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5.2: Reporting Current Liabilities Such as Gift Cards
 

Learning Objectives

At the end of this section, students should be able to meet the following objectives:

1. Define and record “accrued liabilities.”
2. Report the sale and redemption of gift cards.
3. Account for gift cards that are not expected to be redeemed.

Question: Current liabilities often include rent payable, salary payable, insurance payable, and the like. These debts are incurred
in connection with day-to-day operations. The amounts are known and payment will be made within a relatively short period of
time.

Liabilities that result from physical events such as the purchase of inventory or supplies are often reported as accounts payable.
Other current debts (interest payable or rent payable, for example) are sometimes combined under the general title of accrued
liabilities because they grow gradually over time rather than through a specific transaction. How does an organization determine
the amount of current liabilities to be reported on its balance sheet?

Answer: As discussed in a previous chapter, the timing for the recognition of a purchase is guided by the FOB point specified by
the seller or negotiated by the parties. If marked “FOB shipping point,” the liability is reported by the buyer when the goods leave
the seller’s place of business. “FOB destination” delays recording until the merchandise is received by the buyer. Unless goods are
damaged during transit or a dispute arises over payment for transportation charges, the FOB point is only relevant around the end
of a company’s fiscal year as the accountant attempts to classify transactions between one period and the next.

Many other liabilities are not created by a specific event but rather grow gradually day by day. Interest and rent are common
examples but salaries, insurance, payroll taxes, and utilities also accrue in the same manner. They increase based on the passage of
time. Interest on a loan or the amount due to an employee gets larger on a continual basis. For convenience, accounting systems
often ignore the growth in these debts until payment is made or financial statements are prepared. Adjusting entries are required at
the end of a period to recognize any accrued liabilities that have otherwise been omitted from the general ledger.

To illustrate, assume a large group of employees earns a total of $10,000 per day. They work Monday through Friday with payment
made on the final day of each week. If the company’s year ends on Wednesday, an adjustment is necessary so that the expense on
the income statement and the liability on the balance sheet are both presented fairly for the three days that have passed. The
following adjustment is made for $30,000 ($10,000 per day for three days) so that the debt incurred for salaries in the first year is
reported properly.

Figure 5.1 Year-end Adjusting Entry to Recognize Debt for Three Days’ Work

 

As a second example, assume a company borrows $100,000 from a bank at a 6 percent annual interest rate on December 1 with
payment to be made in six months. At the end of that year, the company owes interest but only for one month, an amount that is
recognized through the following adjusting entry. Accrued interest of $500 ($100,000 principal × 6 percent × 1/12 year) is reported
as of December 31.  Note that with interest, the liability and expense are recorded only when time has passed and not when the
original amount was borrowed.

Figure 5.2 Year-end Adjusting Entry to Recognize Interest for One Month
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Check Yourself

Ware, Inc.  borrowed $250,000 from the bank on September 1, 2023.  Ware agreed to pay 7% interest annually on the loan and will
make payments only each year on the anniversary of the loan in cash equal to the interest plus $25,000.  What would the adjusting
entry on December 31, 2023 for interest on this loan be if Ware only makes adjusting entries at the end of the year?

A.  Debit Interest Expense $5,833 and Credit Interest Payable $5,833.

B.  Debit Interest Expense $17,500 and Credit Interest Payable $17,500.

C.  Debit Interest Payable $17,500 and Credit Interest Expense $17,500.

D.  Debit Interest Payable $5,833 and Credit Interest Expense $5,833.

The correct answer is A.  Interest on the loan would be calculated from Sept 1 to December 31 or 4 months.  Interest is calculated
by taking 250,000 x 7% x 4/12 = $5,833 which is a debit to the expense and a credit to the liability that increases both.  Note that
you divide by the number of months in a year and then multiply by the number of months that have gone by (used).

Question: The January 28, 2023, balance sheet for Best Buy Co. Inc. shows several typical current liability accounts such as
accounts payable and accrued liabilities. However, a $274 million figure also appears titled “Unredeemed Gift Card Liabilities.”
Over the last couple decades, the importance of gift cards has escalated dramatically for many businesses. By purchasing such
cards, customers obtain the right to a specified amount of goods or services. From Starbucks to iTunes, these cards are sold to
serve as gifts or merely as a convenient method for handling future payments. How does a company such as Best Buy account for
the thousands of gift cards that it sells each year?

Answer: A liability represents a probable future sacrifice of an asset or service. By selling a gift card, a company has accepted an
obligation that will be reported on its balance sheet. Companies such as Best Buy or Amazon must be willing to hand over
inventory items such as cameras or books at the time the gift card is presented. Or, perhaps, some service can be required by the
cardholder such as the repair of a computer or a massage. To the seller, a gift card is a liability but one that is not normally settled
with cash. Probably the most common type of gift card is a postal stamp. When bought, the stamp provides a person with the right
to receive a particular service, the mailing of a letter or package.

To illustrate, assume that a company sells ten thousand gift cards with a redemption value of $50 each. Revenue cannot be
recognized when sold because the earning process is not substantially complete. The asset or service has not yet been conveyed to
the customer. Rather, a liability (such as “unearned revenue” or “gift card liability”) is reported to indicate that the company has an
obligation to the holder of the card.

Figure 5.3 Sale of Ten Thousand $50 Gift Cards for Cash

 

Over time, customers will present their gift cards for selected merchandise. Assume that a person uses the first $50 card to buy
goods which had originally cost the company only $32. Upon redemption, the liability is satisfied and the revenue can be
recognized. The obligation is met and the earning process has been substantially completed. The second entry below presumes a
perpetual inventory system is in use.

Figure 5.4 Redemption of Gift Card
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Question: Some gift cards are never redeemed. They might be lost or just forgotten. Does the liability for a gift card remain on a
company’s balance sheet indefinitely if it is unlikely that redemption will ever occur?

Answer: One reason that gift cards have become so popular with businesses is that some percentage will never be redeemed. They
will be misplaced, stolen or the person will move away or die. In such cases, the seller has received money but was never forced to
fulfill the obligation. The entire amount of the sale is profit.

A difficult theoretical question arises as to the timing of recognition of the revenue from any such anticipated defaults since the
earning process is never substantially completed by redemption. In theory, a company recognizes this revenue when reasonable
evidence exists that the card will never be used by the customer. Practically, though, determining this precise point is a matter of
speculation.

Companies typically report the revenue from unused gift cards at one of three possible times:

1. When the cards expire if a time limit is imposed.
2. After a specified period of time such as eighteen months or two years.
3. In proportion to the cards that are actually sold. For example, assume historically that 10 percent of gift cards sold are never

used by their owners. Assuming $8,000 in gift cards are outstanding at the end of a year.  If 10 percent of the gift cards are
assumed to not be ever used, the company can reclassify $800 (10 percent of $8,000) from unearned revenue to revenue to
reflect the estimated portion of those cards that will never be presented.

Because of this accounting issue, a note to the financial statements produced by Best Buy explains: Our gift cards do not expire. We
recognize revenue from gift cards when the card is redeemed by the customer. We also recognize revenue for the portion of gift card
values that is not expected to be redeemed (“breakage”). We estimate breakage based on historical patterns and other factors, such
as laws and regulations applicable to each jurisdiction. We recognize breakage revenue using a method that is consistent with
customer redemption patterns. Typically, over 90% of gift card redemptions (and therefore recognition of over 90% of gift card
breakage revenue) occur within one year of issuance. There is judgment in assessing (1) the level at which we group gift cards for
analysis of breakage rates, (2) redemption patterns, and (3) the ultimate value of gift cards which we do not expect to be redeemed

Check Yourself

During 2023, Troy, Inc. sold gift cards totaling $200,000 and credits unearned revenue.  Troy looks at historical trends and sees that
90% of gift cards have typically been redeeemed within 1 year of purchase.  At the end of 2023, Troy sees that of the $200,000 of
gift cards sold in 2023, there are $8,000 still not redeemed.  Troy estimates that 50% of these will never be redeemed.  What
journal entry is needed to record this adjusting entry?

A.  Debit Cash $4,000 and Credit Revenue $4,000.

B.  Debit Unearned Revenue $8,000 and Credit Revenue $8,000.

C.  Debit Unearned Revenue $4,000 and Credit Revenue $4,000.

D.  Debit Cost of Goods Sold $4,000 and Credit Inventory $4,000.

The answer is C.  Half of the $8,000 has been determined will not be redeemed so the adjusting entry for $4,000 needs to reduce
the unearned revenue and credit revenue.

Key Takeaway

Accounts payable are created by the purchase of inventory or supplies. Accrued liabilities are those debts that grow gradually over
time. All such liabilities must be recorded prior to the preparation of financial statements. In today’s retail world, many companies
sell gift cards. Because a product or service must be provided to the holder of a gift card, the company has an obligation and a
liability is reported. The liability is later reclassified as revenue when the card is redeemed because the earning process is
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substantially complete. Revenue should also be recorded when it becomes likely that redemption will never occur. This happens
when cards are lost, stolen, or the customer has died or left the area. The company must ensure that revenue for such gift cards is
not reported until an appropriate point in time.
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