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Reporting and Interpreting
Liabilities

ach week, Starbucks serves customers more than 50 million times. The company, founded in 1985, has
more than 17,000 coffechouses and does business in 55 international markets. The mission statement for
the company is “to establish Starbucks as the premier purveyor of the finest coffees in the world.” After a brief
period of slower growth, store closures, and cost reductions, the company recently reported an 11% increase in
sales and a 43% increase in stock price. This success is the result of increased emphasis on the company's core
values.
To achieve its goals, Starbucks must focus on a number of activities. The annual report identifies several of
them:

« Serve the finest cup of coffee in the world.

 Grow the company one customer at a time based on exceptional customer service.

o Make someone's day with a relaxing in-store experience including music, art, and high-speed wireless
Internet access.

In addition to these operating activities, management must focus on a number of critical financing activities
to ensure that the company remains profitable and is able to generate sufficient resources to maintain liquidity
and eventually open new coffeehouses. The financing activities for Starbucks serve two important purposes.
They generate funds to (1) finance the current operating activities of the business and (2) acquire long-term
assets that will permit the company to grow in the future.
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After studying this cl;apter, you should be able to:

9-1 Define, measure, and report current liabilities. p. 453

9-2 Analyze the accounts payable turnover ratio. p. 454

9-3 Report notes payable and explain the time value of money. p. 458

9-4 Report contingent liabilities. p. 460

9-5 Explain the importance of working capital and its impact on cash flows. p. 462
9-6 Report long-term liabilities. p. 464

9-7 Compute present values. p. 466
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9-8 Apply present value concepts to liabilities. p. 469
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Starbucks

MANAGING FINANCING ACTIVITIES

www.starbucks.com

UNDERSTANDING THE BUSINESS

Businesses finance the acquisition of their assets from two external sources: funds supplied by creditors (debt)
and funds provided by owners (equity). The mixture of debt and equity a business uses is called its capital
structure. In addition to selecting a capital structure, management can select from a variety of sources from
which to borrow money, as illustrated by the liability section of the balance sheet from Starbucks shown in
Exhibit 9.1.

What factors do managers consider when they borrow money? Two key factors are risk and cost. From the
firm's perspective, debt capital is more risky than equity because payments associated with debt are a company's
legal obligation. If a company cannot meet a required debt payment (either principal or interest) because of a
temporary cash shortage, creditors may force the company into bankruptcy and require the sale of assets to
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satisfy the debt. As with any business transaction, borrowers and lenders attempt to negotiate the most favorable
terms possible. Managers devote considerable effort to analyzing alternative borrowing arrangements.

Companies that include debt in their capital structure must also make strategic decisions concerning the
balance between short-term and long-term debt. To evaluate a company's capital structure, financial analysts
calculate a number of accounting ratios. In this chapter, we will discuss both short-term and long-term debt, as
well as some important accounting ratios. We will also introduce present value concepts. In the next chapter, we
discuss a special category of long-term debt, bonds payable.
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Starbucks Consolidated
Balance Sheets

STARBUCKS

STARBUCKS CORPORATION

Consolidated Balance Sheets

{in millions, except per share data}

Current liabilities:

Oct. 2,2011

Liabilities

Page 452

Oct. 3, 2010

REAL WORLD EXCERPT Accounts pavable % 5400 £ 2826
Annual Report Accrued compensalien and related costs R 4000
Accrued oooupancy cosis 148.3 173.2

Accrued taxes 109.2 100.2

Insurance reserves 145.6 1462

Other accrued habilities 3190 262.8

Deterred revenve 4403 414.1

Total current liabilities 20758 1.379.1

Long-term debt 5495 3494

Diher long-lerm liabilities MR 3751

Total liabilities $2.973.1 £2.703.6

Liabilities Defined Ciprenkiililiias Long-Term Present Value
and Classified Liabilities Concepts

s Accounts Payable
+ Accounts Payable

Turnover Ratia

» Accrued Liabilities
+ Notes Payable
s Current Portion of

Long-Term Debt

» Deferred Revenves
+ Estimated Liabilities

Reported on the Balance
Sheet

+ Estimated Liabilities

Reported in the Notes

» Working Capital

Management
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LIABILITIES DEFINED AND CLASSIFIED Page 453

LEARNING OBJECTIVE 9-1

Define, measure, and report current
liabilities.

LIABILITIES are probable debts or
obligations that result from past
transactions, which will be paid with assets
or services.

Most people have a reasonable understanding of the definition of the word liability. Accountants formally define
liabilities as probable debts or obligations of the entity that result from past transactions, which will be paid
with assets or services. As Exhibit 9.1 shows, as of October 2, 2011, Starbucks had borrowed on a long-term
basis $549.5 million. The company has a current obligation to pay cash to its creditors at some time in the future
based on the borrowing agreements. Because of this obligation, Starbucks must record long-term debt.

When a liability is first recorded, it is measured in terms of its current cash equivalent, which is the cash
amount a creditor would accept to settle the liability immediately. Although Starbucks borrowed $549.5 million,
it will repay much more than that because the company must also pay interest on the debt. Interest that will be
paid in the future is not included in the reported amount of the liability because it accrues and becomes a
liability with the passage of time.

CURRENT LIABILITIES are short-term
obligations that will be paid within the
current operating cycle or one year,
whichever is longer.

Like most businesses, Starbucks has several kinds of liabilities as well as a wide range of creditors. The list of
liabilities on the balance sheet differs from one company to the next because different operating activities result
in different types of liabilities. The liability section of the Starbucks report begins with the caption Current
Liabilities. Current liabilities are defined as short-term obligations that will be paid within the current
operating cycle of the business or within one year of the balance sheet date, whichever is longer. Because most
companies have an operating cycle that is shorter than one year, current liabilities usually can be defined simply

as liabilities that are due within one year. Noncurrent liabilities include all other liabilities.

[IQUIDITY is the ability to pay current
obligations.

Information about current liabilities is very important to managers and analysts because these obligations
must be paid in the near future. Analysts say that a company has liquidity if it has the ability to meet its current
obligations. A number of financial measures are useful in evaluating liquidity, including the current ratio
(discussed in Chapter 2) and the dollar amount of working capital (defined as current assets minus current
liabilities). Starbucks reported current assets of $3,794.9 (million), which results in working capital of $1,719.1
(million). Working capital is a margin of safety that ensures a company can meet its short-term obligations.

Working capital management involves a delicate balance. On one hand, working capital provides liquidity
and a margin of safety. If sales activity slows, for example, working capital provides resources to maintain
business operations during a period in which there are reduced cash inflows from customers. On the other hand,
excess money tied up in a checking account or inventory is not productive because it does not generate profits.
Companies have become very sophisticated in managing working capital to provide needed liquidity without
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tying up excessive amounts of money in nonproductive assets. One example is the just-in-time (JIT) inventory
method, which uses statistical methods to maintain optimal levels of inventory based on forecasted needs.

CURRENT LIABILITIES

Many current liabilities have a direct relationship to the operating activities of a business. In other words,
specific operating activities are financed, in part, by a related current liability. Some examples from the
Starbucks annual report (Exhibit 9.1) are:

Operating Activity Curent Liability

Purchase coffee inventory Accounts payable

Rent store spaca for Accrued cocupancy costs
coffeehouse

Servica performad by Accrued compensation costs
employaas

i

Cash received from customars Deferred revenue
for future purchasas of coffee
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Early in this chapter, we mentioned that Starbucks is aggressively opening new stores each year. ~ T==—=r="y
As a result, it must buy more inventory, rent more store space, and hire more employees. By PaEe 454
understanding the relationship between operating activities and current liabilities, an analyst can
easily explain changes in the various current liability accounts.

We will now discuss the current liability accounts that are found on most balance sheets.

Accounts Payable

Accounts Payable Titles
{sample of 600 companies)
0D 100 200 300 400 500

Combinad l

with others
Trade

accounts -

payable
Accounts
payable

Most companies do not produce all the goods and services that they use in their basic operating activities.
Instead, they purchase some goods and services from other businesses. Typically, these transactions are made on
credit with cash payments made after the goods and services have been provided. As a result, these transactions
create accounts payable, also called trade accounts payable. Accounting Trends & Techniques (published by
the AICPA) examined the reporting practices of 600 companies and found that most companies use the term

accounts payable. !

For many companies, trade credit is a relatively inexpensive way to finance the purchase of inventory
because interest does not normally accrue on accounts payable. As an incentive to encourage more sales, some
vendors offer generous credit terms that may allow the buyer to resell merchandise and collect cash before
payment must be made to the original vendor.

Some managers may be tempted to delay payment to suppliers as long as possible to conserve cash. This
strategy normally is not advisable. Most successful companies develop positive working relationships with
suppliers to ensure that they receive quality goods and services. A positive relationship can be destroyed by
slow payment of debt. In addition, financial analysts become concerned if a business does not meet its
obligations to trade creditors on a timely basis because such slowness often indicates that a company is
experiencing financial difficulties. Both managers and analysts use the accounts payable turnover ratio to
evaluate effectiveness in managing payables.

[l ANALYTICAL QUESTION

How efficient is management in meeting its obligations to suppliers?

[ RATIO AND COMPARISONS

The accounts payable turnover ratio is computed as follows:

Accounts Payable Tumover = Cost of Goods Sold + Average Accounts Payable

The 2011 accounts payable turnover ratio for Starbucks was:
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$4,040.3 = $411.3* =120
e i e *{$540.0 + $282.6) + 2 = $411.3
COMPARISONS OVER TIME COMPARISONS WITH COMPETITORS
Starbucks Peet’s Cofiee Caribou Coffee
2000 2010 2011 2011 2011
146 16.2 120 18.0 17.7
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I INTERPRETATIONS —
Page 455

In General The accounts payable turnover ratio measures how quickly management is paying e Ss—
trade accounts. A high accounts payable ratio normally suggests that a company is paying its

suppliers in a timely manner. The ratio can be stated more intuitively by dividing it into the number of days in
a year:

Average Age of Payables = 365 Days < Turnover Ratio

The 2011 average age of payables for Starbucks was:
365 Days + 12.0 = 30.4 Days

Focus Company Analysis The accounts payable turnover for Starbucks is lower than both of its competitors
and shows a fair amount of variation over time. Usually, a low ratio would raise questions concerning a
company's liquidity. Starbucks, on average, pays its creditors within approximately 30 days, which represents
normal credit terms. Analysts would consider this ratio to be strong.

A Few Cautions The accounts payable turnover ratio is an average based on all accounts payable. The ratio
might not reflect reality if a company pays some creditors on time but is late with others. The ratio is also
subject to manipulation. Managers could be late in paying creditors during the entire year but catch up at year-
end so that the ratio is at an acceptable level. As our focus company analysis indicates, a low turnover ratio can
indicate either liquidity problems (i.e., the company is not able to generate sufficient cash to meet its
obligations) or aggressive cash management (i.c., the company maintains only the minimum amount of cash
necessary to support its operating activities). The first is a problem; the second is a strength. Analysts need to
study other factors (such as the quick ratio and the amount of cash generated from operating activities) to
determine which is the case.

LEARNING OBJECTIVE 9-2

Analyze the accounts payable turnover
ratio.

Accrued Liabilities

ACCRUED LIABILITIES are expenses
that have been incurred but have not been
paid at the end of the accounting period.

In many situations, a business incurs an expense in one accounting period and makes the cash payment in
another period. Accrued liabilities are expenses that have been incurred before the end of an accounting period
but have not been paid. These expenses include items such as property taxes, electricity, and salaries. T he
balance sheet for Starbucks lists four of these items: accrued compensation and related costs, accrued occupancy
costs (rent), accrued taxes, and other accrued expenses. Accrued liabilities are recorded as adjusting entries at
year-end.

Accrued Taxes Payable

Like individuals, corporations must pay taxes on the income they earn. Corporate tax rates are graduated, with
large corporations paying a top federal tax rate of 35 percent. Corporations may also pay state and local income
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taxes and, in some cases, foreign income taxes. The notes to the Starbucks annual report include the following
information pertaining to taxes: -

. s,
e e e e — ——

INCOME TAXES
Note 132

Prowvision for income taxes (in miffions):

i fear E o 3,2 Sep. 27, 200
Fiscal Year Ended Oct. 2, 2011 Ot 3, 2000 Sep. 27, 2009 STARBUCKS

Current 1axes:

Federal $344.7 $4575 §165.3 REAL WORLD EXCERPT
State 61.2 79.6 35.0 Annual Report

Forelgn 373 383 26.3

Total deferred taxes IRRERY (86T [58.2)

Total provision for income taxes 55631 H4ER.T fl68.4
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The 2011 federal income tax for Starbucks (8344.7 million) was approximately 28 percent of its P 756
reported earnings. For most corporations, federal income taxes represent a major cost. age 5

Accrued Compensation and Related Costs

At the end of each accounting period, employees usually have earned salaries that have not yet been paid.
Unpaid salaries may be reported as part of accrued liabilities or as a separate item, as is the case with Starbucks
(the amount shown on the balance sheet is $364.4 million). In addition to reporting salaries that have been
earned but not paid, companies must report the cost of unpaid benefits, including retirement programs, vacation
time, and health insurance.

Let's look at vacation time as an example. Typically, a business grants employees paid vacation time based on
the number of months they have worked. Under the matching concept, the cost of vacation time must be
recorded in the year employees perform a service rather than the year they actually take vacation. If Starbucks

estimates the cost of accrued vacation time to be $125,000, accountants make the following adjusting entry at
the end of the fiscal year:

Compensation expense {+E, =SE). .. ....coviiiiiiiiiiin i 125,000
Accrued vacation liability (+L). ... .ccoovainiiiianen e e 125.000
Assels = Liabilities + Stockholders’ Equity
Accrued vacation Compensation
liakility +125,000 expensa (+E) —125,000

When the vacations are taken (during the next summer), the accountants record the following:

Accrued vacation liability (=L .. ...... o e R N 125,000
CashA) coan v e e S e R e L S Sl 125.000
Assels = Liabilities + Stockholders’ Equity
Cash —125,000 Acorued vacation

fiakility —125,000

Starbucks does not separately disclose the amount of accrued vacation liability. Instead, the company reports
this liability as part of accrued compensation. Apparently, the amount of accrued vacation liability is not
material in management's opinion. Most analysts would probably agree.

Payroll Taxes

All payrolls are subject to a variety of taxes, including federal, state, and local income taxes, Social Security
taxes, and federal and state unemployment taxes. Employees pay some of these taxes and employers pay others.
While we will look at only the three largest deductions for most people, reporting is similar for each type of
payroll tax.
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Employee Income Taxes Employers are required to withhold income taxes for each employee. The amount of
income tax withheld is recorded by the employer as a current liability between the date of the deduction and the
date the amount is remitted to the government. Federal Income Tax Withheld is often referred to as FITW.

Employee and Employer FICA Taxes The Social Security taxes often are called FICA taxes because they are
required by the Federal Insurance Contributions Act. These taxes are imposed in equal amounts on both the
employee and the employer. Effective January 1, 2013, the Social Security tax rate was 6.2 percent on the first
$113,700 paid to each employee during the year. In addition, a separate 1.45 percent
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Types of Employee-Related
Liabilities {sample of 600 companies)

0100 200 300 400
Vacations [
Benefits [

Pensions

Compensation

Salaries and
Wwages

Accounting Trends & Techniques found that most companies in its sample of 600 companies report

employee-related liabilities. 2
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Medicare tax applies to all income. Therefore, the FICA tax rate is 7.65 percent on income up to m‘,‘i
$113,700 and 1.45 percent on all income above $113,700. age

Employer Unemployment Taxes Employers are charged unemployment taxes through the

Federal Unemployment Tax Act (FUTA) and State Unemployment Tax Acts (SUTA). These programs provide
limited financial support to employees who lose their jobs through no fault of their own. Because the rate and
specified amount of wages vary by state, we will focus on federal unemployment taxes. The FUTA specifies a
federal tax rate of 6.2 percent on taxable wages up to the first $7,000 for each employee. Employers with a good
payment history may receive a credit for taxes paid at the state level, up to 5.4 percent of taxable wages. For
most large employers, the FUTA taxes are .8 percent of wages up to $7,000 for each employee.

Employee compensation expense includes all funds earned by employees as well as funds paid to others on
behalf of employees. As a result, the cost of hiring employees is much more than the amount that those
employees actually receive in cash.

To illustrate a payroll, let's assume that Starbucks accumulated the following information in its records for the
first two weeks of June 2014:

Salaries and wages sarmexd $1,300,000
Inzome taxes withheld 275,000
FICA taxss [employess’ share) 105,000
FUTA taxes 2500

The entry to record the payroll is normally made with two entries. The first entry records amounts paid to
employees or withheld from amounts they have earned:

Compensation expense (+E, =SE). ... 1,800,000
Liability for income taxes withheld {+L). .. ......ooveveinnn 275.000
FiCApayable (L) ... ..oovvivniaiiinne L R e 105,000
Cash{—A) - ..crmrvmnsnnmissaiacancnia e B 1.420.000
Assels = Liabilities + Stockholders’ Equity
Cash —1,420,000 FICA payable +105,000 Compensation

Liability for income . expense [+E) —1,800,000

taxee withheld ~ H279.000

The second entry records the taxes that employers must pay from their own funds. These additional tax
payments are required by federal and state law. The FICA tax amount is equal to the amount that is paid by
employees:

Compensation expense {(+E, =SEl.......c.oianeiiaiaiaeene 107,300
FICApayable {(+L)........coovavrn 105,000
FUTApayable (+1). .. cccvnieierinennacinianineancnanss 2,300

Assets = Liabilities + Stockholders’ Equity
FICA payable +105,000 Compensation expense (+E)  —107,300
FUTA payable 42,300
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Notes Payable T

Page 458

LEARNING OBJECTIVE 9-3

Report notes payable and explain the
time value of money.

When a company borrows money, a formal written contract is usually prepared. Obligations supported by these
contracts are called notes payable. A note payable specifies the amount borrowed, the date by which it must be
repaid, and the interest rate associated with the borrowing.

The TIME VALUE OF MONEY is
interest that is associated with the use of
money over time.

Creditors are willing to lend cash because they will earn interest in return for giving up the use of their money
for a period. This simple concept is called the time value of money. The longer borrowed money is held, the
larger is the total dollar amount of interest expense. Interest at a given interest rate on a two-year loan is more
than interest on a one-year loan. To the borrower, interest is an expense; to the creditor, it is revenue.

To calculate interest, three variables must be considered: (1) the principal (i.e., the cash that was borrowed),
(2) the annual interest rate, and (3) the time period for the loan. The interest formula is:

Interest = Principal x Interest Rate x Time

To illustrate, assume that on November 1, 2014, Starbucks borrows $100,000 cash on a one-year, 12 percent
note payable. The interest is payable on March 31, 2015, and October 31, 2015. The principal is payable at the
maturity date, October 31, 2015. The note is recorded in the accounts as follows:

Dbl [ ol ik s ke s e e Mol D 100,000
Notes payable, short-term {+L). ... covvinnnnianenenen Sy 100,000
Assels = Liabilities + Stockholders’ Equity
Cash +100,000 Hotes payable +100,000

Interest is an expense of the period in which the money is used. Under the matching concept, interest expense
is recorded when it is incurred rather than when the cash actually is paid. Because Starbucks uses the money for
two months during 2014, it records interest expense in 2014 for two months, even though cash is not paid until
March 31 of the following year.

The computation of interest expense for 2014 is as follows:

Interest = Principal x Interest Rate > Time
82000 = 5100000 x  12% X 2A2

The entry to record interest expense on December 31,2014, is:
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Interest expense {+E, —SE) ........... e e e e e s 2.000
Interest payable (+L) . ......cviaiiiiiiaiai e et 2.000
Assels = Liabilities + Stockholders’ Equity
Intereet payable +2,000 Intereet expenss (+E) —2,000

On March 31, 2015, Starbucks would pay $5,000 in interest, which includes the $2,000 accrued and reported
in 2014 plus the $3,000 interest accrued in the first three months of 2015. The following journal entry would be

made:
Interest expense {+E, =SB .....ciciiiiiiiiiiiiiaiiiiiinaen 3,000
Interest payable (—L). .. ........o0n AL T n e S e 2,000
Cash{—R) <. .on:ainivens R T T e S 5,000
Assels = Liabilities + Stockholders’ Equity
Cash —5,000 Interast payable —2,000 Interest expensz {+E) —3,000
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Current Portion of Long-Term Debt Page 459

The distinction between current and long-term debt is important for both managers and analysts.
Because current debt must be paid within the next year, companies must have sufficient cash to repay it. To
provide accurate information on its current liabilities, a company must reclassify its long-term debt as a current
liability within a year of its maturity date. Assume that Starbucks signed a note payable of $5 million on January
1, 2014. Repayment is required on December 1, 2016. The December 31, 2014 and 2015, balance sheets would
report the following:

December 31,2014
Long-term liabilities:
Note payable 55,000,000
December 31,2015
Current liabilties:
Current portion of long-temn mote $5,000,000

Note in Exhibit 9.1 that Starbucks did not report any current portion of long-term debt to be paid in full
during the following accounting period. In some cases, companies will refinance debt when it comes due rather
than pay out cash currently on hand.

Instead of repaying a debt from current cash, a company may refinance it either by negotiating a new loan
agreement with a new maturity date or by borrowing money from a new creditor and repaying the original
creditor. If a company intends to refinance a currently maturing debt and has the ability to do so, should the
debt be classified as a current or a long-term liability? Remember that analysts are interested in a company's
current liabilities because those liabilities will generate cash outflows in the next accounting period. If a
liability will not generate a cash outflow in the next accounting period, GAAP requires that it not be classified
as current. This rule is illustrated by a note from the General Mills annual report.

We have a revolving credit agreement that provides us with the ability to refinance short-lerm
. borrowing on a long-lerm basis. Therefore we have reclassified a portion of our notes pay able
| 1o long-lerm debt.

R ]

e e
U.S. GAAP and IFRS differ with respect to the timing of the refinancing. In the case of IFRS, the actual

refinancing must take place by the balance sheet date. Under GAAP, the ability to refinance must be in place
before the financial statements are issued.
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Used with permission of General
Mills Marketing Inc. 1GMMD

REAL WORLD EXCERPT
Annual Report

Deferred Revenues

DEFERRED REVENUES are revenues
that have been collected but not earned;
they are liabilities until the goods or
services have been provided.

In most business transactions, cash is paid after the product or service has been delivered. In some cases, cash is
paid before delivery. You have probably paid for magazines that you will receive at some time in the future. The
publisher collects money for your subscription in advance, before the magazine is published. When a company
collects cash before the related revenue has been earned, the cash is called deferred revenues. The popular
Starbucks card permits customers to pay in advance for their coffee. The advantage for the customer is
convenience at the point of sale. The advantage for the company is that Starbucks is able to collect
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and use cash before customers actually buy the product. The Starbucks report shows that the I ————

company has collected $449.3 million from customers prior to providing them with coffee and Page 460
explains the amount with the following note:

_ STARBUCKS Revenues from the Company's stored value cards. such as the Starbucks Card, and gift

certificates are recognized when tendered for payment, or upon redemption. Oustanding
REAL WORLD EXCERPT customer balances are included in “Deferred revenue” on the consolidated balance sheet.
Annual Report ‘

kéwmmmmmmma )

Under the revenue principle, revenue cannot be recorded until it has been earned. Deferred revenues are
reported as a liability because cash has been collected but the related revenue has not been earned by the end of
the accounting period. The obligation to provide services or goods in the future still exists. These obligations are
classified as current or long-term, depending on when they must be satisfied.

Estimated Liabilities Reported on the Balance Sheet

Some recorded liabilities are based on estimates because the exact amount will not be known until a future date.
For example, an estimated liability is created when a company offers a warranty with the products it sells. The
cost of providing future repair work must be estimated and recorded as a liability (and expense) in the period in
which the product is sold.

Starbucks offers a warranty on coffee brewing and espresso equipment sold in its stores but does not record
an estimated warranty liability at the time of sale. Rather than repairing brewing machines, the company gives
the customer the right to return any defective product for a period of up to 24 months. The estimated amount of
product that will be returned is reported as a reduction from sales revenue in the year the sales are recorded.

Estimated Liabilities Reported in the Notes

LEARNING OBJECTIVE 9-4

Report contingent liabilities.

A CONTINGENT LIABILITY isa
potential liability that has arisen as the
result of a past event; it is not an effective
liability until some future event occurs.
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Each of the liabilities that we have discussed is reported on the balance sheet at a specific dollar amount because
each involves the probable future sacrifice of economic benefits. Some transactions or events create only a
reasonably possible (but not probable) future sacrifice of economic benefits. These situations create contingent
liabilities, which are potential liabilities that are created as a result of a past event. A contingent liability may or

may not become a recorded liability depending on future events. A situation that produces a contingent liability
also causes a contingent loss.

Contingent Liability Examples

iy,
Lawsuits Enwironmental Procluct
problems warranties
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Whether a situation produces a recorded or a contingent liability depends on two factors: the l—)'——4'g'1'
probability of a future economic sacrifice and the ability of management to estimate the amount rage 40
of the liability. The following table illustrates the possibilities:

Probable Reasonably Possible Remote
Subject to estimate Recond as hiakility Disclose in note Disclosure not reuired
Not subject to estimate Disclose in note Disclose in note Disclosure nat recuired

The probabilities of occurrence are defined in the following manner:

1. Probable—The chance that the future event or events will occur is high.

2. Reasonably possible—The chance that the future event or events will occur is more than remote but less
than likely.

3. Remote— The chance that the future event or events will occur is slight.

INTERNATIONAL PERSPECTIVE .} It's a Matter of Degree
5

The assessment of future probabilities is inherently subjective but both U.S. GAAP and IFRS provide some guidance.
Under GAAP, “probable” has been defined as likely, which is interpreted as having a greater than 70 percent chance
of occurring. In the case of IFRS, “probable” is defined as more likely than not, which would imply more than a 50
percent chance of occurring. This difference means that companies reporting under IFRS would record a liability
when other companies reporting under GAAP would report the same event as a contingency.

In summary, (1) a liability that is both probable and capable of being reasonably estimated must be recorded
and reported on the balance sheet, (2) a liability that is reasonably possible must be disclosed in a note in the

financial statements whether it can be estimated or not, and (3) remote contingencies are not disclosed.
The notes to Starbucks's annual report include the following information about a loan guarantee:

STARBUCKS

BEALWORLD EXCERFT
Annual Report

S

Mote 15: Commitments and Contingencies

We have unconditionally guaranteed the repayment of cerlain Japanese ven-denominated bank
Joans and related interest and fees of Starbucks Japan. The guarantees co ntinue until the loans,
including accrued interest and fees. have been paid in full. These guaraniees expire in 2014,
Our maximum exposure under this commitment as of October 2. 2011, was $1.0 million and s
limited 1o the sum of unpaid principal and interest. as well as other related expenses. Since there
has been no modification of these loan guarantees subsequent 1o the adoption of accounting
requirements for guarantees, we have applied the disclosure provisions only and have not

| recorded the guarantees on our consolidated balance sheets.

R R S SR R
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Contingent Liabilities
{sample of 600 companies)
D 125 250 375 500

Government
imvestigation

Tax B
Other
Insurance -

Environment

Litigation |

Consistent with the chart shown earlier, Starbucks did not record a liability because the likelihood of a loss
did not meet the threshold of “probable.” Therefore, disclosure in a footnote was sufficient.
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Accounting Trends & Techniques studied the financial statements of 600 companies and found —————
e . e 3 Page 462
that litigation was the most common type of contingent liability. _L_

Working Capital Management

LEARNING OBJECTIVE 9-5

Explain the importance of working
capital and its impact on cash flows.

WORKING CAPITAL is the dollar
difference between total current assets and
total current liabilities.

Working capital is defined as the dollar difference between current assets and current liabilities. Working
capital is important to both managers and financial analysts because it has a significant impact on the health and
profitability of a company.

The working capital accounts are actively managed to achieve a balance between costs and benefits. If a
business has too little working capital, it runs the risk of not being able to meet its obligations to creditors. On
the other hand, too much working capital may tie up resources in unproductive assets and incur additional costs.
Excess inventory, for example, ties up dollars that could be invested more profitably elsewhere in the business
and incurs additional costs associated with storage and deterioration.

Changes in working capital accounts are also important to managers and analysts because they have a direct
impact on the cash flows from operating activities reported on the statement of cash flows.

FOCUS ON CASH FLOWS @

Many working capital accounts have a direct relationship to income-producing activities. Accounts receivable,
for example, are related to sales revenue: Accounts receivable increase when sales are made on credit. Cash is
collected when the customer pays the bill. Similarly, accounts payable increase when an expense is incurred
without a cash payment. A cash outflow occurs when the account is paid. Changes in working capital accounts
that are related to income-producing activities must be considered when computing cash flows from operating
activities.

EFFECT ON STATEMENT OF CASH FLOWS

In General On the statement of cash flows, net income is adjusted (under the indirect method) to compute
cash flows from operating activities. Changes in working capital accounts have the impact shown in the
following table:

Operating activities {indirect method)

Het income oo
Adjusted for: Decreases in curent assets®
or increases in current liabilities +

Adjusted for: Increases in current assats®
or decreasas in cument liabilities i

*(ather than cash.
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Focus Company Analysis A segment of the Starbucks Consolidated Statements of Cash Flows, prepared
using the indirect method, follows. Notice the significant amount of cash flows from operating activities from
2009 to 2011 (compared to the net earnings). These substantial cash flows are important for a company with

the growth strategy that Starbucks is following.

https://on!ine.vita|source.com/#/books/ 1259591239/cfi/6/56!/4/186/4@0:0



5/6/2018

Bookshelf Online: Financial Accounting

PRINTED BY e, Printing is for personal, private use only. No part of this book may be
reproduced or transmitted without publisher's prior permission.

Violators will be prosecuted.

Companies report two classific
discuss long-term liabilities. Before you move on, comp

STARBUCKS CORPORATION

Consolidated Statements of Cash Flows

{in millions)

Fiscal Year Ended

OPERATING ACTIVITIES:

Nel earnings including noncontrolling interests

Adjustments 1o reconcile net earnings 1o net cash
provided by operating aciivities:

Depreciation and amenization

Gain on sale of properties

Provision for impaiments and asset disposals

Dieferred income laxes, net

Equity in income of investees

Distributions of income from equity mvestees

Gain resuliing from acquisition of joint ventures

Stock-based compensation

Excess tax benefit from exercise of stock options

Other

Cash provided/iused) by changes in operating

assets and liabilities:

Accounts receivable

Inventories

Aceounts pavable

Acerued taxes

Deferred revenue

Oither operating assels

Onher operating liabilities

Net cash provided by operating activities

concepts.

SELF - STUDY QUIZ

For each of the following events, state whether working capital will increase, decrease, or not change:

Oct. 2, 2011

Oct. 3, 210

$1.248.0 4 0483
350.0 3408
13023 D.0

in2 677
106.2 4210
i118.5) P18.6)
83.6 914
{23.1)

R 1136
(103.9) {36.9)
2.9) 7.8
|88 334
(422.3) 123.2
227.5 (3.6}
1040 .6
358 24.2
22.5) 173
i81.Y) 7.6
516124 £1.704.9

Sep. 27, 2000

$1.389.0

1. Starbucks incurs an account payable of $250,000 with no change in current assets.
2. The company borrows $1,000,000 in long-term debt.
3. The company pays taxes payable in the amount of $750,000.
4. The company finances a new building with long-term debt.

https://online.vitalsource.com/#/books/1 259591239/cfi/6/56!/4/186/4@0:0
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After you have completed your answers, check them with the solutions at the bottom of the page.

Solutions to SELF-STUDY QUIZ
Working capital

1. Decrease
2. Increase
3. No change
4. No change
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LONG-TERM LIABILITIES

Page 464

LEARNING OBJECTIVE 9-6
Report long-term liabilities.

LONG-TERM LIABILITIES are all of
the entity's obligations not classified as
current liabilities.

Long-term liabilities include all obligations that are not classified as current liabilities, such as long-term notes
payable and bonds payable. Typically, a long-term liability will require payment more than one year in the
future. These obligations may be created by borrowing money, or they may result from other activities.

Most companies borrow money on a long-term basis in order to purchase operational assets. To reduce risk
for creditors, some companies agree to use specific assets as security. If the liability is not satisfied, the creditor
may take ownership of the asset. A liability supported by this type of agreement is called a secured debt. An
unsecured debt is one for which the creditor relies primarily on the borrower's integrity and general earning
power.

Long-Term Notes Payable and Bonds

Companies can raise long-term debt capital directly from a number of financial service organizations including
banks, insurance companies, and pension plans. Raising debt from one of these organizations is known as
private placement. This type of debt is often called a note payable, which is a written promise to pay a stated
sum at one or more specified future dates called the maturity date(s).

In many cases, a company's need for debt capital exceeds the financial ability of any single creditor. In these
situations, the company may issue publicly traded debt called bonds. The opportunity to sell a bond in
established markets provides bondholders with an important benefit. They can sell their bonds to other investors
prior to maturity if they have an immediate need for cash. Because bonds provide liquidity to investors, they are
more likely to lend money to a company. Bonds will be discussed in detail in the next chapter.

Accounting for long-term debt is based on the same concepts used in accounting for short-term notes payable.
A liability is recorded when the debt is incurred and interest expense is recorded with the passage of time.

Business operations are global in nature. Successful corporations market their products in many countries and
locate manufacturing facilities around the world based on cost and productivity. The financing of corporations
also has become international, even for companies that do not have international operations. Borrowing money
in a foreign currency raises some interesting accounting and management issues.

Toyota
REAL WORLD EXCERPT
Annual Report

-
INTERNATIONAL PERSPECTIVE h 8 Borrowing in Foreign Currencies
]

Many corporations with foreign operations elect to finance those operations with foreign debt to lessen exchange rate
risk. This type of risk exists because the relative value of each nation's currency varies on virtually a daily basis. As
this book was being written, the British pound was worth approximately $1.50.

A U.S. corporation that conducts business operations in England might decide to borrow pounds to finance its
operations there. The profits from the business, which will be in pounds, can be used to pay off the debt, which is in
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pounds. If this business earned profits in pounds but paid off debt in dollars, it would be exposed to exchange rate
risk because the relative value of the dollar and the pound fluctuates.

Foreign corporations face this same problem. A note to a recent annual report from Toyota, a Japanese company
that does significant business in the United States, stated:

e N, S siiion,, SO0yt — - e S P

Earnings declined in the current year ended. as the appreciation of the ven aggravated the adverse

effects of sluggish demand. . . . The movement in exchange rates reduced operating income of the
li company. Losses on currency exchange thus offset most of the cost savings we achieved.
|

b
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Toyota has borrowed a large amount of money in the United States to lessen the exchange rate risk if re—=
faces. The company also owns and operates many factories in the United States. Page 465

Even if a company does not have international operations, it may elect to borrow in foreign
markets. Interest rates often are low in countries experiencing a recession. These situations give corporations the
opportunity to borrow at a lower cost.

For reporting purposes, accountants must convert, or translate, foreign debt into U.S. dollars. Conversion rates for
all major currencies are published in most newspapers. To illustrate foreign currency translation, assume that
Starbucks borrowed 1 million pounds (£). For the Starbucks annual report, the accountant must use the conversion
rate as of the balance sheet date, which we assume was £1.00 to $1.50. The dollar equivalent of the debt is
$1,500,000 (£1,000,000 x 1.50). The dollar equivalent of foreign debt may change if the conversion rate changes
even without any additional borrowings or repayments.

The notes to the balance sheet for Starbucks indicate that the company has borrowed money only in the United
States. In contrast, many companies with international operations borrow in the local currency of the countries in
which they operate. These companies often repay the foreign currency debt with earnings (in the same currency)
from operations in the foreign country.

[ease Liabilities

An OPERATING LEASE does not meet
any of the four criteria for a capital lease

established by GAAP and does not cause
the recording of an asset and liability.

Companies often lease assets rather than purchase them. For example, renting extra delivery trucks during a
busy period is more economical than owning them if they are not needed during the rest of the year. When a
company leases an asset on a short-term basis, the agreement is called an operating lease. No liability is
recorded when an operating lease is created. Instead, a company records rent expense as it uses the asset.
Assume that on December 15, 2014, Starbucks signed an operating lease contract to rent five large trucks during
January 2015. No liability is recorded in 2014. Rent expense is recorded during January 2015 as the trucks are
actually used.

A CAPITAL LEASE meets at least one of
the four criteria established by GAAP and
results in the recording of an asset and
liability.

For a number of reasons, a company may prefer to lease an asset on a long-term basis rather than purchase it.
This type of lease is called a capital lease. In essence, a capital lease contract represents the purchase and
financing of an asset even though it is legally a lease agreement. Unlike an operating lease, capital leases are
accounted for as if an asset had been purchased by recording an asset and a liability. Because of the significant

differences between operating and capital leases, GAAP specifies criteria to distinguish between them. If a lease
meets any of the following four criteria, it is considered a capital lease:

o The lease term is 75 percent or more of the asset's expected economic life.

« Ownership of the asset is transferred to the lessee at the end of the lease term.

e The lease contract permits the lessee to purchase the asset at a price that is lower than its fair market value.

o The present value of the lease payments is 90 percent or more of the fair market value of the asset when
the lease is signed.

If managers have a choice of recording a lease as an operating or a capital lease, most would prefer to record it
as an operating lease. By doing so, the company is able to report less debt on its balance sheet. In the notes to its
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financial statements, Starbucks reports capital lease obligations of $1.4 million, which are included on the
balance sheet under the category “other long-term liabilities.” Many financial analysts are concerned that
companies can avoid reporting debt associated with capital leases by structuring the lease agreement in a
manner that meets the requirements for recording it as an operating lease.

To record a capital lease, it is necessary to determine the current cash equivalent of the required lease
payments. Assume that Starbucks signs a lease for new delivery trucks. The accountant has determined that the
lease is a capital lease with a current cash equivalent of
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$250,000. Once the lease is signed, the transaction would be recorded in a manner similar to the 'E——Zé"
actual purchase of delivery trucks: _aﬁe_i
Leased equipment {+A) ......... i e el e M 250,000
Lease payable (+L) .. ..ooo i s R it 250.000
Assets = Liabilities + Stockholders’ Equity
Leased eguiprment + 250,000 Lease Payable —+250,000

In this example, you were given the current cash equivalent of the lease. In the next section, on present value
concepts, we will show you how this amount is computed.

PRESENT VALUE CONCEPTS

LEARNING OBJECTIVE 9-7

Compute present values.

Our discussion of capital leases raises an interesting question about liabilities: Is the recorded amount of the
liability the actual amount of cash that will be paid in the future? For example, if T agree to pay you $10,000 five
years from now, should I report a liability of $10,000 on my personal balance sheet? To answer such questions,
we will now introduce some relatively simple mathematics called present value concepts. These concepts will
provide a foundation for our discussion of bond liabilities in the next chapter.

PRESENT VALUE is the current value of
an amount to be received in the future; a
future amount discounted for compound
interest.

The concept of present value (PV) is based on the time value of money. Quite simply, money received today
is worth more than money to be received one year from today (or at any other future date) because it can be
used to earn interest. If you invest $1,000 today at 10 percent, you will have $1,100 in one year. In contrast, if
you receive $1,000 one year from today, you will lose the opportunity to earn the $100 in interest revenue. The
difference between the $1,000 and the $1,100 is the interest that can be earned during the year.

In one of your math classes, you have probably already solved some problems involving the time value of
money. In the typical problem, you are told a certain dollar amount has been deposited in a savings account
earning a specified rate of interest. You are asked to determine the dollar amount in the savings account after a
certain number of years. In contrast, in this chapter we show you how to solve the opposite problem. In present
value problems, you are told a dollar amount to be received in the future (such as the balance of a savings
account after five years) and are asked to determine the present value of the amount (which is the amount that
must be deposited in the savings account today).

The value of money changes over time because money can earn interest. In a present value problem, you
know the dollar amount of a cash flow that will occur in the future and need to determine its value now. The
opposite situation occurs when you know the dollar amount of a cash flow that occurs today and need to
determine its value at some point in the future. These problems are called future value problems. Future value
concepts are discussed in a supplement to this chapter.

Present Value of a Single Amount
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The present value of a single amount is the worth to you today of receiving that amount some time in the future.
For instance, you might be offered an opportunity to invest in a debt instrument that would pay you $10,000 in
three years. Before you decided whether to invest, you would want to determine the present value of the
instrument. Graphically, the present value of $1 due at the end of the third period with an interest rate of 10
percent can be represented as follows:

Present Future
value time
of $1

| 1 2 ) |
f !
$0.75 51
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To compute the present value of an amount t0 be received in the future, we will subtract interest
that is earned over time from the amount to be received in the future. For example, if you place
$100 in a savings account that earns 5 percent, you will have $105 at the end of a year. In a

Page 467

present value problem, you will be told that you have $105 at the end of the year and must compute the amount
to be deposited at the beginning of the year. To solve this type of problem, you must discount the amount to be
received in the future at i interest rate for n periods. The formula to compute the present value of a single

amount 18

1 — > Amount

Present value = -11_7—_”_

While the formula is not difficult to use, most analysts use present value tables, calculators, or Excel. We will
illustrate how to use present value tables (an explanation of how to use Excel to compute present values is
presented in a supplement to this chapter). Assume that today is January 1, 2014, and you have the opportunity
to receive $1,000 cash on December 31, 2017. At an interest rate of 10 percent per year, how much is the $1,000
payment worth to you on January 1, 2014? You could discount the amount year by year % but it is easier to use
Table A.1, Appendix A, Present Value of $1. Fori= 10%, n = 3, we find that the present value of $1 is 0.7513.

The present value of $1,000 to be received at the end of three years can be computed as follows:

From Tabie A1

£1,000 x 0.7513 = §751.30

Interest rate = §0%,

n=

To compute the present
value using Excel. enter:
= 00041 10)°3

Learning how to compute a present value amount is not difficult, but it is more important that you understand
what it means. The $751.30 is the amount you would pay now to have the right to receive $1,000 at the end of
three years, assuming an interest rate of 10 percent. Conceptually, you should be indifferent between having
$751.30 today and receiving $1,000 in three years, because you can use financial institutions to convert dollars

from the present value to the future value and vice versa. If you had $751.30 today but preferred $1,000

in three

years, you could simply deposit the money in a savings account and it would grow to $1,000 in three years.
Alternatively, if you had a contract that promised you $1,000 in three years, you could sell it to an investor for

$751.30 in cash today because it would permit the investor to earn the difference in interest.

SELF - STUDY QUIZ

There are two types of payments when you compute present values. So far, we have discussed single payments. In the
next section, we will discuss annuities. Before you move on, complete the following questions to test your

understanding of these concepts.

1. If the interest rate in a present value problem increases from 8 percent to 10 percent, will the present value
increase or decrease?
2. What is the present value of $10,000 to be received 10 years from now if the interest rate is 5 percent,

compounded annually?

After you have completed your answers, check them with the solutions at the bottom of the next page.
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To record this transaction, the accountant must first compute the present value of a single amount paid in the
future. In conformity with the cost principle, the cost of the trucks is their current cash equivalent price, which is
the present value of the future payment. The problem can be shown graphically as follows:

January 1, 2014 December 31, 2014 Decamber 31, 2015

I | |
) | |

? £200,000

The present value of the $200,000 is computed as follows:

From Table AL,

Interest rate = 12%,

-

- n=2

5200,000 x 0.7972 = $159,440
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Present Value of an Annuity ——
Page 468
An ANNUITY is a series of periodic cash _—

receipts or payments that are equal in
amount each interest period.

Instead of a single payment, many business problems involve multiple cash payments over a number of periods.
An annuity is a series of consecutive payments characterized by

1. An equal dollar amount each interest period.
2. Interest periods of equal length (year, half a year, quarter, or month).
3. An equal interest rate each interest period.

Examples of annuities include monthly payments on an automobile or home, yearly contributions to a savings
account, and monthly pension benefits.

The present value of an annuity is the value now of a series of equal amounts to be received (or paid out) for
some specified number of periods in the future. It is computed by discounting each of the equal periodic
amounts. A good example of this type of problem is a retirement program that offers employees a monthly
income after retirement. The present value of an annuity of $1 for three periods at 10 percent may be
represented graphically as follows:

Present value 1 | 2 | 3 B
of an annuity $ $1 $1
52.49

Assume you are to receive $1,000 cash on each December 31, 2014, 2015, and 2016. How much would the
sum of these three $1,000 future amounts be worth on January 1, 2014, assuming an interest rate of 10 percent
per year? We could use Table A.1, Appendix A, to calculate the present value as follows:

Factor from Table A1,

Year Amount Appendix A, i = 10% Present Yalue
i $1,000 ® 0,00 {n=1) = £ 90210
2 $1.000 * 08264 in=12) = 525,40
3 $1,000 * D7313in=3 = 761.30

Total present value = $2,486.80

We can compute the present value of this annuity more easily however, by using Table A.2, Appendix A, as
follows:
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From Table A2,
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£1,000 2;2.4869 = 52 487 {rounded)

Interest rate = 0%,

=23

To compute the present
value using Excel, enter:
£, = PViD.10.3,—1000)

Interest Rates and Interest Periods

The preceding illustrations assumed annual periods for compounding and discounting. Although interest rates

are almost always quoted on an annual basis, most compounding
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periods encountered in business are less than one year. When interest periods are less than a year, F—-—46I-9
the values of n and / must be restated to be consistent with the length of the interest period. rage 407

Solutions to SELF-STUDY QUIZ

1. The present value will decrease.
2. $10,000 x 0.6139 = $6,139

To illustrate, 12 percent interest compounded annually for five years requires the use of n =15 and i = 12%. If
compounding is quarterly, however, the interest period is one quarter of a year (i.e., four periods per year), and
the quarterly interest rate is one quarter of the annual rate (i.e., 3 percent per quarter). Therefore, 12 percent
interest compounded quarterly for five years requires use of n = 20 and i = 3%.

Newspaper, magazine, and television advertisements are easy to misinterpret if the consumer does not
understand present value concepts. For example, most car companies offer seasonal promotions with
special financing incentives. A car dealer may advertise 4 percent interest on car loans when banks are
charging 10 percent. Typically, the lower interest rate is not really an incentive because the dealer simply
charges a higher price for cars the dealership finances. Borrowing from the bank and paying cash at the
dealership may help the buyer to negotiate a lower price. Customers should use the present value
concepts illustrated in this chapter to compare financing alternatives.

Another misleading advertisement, seen every January, promises magazine subscribers a chance to
become an instant millionaire. The fine print discloses that the winner will receive $25,000 for 40 years,
which amounts to $1,000,000 (40 x $25,000), but the present value of this annuity at 8 percent is only
$298,000. While most winners are happy to get the money, they are not really millionaires.

Some consumer advocates argue that consumers should not have to study present value concepts to
understand such advertisements. While some of these criticisms may be valid, the quality of information
contained in advertisements that include interest rates has improved over time.

Accounting Applications of Present Values

LEARNING OBJECTIVE 9-8

Apply present value concepts to
liabilities.

Many business transactions require the use of future and present value concepts. So that you can enhance your
understanding of these concepts, we provide three examples.

Computing the Amount of a Liability with a Single Payment

On January 1, 2014, Starbucks bought some new delivery trucks. The company signed a note and agreed to pay
$200,000 on December 31, 2015, an amount representing the cash equivalent price of the trucks plus interest for
two years. The market interest rate for this note was 12 percent.
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Therefore, the journal entry is as follows: ————
Page 470
poi- e n 2 Lin ]

Delivery trucks {(+A). . . oo vocoiiiranniasianair e iianas 158,440
T“ !_'-”rnpul.: the Pl‘f?*l."l’“ NOtE pa‘y‘ab|€' {+L'| o e R e w8 TR R W W WO R e S 159.440

value using Excel. enter:

= 200000 1.12)°2 Assets Liabilities + Stockholders’ Equity

Delivery trucks +158,440 Niote payable +150 440

After the initial transaction is recorded, each year's interest expense is recorded in an adjusting entry as follows:

December 31, 2014 Interest expense {(+E, —SE) .............. 19133
Note payable {(+L) .......ocovviiiannn 19,1283
'$159,440 x 12% = $19,133
Assets = Liabilities + Stockholders’ Equity
Note payable +18133 Interest expense {+E) —18,133
December 31, 2015 Interest expense (+E, —=SE) . ... ..ol 21.429"
Note payable {(+L) ..........contn Srgher 21.429
*1$159,440 + $19,133) x 12% = 21,429
Assets = Liabilities + Stockholders’ Equity
Note payable +21,429 Interest expense {+E) —21.429

At the end of two years, the loan amount must be repaid. The amount owed is the balance of Note Payable,
which is the same as the maturity amount on the due date. The journal entry to record full payment of the debt

follows:

Note payable (—L). ..........ooonn e L, LT e .. 200,000
GASH{—A) . asoevavasnsonsnnvanssnsnnaasaazasnssesnnssns 200,000
Assels = Liabilities + Stockholders’ Equity
Cash — 200,000 Note payable —200,000

Computing the Amount of a Liability with an Annuity

On January 1, 2014, Starbucks bought new printing equipment. The company elected to finance the purchase
with a note payable to be paid off in three years in annual installments of $163,686. Each installment includes
principal plus interest on the unpaid balance at 11 percent per year. The annual installments are due on
December 31, 2014, 2015, and 2016. This problem can be shown graphically as follows:

January 1, 2014 Decernber 31, 2014 December 31, 2015 Diecamber 31, 2016
? $163,625 $163,686 $163,686
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1 Page 471

The amount of the note can be determined by computing the present value of each installme
payment, i = 11% and n = 3. This is an annuity because payment is made in three equ
installments. The amount of the note is computed as follows:

Y Tahia A D
From Table A2,

- o o fnperest vate = 110
B1H3.BRE x 2.4437 = S400.000 n=3
The acquisition on January 1, 2014, is recorded as follows:
Printing equipment T+4] .. AN SR PR i 400,000 Too computte the pesent
R s e BRI S goopop e wing el cnies
i e = Pyin s - |63 650
Assets = Liabilities + Stockholders’ Equity
Printing ecuipment +40000  Hote payable +4000), 000

Each year, the accountant must record the payments on this note as follows:

December 31, 2014 Mote payablef—L).......ccoiviinannnn.. 110,588
Interzet expense (+E. —SE)
(BADDDOD X 1096) .- . cancai i s aan 44,000
Bashi{of e io i e 153,656
Assets = Liabilities + Stockholders' Equity
Cash — 153,685 Mot payable =119, 586 Iterest sxpenss (+B) =44, 000
December 31, 2(H5 Note payable i—L)...... oo 132,851
Interest expenss [+E. —SE)
[i(5400.000 — 119.688) x 11 A 30 835
Gash (=00 e T s e s 153,686
Assets = Liabilities + Stockholders' Equity
Cash — 183,685 Note peyable —132 831 Interest axpensz i +E) —30,235
December 31, 20H6 Note payable {—L)........cooiiiiiiaen, 147,463
Iriterast expense (+E. —SE) ....... ... 16,223
Esh Y e A o L e 153,555
Interest; ($400.000 — $119,5588 — $132.851) < 11% = $16.223 irounded to accommodate
rouncling 2rrors).
Assets = Liabilities + Stockholders' Equity
Cash —1536856  Note payable —147 463 Interest axpensz (+B) -15,223

Present Values Involving Both an Annuity and a Single Payment

In some business situations, a borrower may agree to make periodic payments (an annuity) in addition to a
single payment at the end of the agreement. Assume Starbucks bought a new delivery truck and agreed to pay
the truck dealership $1,000 per month for 20 months and an additional $40,000 at the end of 20 months. The
dealership is charging 24 percent per year, or 2 percent per month. ~
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In this type of problem, you can determine the present value of the total obligation by computing 172
the present value of each part. In other words, you compute the present value of the annuity and 22_1&6__7_
the present value of the single payment, and add the two amounts together, as follows:

From Table A2,
Interest rate = 2%,

n=20

Step1:  Compute the present value of the annuity by using Table A.2. Appendix A:

To compute the present . = -
el 51,000 X 16.3514 = $16,351

valve vsing Excel. enter: e 4

fi = PY{D.02,20.— 10D0)

Step 2:  Compute the prasent value of the single payment by using Table A.1, Appendix A:

From Table A, 340'000 ‘)\jvﬂf).igl] - 525'92')
Tnteresy rate = 2%,
a=20 Step 3:  Add the two amounts to determine the present va lue of the obligation:
T ule 1 1 16,351
oooompule he proscl " 2[1.920

value using Excel, enter:

p‘ n "7
= Q0 0N0d 1,02y 20 543,271

The $43,271 is the present value of all the cash payments that Starbucks must make under this agreement. This
amount would be recorded as a liability by Starbucks.

GUIDED HELP
For additional step-by-step video instruction, go to the URL or scan the QR code in the margin with your smartphone
or Ipad.

Computing the Amount of a Lease Liability

On January 1, 2014, Starbucks signed a 20-year lease for coffee roasting equipment. The lease is based on an
effective interest rate of 8 percent and requires annual payments of $10,000 on December 31 of each year. The
term is 100 percent of the expected life of the equipment. As a result, this lease should be recorded as a capital
lease. The amount of the liability is the present value of the lease payments, computed as follows:

Froon Table A2,

Dterest rate = 8%,

$10,000 x ;8131 = $08,181

n=20

Tis cosmpule the present
value using Excel enter
io= PV 20, — 10,000}

The signing of the lease on January 1, 2014, is recorded as follows:
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Roasting equipment [+A) .. .. ooiriaiaiiaiiaaiaanaes 58,181
Lease payable {+L) ......... e s A s 98,181
Assels = Liabilities + Stockholders’ Equity

Roasting equipmert +53,131 Lease payable 405181

In the next chapter, we will use the present value techniques you have just learned to understand how to account
for bonds.

(Try to answer the questions before proceeding to the suggested solution that follows.) Muller Construction
completed several transactions during the year. In each case, decide if a liability should be recorded and, if
so, determine the amount. Assume the current date is December 31, 2014.

1. Employees earned salaries of $100,000 which have not been paid at year-end. The employer share of

FICA is $7,000.
2. The company borrowed $100,000 on June 30th at 7 percent interest. No payments associated with

this loan have been made.
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A customer made a $75,000 down payment on a construction project. Work will begin T A7~
next month. M

4. The company lost a lawsuit for $250,000 but plans to appeal.

5. A new truck was leased for a period equal to 85 percent of the expected life of the truck.

6. On December 31, 2014, a bank lent money to Muller. The company agreed to repay the bank
$100,000 on December 31, 2015. The bank charges 5 percent interest.

7. The company signed a loan agreement that requires it to pay $50,000 per year for 20 years. The
interest rate is 8 percent.

SUGGESTED SOLUTION

1. A liability of $107,000 should be recorded.

2. The amount borrowed ($100,000) should be recorded as a liability on June 30th. In addition, interest
accrued but not paid should be recorded as a liability at year-end. This amount is $100,000 x 7% x
6/12 = $3,500.

3. The customer deposit ($75,000) is a liability until work is performed and the related revenue earned.

4. Most likely, the $250,000 should be recorded as a liability, unless the grounds for appeal significantly
reduce the probability that the $250,000 will eventually be paid.

5 Because the lease covers more than 75 percent of the estimated life of the truck, a liability should be
recorded. The amount is the present value of the lease payments (which were not given in the
problem).

6. A liability should be recorded for the present value of the obligation. The amount is determined by
using the factor from Table A.1 for n = 1, i=5%: $100,000 x 0.9524 = $95,240.

7. A liability should be recorded for the present value of the obligation. The amount is determined by
using the factor from Table A.2 for n =20, i = 8%: $50,000 x 9.8181 = $490,905.

Chapter Supplement A

Present Value Computations Using Excel

While the present value tables at the end of this book are useful for educational purposes, most present
value problems in business are solved with calculators or Excel spreadsheets. Because of the widespread
availability of Excel, we will show you how to solve present value problems using Excel. There are
slightly different versions of Excel available, depending on the age of the computer.

Present Value of a Single Payment

The calculation of a present value amount is based on a fairly simple mathematical formula:
PV = Paymentf1 + /)°

In this formula, payment is the cash payment made at some point in the future, i is the interest rate each
period, and 7 is the number of periods in the problem. We could use this formula to solve all problems
involving the present value of a single payment. It is, of course, easier to use a present value table (like the
one at the end of this book) which is derived by solving the present value formula for various interest rates
and numbers of periods. Unfortunately, a table that included all interest rates and numbers of periods
actually encountered in business would be too large to work with. As a result, most accountants and
analysts use Excel to compute a present value.

To compute the present value of a single payment in Excel, you enter the present value formula in a cell,
using the format required by Excel. You should select a cell and enter the following formula:

= Payment/(1 + )" n
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To illustrate, if you wanted to solve for the present value of a $100,000 payment to be made in five
years with an interest rate of 10 percent, you would enter the following in the function field:

5/6/2018

= 100000/1.10)"5

BFX

https://online.vitalsource.com/#/books/1 259591239/cfi/6/56/4/414/12@0:0 4/5




5/6/2018 Bookshelf Online: Financial Accounting

PRINTED BY: uilifapegmiiiiimmn,” rinting is for personal, private use only. No part of this book may be reproduced
or transmitted without publisher's prior permission. Violators will be prosecuted.

interest for two years (for a total principal and interest of $1,210); the second deposit earns I
interest for one year (for a total principal and interest of $1,100). The third deposit earns no Page 478

interest because it was made on the day that the balance is computed. Thus, the total amount in
the savings account at the end of three years is $3,310 (81,210 + $1,100 + $1,000).

To derive the future value of this annuity, we could compute the interest on each deposit. However, we can
refer to Table A.4, Appendix A, Future Value of an Annuity of $1 for i = 10%, n = 3 to find the value 3.3100.
The future value of your three deposits of $1,000 each can be computed as follows:

From Table A4, $1,000 X§.31 o0 = 83,310

Interest rate = 10%,

n=3

1 ne FOWET 01 LOIMpoul 1(LL K-

Compound interest is a remarkably powerful economic force. Indeed, the ability to earn interest on interest is
the key to building economic wealth. If you save $1,000 per year for the first 10 years of your career, you will
have more money when you retire than you would if you had saved $15,000 per year for the last 10 years of
your career. This surprising outcome occurs because the money you save early in your career will earn more
interest than the money you save at the end of your career. If you start saving money now, the majority of your
wealth will not be the money you saved but the interest your money was able to earn.

Effects of
Compound Interest
20
15
10
D

e [ pOSITS
Deposits with interast

The chart in the margin illustrates the power of compounding over a brief 10-year period. If you deposit $1
each year in an account earning 10 percent interest, at the end of just 10 years, only 64 percent of your balance
will be made up of money you have saved; the rest will be interest you have earned. After 20 years, only 35
percent of your balance will be from saved money. The lesson associated with compound interest is clear: Even
though saving money is difficult, you should start now.

9-1. Define, measure, and report current liabilities. p. 453

Strictly speaking, accountants define liabilities as probable future sacrifices of economic benefits that
arise from past transactions. They are classified on the balance sheet as either current or long term.
Current liabilities are short-term obligations that will be paid within the current operating cycle of the
business or within one year of the balance sheet date, whichever is longer. Long-term liabilities are all
obligations not classified as current.

9-2. Analyze the accounts payable turnover ratio. p.454

This ratio is computed by dividing cost of goods sold by average accounts payable. It shows how quickly
management is paying its trade creditors and is considered to be a measure of liquidity.

9-3. Report notes payable and explain the time value of money. p. 458
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A note payable specifies the amount borrowed, when it must be repaid, and the interest rate associated
with the debt. Accountants must report the debt and the interest as it accrues. The time value of money
refers to the fact that interest accrues on borrowed money with the passage of time.

9-4. Report contingent liabilities. p. 460

A contingent liability is a potential liability that has arisen as the result of a past event. Such liabilities are
disclosed in a note if the obligation is reasonably possible.
9-5. Explain the importance of working capital and its impact on cash flows. p. 462

Working capital is used to fund the operating activities of a business. Changes in working capital accounts
affect the statement of cash flows. Cash flows from operating activities are increased by decreases in
current assets (other than cash) or increases in current liabilities. Cash flows from operating activities are
decreased by increases in current assets (other than cash) or decreases in current liabilities.

9-6. Report long-term liabilities. p. 464

Usually, long-term liabilities will be paid in more than one year in the future. Accounting for long-term
debt is based on the same concepts used in accounting for short-term debt.
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9-7. Compute present values. p. 466 Page 479
The present value concept is based on the time value of money. Simply stated, a dollar to
be received in the future is worth less than a dollar available today (present value). This
concept can be applied either to a single payment or multiple payments called annuities. Either present
value tables or Excel can be used to determine present values.

9-8. Apply present value concepts to liabilities. p. 469

Accountants use present value concepts to determine the reported amounts of liabilities. A liability
involves the payment of some amount at a future date. The reported liability is not the amount of the
future payment. Instead, the lability is reported at the amount of the present value of the future payment.

In this chapter, we focused on current liabilities and introduced you to present value concepts. In the next
chapter, we will use present value concepts to measure long-term liabilities. We will also discuss long-term
liabilities in the context of the capital structure of the company.

Accounts payable turnover is a measure of how quickly a company pays its creditors. It is computed as follows (p.
454):

Costs of Goods Sold
Average Accounts Payable

Accounts Payable Turnover =

alance Shee -
Balance Sheet Income Staternent

Under Current Liabilities

Liabilities listed by account hitle, such as
Accounts payable
Acerved labilines
Notes payable

Current portion of long-term debl

Liabilities are shown only on the balance sheel.
never on the income statement. Transactions
affecting labilities often affect an income stale-
ment account. For example. accrued salary com-
pensation affecls an income statement account
icompensation expense ) and a balance sheet
Under Noncurrent Liabilines account isalanies payable).
Liabilities listed by account hitle. such as

Long-term debt

Deferred taxes Notes
Bonids Under Summary of Sigmficant Accounting
Policies

& ) - " Description of pertinent information concermng
Statement of Cash Flows accounting treatment of habilities. Normally.
Under Operating Activities iindirect method) thers is minimal information.

Netineome o Under a Separate Note

+ Increases in most current liabilities [f not listed on the balance sheet, a listing of

— Decreases in most current liabilities the major classifications of liabilities with
Under Financing Activities information aboul matunties and interest rates.

+ Increases in long-term habilities Information about contingent habilities is

— Decreases in long-lerm habilities reported in the notes,
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