Chapters 9 & 10

Reporting and
Analyzing Liabilities

Sales Taxes Payable

* Generally collected when sell tangible personal property

* Sales tax is always a liability because merchant collects
on behalf of the state.

* In California sales tax rate ranges from 8.25% to 10.75%
depending upon municipality.

Date Account Dr. Cr.
6/12 A/R 1,082.50
Sales 1,000.00
Sales Tax Payable 82.50
(Sale on Account)
7/15 Sales Tax Payable 82.50
Cash 82.50

(Remit to state)

Unearned Revenues

* Cash received before revenues earned

* Recorded as liabilities until product/service
provided.

Magazine subscriptions

Rent received in advance

Customer deposits for future service
Sale of airline tickets for future travel
Sale to season sporting events

Practice Problem
* The National Enquirer sells 1 year subscriptions
to its magazine. On Nov 1%, it sold subscriptions
and collected $1,200 plus sales tax of 8.25%.
* On Dec 15, remit sales tax to California.
* On Dec 31%, make the necessary adjusting entry.

Date Account Dr. Cr.
11/1 Cash 1,299
Unearned Revenue 1,200 xslézgg
Sales Tax Payable 99 W
(Receipt of subscriptions)
12/15 Sales Tax Payable 99
Cash 99
(Ck #13241)
12/31 Unearned Revenue 200 $1,200
Subscription Revenue 200 12 mo
($1,200/ 12 mo = 100 mo x 2mo =$200) | =$100x2mo

Employee Tax Withholdings
(Taxes Payable)

*  Employer must withhold payroll taxes from
employees’ paychecks.

—FICA taxes withheld
* Social Security (6.2%)
* Medicare (1.45%)
—Federal income taxes
—State income taxes (if applicable)
— CA Disability Insurance 1.1% in 2009
* Other deductions?

Employees earned $5,000 from 1/16 to 1/31 and

withholdings will include $1,000 federal income tax, $500
state income tax, $310 Social Security & $72.50 Medicare.
Checks are issued 2/5. What journal entries are required?

Date Account Dr. Cr.

1/31 Wage & Salary Exp. 5,000 5,000
Fed’l Tax Payable 1,000/ .1,000
State Tax Payable 500 -500
FICA Payable 382.50| -382.50
Wages & Salary Payable 3,117.50 3,117.50

(Accrue Wages)

2/5 Wages & Salary Pay 3,117.50

Cash 3,117.50

(Issue payroll cks 3115-3119)




Employer Taxes

1) Employer’s match of FICA (Social Security & Medicare)
2) Federal unemployment (.8% on employee’s 1%t $7,000)

3) State unemployment (.8 to 5.4% on 1%t $7,000)

4) CA Employer Training Tax (.1% of the first $7,000 gross

pay per employee)
5) Workers Compensation (Rates vary per employer)

Employees earned $5,000 from 1/16-1/31 and
withholdings will include $310 Social Security & $72.50
Medicare. FUTA taxes for the period total $40 and SUTA
taxes total $270.

Date Account Dr. Cr.
1/31 Payroll Tax Expense  692.50
FICA Payable 382.50
SUTA Payable 270.00
FUTA Payable 40.00

(Accrue employer payroll taxes)

Contingent Liabilities

Potential future obligations (pending lawsuits,

credit guarantees, warranty liabilities, etc.)

Accounting treatment depends upon:
eLikelihood of event
*Whether amount is estimable
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Estimated Warranty Liability

* Tata Motors had 2008 sales of $700 million. Its cars carry a 3-

year warranty that covers parts and labor. Tata estimates that

the costs of the warranty of 5% of sales.

warranty. Record JE’s related to its warranty.

Date Account Dr. Cr.
12/31/08 Warranty Expense 35
Estimated Warranty Liability
(700mm x 5% = 35 mm)
2009 Estimated Warranty Liability 15

Cash 15
(Warranty costs paid)

* In 2009, Tata paid for $15 million for repairs covered under its

35




Notes Payable

* OnJune 15, Jones borrowed $60,000 on a 50 day 9%
note. Record journal entries at issuance and maturity
(assume no adjusting entries were made prior to
maturity).

Date Account Dr. Cr.
6/15 Cash 60,000
Note Payable 60,000
(50 day ¢ 9% note)
$60,000
8/4  Interest Expense 750 —x.09
Note Payable 60,000 $5,400
Cash 60,750 | X50/360
(Maturity) $750

Bonds

* Groups of interest-bearing notes issued by
corporations, universities and gov’t agencies
* The bond certificate states

—Interest rate

—Dates interest payments due (semiannual
most common, but monthly and annual
also used)

—Date principal due

Secured Bonds & Debenture Bonds

* Secured Bonds - have specific assets
pledged as collateral for bonds.

* Debenture (Unsecured) Bonds -issued
against the general credit of the borrower.

Can be converted to stock at discretion of the bondholder.

Issuer may retire at a stated dollar
amount prior to maturity.

Convertible Bonds

Callable Bond

Bond Terms

e Contractual Interest Rate (Coupon or stated rate)-
interest rate per bond

¢ Market Interest Rate - rate investors demand for
loaning money

* Face Value (Principal) — amount of bond (amount
that needs to be paid back).

Issuing Bonds at Face Value

Holly Corp. issued 100 5-year, 10%, $1,000 bonds on 1/1/09 at
100 (par). Interest is payable semi-annually on 6/30 & 12/31.

Date Account Dr. Cr.
1/1/09  Cash 100,000 $1,000
Bonds Payable 100,000 x 100
(Issue 100 5-year 10% bonds) $100,000
6/30/09 Interest Expense 5,000
Cash 5,000 | $100,000
(PMT 100k x 10% x 6/12) —_x.10
12/31/09 Interest Expense 5,000 310,000/2
Cash 5,000 =$5,000
(PMT 100k x 10% x 6/12)
1/1/14 Bond Payable 100,000
Cash 100,000

(Maturity of bond)




Discounts & Premiums

« If contract (coupon) rate is more or less than market
(effective) interest rate you’ll have a discount or
premium.

» Discount — receive less than face value because
market rate is greater than contract rate
» $100,000 of bonds issued at 98 means 98% or
$98,000 received but have to pay back $100,000

* Premium — receive more than face value because
contract rate greater than market
» $100,000 of bonds issued at 103 means 103% or
$103,000 received but pay back $100,000

Discount on Bonds

® Discount on Bonds Payable—contra liability account
® Amortize discount over term of the bond.
® Discounts considered additional cost of borrowing.

Long-term liabilities

Bonds payable $ 100,000
Less: Discount bonds pay 2,000 $98,000
Carrying Value ‘

Premium on Bonds

® Premium Bonds Payable—adjunct liability account
® Amortize discount over term of the bond.

® Premiums considered a reduction in cost of
borrowing.

Long-term liabilities
Bonds payable $ 100,000
Plus: Premium bonds pay 2,000 $102,000

Carrying Value ‘

On Jan 1, 2009, Lizzy Inc., issued (sold) $100,000, 5-year, 10%
bonds at 98 with interest payable semiannually 6/30 & 12/31.

Date Account Dr. Cr.
1/1  Cash 98,000
100,000
Discount Bond Payable 2,000 » X .98
Bonds Payable 100,000 $98,000
(5-year 10% bonds) d
$100,000
6/30 Interest Expense 5,200 X .10
Discount Bonds Payable 200 | $10,000/2
Cash 5,000 | -¢5,000
(1t Payment)
$2,000
12/31 Interest Exp. 5,200 10 pmts*
Discount Bonds Payable 200 =$200
Cash 5,000

*5 yrs x 2 pmts
(2" pmt)




On Jan 1, 2009, Melissa Inc., sold $100,000 of 8-year, 12% bonds
at 104 with interest payable semiannually on 6/30 & 12/31.

Date Account Dr. Cr.
/1 Cash 104,000 $100,000 Bond Retirement
Premium Bonds Payable 4,000 X 1.04
Bonds Payable 100,000 | ¢104,000 | Bonds may be redeemed at maturity or before
(8-year 12% bonds) maturitv.
$100,000 aturity
6/30 Interest Expense 5,750 X .12
Premium Bonds Payable 250 $12,000/2 | A company may retire bonds before maturity to:
tCash 6,000 =$6,000 X reduce interest cost
(1% Payment) $4,000 X remove debt from its balance sheet.
12/31 Interest Exp. 5,750 16 pmts*
Premium Bonds Payable 250 =$250
Cash 6;000 *8 yrs x 2 pmts
(2™ pmt)

Redeeming Bonds Before Maturity

* When bonds retired before maturity, it is necessary to:

— Eliminate the carrying value of the bonds at the
redemption date

— Record the cash paid
— Recognize the gain or loss on redemption.

Example: Your Co. buys back $100,000 of its own bonds on
the open market at 102. The bonds have a carrying $98,800.

Date Account Dr. Cr.
4/1/06 Bond Payable 100,000
Loss on Redemp. 3,200

Discount Bond Pay 1,200
Cash 102,000
(Purchase bonds on open market at 102)

Debt to Equity Ratio

Proportion of financing from debt vs. owners.

Total Liabilities
Total Equity

Higher the number, the greater the risk

Times Interest Earned Ratio

Provides an indication of company’s ability to
meet interest payments as they come due.

Income Before Interest Exp. & Income taxes
Interest Expense

Higher the number, the better.




