(:;?go]n at a price in excess of their carrying value, a loss must be(;g::l:e ni:cydthe -
bond issue Cl;]?;;isume tha.t Briggs Corporation has outstanding a 6 percexi $10.million
issued at pa’lr il lon any interest dz}te at a price of 102. Assume also that th:a bonds were
declined to less than SH(:rmature for nine years. Recently, however, market interest rates have

Regardiess of the mzrk(::nt’ and the market price of Briggs's bonds has increased to 106.
the company exercises this ciflcfc; b'y' prior agreeient Briggs can call these boods ot 102 ¥

provision for 10 percent of the bonds ($1,000,000 face value),

the entry will be as follows.

Bonds Payable ............ vens o g S
Loss on Early Retirement of Bonds .. ... .. o 1Rmec
Cash........ T PP 20,000
TOrecordtheC ...... VIR B B e ane w e s s e g G W ,,,____.”H””“’.. 1'020,000
A — vﬁ:“ Of if.,,";"“”“’_"‘ payable at a call price of 102. Lo

P
* Falling interest rates cause b
‘- . Se bo o .
e of s, o ey et On he tter band,elling et e s POVt £
st. For this reas . onds and, perhaps . . e
on, call prices often serve as an ap&éxr;gzti.?ﬁl v bondi I;e;:il:ia "
eiling” on marke :

e e i

e o i
s i
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that Briggs called these bonds rather th
. 3 ’ an
erefore, Briggs is able to retire these bonds at their calr;egl:ir::a
¢ he bonds been below 102, Briggs might haye been able t
OurchaSi ng them in the open market.) °
p

Noticeé .
sing them at market prices,

ot: 102. (Had the market price
retire the bonds at less cost by

e am—s ot i

gstimated Liabilities, Loss Congj i
and Commitments ingencies,

iability to honor its new car warranties, 0108

'LE‘Aﬂ_N"‘G OBJECTIVE |
; Explain how estimated * - .
Jffset this expense against the related sales revenue. As »1n order to -Hiabites, loss confingencies,

As the warranty ma d
les rever y extend several and commitments are
into the future, the dollar amount of this liability (and expense) must be estimated, B cause Frimrin
ertainty regarding when warranty work will el siaemerts.
of the unc ¥ work will be performed, accountants traditionally -

il classified the lifability f9r \fl:}ltranty claims as a current liability.

By definition, estimated llablh'tlc§ involve some degree of uncertainty. However.
following conditions are met, a l'1a-b'1]ity is recognized and becomes a part of the c;ompany’s
financial statements: (1) the liabilities are known to exist, and (2) the uncertainty as to dol-
|ar amount is not so great as to prevent the company from making a reasonable estimate and
recording the liability.

LOSS CONTINGENCIES

Loss contingencies are similar to estimated liabilities but may involve even more uncer-
ainty. A loss contingency is a possible loss, stemming from past events, that is expected to be
resolved in the future.

Central to the definition of a loss contingency is the element of uncertainty—uncertainty
as to the amount of loss and, in some cases, uncertainty as to whether or not any loss actually
has been incurred. A common example of a loss contingency is a lawsuit pending against a
company. The lawsuit is based on past events, but until the suit is resolved, uncertainty exists
as to whether the company has sustained a loss and, if it has, how much was that loss.

Loss contingencies differ from estimated liabilities in two ways. First, a loss contingency
may involve a greater degree of uncertainty. Often the uncertainty extends to whether any loss
or expense actually has been incurred. In contrast, the loss or expense relating to an estimated
liability is known to exist.

Second, the concept of a loss contingency extends not only to possible liabilities but also
to possible impairments of assets. Assume, for example, that a bank has made large loans to a
foreign country now experiencing political instability. Uncertainty exists as to the amount of
loss, if any, associated with this loan. From the bank’s point of view, this loan is an asset that
may be impaired, not a liability.

when the

Loss Contingencies in Financial Statements The manner in which loss contingen-
cies are presented in financial statements depends on the degree of uncertainty involved. _

Loss contingencies are recorded in the accounting records only when both of the following
criteria are met: (1) It is probable that a loss has been incurred, and (2) the amount of 10§s can
be reasonably estimated. An example of a loss contingency that usually meets these criteria and
is recorded in the accounts is the obligation a company has for product warranties and defects.

When these criteria are not met, loss contingencies are not formally recorded, but rather
are disclosed in notes to the financial statements if there is a reasonable p.ossibility that a
material loss has been incurred. Pending lawsuits, for example, usually are @sclosed in nqtes
accompanying the financial statements, but the loss, if any, is not recorded in the a(fcounu.n 2
records until the lawsuit is settled. Companies are not required to disclose loss contingencies
if the risk of a material loss having occurred is considered remote.
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LEARNING OBJECTIVE _

Evaluate the safety of
’ _qreditors' claims,

Chapter 10 Liabllities

Notice the judgmeﬂml nature ‘of ‘the C;'llt:hria used. in accounting for Jogg
These criteria involve asse:ssm’c’:tjlt‘;»1 as t?lwﬁc er tr;e n.sk of .material 158 3% cont;
sonably POSSible'" or “‘remote.” The €0 e IV po Esstong] ,Judgmem of the ¢q

. accountants legal coqnsel, and auditors is the deciding factor ip g¢ Mpany*
agement, a¢ Loss contingencies relate only to possible losses from past ¢ co
ult from future events is not a loss contingency. vent

When loss contingencies are.disclosed n n_otes to_the financfial statements, the
describe the nature of the connngqncy an}i, tlif possible, pque an estimate of t:;ne .
of possible loss. If a reasonable estimate 0 .be almount of possible loss cannot be ea
disclosure should include the ranse of possible loss or a statement that an est'mz:tn e, the
be made. The following note 18 typical of the disclosure of the loss contingency aris:n;a:n‘“

Tom

pending litigation.

Note 8: Contingencies
any was named as defendant in a $250 miyj;,
N pa

In October of 2018, the Comp :
infringement lawsuit. The Company denies all charges and is preparing its defenge al; ten
Alnst

them. It is not possible at this time to determine the ultimate legal or financial responsih
s1bil

ity that may arise as a result of this litigation.
Sometimes a portion of a loss contingency qualifies for immediate recognition, wp
the remainder only meets the criteria for disclosure. Assume, for example, that a C(;mp af;regs
required by the Superfund Act to clean up an environmental hazard over a 10-year perioq Es
ct the total cost of the project but considers it probable that it Will'c ¢
ost

company cannot predi _ .
nize a $1 million expected loss and record jt

at least $1 million. The company should recog
a liability. In addition, it should disclose in the notes to the financial statements that the actyy)

cost ultimately may exceed the recorded amount.

n s
P’°bab1e§,i'1?‘°*-
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S. The rig, 3
Josses may Ies Tisk thyy
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COMMITMENTS

Contracts for future transactions are called commitments. They are not liabilities, but, if

material, they are disclosed in notes to the financial statements. For example, a PfOfessio;]al

baseball club may issue a three-year contract to a player at an annual salary of $8 million
for services to be rendered in the future. There is no obligation t(;

This is a commitment to pay
make payment until the services are received. As liabilities stem only from past transactions

this commitment has not yet created a liability.
Other examples of commitments include a corporation’s long-term employment contract

with a key officer, a contract for construction of a new plant, and a contract to buy or sell
inventory at future dates. The common quality of all these commitments is an intent to enter
into transactions in the future. Commitments that are material in amount should be disclosed

in notes to the financial statements.

[Evaluating the Safety of Creditors’ Claims _]

Cregiitors, of course, want to be sure that their claims are safe—that is, that they will be paid
on time. Actually, everyone associated with a business—management, OWners, employees—
should be concs:rned with the company’s ability to pay its debts. If a business becomes illiquid
(un;blc to pay its obligations), it may be forced into bankruptcy.15
panyc;(t) ﬁznctl:ifan;?n;gcem;nt want th.e businesF to remain liquid, but it also wants the COT’“'
D el oot s hi 1 src it rating with agencies such as Moody’s and Standard & Poor’s.
I saliatity Gobiy 5 12 corl:}%)‘any borrow money more easily and at lower interest rates.
ferent relationships. Shoi,t-tgr; lc;t)g_Short-ter.m creditor.s and long-lerm credit0r§ loo}( af Qlf'
Long-term creditors, in contrast zr:(i);f o mte.rested in the company § immedlat? llgllldlt)’-
) erested in the company’s ability to meet 1S interest

5 Bankruptcy is a | . ,
Court, So;et)i/mes tﬁfaioﬂr:;ua?l mllsd ir wmcp the company's fate is determined largely by the US- Bankrup'®y
business is closed and its assetz meoﬁammd and allowed to continue its operations. In other cases, the
bankruptcies, the company’s credi sold. Often managers and other employees lose their jobs. In almost al
pany’s creditors and owners incur legal costs and sustain financial losses.
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g riod of years .
opligations over a pe » 88 well as itg gpy; 457
ast come due. ‘ 1Y 10 repay or refin
[n previous chapters We introduced severy] Meas
.t risk. These MEAsUres are summarizeg i, ures of shory

e A i -term liquid;
catio, which s discussed as follows, Exhibit 10-8—along w?t‘;:c:'htz ;:‘t: long-term
Iest cover-

ance large obligations

S OF DETERMIN
METHOD ; INING CRED)T
interest Coverage Ratio  Creditors, investors, g WORTHINESS
en 4 cOMPpany has enough income to cover its inte managers al] feg] more comfortab)
e

wh
. rest pa .
between earnings aidyf“ems by a wide margin. One
. o> didinterest expense i the interest

¢ ) - Rk
ense. From a creditor’s point of view, the higher ¢ Peraling income by the annual interest

= . . . . ’ his rati
companics With good credit ratings had interest covera 0; Ll}e betltler. In past years, most

» Perhaps, 4 to | or mo
' 1e.

&€ ratio
Less Formal Means of Determining Creditworthiness

credit mVOIVC.formal analysis of Fhe borrower’s financia] g Not all decisions to extend
goods Of services, for example, will sell op account to almo:ements. Most suppliers of
pess—unless they kno'w the customer is in severe financial diffi a’l‘y long-established busi-
» well-established business, these suppliers may investigate th iculty. If the customer is not
contacting a credit-rating agency. € customer’s credit history by

In lending to small businesses organized as corporati
o .
holders to personally guarantee repayment of the loan. e lenders mey requive key. ok

HOW MUCH DEBT SHOULD A BUSINESS HAVE?
All businesses incur some debts as a result of normal busin, » i
for example, accounts payable and accrued liabilities. But maz;stPerahons. e

) . usinesses a i
ong-term debt, such as mortgages and bonds payable, to finance growth anﬁg;:;:sei?nuiz

this wise? Does it l:?eneﬁt the stockholders? The answer hinges on another question: Can the
horrowed funds be invested to earn a return higher than the rate of interest paid to creditors?

Using borrowed money to finance business operations is called applying leverage ;3:2'
sive use of leverage—that is, a great deal of debt—sometimes benefits a businesg c.lrama:li-
cally. But there are potential negative consequences.

If borrowed money can be invested to earn a rate of return higher than the interest rates
paid to the lenders, net income and the return on stockholders’ equity will increase.'® For
example, if you borrow money at an interest rate of 6 percent and invest it to earn 10 percent,
you will benefit from “the spread.”

But leverage is a double-edged sword—the effects may be favorable or unfavorable. If the
rate of return earned on the borrowed money falls below the rate of interest being paid, the
use of borrowed money reduces net income and the return on equity. Companies with large
amounts of debt sometimes become victims of their own debt-service requirements.

The effects of leverage may be summarized as follows.

l'!e_latlonship' of Return on Assets ' - Effect on Net Income
to Interest Rate on Borrowed Funds and Return on Equity

Increase
" Decrease

* Return on Assets > Interest Rates Being Paid
Return on Assets < Interest Rates Being Paid

The more leverage a company applies, the greater the effects on net income and the return
on equity. Using more leverage simply means having more debt. Therefore, the debt ratio 1s a
basic measure of the amount of leverage being applied.

16 . .
The rate of return earned on invested capital usually is viewed as the overall return on assets—that1s, f
et income expressed as a percentage o

operating income divided by average total assets. Return on equity is :  Chanter 14
average stockholders’ equity. Both of these return on investment measures are discussed in Chapter 14.
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ted in Chap- 1O m;tk:ai wise use of that information, Th
clearly demonstrated in accounti * *T€SE pring
ting for liabilities, 1Ples 4,

Od l that was I en tha h]b T 3
Ubays M € ince th ’ ¢ Ex i
: lt 10...8 p OVideS a summ Of SO
me of tht

Recall in the Path
ful information
mon measures used by creditors and investo
IS to eval i

ter 1, and has been referred to € o
important goal of accounting i providing use -
for making sound decisions. You also have !ea{ned that .51gmf1- o
cant judgment is required to prepare financial information an _ ya.C_ovn_JP._ y’s short-term and long-term debt-payin
e ; ty.
EXHIBIT 10-8 ﬂ’ﬂ,/ Long-Term
Measures of Debt-Paying ] e divided b current Debt ) —_—
Ability Quick ratio—Most liquid assets ¥ ratio—Total liabilities divided
liabilities; @ stringent measure of liquidity. assets. Measures percentage of ¢ b¥ tota]
Current ratio—Current assets divided by current structure financed by creditors. P
ure of liquidity, put Interest coverage ratio—O
W T —
divided by interest expensz. ;alntg'vss'r':come
Ow

he most common meas
n the quick ratio.

many times the company earns its anp

ual

nt assets less current
itted” liquid resources interest obligations.
Trend in net cash flows from operating

of how quickly receivables
activities—Indicates trend in cash-
generating ability. Determined from

liabilities; t
less stringent tha

Working capital—Curre
liabilities; the “uncomm

r rates—Measures
is sold. (Computed

Turnove
are collected or inventory
separately for receivables and inventory.) om .
ra

Operating cycle—The period of time required to pa 'Ve'Statements of cash flows,
convert inventory into cash. Traer;d in Slft income—Less related to debt

. n i -
Net cash flows from operating activities—Measures Z xgellz:t m'g;ts':ja" C?Sh flow, but still an
a company's ability t0 generate cash. (Showninthe  health re of long-term financial
statement of cash flows.) ’

dy access to additional

Lines of credit—Indicates rea
cash should the need arise.

Assume that you are a credit analyst at a bank. Welch, Inc. wants to borrow from your bank
short-term basis. You assign the task of reviewing Welch’s shori-term creditworthiness to e Ifn :
_ intern working for your bank. The intern remembers that working capital (current assets mi" o
rent lial?ilfties) and the cqrrent'ratio {current assets divided by current liabilities) are useful lt':::lsmf:
evaluating short-term liquidity. Selected financial information is as follows (all items arein miltiuns)r
Recent Year Prior Year

Cash and cash equivalents '
Shortfer Ivesiments $12,000  $14,000
Accounts receivable (net) 200 975
Financing receivables 6,600 6,500
Inventories 3,200 3,300
Other current assets 1.400 1,400
Total current liabilities 4,000 3400
Cash provided by operations _ 23,500 22,000
Net income , 3,300 5,500
Theintern is co , : | 2400 3,500
year s $3.900 :]Ciﬁif::.d about lending money to Welch because working capital for the most recent
ssessmert?

Asaresult, Welch" .
s currentratio is only 147 for the recent year. Do you agree with the intem’sa

(See our comments in Connect.)
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N v'f the most infamous financia] frau
one © at Enron and was revealed i,
occu of the Enron fraud involveq
major Epﬁg“ understated its debt by at Jeaq $550 million each gov?:a::“q . 1? o,
debt. g 997 to 2000. Enronts ntanagnmcnt Was motivateq frauduientzcltri:? Cﬁll o
o eate debt in or:lj:;g;;t]c; ma,mtam a high credit rating from out the t:ooperatg;nl ocfo
;&oody’s and Standar ‘ hOOl‘ S, } auditors, credjt rating

e S engaged in the energy buslne_ss and was algg ,

Eer of contracts to buy and sell commodities. pq gh time of

ud, Enron was traded on the New York Stock Exchange.

the fravelati on of the financial improprieties at Eprop, in October

;‘gglfi Itimately led to a collapse in Enron’s cregit rating. Without

ds in U§, history
the fall of 2001, A
the understatement of

ess t0 0Ngoing financing, Enron was forceq to file for bank.
acc

in December 2001. At the time of Enrop's bankruptcy fj].
ruptcy as the seventh-largest corporation in the Upjgeg States,
ing, it Wn understated its liabilities by transferring debt to Special
E“f:e entities (SPEs). SPEs are separate entities established
purp orations to accomplish specific purposes, Often, the eco-
by corP bjective of an SPE is to borrow money and then, transfer
nomic 00} onsoring corporation without the Sponsoring corpora-
it to the s to report the SPE’s debt in its balance sheet,
tion ha"éng PEs were organized as partnerships, and Enron’s
-T?egnanci al officer, Andrew Fastow, was the managing
chie artner of a number of them. Fastow and other Enrop
general P were among the parties providing equity capital to
tehmPSl(;,)gfSEm’on guaranteed these investors that they would not
¢ SPEs. . -

this former large,

government multimillion-d
their Enron involvement,

@;cial Types of Liabilities j

BT is noi g - d long-term obliga-
' lities discussed up to this point have been those short term an g-term

’t‘he fypes 3{,:::2:1 by most organizations. Here we examine three special types of liabilities most

uolr:lsm e::‘t’o large organizations: (1) leases, (2) postretirement benefits, and (3) deferred taxes,

col

LEASE PAYMENT OBLIGATIONS

eeded in its business operations or, as an alternative, it may
g ;tmgaf:ﬁh:s ;gltfa:ts Sigtswll]ﬂch the lessor gives the lessee the right tn use an asset for a
least‘j t1lt;eiﬂgeriod of time in exchange for periodic rental payments. The lgssor is the nwrlua(r1 of t]t::
%ﬂy; the lessee is a tenant or renter. Examples of a;;ets l?:csll];etlllg: ::cequ:t?:igzul:das: 1s1tt:n ltliai;‘tlha :
obiles, building space, computers, and equipntent. The ; . :
:rlill signiﬁcanﬂygchznge accounting for leases, including the tenmnolggy uf:ﬁe?s iﬂﬂ% ;zcir
tions of this chapter, we retain the current terminology of Operattng an thcapl sandard, Thooplce
widespread use in practice and the relatively long_transmon penod tod e ntiet\:l - tenninology.
ment terminology is shown in parentheses following the operating and cap

OPERATING LEASES rty for a limited period
When the lessor transfers to the lessee the right to use 1033?“ prope r}:tract i Yrtowa: s Bl
of time, but retaing the usual risks and rewards of ownP:rShlPo ‘h? c: contract leasing office
Operafing lease (Type B lease). An example of an operating 1eg:lsell:ssor can receive the ben-
$pace in an office building. If the building increases mn value, ttﬁe rental rate once the initial
¢fits of this increase by either selling the building or tncre.asmaglue the lessor bears the 1oss.
le2¢ term has expired. Likewise, if the building declines in value,

uld not have been accomplished with- p
outside professionals (e.g., attorneys, 4
agencies, and investment bankers). '

has numerous ethical and corporate‘
8. Given the complexity of Enron’s

4
;

]

international accounting firm, A number |
of major Wall Street investment ban

ks have paid the U.S, 4

ollar settlements stemming from

-Lo10-10

LEARNING OBIECTIVE
Describe reporting

issues related to leases,
postretirement benefits, and
deferred taxes,
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for an operating lease, the lessec treats the lease payments .
for the lease payments as {'ental revenue. No asset o liability (otl}l'al CXpense g1y
e for accrued rent payable) relafmg to the lease appears in the lessee'sc; l:lan #shon.

this reason, operating Jeases are sorr}eumes referred to as off-balance St n:::ce sheeg
cli:l‘(;lc;losme is requi of the amounts due in each of the next five years, plus the balance thc::“g ang
Teafter

In accounting
the lessor accounts

L LEASES : -
CAPITA ed to provide financing to the lessee for the eventyg) purch
Chase

intend
se contracts arc inten .
;Zn;:;;zny or to provide the lessee with use of the property over most of its useful life, 1

: is called a capital lease (Type A lease). In contrast to an gperar:
con_u:lclte‘:;zh:ri;?f{:rs most of the risks and rewards of ownership from the less gf:ztltgg :ease,
cap;:t m an accounting viewpoint, capital leases are regarded as equivalent to a sale of th:s see,
erty g; the lessor to the Jessee, even though title to the leased property has not been transffnlzg‘
A capital lease is recorded as 2 pur'chase l'Jy the lessee and as a sale of property by the s

For example, when equipment 18 acquired through a capital lease, the lessee debits 5 as'set
account, Leased Equipment (0r Right to U"se Asset under the new FASB standard) , ang e
a liability account, Lease Payment Obligation, for the present value of the future lease PayTent,
Lease payments made by the lessee are alloc.jated between Interest Exper.]se z'md a reduction iy .
liability Lease Payment Obligation. The portion qf the lease payment ob]{gauo,, 'that willberepag
within the next year is classified as a current habnl.lty, and tl’le remainder is classified as long ter,

No rent expense is recorded by the lessee in a capital lease. The asset account Leageq

Equipment is depreciated by the lessee over the estimated useful life of the equipment o the
pending on the circumstances surrounding the capitalization of

length of the lease term, de ! i
f future payments on the lease is also required. Accounting for capita]

the lease. Disclosure 0 . : .
Jeases is illustrated in Appendix B at the end of this textbook and is covered in greater depth

in more advanced accounting classes.
Distinguishing between Capital Leases and Operating Leases The Financial
Accounting Standards Board (FASB) has identified certain criteria that qualify a lease as a
capital lease. For example, if the lease transfers ownership of the property to the lessee at the
lease is a capital lease. Similarly, if the lease term is equal to 75

end of the lease term, the
ated economic life of the leased property, the lease is a capital

percent or more of the estim
lease. Leases that do not meet any of specified criteria are accounted for as operating leases.

LIABILITIES FOR PENSIONS AND OTHER
POSTRETIREMENT BENEFITS

Many employers agree to pay their employees a pension: that is, monthly cash payments for
life, beginning at retirement. Pensions are not an expense of the years in which cash pay-
ments are made to retired workers. Employees earn the right to receive the pension while they
are working for their employer. Therefore, the employer’s cost of future pension payments
accrues over the years that each employee is on the payroll.

The amounts of the retirement benefits that will be paid to today’s workers after they retire
are not known with certainty. Among other things, these amounts depend on how long retired
employees live. Therefore, the employer’s obligation for future pension payments arising dur-
ing the current year must be estimated.

Employers do not usually pay retirement pensions directly to retired employees. Most
employers meet their pension obligations by making periodic payments t0 a pension fund (or
pension plan) throughout the years of each worker’s employment. That fund then pays retire-
ment benefits directly to retirees.

A pension fund is an independent entity managed by a trustee (usually a bank or an insur-
f;lgﬁecompany )- As the employer makes payments to the pension fund, the trustee invests the
incomyelgnzezurme; such as stocks and bonds. Over time, the pension fund earns invt.istmem
Rl frflgftttr}l’eaccurlnulates t9 a balance far in excess of the employer’s deposits. he

If the employer meefsn;lljl Z);ell;—d@burses moqthly pe.nsic.m benefits to retired yvorkers. -
pension fund, the pension fund iI : ?;tlmated pension obligations by p - ty paying o 1lriia.
bility for pension payment § said to be fully funded. If a pension plan s fully funded, 10

s appears in the employer’s balance sheet. The employer’s obligation
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and involves many assumptions, Tpe AMount of thig ey Pension expense i
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rage age, Tetirement age, and life €Xpectanc
. Ave

Y of employees,
turnover rates.

! Cnts made to
;s disch each payment to this fund by g
records

ion Expenge

Expec
]

nsion fung assets,

example, assume that the actuarial firpy, of Gibson & Holt
For er Cable Company of $450,000 for the current year. This amoynt Tepresents the pres-

for Cran; of pension rights granted to Cramer’g employees for th,

ent vé;‘; To fully fund this obligation, Cramer

the yed:

€ work they performed during

' transfers $450,000 to National Try
stee of the company’s pension plan,

tru

Computes g Pension expense

st Co., the
The following entry summarizes Cramer’s fully fundegd pension expense for the year.
Pension EXPENSE -2+ 450,000
QoS oonveee et 450,000
ion expense for the year as determined by actuarial firm of
Pension & E Holt; fully funded by payments to Natjong| Trust Co.
GibSOM e e oy s

tirement Benefits Other Than Pensijons In addition to pension plans, many
Postre. have promised their employees other types of Postretirement benefits, such a5
compan,les health insurance. In most respects, these nonpension postretirement benefits are
continulﬂgf : in the same manner as are pension benefits, Many
aclclol;flll‘l:’:ij ﬂ? eir obligations for nonpension postretireme
fully

companies, however, do not
nt benefits, Recognition of the annual
se often includes a credit to an unfunded liabilit
expen

Y for part of the cost.
tinuing with our illustration of Cramer Cable Company, assume that Gibson & Holt
Con

for the company a $185,000 nonpension postretirement benefits expense fo the
wmp:;]tt;iar Unlike its pension expense, however, Cramer does
curre -

not fully fund its nonpension
obllifat;(;;lséo percent of the $185,000 expense was funded, the entry to summarize this
0
expense for the year is as follows.

.......... 185,000

........................... 111,000
Unfunded Liability for Postrétirement Benefits

' irer fits expense per report of
nonpension postretirement bene
° lé;)c;:;jn & HF:)lt, actuaries; expense funded to the " ,.

e

TR 74,000 &

The portion of the unfunded liabili

is classified as a current liability; the remainder is classified as a long-term liability.

1 ts are
Unfunded Postretirement Costs Are Noncash Expenses Postretirement cos

recognized as ex
fully funded, the
this expense. By
the employees retire.

Unfundeq retirement ben
charged

the

i ded liability.
$185,000 - $1 1,000). This amount corresponds to the growth in the unfun

ty that the company expects to fund during the next year

: : sts are
penses as workers earn the right to receive fhize benefits. I th;sgdc:qual to
company makes cash payments to a trustee within the curre?tn;:;de - e
tif these benefits are not funded, the cash payments are no

i ense is
efits often are called a noncash expense. That 1::t stlll; f}ffperiod.
“gainst current earnings, but there are no corresp °“d“’g§ aShaI:;yg:;laYs by §74,000
Previous illustration, notice that the expense exceeds the ¢
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Unfunded Liabilities for Postretirement Costs: Are They Signin
Many of America’s largest and best-kn_own corporations have obligationg fCam "
retirement benefits that are large rel.atlve to their total assets and other l_or.u‘nfnn Py Nty
several things to consider in e\falqa'tmg a company’s ability to pay its un;:blhties repw
ment costs. First, this liability represents only the present valye Of the ec: liability :.m
payments. The future payn.'ler!ts are expected t<? be substantially more than thee Estimateq flltu:
the balance sheet. Next, this liability may continue to 8roW, especially if the coa:ount Showy, i
employees today than in the past. On the other hand, this liability does poy have to b .- More
once. It will be paid over a great many years~——.the life span of today’s workforce be pajg il
In evaluating a company’s ablhty' to meet its postretirement obligations, we.s
ing to the statement of cash flows in addition to ti.le balance sheet ang incom:
In the statement of cash flows, paymeths of p.ostretlrement costs are classified ,
activities. If a company has a steadily increasing net cash flow from Operating aig"?’f““"g
is in a stronger position to handle retir.ement costs as they come due. But if the net cvmes, it
from operating activities starts to decline, the company may have no chojce but to ash f)
benefits it provides to retired employees. Often these benefits are not contractya]

reduced at management’s discretion.

DEFERRED INCOME TAXES

We have learned in earlier chapters that certain differences exist between the way some
enues or expenses are recognized in financial statements and the way these same itemsr:.:
reported in income tax returns. For example, most companies use the straight-line methog
of depreciation in their financial reports but use an accelerated method in thejr income tax
returns. Because of such differences between accounting principles and tax rules, income
appearing in the income statement today may not be subject to income taxes until futyre vears
However, the matching principle requires that the income shown in an income statement be
offset by all related income taxes expense, regardless of when these taxes will be paid. The
entry to record a corporation’s income tax expense might appear as follows, assuming that
$200,000 of the current-year income tax expense is deferred to future years.

postretire

BBest Jogy

Teduce the
and cap

Income Ta)f _{;;)gpégse:‘ 11,000,000 ;
~ Income Tax Payabl 3 S ¥ el - 800,000
Deferred INCOME TaXES:ikiiex it fnn dniie ve sovhufvnnsnss o 200,000
To record cofpore_itgé ih_cbme:"'ta}k icable to the income of the
' currentyear. .. Fa _

Income Tax Payable is a current liability representing the portion of the income taxes
expense that must be paid when the company files its income tax return for the most recent
year. The portion of income taxes expense that is deferred to future tax returns is credited to
a liability account entitled Deferred Income Taxes, which is treated as a noncurrent liability.
Accounting for deferred income taxes involves a number of complex issues that are addressed
in more advanced accounting courses.

[Concluding Remarks ' J

Other than profitable operations, businesses have two basic sources of financing their ass?ts:
liabilities and owners’ equity. Throughout this chapter, we have studied current liabilities,
long-term liabilities, and estimated liabilities common to most large businesses. We have
learned that liabilities differ from owners’ equity in several respects. The feature that m(.)St
clearly distinguishes the claims of creditors from those of owners is that virtually all liabilities
eventually mature and become due, We have also learned that the claims of creditors ‘e
legal priority over the claims of owners.

In the next two chapters, we turn our attention to owners’ equity. We examine many imPf’r'
tant topics including treasury stock transactions, cash dividends, stock dividends, stock splits
and the differences between common and preferred stockholders.




