CHAPTER NINE
Debt Financing: Current and Non-current Liabilities

A corporation often has liabilities – amounts owing to creditors. These liabilities must be classified on the statement of financial position as current or non-current. Current liabilities can include known liabilities such as payroll liabilities, interest payable, and bank loans that must be paid in the near future, and estimated liabilities related to warranties, for instance. Non-current debt includes amounts owing to creditors that will be paid over many years, like some kinds of bank loans. 
Chapter 9 Learning Objectives
LO1 – Identify and explain the difference between current and non-current liabilities.
LO2 – Record and disclose known current liabilities.
LO3 – Record and disclose estimated current liabilities.
LO4 – Explain, calculate, and record non-current debt.


A.	Current versus Non-current Liabilities
Current or short-term liabilities are a form of debt that is expected to be paid within the longer of one year of the statement of financial position date or the next operating cycle, whichever is longer. Examples include accounts payable, salaries payable, unearned revenues, notes payable, and short-term bank loans. LO1 - Identify and explain the difference between current and non-current liabilities.

Non-current liabilities are forms of debt expected to be paid beyond one year of the statement of financial position date or the next operating cycle, whichever is longer. Long-term bank loans secured by real estate (mortgages) are examples of non-current liabilities. 
As discussed in Chapter 4, current and non-current liabilities must be shown separately on the statement of financial position. Doing so helps financial statement readers assess the liquidity of a corporation – its ability to satisfy current liabilities (generally with cash) as they come due.
B.	Known Current Liabilities
Known current liabilities are those where the payee, amount, and timing of payment are known. Examples include accounts payable, unearned revenues, and payroll liabilities. These are different from estimated current liabilities where the amount is not known and must be estimated. These may arise when a supplier’s invoice has not been received by the time the financial statements have been prepared, for instance. Estimated current liabilities are discussed later in this chapter.LO2 - Record and disclose known current liabilities.

Employee Payroll Liabilities
Short-term bank loans, accounts payable and unearned revenues were introduced in previous chapters. Payroll liabilities are amounts owing to various agencies on behalf of employees. These include items withheld from employees’ pay cheques. Common withholdings are personal income taxes, employment insurance, pension and health insurance contributions, and union dues. These withheld amounts are remitted by the employer to agencies like the government, a private pension plan administrator, a union, or a health care provider, and usually within a few days of being deducted. Gross pay is the amount of salaries or wages[footnoteRef:1] to which employees are entitled before any deductions. Net pay is the actual cash payment that the employees receive at the end of a pay period after deductions are made.  [1:  Salaries are fixed amounts paid to an employee on a regular basis (for example, monthly). Wages are calculated based on an hourly rate times the actual hours worked each day.] 

Assume a company has two employees. Each employee is required to have the following amounts deducted from their gross pay each period:
Personal income taxes	15% 	
Employment insurance	2%	
Government pension	5%	
Union dues	1%	
Company pension plan	3%	
In addition, each employee contributes $55 per pay period to a company health plan. Gross pay, payroll deductions, and net pay for the two employees would be as shown below:
	
	
	
	Payroll Deductions
	

	
Row
	
Employee
	Gross
pay
	Income
taxes
	Employ.
insur.
	Gov’t
pension
	Comp.
health
	Union
dues
	Comp.
pension
	
Total.
	Net
pay

	
	
	
	(15%)
	(2%)
	(5%)
	plan
	(1%)
	(3%)
	deduct.
	

	1.
	S. Smith
	1,560.00
	234.00[footnoteRef:2] [2:  $1,560.00 x 15% - $234.00] 

	31.20[footnoteRef:3] [3:  $1,560.00 x 2% = $31.20] 

	78.00[footnoteRef:4] [4:  $1,560.00 x 5% = $78.00] 

	55.00
	15.60[footnoteRef:5] [5:  $1,560.00 x 1% = $15.60] 

	46.80[footnoteRef:6] [6:  $1,560.00 x 3% = $46.80
Calculations are similar for J. Jones.] 

	460.60
	1,099.40

	2.
	J. Jones
	975.00
	146.25
	19.50
	48.75
	55.00
	9.75
	29.25
	308.50
	666.50

	3.
	Total employee deductions
	
	380.25
	50.70
	126.75
	110.00
	25.35
	76.05
	769.10
	


Figure 9–1: December 16-31, 2019 Payroll Record Example


The journal entry to record the amount payable at year-end to S. Smith would be:This is the same as the “Gross pay” amount shown for Smith in Figure 9-1.

Dec. 31	Salaries Expense			1,560.00
		Employee Inc. Taxes Pay.		  234.00These are the amounts deducted for Smith shown in row 1.

		Employment Insur. Pay.			31.20These are all current liability accounts.

		Gov’t Pension Payable			78.00
		Company Health Plan Pay.		55.00
		Union Dues Payable			15.60
		Company Pension Payable		46.80This is the same as net pay shown for Smith in Figure 9-1.

		Salaries Payable			1,099.40
	To record amount due to S. Smith, net of deductions.
The journal entry to record the amount payable at year-end to J. Jones would be similar:
Dec. 31	Salaries Expense			975.00
		Employee Inc. Taxes Pay.		  146.25These are the amounts deducted for Jones shown in row 2.

		Employment Insur. Pay.			19.50
		Gov’t Pension Payable			48.75
		Company Health Plan Pay.		55.00
		Union Dues Payable			9.75
		Company Pension Payable		29.25
		Salaries Payable			666.50
	To record amount due to J. Jones, net of deductions.
When the two employees are paid on say, January 2, 2020, the following entries would be made:
2020
Jan. 2	Salaries Payable			1,099.40
		Cash				1,099.40
	Salaries Payable			666.50
		Cash				666.50
To record payment of net amounts owing to Smith and Jones at December 31.
In most countries, the employer is required by law to also contribute to certain government programs. These amounts are known as payroll expenses. To demonstrate the journal entries to record a business’s payroll expenses for the period December 16-31, 2019, refer to the payroll records in Figure 9-1. Assume that in addition to amounts that it withholds from employees’ pay as shown in row 3, the company also must contribute 1.4 times as much as its employees to an employment insurance plan, must match government pension contributions, and must contribute one-half as much to the company pension plan as its employees. . 
The company therefore incurs payroll expenses as shown in row 4 of Figure 9–2 shown below:
	
	
	
	Payroll Deductions
	

	
Row
	
Employee
	Gross
pay
	Income
taxes
	Employ.
insur.
	Gov’t
pension
	Comp.
health
	Union
dues
	Comp.
pension
	
Total.
	Net
pay

	
	
	
	(15%)
	(2%)
	(5%)
	plan
	(1%)
	(3%)
	deduct.
	

	1.
	S. Smith
	1,560.00
	234.00
	31.20
	78.00
	55.00
	15.60
	46.80
	460.60
	1,099.40

	2.
	J. Jones
	975.00
	146.25
	19.50
	48.75
	55.00
	9.75
	29.25
	308.50
	666.50

	3.
	Total employee deductions
	
	380.25
	50.70
	126.75
	110.00
	25.35
	76.05
	769.10
	

	4.
	Company contributions
	
	-0-
	70.98[footnoteRef:7] [7:  ($50.70 x 1.4) = $70.98] 

	126.75
	-0-
	-0-
	38.03[footnoteRef:8] [8:  ($76.05 x ½) = $38.03] 

	
	

	5.
	Total remittances
	
	380.25
	121.68
	253.50
	110.00
	25.35
	114.08
	
	


Figure 9–2: December 16-31, 2019 Payroll with Employer Contributions
The journal entry to record the company’s matching contributions would be:These amounts are the same as those shown in row 4 of Fig. 9–2 above.

These are additional, salary-related expense categories on the income statement.

Dec. 31	Employment Insur. Expense		70.98
	Gov’t Pension Expense		126.75
	Company Pension Expense		38.03
		Employment Insur. Pay.			70.98These are the same current liability accounts as used above. 

		Gov’t Pension Payable			126.75
		Company Pension Payable		38.03
	To record employer contributions owing for December.
The deductions payable accounts would be recorded as current liabilities on the December 31, 2019 statement of financial position, since they will be remitted to various agencies within the next few weeks. 


When deductions are paid to the various agencies, say on January 15, 2020, the following four entries would be made to eliminate these current liability accounts, one entry for each agency. Both employee and company portion of the deductions are remitted. These are the same amounts as shown in row 5 of Figure 9-2 above:
2020
Jan. 15	Employee Inc. Taxes Pay.		  380.25
	Employment Insur. Pay.		121.68
	Gov’t Pension Payable		253.50
		Cash				755.43
To record employee deductions and employer contributions for December 31, 2019 paid to Government of Canada.

Jan. 15	Company Health Plan Payable		110.00
		Cash				110.00
To record payment of employee deductions to ABC Healthcare.

Jan. 15	Union Dues Payable		25.35
		Cash				25.35
To record payment of employee deductions to Union X, Local 251.

Jan. 15	Company Pension Payable		114.08
		Cash				114.08
To record payment of employee deductions and employer contributions to Greenview Private Pension Plan Administrator.
These are simple examples. Payroll accounting can be complex and is covered in more detail in specialized accounting courses.  
Sales Taxes
Another type of known current liabilities is a sales tax. Sales taxes are common sources of government revenues in most countries. An example of a Canadian sales tax is the federal Goods and Services Tax (GST). This is calculated as 5% of the selling price of most goods and services.[footnoteRef:9] GST does not apply to salaries, wages and benefits paid to employees. [9:  GST is also not applied to goods like prescription drugs, groceries, and medical supplies or services such as education, health care, and finance.] 

To demonstrate how a sales tax like GST is recorded, assume that Joe’s Cars Corporation operates in Canada. The company purchased a vehicle for $20,000 cash from a supplier on December 15, 2019. It must pay the supplier $21,000: $20,000 for the vehicle plus GST of $1,000 (20,000 x 5% = $1,000). 
The entry to record the purchase would be:
2019
Dec. 15	Merchandise Inventory		20,000
	GST Payable			1,000
		Cash				21,000
	To record purchase of vehicle plus 5% GST.
Assume the company then sold the vehicle to a customer on December 20 for $25,000 cash. The customer must pay Joe’s Cars $26,250: $25,000 for the vehicle plus GST of $1,250 ($25,000 x 5% = $1,250). 
If the company uses the perpetual inventory method, the entry to record the sale would be:
2019
Dec. 20	Cash			26,250
		Sales				25,000
		GST Payable			1,250
	Cost of Goods Sold	20,000
		Merchandise Inventory			20,000
	To record sale of vehicle plus 5% GST.
There is no GST effect related to cost of goods sold. This has been recorded when the vehicle was originally purchased on December 15. The statement of financial position at December 31 would show a current liability, GST Payable, amounting to $250 ($1,250 – 1,000). No expense would be recorded on the company’s income statement. The GST Payable liability of $250 would be paid to the government soon after the statement of financial position date. Assuming this payment is made on January 15, 2020, the following journal entry would be made:
2020
Jan. 15	GST Payable			250
		Cash				250
	To record payment of GST owing to Government of Canada at December 31.

Short-term Notes Payable
Short-term notes receivable were discussed in Chapter 7. A note receivable can arise when an account receivable is overdue and the debtor and creditor agree to enter into a formal legal agreement for payment. A short-term note payable is the flip side of a note receivable. It is an arrangement to formalize repayment of an account from the creditor’s point of view. It is recorded as a current liability if it is expected to be paid within one year from the statement of financial position date. 
In Chapter 7, BDCC provided $4,000 of services on August 1, 2019 to customer Woodlow. Woodlow was unable to pay this amount in a timely manner. The receivable was converted in BDCC’s accounting records on December 1, 2019 to a 4%, three-month note receivable, meaning that the $4,000 was to be repaid with interest on February 28, 2020. 
The following example compares the entries recorded by BDCC for the note receivable to the entries recorded by Woodlow to establish and then satisfy a note payable for the same transaction.
	2019
	
	BDCC records
	
	Woodlow records

	Dec. 1
	
	Note Rec. – Woodlow
	
	4,000
	
	
	Account Payable – BDCC
	
	4,000
	

	
	
		Account Rec. – Woodlow
	
	
	4,000
	
		Note Payable – BDCC
	
	
	4,000

	
	
	To record conversion of the account receivable from Woodlow to a 4%, 3-month note receivable due February 28, 2020.
	
	To record conversion of the account payable to BDCC to a 4%, 3-month note payable due February 28, 2020.

	
	
	
	
	
	
	
	
	
	
	

	Dec. 31
	
	Interest Receivable
	
	13
	
	
	Interest Expense
	
	13
	

	
	
		Interest Earned
	
	
	13
	
		Interest Payable
	
	
	13

	
	
	To record interest revenue accrued on the Woodlow note receivable at year-end ($4,000 x 4% x 1/12 mos. = $13).
	
	To record interest expense accrued on the BDCC note payable at year-end ($4,000 x 4% x 1/12 mos. = $13).

	2020
	
	
	
	
	
	
	
	
	
	

	Feb. 28
	
	Cash
	
	4,040
	
	
	Note Payable – BDCC
	
	4,000
	

	
	
		Interest Receivable
	
	
	13
	
	Interest Payable
	
	13
	

	
	
		Interest Earned
	
	
	27
	
	Interest Expense
	
	27
	

	
	
		Note Rec. – Woodlow
	
	
	4,000
	
		Cash
	
	
	4,040

	
	
	To record the collection of the note receivable and interest revenue from January 1 to February 28, 2020 ($4,000 x 4% x 1/12 mos. = $27).
	
	To record the payment of the note payable and interest expense from January 1 to February 28, 2020 ($4,000 x 4% x 1/12 mos. = $27).


Notice that the dollar amounts in the entries for BDCC are mirrors of those for Woodlow. BDCC records interest earned; Woodlow records interest expense. BDCC will report two current assets in its statement of financial position at December 31 (note receivable; interest receivable); Woodlow will report two current liabilities (note payable; interest payable).
Income Tax Liabilities
Besides sales taxes and payroll deductions, a company must also remit corporate income taxes to the government. A company’s income taxes are based on the amount of income, net of expenses, reported on its annual income statement.[footnoteRef:10] It is one of the last adjusting entries made at a company’s year-end.  [10:  Corporate income taxation is complex and covered more thoroughly in advanced accounting courses.] 

Often, profitable companies are required to remit income tax installments for the current year to the government on a monthly or quarterly basis, and before the fiscal year-end. Installment calculations are beyond the scope of this text but are influenced by the amount of corporate income taxes paid in the prior year.
Assume that BDCC is required to make monthly corporate income tax installments during 2019 of $1,500 and that these amounts must be paid to the government by the 15th day of the following month. If the payment for January 2019 was made by February 15, the journal entry would be:
2019
Feb. 15	Corporate Income Taxes Payable		1,500
		Cash				1,500
	To record payment of January income tax installment.
After the monthly payment on December 15, 2019, the balance in the Corporate Income Taxes Payable general ledger account would be a $16,500 debit balance ($1,500 x 11 mos.). 
Various adjusting entries would be made to prepare the BDCC financial statement for the year ended December 31, 2019. Assume that after all these adjustments, BDCC reported revenues of $500,000 and expenses before corporate income taxes of $400,000 for the year ended December 31, 2019. Income before income taxes would be $100,000. This figure is used as a basis to prepare the corporate tax return for the year. If the corporate income tax rate is 20%, BDCC would pay corporate income taxes of $20,000 [($500,000 – 400,000) x 20% = $20,000].
The adjusting entry to record the corporate income taxes expense and adjust the amount owing would be:
	2019			Debit	Credit	Corp. Inc. Tax Exp.
Dec. 31	Corporate Income Taxes Expense	20,000	20,000

						Corp. Inc. Tax. Pay.
						16,500
			Corporate Inc. Taxes Payable		20,000	20,000							3,500
		To record 2019 corporate income tax expense.
Since the company has already paid $16,500 in corporate income tax installments for the 2019 fiscal year, it only owes $3,500 at December 31, 2019 (see bolded amount above).
The condensed BDCC income statement at December 31 would show:
	Big Dog Carworks Corp.
	Income Statement
	For the Year Ended December 31, 2019
Revenue	$500,000
Operating expenses	400,000
Income before income taxes	100,000
	Income taxes	  20,000
Net income	$80,000
The $3,500 balance in the Corporate Income Taxes Payable general ledger account would be shown as a current liability on the statement of financial position at December 31, 2019. BDCC will pay this amount in cash sometime in 2020 after the income tax return has been filed with the government and assessed.
C.	Estimated Current Liabilities
An estimated current liability is an obligation that exists at the statement of financial position date. However, its amount can only be approximated – for because an invoice has not yet been received from a supplier. Two common examples of estimated liabilities are warranties and fees for services rendered by professionals like lawyers and auditors related to year-end financial statement preparation. LO3 - Record and disclose estimated current liabilities.

Warranty Liabilities
A warranty is a guarantee offered by the seller to replace or repair defective products. Warranties typically apply for a limited period of time. The seller does not know which product will require warranty work, when it might occur, or the amount. However, based on past experience, warranty expense can be estimated. Often this is based on a percentage of sales revenue. The adjustment is done at year –end. Doing this matches warranty expenses with revenue in the year of sale.
As an example, assume High Road Appliances Corp. estimated its warranty expense to be 5% of its sales revenue. Sales amounted to $500,000 for its first year ended December 31, 2019. 
To match the warranty expense to the period in which the revenue was realized, the following adjusting entry would be recorded at the year-end:
2019
Dec. 31	Warranty Expense		25,000
		Estimated Warranty Liability		25,000
To record estimated warranty expense for the year ($500,000 x 5% = $25,000).
Prior to this year-end adjusting entry, parts and labour are used to perform warranty work during the year. The following type of entry is recorded many times as each piece of warranty work is completed:
	Estimated Warranty Liability		XXX
		Parts Inventory		 	XXX
		Wages Payable			XXX
To record the actual costs of parts and labour for warranty work, job 1234.
These many small entries gradually increase the debit balance in the Estimated Warranty Liability account until the estimated liability account is adjusted as above to record the estimated expense.
Over time, the year-end balance in the Estimated Warranty Liability account should be stable if actual expenditures are equal to estimated expenditures. If the balance gradually increases or decreases, the estimate of warranty expense as a percentage of sales revenue needs to be reviewed and adjusted.
Professional Fess
An independent accounting firm may be contracted to prepare or audit the annual financial statements. Services of lawyers and pension actuaries may also be needed. Precise fees for these services will be unknown until an invoice is rendered by the supplier. However, this usually occurs after the financial statements have been issued. To match the expense to the year in which the services apply, the fees are estimated and recorded as part of the Estimated Current Liabilities general ledger account at year-end. 
Assume BDCC estimates that the audit fee for the 2019 financial statements will be $10,000. 
The following adjusting entry would be made (GST would not be recorded until the fees were actually invoiced by the supplier).
2019
Dec. 31	Professional Fees			10,000
		Estimated Current Liabilities		10,000
To record estimated audit fees for the year.
Contingent Liabilities
An estimated liability results from a past occurrence. It is recorded when the likelihood of paying is probable and the amount can be reliably estimated. A contingent liability exists as a result of a past occurrence, but only if payment is not probable or the amount of the liability is not known at the date the financial statements are issued. A contingent liability is just disclosed in a note to the financial statement. A liability with only a remote likelihood of success is neither recorded nor disclosed in a note. 


The following is a summary of the treatment of these types of liabilities:
	
	
	Outcome

	
	
	Remote
	
	Possible
	
	Probable

	Amount can be estimated
	
	Do not report
	
	Note to financial statements
	
	Record in financial statements

	
	
	
	
	
	
	

	Amount cannot be estimated
	
	Do not report
	
	Note to financial statements
	
	Note to financial statements


As an example, assume a lawsuit is commenced in 2019 against Jones Corp. claiming damages of $100,000. At December 31, 2019, lawyers for the company indicate that it is probable that the lawsuit will be successful but the damages cannot be reasonably estimated. In this case, a note to the financial statements might state:
Note X	A lawsuit has been commenced during the year against the company related to the alleged sale of defective merchandise. Legal counsel has advised that this action will likely be successful. The amount of award cannot be reasonably estimated at this time. The lawsuit seeks compensation for damages amounting to $100,000.
Assume now that it is probable that the lawsuit will be successful and that full damages will be awarded. The following entry would be recorded in the company’s records: 
2019
Dec. 31	Lawsuit Damages Expense		100,000
		Estimated Current Liabilities		100,000
To record estimated lawsuit award.
If this amount is relatively large, it would be reported in the Other Income (Expenses) section of the income statement.


D.	Non-current Liabilities
A corporation often incurs long-term debt to acquire property, plant, and equipment. These borrowing are repayable over many years. There are three main types of non-current borrowings:LO4 – Explain, calculate, and record non-current debt.

1. Bonds pay only interest at regular intervals to bondholders. The original investment is repaid to bondholders when the bond matures (or comes due), usually after a number of years. Bonds issued by a company are generally purchased by many investors, including individuals, financial institutions, and other corporations. Bonds are discussed in detail in a later chapter.
2. Loans  are also sums of money lent for interest. They differ from bonds in that they are repaid in equal payments on a regular basis, often monthly. The repayments usually consist of both interest and principal paid to creditors. Such payments are said to be blended. That is, each payment contains repayment of a certain amount of the original amount of the loan (the principal), as well as interest on the remaining principal balance. Loans are usually received from only one or a small number of financial institutions. After obtaining a loan, a company often purchases long-lived assets from a third party with the cash proceeds. The loan in turn may be secured by these purchased assets to reduce the risk of non-repayment to the lender. If the loan is not repaid, the lender can seize and legally sell the secured assets, and retain the funds owed to it. For instance a mortgage is a loan secured by specified real estate of the company, usually land with buildings on it.
3. A finance lease is similar to a loan in that a series of cash payments are also made over a specified period of time. However, these are not quite the same as repayment of a bank loan. Instead of payments to the bank, the payments are made to a leasing company, called the lessor. The payments give the lessee (the company making the payments) the right to use a long-lived asset owned by the leasing company for a specified period of time. Unlike a short-term rental agreement, the amount of the payments is so large as a percentage of the value of the related long-lived asset and the period of time over which they are made is so long that the lessee in effect purchases the asset, even though legal title may not be transferred from the leasing company to the lessee. Because of this, the asset is recorded as property, plant, and equipment on the statement of financial position, and the lease is recorded as a loan payable.
Non-current loans and finance leases are discussed further below.
Loans Payable
As noted above, a loan is another form of long-term debt that can be used by a corporation to finance its operations.
Assume BDCC obtained a $100,000, 10% loan on January 1, 2019 from First Bank to acquire a piece of production equipment. When the loan proceeds are deposited into the bank account of BDCC, the company would make the following journal entry:
2019
Jan. 1	Cash 			100,000
		Loan-Payable – First Bank		100,000
To record 10% loan from First Bank.
When the equipment is purchased (assumed here to be the same day), this journal entry would be made:
2019
Jan. 1	Equipment		100,000
		Cash				100,000
To record purchase of equipment with loan proceeds.
BDCC will depreciate this long-lived asset as usual over its estimated useful life, as discussed in a previous chapter. Interest is calculated on the unpaid balance of the loan. This balance decreases over the life of the loan because each payment contains part interest and part principal payments. In the example above, assume the $100,000 loan is repayable in three annual blended payment of $40,211. Each payment is made on December 31, commencing in 2019. While the payments remain the same each year, the amounts of interest paid decrease while the amount of principal repaid increases.


Figure 9-3 illustrates this effect. Note particularly columns B, C, and D.
	
	
	A
	
	B
	
	C
	
	D
	
	E

	
Year
ended Dec. 31
	
	 
Beginning loan balance
	
	
(A x 10%) 
Interest
expense
	
	(D – B)
Reduction of loan payable 
($40,211 – B)
	
	
Total loan payment
	
	
(A – C) Ending
loan balance

	2019
	
	$100,000
	
	$10,000
	
	$30,211
	
	$40,211
	
	$69,789

	2020
	
	69,789
	
	6,979
	
	33,232
	
	$40,211
	
	36,557

	2021
	
	36,557
	
	3,654
	
	36,557
	
	$40,211
	
	-0-

	
	
	
	
	
	
	$100,000
	
	
	
	


Figure 9-3	Effect of blended interest and principal payments Interest expense decreases with each loan payment because the remaining principal (A) has decreased. Principal repaid plus interest each year (B + C) always totals $40,211, the amount of each payment

Figure 9-3 can be used to construct the journal entries to record the loan payments at the end of each year:
2019
Dec. 31	Interest Expense (col. B)		10,000
	Loan Payable (col. C)		30,211
		Cash				40,211
2020
Dec. 31	Interest Expense (col. B)		6,979
	Loan Payable (col. C)		33,232
		Cash				40,211
2021
Dec. 31	Interest Expense (col. B)		3,654
	Loan Payable (col. C)		36,557
		Cash				40,211
The amounts in Figure 9-3 can also be used to present the related information on the financial statements of BDCC at each year-end. Recall that assets and liabilities need to be classified as current and non-current on the statement of financial position. Current liabilities are amounts paid within one year of the statement of financial position date. Part of the loan payable to First Bank will be paid in the upcoming year. Therefore, it needs to be classified as a current liability on the statement of financial position even though the full amount of the loan outstanding is reported in a single general ledger account called Loan Payable – First Bank. The amount of the total loan outstanding at December 31, 2019, 2020, and 2021 and the current and non-current portions are shown in Figure 9-4:
	A
	
	B
	
	C
	
	D
	

	
Year
ended Dec. 31
	
	Ending loan balance per general ledger (Fig. 9-2, Col. D)
	
	

Current portion 
(Fig. 9-2, col. C)
	
	
(B – C)
Non-current portion
	

	2019
	
	$69,788
	
	$33,232
	
	$36,557
	

	2020
	
	36,557
	
	36,557
	
	-0-
	

	2021
	
	-0-
	
	-0-
	
	-0-
	


Figure 9-4	Allocation of current and non-current portions of loan principal 
Statement of financial position presentation would be as follows at each year-end:
	
	
	2019
	
	2020
	
	2021

	Current liabilities
	
	
	
	
	
	

	Current portion of borrowings
	
	$33,232
	
	$36,557
	
	$      -0-

	Non-current liabilities
	
	
	
	
	
	

	Borrowings (Note X)
	
	36,557
	
	-0-
	
	-0-


Details of the loan would be disclosed in a note to the financial statements. Only the principal amount of the loan is reported on the statement of financial position. The interest expense portion is reported on the income statement as an expense. Because these payments are made at BDCC’s year-end (December 31), no interest payable is accrued or reported on the statement of financial position in this example.
Finance Leases
After obtaining a long-term loan, a company often purchases long-lived assets from a third party with the cash proceeds. The mechanics of a finance lease are much the same as that of a loan. If the amount of lease payments are large compared to the value of the asset leased and the payments extend over a considerable amount of time, GAAP requires that the asset and related lease be recorded on the statement of financial position, as if an equivalent bank loan had been obtained and the proceeds used to purchase the asset.
For instance, assume that on January 1, 2019 Big Dog Carworks Corp. agrees to pay First Leasing Company annual payments of $40,211 on December 31 for the next three years for the use of a large truck that could be purchased elsewhere for $100,000. BDCC is responsible for insuring, maintaining, and repairing the truck, though title to the truck remains with the leasing company.
Even though BDCC does not legally own the truck, the substance of the lease agreement is the same is if the company received a 10% loan from a bank and then purchased the truck from a third party (recall the example above). As a result, BDCC is required under GAAP to record the finance lease as a liability and the truck as a long-lived asset on its statement of financial position. 
When the lease agreement is signed on January 1, 2019 the following journal entry is made:
2019
Jan. 1	Truck 			100,000
		Finance Lease			100,000
To record First Leasing Company lease of a truck.
As in the first example, the truck asset is depreciated over its estimated useful life.
To record the loan payments, the implicit rate of interest within the lease agreement needs to be established. In the BDCC example, this is 10% – the amount of annual interest that would need to be paid to a bank for a similar loan. 
When each of the three payments is made on December 31 of 2019, 2020, and 2021, much the same journal entries are recorded as in the previous bank loan example:
2019
Dec. 31	Interest Expense			10,000
	Finance Lease			30,211
		Cash				40,211
2020
Dec. 31	Interest Expense 			6,979
	Finance Lease 			33,232
		Cash				40,211


2021
Dec. 31	Interest Expense			3,654
	Finance Lease			36,557
		Cash				40,211
Statement of financial position presentation of the finance lease liability would also be similar. The same current and non-current portions would be presented each year as in the bank loan example above.
All of these types of liabilities are illustrated in the demonstration problem below.


E.	Demonstration Problem
The following unadjusted trial balance has been taken from the records of Rockfish Rentals Corp at December 31, 2020: 
	No.
	Account
	Unadjusted TB
	
	Adjustments
	
	Adjusted TB

	
	
	Debit
	Credit
	
	Debit
	Credit
	
	Debit
	Credit

	101
	Cash
	2,000
	 
	
	 
	 
	
	
	

	110
	Accounts receivable
	3,000
	
	
	
	
	
	
	

	150
	Merch. inventory
	30,000
	 
	
	 
	
	
	
	

	151
	Parts inventory
	20,000
	 
	
	
	 
	
	
	

	180
	PPE, net
	282,160
	 
	
	 
	 
	
	
	

	210
	Accounts payable
	 
	8,000
	
	 
	
	
	 
	

	212
	Est. current liab.
	 
	 
	
	 
	
	
	 
	

	213
	Est. warranty liab.
	10,000
	 
	
	 
	
	
	 
	

	220
	Note payable
	 
	12,000
	
	 
	 
	
	 
	

	222
	Interest payable
	 
	 
	
	 
	
	
	 
	

	226
	Salaries payable
	 
	 
	
	 
	
	
	 
	

	227
	Emp’ee inc. tax pay.
	
	
	
	
	
	
	
	

	228
	Emp. insur. pay.
	 
	 
	
	 
	
	
	 
	

	
	
	 
	 
	
	 
	
	
	 
	

	229
	Gov’t pension pay.
	 
	 
	
	 
	
	
	 
	

	
	
	 
	 
	
	 
	
	
	 
	

	230
	Co. health plan pay.
	 
	 
	
	 
	
	
	 
	

	
	
	 
	 
	
	 
	
	
	 
	

	231
	Union dues pay.
	 
	 
	
	 
	
	
	 
	

	232
	Co. pension pay.
	 
	 
	
	 
	
	
	 
	

	
	
	 
	 
	
	 
	
	
	 
	

	238
	GST payable
	 
	1,000
	
	
	
	
	 
	

	242
	Unearn. comm. rev.
	 
	500
	
	 
	
	
	 
	

	260
	Corp. inc. tax pay.
	5,000
	 
	
	 
	
	
	 
	

	275
	Mortgage payable
	 
	200,000
	
	 
	 
	
	 
	

	276
	Finance lease
	 
	20,000
	
	 
	 
	
	 
	

	320
	Share capital
	 
	2,000
	
	 
	 
	
	 
	

	340
	Retained earnings
	 
	40,000
	
	 
	 
	
	 
	

	410
	Commiss. earned
	 
	23,000
	
	
	 
	
	 
	

	500
	Sales
	 
	477,000
	
	 
	
	
	 
	

	570
	Cost of goods sold
	141,000
	 
	
	
	 
	
	
	

	621
	Dep’n expense
	8,940
	 
	
	 
	 
	
	
	

	632
	Interest expense
	15,000
	 
	
	
	 
	
	
	

	653
	Professional fees
	 
	 
	
	
	 
	
	
	

	656
	Salaries expense
	240,000
	 
	
	
	 
	
	
	

	658
	Gov’t emp. insur. exp.
	6,000
	
	
	
	
	
	
	

	659
	Gov’t pension exp.
	4,800
	 
	
	
	 
	
	
	

	660
	Co. health insur. exp.
	3,600
	 
	
	
	 
	
	
	

	661
	Co. pension exp.
	12,000
	 
	
	
	 
	
	
	

	678
	Warranty exp.
	 
	 
	
	
	 
	
	
	

	830
	Corp. inc. tax exp.
	 
	 
	
	
	 
	
	
	 

	
	
	783,500
	783,500
	
	
	
	
	
	


The company uses the perpetual inventory method. GST applies only when indicated. The following additional information is available:
a.	Actual unearned commission revenue at December 31 should be $800. 
b.	A $1,000 invoice for parts received from a supplier on December 31 that has not yet been recorded. GST of 5% was added to the cost of parts, for a total of $1,050.
c.	A December 31 sale on account for $3,000 was not recorded. GST of 5% was charged on the sale. Related cost of goods sold was $2,500.
d.	The $12,000 note payable was issued on December 1, 2020. It bears interest at 4% per year and is due November 30, 2021. No interest expense has been recorded. 
e.	Warranty expense for the year is estimated at 3% of sales revenue. 
f.	Unpaid salaries for the week of December 24-31 were as follows:
	a. 
	b. 
	Payroll Deductions
	

	Employee
	Gross
pay
	Income
taxes
	Employ.
insur.
	Gov’t
pension
	Comp.
health
	Union
dues
	Comp.
pension
	Total
deduct.
	Net
pay

	J. Smith
	5,000
	1,000
	125
	100
	50
	200
	250
	1,725
	3,275


The company’s portion of contributions is:
Government employment insurance	$175
Government pension	$100
Company health insurance	$75
Company pension	$500
g.	Audit fees for the 2020 financial statements are estimated to be $6,000 excluding GST. The auditor will add GST to the amount that is eventually billed.
h.	Payments on the mortgage and finance lease, including interest, were made on December 31. Payments during 2021 will be made as follows:
	
	
	
Interest
	
	Reduction of principal
	
	Total payments
	

	Mortgage
	
	$7,000
	
	$3,000
	
	$10,000
	

	Finance lease
	
	1,500
	
	2,500
	
	4,000
	


i.	It is possible that the company will lose a lawsuit filed against it during the year. The estimated award is $5,000. 
j.	The corporate income tax rate is 20% calculated on income before income taxes. 
Required:
1.	Prepare necessary adjusting entries at December 31, 2020. Include general ledger account numbers and appropriate descriptions.
2.	Post the entries to the “Adjustments” column of the worksheet. Total the worksheet.
3.	Prepare a classified income statement and statement of changes in equity for the year ended December 31, 2020 and a classified statement of financial position at December 31.
4.	Assume the salaries, employee deductions, and company payroll expenses were paid on January 5, 2021. Record the journal entries. Assume payments were made as applicable to employee J. Smith, Government of Canada, Union Local 151, Purple Cross Healthcare, and Fidelity Mutual Pension Administration. 
5.	Assume amounts owing for 2020 corporate income taxes payable and GST payable are remitted in cash to the Government of Canada on January 15, 2021. Record the journal entries.
6.	Assume the estimated warranty liability reported on the December 31, 2019 statement of financial position was $30,000. Should this be a concern when Rockfish management reviews the 2020 financial statements?
7.	What types of information about the various liability accounts should be disclosed in the notes to the financial statements?
Solution to Demonstration Problem
1.	Prepare necessary adjusting entries at December 31, 2020. Include general ledger account numbers and appropriate descriptions.
a. 2020
Dec. 31	Commissions Earned	410	300
		Unearned Comm. Rev.	242		300
To adjust unearned commissions revenue to actual at December 31.


b. 2020
Dec. 31	Parts Inventory	151	1,000
	GST Payable	238	50
		Accounts Payable	210		1,050
To record invoice from supplier.
c. 2020
Dec. 31	Accounts Receivable	110	3,150
		Sales	500		3,000
		GST Payable	238		150
	Cost of Goods Sold	570	2,500
		Merchandise Inventory	150		2,500
To record additional sales on account. (GST would have been paid when the inventory was originally purchased, so there is no GST effect related to cost of goods sold.)
d. 2020
Dec. 31	Interest Expense	632	40
		Interest Payable	222		40
To record interest on note payable ($10,000 x 4% x 1/12 mos. = $40)
e. 2020
Dec. 31	Warranty Expense	678	14,400
		Estimated Warranty Liab.	213		14,400
To record estimated warranty expense for 2020 [($477,000 + 3,0001) x 3% = $14,400]
1 See c. above


f. The summary of deductions is as follows:
	c. 
	d. 
	e. 
	
	Payroll Deductions
	
	

	Row
	Employee
	Gross
pay
	
	Income
taxes
	Employ.
insur.
	Gov’t
pension
	Comp.
health
	Union
dues
	Comp.
pension
	Total
deduct.
	
	Net
pay

	1.
	J. Smith
	5,000
	
	1,000
	125
	100
	50
	200
	250
	1,725
	
	3,275

	2.
	Employer contrib.
	
	
	-0-
	175
	100
	75
	-0-
	500
	
	
	

	3.
	Total remittances
	
	
	1,000
	300
	200
	125
	200
	750
	
	
	



i. 	The amount owing to Smith and related deductions are shown in row 1. The journal entry to record these would be:
2020
Dec. 31 	Salaries Expense	656	5,000
		Emp’ee Income Tax. Pay.	227		1,000
		Employment Insur. Pay.	228		125
		Gov’t Pension Payable	229		100
		Co. Health Plan Payable	230		50
		Union Dues Payable	231		200
		Co. Pension Payable	232		250
		Salaries Payable	226		3,275
To record Dec. 24-31 salaries and benefits payable.
ii. 	The company’s matching contributions are shown in row 2 above. The journal entry to record these would be:
2020
Dec. 31 	Gov’t Employment Ins. Exp.	658	175
	Gov’t Pension Expense	659	100
	Company Health Plan Exp.	660	75
	Company Pension Expense	661	500
		Employment Insur. Pay.	228		175
		Gov’t Pension Payable	229		100
		Co. Health Plan Payable	230		75
		Co. Pension Payable	232		500
To record company contributions for Dec. 24-31 salaries and benefits payable.
g. 2020
Dec. 31	Professional Fees	653	6,000
		Estimated Current Liab.	212		6,000
To record estimated audit fees. (No GST will be recorded until the actual invoice is received.)
h. No entry. This only affects statement of financial position presentation for current and non-current liabilities.
i. No entry. The event would only be recorded if the outcome was probable, even if the amount to be awarded can be reasonably estimated.
j. 2020
Dec. 31	Corporate Income Taxes Exp.	830	8,514
		Corporate Inc. Tax. Pay.	260		8,514
To record corporate income taxes for the year [($42,5701 x 20% = $8,514 (rounded)]
1 	See the income statement. This entry is recorded after the partial income statement is prepared up to the income before income taxes amount. The income statement can be completed after this entry is recorded.


2.	Post the entries to the “Adjustments” column of the worksheet. Total the worksheet.

	No.
	Account
	Unadjusted TB
	
	Adjustments
	
	Adjusted TB

	
	
	Debit
	Credit
	
	Debit
	Credit
	
	Debit
	Credit

	101
	Cash
	2,000
	 
	
	 
	 
	
	2,000
	

	110
	Accounts receivable
	3,000
	
	c
	3,150
	
	
	6,150
	

	150
	Merch. inventory
	30,000
	 
	
	 
	2,500
	c
	27,500
	

	151
	Parts inventory
	20,000
	 
	b
	1,000
	 
	
	21,000
	

	180
	PPE, net
	282,160
	 
	
	 
	 
	
	282,160
	

	210
	Accounts payable
	 
	8,000
	
	 
	1,050
	b
	 
	9,050

	212
	Est. current liab.
	 
	 
	
	 
	6,000
	g
	 
	6,000

	213
	Est. warranty liab.
	10,000
	 
	
	 
	14,400
	e
	 
	4,400

	220
	Note payable
	 
	12,000
	
	 
	 
	
	 
	12,000

	222
	Interest payable
	 
	 
	
	 
	40
	d
	 
	40

	226
	Salaries payable
	 
	 
	
	 
	3,275
	f(i)
	 
	3,275

	227
	Emp’ee inc. tax pay.
	
	
	
	
	1,000
	f(i)
	
	1,000

	228
	Emp. insur. pay.
	 
	 
	
	 
	125
	f(i)
	 
	300

	
	
	 
	 
	
	 
	175
	f(ii)
	 
	

	229
	Gov’t pension pay.
	 
	 
	
	 
	100
	f(i)
	 
	200

	
	
	 
	 
	
	 
	100
	f(ii)
	 
	

	230
	Co. health plan pay.
	 
	 
	
	 
	50
	f(i)
	 
	125

	
	
	 
	 
	
	 
	75
	f(ii)
	 
	

	231
	Union dues pay.
	 
	 
	
	 
	200
	g
	 
	200

	232
	Co. pension pay.
	 
	 
	
	 
	250
	f(i)
	 
	750

	
	
	 
	 
	
	 
	500
	f(ii)
	 
	

	238
	GST payable
	 
	1,000
	b
	50
	150
	c
	 
	1,100

	242
	Unearn. comm. rev.
	 
	500
	
	 
	300
	a
	 
	800

	260
	Corp. inc. tax pay.
	5,000
	 
	
	 
	8,514
	j
	 
	3,514

	275
	Mortgage payable
	 
	200,000
	
	 
	 
	
	 
	200,000

	276
	Finance lease
	 
	20,000
	
	 
	 
	
	 
	20,000

	320
	Share capital
	 
	2,000
	
	 
	 
	
	 
	2,000

	340
	Retained earnings
	 
	40,000
	
	 
	 
	
	 
	40,000

	410
	Commiss. earned
	 
	23,000
	a
	300
	 
	
	 
	22,700

	500
	Sales
	 
	477,000
	
	 
	3,000
	c
	 
	480,000

	570
	Cost of goods sold
	141,000
	 
	c
	2,500
	 
	
	143,500
	

	621
	Dep’n expense
	8,940
	 
	
	 
	 
	
	8,940
	

	632
	Interest expense
	15,000
	 
	d
	40
	 
	
	15,040
	

	653
	Professional fees
	 
	 
	g
	6,000
	 
	
	6,000
	

	656
	Salaries expense
	240,000
	 
	f(i)
	5,000
	 
	
	245,000
	

	658
	Gov’t emp. insur. exp.
	6,000
	
	f(ii)
	175
	
	
	6,175
	

	659
	Gov’t pension exp.
	4,800
	 
	f(ii)
	100
	 
	
	4,900
	

	660
	Co. health insur. exp.
	3,600
	 
	f(ii)
	75
	 
	
	3,675
	

	661
	Co. pension exp.
	12,000
	 
	f(ii)
	500
	 
	
	12,500
	

	678
	Warranty exp.
	 
	 
	e
	14,400
	 
	
	14,400
	

	830
	Corp. inc. tax exp.
	 
	 
	j
	8,514
	 
	
	8,514
	 

	
	
	783,500
	783,500
	
	41,804
	41,804
	
	807,454
	807,454



3.	Prepare a classified income statement and statement of changes in equity for the year ended December 31, 2020 and a classified statement of financial position at December 31.
	Rockfish Rentals Corp.

	Income Statement

	For the Year Ended December 31, 2020

	Revenue
	
	
	
	

	Sales
	
	
	
	$480,000 

	Commissions earned[footnoteRef:11] [11:  Alternately, commission earned could be reported separately from gross profit calculations. Several presentation formats are acceptable.] 


	
	
	
	22,700

	
	
	
	
	502,700

	Cost of goods sold
	
	
	
	143,500

	Gross profit
	
	
	
	359,200

	Operating expenses
	
	
	
	

	     Selling 
	
	
	
	

	          Salaries 
	
	$245,000 
	
	

	          Employment insurance
	
	6,175
	
	

	          Government pension 
	
	4,900
	
	

	          Company health insurance
	
	3,675
	
	

	          Company pension
	
	12,500
	
	

	          Warranty
	
	14,400
	
	

	          Total selling 
	
	286,650
	
	

	     General and administrative 
	
	
	
	

	          Depreciation - building 
	
	8,940
	
	

	          Professional fees 
	
	6,000
	
	

	           Total general and admin. expenses
	
	14,940
	
	

	     Total operating expenses
	
	
	
	301,590

	Income before interest and income taxes
	
	
	
	57,610

	     Interest expense
	
	
	
	15,040

	Income before income taxes
	
	
	
	42,570

	      Income taxes
	
	
	
	8,514

	Net income
	
	
	
	$34,056 



	Rockfish Rentals Corp.

	Statement of Changes in Equity

	For the Year Ended December 31, 2020

	
	Share capital
	
	Retained earnings
	
	Total equity

	
	
	
	
	
	

	Balance at January 1, 2020
	$2,000 
	
	$40,000 
	
	$42,000 

	Net income
	
	
	34,056
	
	34,056

	Balance at December 31, 2020
	$2,000 
	
	$74,056 
	
	$76,056 
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	Rockfish Rentals Corp.

	Statement of Financial Position

	At December 31, 2020

	Assets
	
	Liabilities

	Current 
	
	
	
	Current 
	
	

	    Cash
	
	$2,000 
	
	    Accounts payable
	
	$9,050 

	    Accounts receivable
	
	6,150
	
	    Estimated liabilities
	
	6,000

	    Merchandise inventories
	
	27,500
	
	    Estimated warranty liabilities
	
	4,400

	    Parts inventories
	
	21,000
	
	    Note payable
	
	12,000

	
	
	56,650
	
	    Interest payable
	
	40

	
	
	
	
	    Salaries and benefits payable[footnoteRef:12] [12:  $3,275 + 1,000 + 300 + 200 + 125 + 200 + 750 = $5,850. These amounts could be disclosed separately. Alternate presentation formats are acceptable.] 

	
	[footnoteRef:13]5,850 [13: ] 


	
	
	
	
	    GST payable
	
	1,100

	
	
	
	
	    Unearned commissions revenue
	
	800

	
	
	
	
	    Corporate inc. tax payable
	
	3,514

	
	
	
	
	    Current portion of debt[footnoteRef:14] [14:  3,000 + 2,500 = $5,500. See requirement 1(h).] 

	
	5,500

	
	
	
	
	
	
	48,254

	Property, plant, and equipment (net)
	
	282,160
	
	Non-current
	
	

	
	
	
	
	    Mortgage payable
	
	200,000

	
	
	
	
	    Finance lease
	
	20,000

	
	
	
	[bookmark: RANGE!R20]
	    Less: Current portion
	
	(5,500)

	
	
	
	
	
	
	214,500

	
	
	
	
	        Total liabilities
	
	262,754

	
	
	
	
	Shareholders’ Equity

	
	
	
	
	Share capital
	
	2,000

	
	
	
	
	Retained earnings
	
	74,056

	
	
	 
	
	        Total shareholders’ equity
	
	76,056

	Total assets
	
	$338,810 
	
	Total liabilities and equity
	
	$338,810 



4.	The journal entry to record payment of salaries and benefits payable would be:
2021
Jan. 5	Salaries Payable	226	3,275
	Emp’ee Income Tax. Pay.	227	1,000
	Gov’t Employ. Insur. Pay.	228	300
	Gov’t Pension Payable	229	200
	Co. Health Plan Payable	230	125
	Union Dues Payable	231	200
	Co. Pension Payable	232	750
		Cash	101		5,850
To record payments of salaries and benefits owed at December 31, 2020 to:
	J. Smith		$3,275
	Government of Canada		1,500
	Union Local 151		200
	Purple Cross		125
	Fidelity Mutual		     750
			$5,850
Alternately, five separate entries could be made.
5.	The journal entry to record the payment of GST and corporate income taxes would be:
2021
Jan. 15	GST Payable	238	1,100
	Corporate Income Tax Payable	260	3,514
		Cash	101		4,614
To record payments of GST and corporate income taxes owing at December 31, 2020.
Alternately, two separate entries could be made. 
6.	The estimated warranty liability at December 31, 2019 was $30,000. It is only $4,400 at December 31, 2020. Management should review this. It may be that the estimated warranty expense of 3% of sales revenue is too low. Alternately, the amount of warranty claims in 2020 might have been abnormally high.
7.	A note should disclose more information about the note payable, the mortgage payable, and the finance lease – due dates, interest rates, repayment terms, and any assets pledged as security.
A note should also disclose the details of the contingent liability related to the outstanding lawsuit. This should include the likelihood of success (possible) and the estimated amount of the award.
Significant accounting policies should also be stated. The estimated warranty expense rate (3% of sales) should be disclosed, for instance.
Summary of Chapter 9 Learning Objectives
LO1 – Identify and explain the difference between current and non-current liabilities.
A current or short-term liability is a form of debt that is expected to be paid within the longer of one year of the statement of financial position date or one operating cycle. A non-current liability is a form of debt that is expected to be paid beyond one year of the statement of financial position date or the next operating cycle, whichever is longer. Current and non-current liabilities must be shown separately on the statement of financial position.
LO2 – Record and disclose known current liabilities.
Known current liabilities are those where the payee, amount, and timing of payment are well-established and documented. Accounts payable and payroll liabilities are types of known current liabilities. Employers are responsible for withholding from employees amounts including Employment Insurance (EI), Canada Pension Plan (CPP), and income taxes, and then remitting the amounts to the appropriate authority. Sales tax like the Goods and Services Tax (GST) in Canada must be remitted to the government on a regular basis, often monthly or quarterly. Current notes payable may require interest to be accrued.  
LO3 – Record and disclose estimated current liabilities.
An estimated liability occurs when amounts owing can be reasonably estimated, but the invoice has not yet been received at the date financial statements are issued, for example. Professional fees incurred to prepare year-end financial statements are an example. An estimated liability can also arise based on past experience of claims against the company. Warranty liabilities are an example. A contingent liability exists when it is possible but not probable that a debt will arise as a result of a past occurrence, or the event is probable but the amount cannot be reliably estimated. A contingent liability is disclosed in the notes to the financial statements. Events with a remote likelihood of occurrence are not disclosed or recorded.
LO4 – Explain, calculate, and record non-current debt.
A loan is a form of long-term debt that can be used by a corporation to finance its operations. Long-term loans can be secured and are typically obtained from a bank. Loans are often repaid over many years in equal blended payments containing both interest and principal. Finance leases are like loans in that they are generally repaid in equal blended payments over a number of years. However, payments are made to a leasing company (the lessor) for the right to use a long-lived asset owned by the leasing company. Unlike loans and finance leases, bonds pay only interest at regular intervals to bondholders. The original investment is repaid to bondholders when the bond matures (or comes due), usually after a number of years.
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Concept Self-check

1. What is the difference between a current and non-current liability?
2. What are some examples of current liabilities?
3. How are known current liabilities different from estimated current liabilities?
4. What are some examples of estimated current liabilities?
5. How is an estimated current liability different from a contingent liability?
6. How is a loan payable similar to a bond? How is it different?
7. How is a finance lease similar to a long-term loan from a bank? How is it different?

Comprehension Problems

CP 9–1
The following unadjusted accounts are taken from the records of Brown Corp. at December 31, 2019:
	Bank Loan	201
	
	Interest Expense	632
	
	Interest Payable	222
	

	
	
	
	12,000
	
	
	200
	
	
	
	
	
	
	100
	


Additional Information: The bank loan bears interest at 6% per year. It was obtained on April 1, 2019. Payment in full is due on March 31, 2020.
Required: Prepare the adjusting entry at December 31, 2019.



CP 9-2
An extract from the trial balance of Selby Corp. at December 31, 2019 is reproduced below:
	
	


Account
	
	
Amount in
unadjusted 
trial balance
	
	Amount in
adjusted
trial balance

	a.
b.
c.
	Accounts payable (re. supplies)
Interest payable
Unearned rent revenue
	
	$     60
-0-
1,000
	
	$ 100
100
500







Required: Prepare in general journal format the adjusting entries that were posted, including plausible descriptions. General ledger account numbers are not necessary.

CP 9-3
An extract from the trial balance of Paragon Corporation at December 31, 2019 is reproduced below:
					Amount in	Amount in
					unadjusted	adjusted
					trial balance	trial balance
a.	Salaries expense (re. J. Smith)	$50,000	$52,000
b.	Employee income taxes payable	400	900
c.	Employment insurance payable	-0-	96
d.	Government pension payable	-0-	160
Additional Information: Employees pay 2% of their gross salaries to the government employment insurance plan and 4% of gross salaries to the government pension plan. The company matches employees’ government pension contributions 1 to 1, and employment insurance contributions 1.4 to 1.


Required: 
1.	a. Prepare the adjusting entry that was posted to record the salary payable.
	b. Prepare the adjusting entry that was posted to record the company’s payroll expenses.
2.	Prepare the journal entries to record the payments on January 5, 2020 to employee J. Smith and the Government of Canada. 
Provide descriptions for journal entries. General ledger account numbers are not necessary.  

CP 9-4
Smith Corporation purchases merchandise on account from a supplier on June 30, 2019 for $4,000 plus GST (5%). On July 5, merchandise is sold for $5,000 plus GST to Customer A on account. Assume that the perpetual inventory method is used. 
Required: 
1.	Prepare the journal entry to record the $4,000 purchase from the supplier.
2.	Prepare the journal entry to record the sale to Customer A.
3.	Prepare the journal entry to record payment of GST on these two transactions to the Government of Canada on July 31.
4.	How much GST expense will Smith Corporation report on its income statement for these two transactions? 
Descriptions and general ledger account numbers are not necessary for journal entries.



CP 9-5
Paul’s Roofing Corporation paid monthly corporate income tax installments of $400 commencing February 15, 2019. The company’s income before income taxes for the year ended December 31, 2019 was $15,000. The corporate income tax rate is 40%. Paul’s Roofing paid the 2019 corporate income taxes owing on January 31, 2020. 
Required: 
1.	Record the February 15, 2019 payment.
2.	Record the 2019 corporate income tax expense.
3.	Record the January 31, 2020 payment.
Descriptions and general ledger account numbers are not necessary. Show calculations where applicable.

CP 9-6
On November 1, 2019 Branch Corporation converted a $10,000 account payable owing to Tree Corp. to a note payable bearing interest at 10% per year due on January 31, 2020. 
Required: 
1.	Record the November 1, 2019 transaction in the records of Branch.
2.	Record the adjusting entry needed on December 31, 2019.
3.	Record the journal entry for the January 31 payment.
4.	Record the above journal entries in the records of Tree Corp. 
Provide descriptions for journal entries. General ledger account numbers are not necessary. 



CP 9-7
Zebra Corp. commenced operations on January 1, 2019. It estimates warranty expense at 1% of yearly sales. During June 2019 it satisfied warranty claims as follows:
Parts from inventory	$2,000
Salaries paid in cash	500
The 2019 warranty claims amounted to $22,000 (including the entry above) and 2019 sales revenue was $2 million.
Required:
1.	Record the June warranty claims of $2,500.
2.	Record the 2019 warranty expense. 
3.	Calculate the balance in the estimated warranty liability account at December 31, 2019. Comment on your calculations.
Descriptions and general ledger account numbers are not necessary. Show calculations where applicable. Assume GST is not applicable.

CP 9-8
ClaimsRUs Corp. is the defendant in three lawsuits: 
Claim 1: It is possible that the lawsuit will be successful. Damages are estimated at $1.5 million.
Claim 2: It is probable that this lawsuit will be successful. Damages cannot be reasonably estimated as yet.
Claim 3: It is probable that this lawsuit will be successful. Damages are estimated at $1 million.
Required: Identify the accounting treatment for each claim. 

CP 9-9
Rosedale Corp. obtained a $50,000 loan from Second Capital Bank on January 1, 2019. It purchased a piece of heavy equipment for $48,000 on the same day. The loan bears interest at 6% per year on the unpaid balance and is repayable in three annual blended payments of $18,705 on December 31 each year.
Required:
1. Prepare the journal entries to record the following transactions:
a. Receipt of loan proceeds from the bank
b. Purchase of the equipment.
2. Complete the following loan repayment schedule.
	
	
	A
	
	B
	
	C
	
	D
	
	E

	
Year ended Dec. 31
	
	
Beginning loan balance
	
	
(A x 6%) Interest expense
	
	(D – B) Reduction of loan payable
	
	
Total loan payment
	
	(A – C) Ending loan balance

	2019
	
	$50,000
	
	
	
	
	
	$18,705
	
	

	2020
	
	
	
	
	
	
	
	18,705
	
	

	2021
	
	
	
	
	
	
	
	18,705
	
	-0-



3. Prepare the journal entry to record the first loan payment.
4. What is the current portion of the loan that will be reported on the statement of financial position at December 31, 2019?
Provide descriptions for journal entries. General ledger account numbers are not necessary.

CP 9-10
Day Corp. entered into a finance lease agreement with Night Leasing Ltd. on January 1, 2019. Day Corp. agreed to pay Night annual payments of $24,154 on December 31 for the next four years to lease a vehicle with a fair value of $80,000. The interest rate implicit in the lease agreement was 8%.


Required:
1. Prepare the journal entries to record the assumption of the lease on January 1, 2019.
2. Complete the following lease repayment schedule.
	
	
	A
	
	B
	
	C
	
	D
	
	E

	
Year ended Dec. 31
	
	
Beginning lease balance
	
	
(A x 8%) Interest expense
	
	(D – B) Reduction of finance lease
	
	
Total lease payment
	
	(A – C) Ending lease balance

	2019
	
	$80,000
	
	
	
	
	
	$24,154
	
	

	2020
	
	
	
	
	
	
	
	24,154
	
	

	2021
	
	
	
	
	
	
	
	24,154
	
	

	2022
	
	
	
	
	
	
	
	24,154
	
	-0-



3. [bookmark: _GoBack]Show how the lease would be presented on the statement of financial position of Day Corp. at December 31, 2019. Assume the first lease payment has been made. What additional information would be disclosed in the notes to the financial statements?
Provide descriptions for journal entries. General ledger account numbers are not necessary.


Problems

P 9–1
Latex Paint Corporation started operations on January 1, 2019. It had the following transactions during the year. GST applies only where indicated.
a.	Jan 1	Issued $20,000 share capital to the shareholders in return for cash.
b.	Jan 1	Obtained a bank loan totalling $30,000. The interest rate is 4%. The loan will be repaid in one year.
c.	Jan. 2	Purchased merchandise on account from a supplier for $20,000 plus GST (5%).
d.	Jan. 8	Sold $8,000 of paint to a customer on credit and added GST. Cost of the paint sold was $3,000. Latex uses the perpetual inventory method.
e.	Jan 15	Paid an employee J. Jones $1,560 cash for January 1-15 salary, calculated as follows:
	
	Deductions
	

	Gross
pay
	Income
taxes
	Employ.
insur.
	Gov’t
pension
	Total
deduct.
	Net
pay

	2,000
	300
	40
	100
	440
	1,560



The company’s portion of contributions is:
Employment insurance	1.4 times
Government pension		1 time
f.	Unrecorded liabilities at January 31 include:
i.	Salaries payable to J. Jones for January 16-31, amounting to $1,560 (net). Employer contributions are as shown in e. above.
ii.	Corporate income taxes amounting to 20% of income before income taxes.
Required:
1.	Prepare journal entries to record the above transactions. Show necessary calculations.
2.	Prepare all adjusting entries needed at January 31, 2019. Show necessary calculations. 
3.	Calculate total current liabilities at January 31, 2019.
Descriptions and general ledger account numbers are not necessary. 

P 9–2
Refer to P 9-1. 
Required:
1.	Post all entries to general ledger T-accounts.
2.	Prepare a classified income statement and statement of changes in equity for the month ended January 31, 2019 and a classified statement of financial position at January 31. Consider salaries and benefits to be selling expenses. 

P 9-3
The following unadjusted trial balance has been taken from the records of Mudryk Wholesalers Corp. at December 31, 2019:
	No
	Account
	Unadjusted TB
	Adjustments
	Adjusted TB
	

	
	
	Debit
	Credit
	
	Debit
	Credit
	
	Debit
	Credit
	

	101
	Cash
	12,000
	
	
	
	
	
	
	
	

	110
	Accounts receivable
	30,000
	
	
	
	
	
	
	
	

	150
	Merch. inventory
	70,000
	
	
	
	
	
	
	
	

	151
	Parts inventory
	10,000
	
	
	
	
	
	
	
	

	210
	Accounts payable
	
	40,000
	
	
	
	
	
	
	

	212
	Est. current liab.
	
	
	
	
	
	
	
	
	

	213
	Est. warranty liab.
	3,000
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	226
	Salaries payable
	
	
	
	
	
	
	
	
	

	227
	Emp’ee inc. tax pay.
	
	
	
	
	
	
	
	
	

	228
	Emp. insur. pay.
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	229
	Gov’t pension pay.
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	230
	Co. health ins. pay.
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	238
	GST payable
	
	1,000
	
	
	
	
	
	
	

	248
	Unearn. rent rev.
	
	
	
	
	
	
	
	
	

	260
	Corp. inc. tax pay.
	
	
	
	
	
	
	
	
	

	320
	Share capital
	
	100
	
	
	
	
	
	
	

	340
	Retained earnings
	
	3,000
	
	
	
	
	
	
	

	440
	Rent earned
	
	13,000
	
	
	
	
	
	
	

	500
	Sales
	
	791,900
	
	
	
	
	
	
	

	570
	Cost of goods sold
	263,500
	
	
	
	
	
	
	
	

	653
	Professional fees
	
	
	
	
	
	
	
	
	

	656
	Salaries expense
	400,000
	
	
	
	
	
	
	
	

	658
	Gov’t emp. insur. exp.
	8,000
	
	
	
	
	
	
	
	

	659
	Gov’t pension exp.
	20,000
	
	
	
	
	
	
	
	

	660
	Co. health plan exp.
	12,000
	
	
	
	
	
	
	
	

	678
	Warranty exp.
	4,000
	
	
	
	
	
	
	
	

	830
	Corp. inc. tax exp.
	16,500
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	849,000
	849,000
	
	
	
	
	
	
	





The following additional information is available at the year-end. GST of 5% only applies when indicated.
a.	The company has sublet space in its leased facilities to another company for $1,000 per month since January 1.
b.	A review of warranty claims indicates that the following amounts have been incorrectly recorded in income statement general ledger accounts:
Cost of goods sold	$500
Salaries expense	$100
c.	A $4,000 purchase of parts inventory on account plus GST has not been recorded.
d.	Warranty expense for the year is estimated at 1% of sales.
e.	Unpaid gross salaries amount to $5,000. Deductions from gross pay are as follows:
Employee income taxes	15%
Government employment insurance	2%
Government pension	5%
Company health insurance	3%
The company matches employee contributions to the employment insurance, government pension, and company health insurance plans on a 1 to 1 basis.
f.	Audit fees are estimated to be $8,000.
g.	The corporate income tax rate is 25% of income before income taxes. Corporate income tax installments during the year have been recorded as income taxes expense in the records.
Required:
1.	Prepare necessary adjusting entries at December 31, 2019. Include descriptions and general ledger account numbers, and calculations if necessary.
2.	Post the entries to the worksheet and prepare an adjusted trial balance.
3.	Prepare a classified income statement and statement of changes in equity for the year ended December 31, 2019 and a classified statement of financial position at December 31. Consider salary, benefits, and warranty expenses to be selling expenses. No shares were issued during the year. 



P 9-4
Zinc Corp. obtained a $100,000 loan from First Capital Bank on December 31, 2019, its fiscal year-end. It purchased a piece of heavy equipment for $95,000 on January 1, 2020. The loan bears interest at 8% per year on the unpaid balance and is repayable in four annual blended payments of $30,192 on December 31 each year, starting in 2020.
Required:
1. Prepare the journal entries to record the following transactions:
a. Receipt of loan proceeds from the bank
b. Purchase of the equipment.
2. Prepare the loan repayment schedule in the following format:
	Zinc Corp.
	Loan Repayment Schedule
	
	
	A
	
	B
	
	C
	
	D
	
	E

	
Year ended Dec. 31
	
	
Beginning loan balance
	
	

Interest expense
	
	(D – B) Reduction of loan payable
	
	
Total loan payment
	
	(A – C) Ending loan balance

	2020
	
	
	
	
	
	
	
	
	
	

	2021
	
	
	
	
	
	
	
	
	
	

	2022
	
	
	
	
	
	
	
	
	
	

	2023
	
	
	
	
	
	
	
	
	
	



3. Prepare the journal entry to record the last loan payment.
4. Prepare a partial statement of financial position showing the loan liability at December 31, 2021, and describe information that should be included in the notes to the financial statements about the loan.



P 9-5
East Corp. has a fiscal year-end of December 31, The company entered into a finance lease agreement with West Leasing Ltd. on April 1, 2020. East Corp. agreed to pay West an initial payment of $10,000 on that date and annual payments of $71,081 on March 31 for the next three years to lease a piece of equipment with a fair value of $200,000. The interest rate implicit in the lease agreement is 6%.
Required:
1. Prepare the journal entry to record the purchase of the equipment and assumption of the lease on April 1, 2020.
2. Prepare the lease repayment schedule as follows:
	East Corp.
	Lease Repayment Schedule
	
	
	A
	
	B
	
	C
	
	D
	
	E

	Year ended March 31
	
	Beginning lease balance
	
	 (A x 6%) interest expense
	
	(D – B) Reduction of finance lease
	
	Total lease payment
	
	 (A – C) Ending lease balance

	2021
	
	
	
	
	
	
	
	
	
	

	2022
	
	
	
	
	
	
	
	
	
	

	2023
	
	
	
	
	
	
	
	
	
	



3. Prepare the partial statement of financial position of East Corp. at December 31, 2022 showing the finance lease balance and accrued interest. Assume all payments have been made to date.


