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5.9: End-of-Chapter Exercises
 

Questions
1. What is the difference between a current liability and a noncurrent liability?
2. Give an example of a current liability and a noncurrent liability.
3. Why is it important that a company be able to pay its liabilities as they come due?
4. Why are financial statement users particularly concerned about the amount of current liabilities a company has?
5. What are the three characteristics of liabilities according to FASB?
6. What are “accrued liabilities”?
7. How do companies account for gift cards it has sold?
8. What two criteria must be met for a company to record a contingency?
9. Give three examples of possible contingencies that a company would report.

10. How would a company report a contingency that is “reasonably possible”?
11. How would a company report a contingency where the chance of loss is “remote”?
12. How should a company go about estimating liabilities like product warranties?
13. What is a term bond?
14. What is an indenture?
15. How is the contract rate used to calculate the interest paid on a term bond?
16. How do you calculate the payment on an installment loan?
17. How does an installment loan work?
18. What are some of the risks for a company of holding debt?
19. What is bankruptcy?
20. Name three advantages of financing with debt.
21. Define “face value” of a note or bond.
22. What are some of the ways a note or bond repayment can be structured?
23. Define “debenture.”
24. Why are covenants included in loan agreements?
25. Define “effective interest rate.”

 

True or False
1. ____ Contingent gains should only be recorded if they are probable and can be reasonably estimated.
2. ____ A current ratio of less than one means that a company has more current assets than current liabilities.
3. ____ A long-term note payable is an example of a current liability.
4. ____ Restatement of financial statements should occur if a company attempts to mislead investors by understating its liabilities.
5. ____ Embedded and extended warranties should be accounted for in the same way.
6. ____ When estimating its warranty liability, a company should consider things like the state of the economy.
7. ____ Contingent liabilities should be reported on the balance sheet if they are both probable and can be reasonably estimated.
8. ____ Unearned revenue and accounts receivable are examples of current liabilities.
9. ____ Liabilities for gift cards and similar items must be kept on the balance sheet until they are redeemed, regardless of how

long that takes.
10. ____ One advantage of debt financing is that interest is tax deductible.
11. ____ A company’s creditors can force it into bankruptcy if it can’t pay its debts.
12. ____ Banks typically charge stronger companies higher interest rates than weaker ones because the strong companies can better

afford it.
13. ____ Financial leverage refers to a company’s ability to pay its debts off early, avoiding interest payments.
14. ____ Debt covenants exist to product the creditor.
15. ____ When a company issues a bond between interest dates, the first interest payment will be lower.
16. ____  A debenture is a debt that is not secured.
17. ____ The maturity value of a bond is amount that the company will need to repay at the end of the bond term.
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18. ____ Accounting for a finance lease and an installment loan is not similar at all.
19. ____ Each payment on an installment loan must be separated into interest expense and principal.

Multiple Choice

1. Which of the following is not normally a current liability?

1. Accounts payable
2. Bonds payable
3. Interest payable
4. Income taxes payable

2. Sierra Inc. manufacturers environmentally friendly appliances. It offers a two-year warranty standard. In Year 1, Sierra sold
450,000 toasters. Past experience has told Sierra that approximately 4 percent of the toasters require repair at an average cost of
$10 each. During Year 1, Sierra actually spends $38,000 and during Year 2, Sierra actually spends $105,000. What is the
balance in the warranty liability account at the end of year 2?

1. $180,000
2. $143,000
3. $38,000
4. $37,000

3. Reporting contingent losses but not contingent gains is an example of which accounting principle?

1. Matching
2. Conservatism
3. Going concern
4. Cost/benefit

4. Which of the following is not a criterion that must be met for an item to be classified as a liability?

1. It is a certain future sacrifice
2. The sacrifice is from the entity’s assets or services
3. It is a probable future sacrifice
4. It arises from a present obligation that results from a past transaction

5. Kitten Inc. issued $105,000 in bonds on September 1. The annual interest rate is 6 percent and interest is paid on the bonds
every June 30 and December 31. When the bonds are issued on September 1, how much cash will the company collect?

1. $105,000
2. $1,050
3. $106,050
4. $103,950

6. Which of the following is an agreement which debtors sign as part of getting a loan that serves to protect a creditor?

1. Security
2. Term bond
3. Leverage
4. Covenant

7. Which of the following is not a reason companies borrow money?

1. To raise needed funds
2. Interest is tax deductible
3. Creditors have no control over the company
4. Creditors do not become owners in the company

8. Which of the following refers to an asset a creditor could take from a debtor if the debtor fails to pay back a loan?

1. Interest
2. Security
3. Covenant
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4. Maturity

9. Krystal Corporation issued $100,000 with a 4 percent stated rate of interest on January 1. The effective rate of interest on that
date was 6 percent and interest is paid semiannually on June 30 and December 31. The bonds mature ten years from now. What
amount would bondholders be willing to pay Krystal on January 1 for the bonds?

1. $100,000
2. $85,123
3. $85,280
4. $140,000

Problems

1. Knockoff Corporation makes a videogame unit known as the Gii. During the month of June, the following transactions
occurred. Record any necessary journal entries for a–e.

1. Knockoff purchased $340,000 of raw materials inventory on account.
2. The company incurs salary expense of $42,000, which will not be paid until the beginning of July.
3. Knockoff owes the IRS and other government entities $108,000 in taxes.
4. OK Buy places an advance order for Giis and pays Knockoff $28,000. The Giis will be shipped in July.
5. Knockoff owes a local bank $4,450 in interest.

2. OK Buy sells gift cards in various denominations. The company likes to sell these because it receives the cash immediately, but
knows that a certain percentage will never be redeemed for merchandise. On December 1, OK Buy had a balance in unearned
revenue from sales of gift cards of $528,000.

1. During December, OK Buy sold an additional $428,000 in gift cards. Prepare this journal entry.
2. During December, $316,000 worth of gift cards were redeemed to purchase inventory that had originally cost OK Buy

$182,000. Prepare these journal entries.
3. On December 31, OK Buy’s accountant determines that 4 percent of the outstanding gift cards will never be redeemed for

various reasons. She used past history to help determine this figure. Prepare a journal entry if necessary.
4. What is the balance in OK Buy’s unearned revenue from sale of gift cards account on December 31 after all of the above

transactions have been recorded?

3. Ingalls Company is a fine jeweler located in a mall in a midsize city. During December 2024, an unfortunate accident happens.
Mrs. Rita Yeargin trips over a giant, singing Rudolph set up by the mall management company and went sprawling into Ingalls’
store where she cracked her head on a display case. She spent several days in the hospital with a sprained ankle, bruised elbow
and a concussion. Prior to the end of the year, Mrs. Yeargin’s lawyer files papers to sue both the mall management company and
Ingalls for $1,000,000. Ingalls’ insurance company tells it that its policy does not cover accidents involving giant, singing
Rudolphs. Ingalls’s attorney tells it that it is difficult to guess what a jury might do in this case. He estimates that Ingalls will
probably be liable for only 20 percent of the $1,000,000 since the Rudolph actually belongs to the mall.

1. Determine if Ingalls needs to record a journal entry on December 31, 2024, and if so, record it.

4. Sadler Corporation produces lawnmowers. The lawnmowers come with a two-year warranty that is not sold separately. During
2023, Sadler sold 22,000 lawnmowers that cost $5,840,000 to manufacture for $11,400,000 cash. Sadler’s accountant estimates
that 8 percent will need to be repaired at some point over the next two years at an average cost of $40 per lawnmower.

1. Make the journal entry to record the sale of the lawnmowers in 2023.
2. Record warranty expense for 2023.
3. During 2024, Sadler spends $27,000 to repair the lawnmowers. Record this.
4. At the end of 2024, Sadler’s accountant reevaluates the warranty estimates. The accountant believes that the actual warranty

liability may be higher than her original estimates. She now believes that an additional $15,000 should be added. Make the
necessary journal entry.

5. During 2025, Sadler spends $58,000 to repair the lawnmowers. Record this.

5. The Eyes Have It sells custom eyewear with a one-year embedded warranty. Customers may purchase an extended one-year
warranty beyond that. During 2023, the company sold 52,000 pairs of eyeglasses for $1,000,000. Customers who purchased 75
percent of those pairs also purchased the one-year extended warranty. This brought in $200,000 cash.
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1. Record the sale of the extended warranties in 2023.
2. Assume that during 2024, the company spent $34,000 to repair glasses under the extended warranty. Record this entry.
3. Record the entry Eyes will make when the extended warranties expire.

6. Joni Corporation borrows $400,000 from Friendly Bank on February 1, 2023. The principal will not be repaid until the end of
six years, but interest payments are due every February 1. The interest rate is 6 percent annually. Record the journal entry
necessary for each of the following:

1. The signing of the loan
2. The interest accrual on December 31, 2023
3. The payment of interest on February 1, 2024

7. Colson Corporation issues bonds to finance an expansion of its hot swimwear line. The $50,000 in bonds is issued on April 1,
2024 and pay interest in the amount of 5 percent annually.  The effective rate of interest is the same as the stated rate.  Interest
payments are made every April 1.  Record the journal entry necessary for each of the following:

1. The issuance of the bonds
2. The interest accrual on December 31, 2024
3. The payment of interest on April 1, 2025

8. Jaguar Corporation issues term bonds with a face value of $500,000 on January 1, 2023. The bonds have a stated rate of interest
of 6 percent and a life of four years. They pay interest annually on December 31. The market rate or effective rate on the date of
issuance was 8 percent. Record all necessary journal entries on the following dates.

1. How much would investors be willing to pay for the bonds on January 1, 2023? (calculate the cash flows and then use the
tables to calculate the present value)

2. Determine the amount of each annual cash interest payment.
3. What would be the journal entries to record payment of interest on December 31, 2023 and December 31, 2024

Comprehensive Problem

This problem will carry through several chapters, building in difficulty. It allows students to continuously practice skills and
knowledge learned in previous chapters.

In earlier chapters you prepared Webworks statements for several months during their first year in business.  We now move to the
second year. The financial statements for December of the first year are included here as a starting point for January.
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The following events occur during January:

a. Webworks starts and completes seven more Web sites and bills clients for $4,900.

b. Webworks purchases supplies worth $300 on account.

c. At the beginning of January, Webworks had fourteen keyboards costing $113 each and twenty flash drives which had been
written down to $5 each in December due to obsolescence. Webworks uses perpetual LIFO to cost its inventory.

d. On account, Webworks purchases sixty-five keyboards for $125 each and ninety of the new flash drives for $22 each.

e. Webworks pays Nancy $775 for her work during the first three weeks of January.

f. Webworks writes off an account receivable from October in the amount of $250 because collection appears unlikely.

g. Webworks receives $750 in advance to design a Web site for a local salon. Work won’t begin on the Web site until February.

h. Webworks sells seventy keyboards for $9,900, all twenty of the old flash drives for $100 (for all the old flash drives) and eighty
of the new flash drives for $2,600 cash (for all new flash drives).
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i. During January, Webworks receives notice that one of its former clients is not happy with the work performed. When Webworks
refuses to refund the client’s money, the client decides to sue for what he paid plus damages for his “pain and suffering,” which
comes to $5,000. An attorney friend of Leon’s mom believes that the suit is without merit and that Webworks probably will not
have to pay anything.

j. Webworks collects $5,200 in accounts receivable.

k. Webworks pays $300 for advertising that will run over the next two months.

m. Webworks pays off its salaries payable from December.

n. Webworks pays off $9,000 of its accounts payable.

p. Webworks pays Leon a salary of $1,800.

q. Webworks prepays $900 for rent for the months of January, February, and March.

r. Webworks receives a dividend from QRS of $35 in cash.

s. Webworks pays taxes of $900 in cash.

Required:

A. Prepare journal entries for the above events.

B. Post the journal entries to T-accounts.

C. Prepare an unadjusted trial balance for Webworks for January.

D. Prepare adjusting entries for the following and post them to your T-accounts.

t. Webworks owes Nancy $200 for her work during the last week of January.

u. Leon’s parents let him know that Webworks owes $340 toward the electricity bill. Webworks will pay them in February.

v. Webworks determines that it has $68 worth of supplies remaining at the end of January.

w. Prepaid rent should be adjusted for January’s portion.

x. Prepaid advertising should be adjusted for January’s portion.

y. Webworks is continuing to accrue bad debts at 10 percent of accounts receivable.

z. Webworks continues to depreciate its equipment over four years and its furniture over five years, using the straight-line method.

i. The license agreement should be amortized over its one-year life (10 months remaining).

E. Prepare an adjusted trial balance.

F. Prepare financial statements for January.
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