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Contingencies(s;| skl
“An existing condition, situation, or set of circumstances involving uncertainty as to possible gain (gain contingency) or loss
(loss contingency) to an enterprise that will ultimately be resolved when one or more future events occur or fail to occur.”
Lo Bl (8ylucsedl Jloa1) 85Luedl o (ol Jlai1) Jatized!l sl (L s pue e Golais 2alE Cag,ls Ac gazma ol audg ol Wl
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Gain Contingencies
Typical Gain Contingencies are:4,> 390! w81 &Y Loz
1. Possible receipts of monies from gifts, donations, asset sales, and so on. ) «le iy Llad! e Jb.ni ‘:M."Lw‘ Jlai|
el Jl g «Jgua¥l
2. Possible refunds from the government in tax disputes. 4yl cile 31 3 4 gSadl cya Jlgadl ol sl o lez>
3. Pending court cases with a probable favorable outcome. &loil| 4l ¥l 2 didl o3 dalall (Sl Llad
4. Taxloss carryforwards sy all JSlusdl L5
Gain contingencies are not recorded. .S c¥lai>] Juzmad @iy ¥
Disclosed only if probability of receiptis high. .Lxas,e ¥ Jlaz>| O13] Ladd Lre 7 Lad¥| oy

Loss Contingencies yilust! (55l5b
@ Involves possible losses. dlaixo yilus e Gshaiy
@ Likelihood of Loss,lusel! 2lais!
FASB uses three areas of probability: AW &ul=ll sulas yulzs ot ugFASBAI LM ¥ lee LU
@ Probable. Jedizes
@ Reasonably possible. Jsixe Sy Sas

@ Remote EPEY
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lllustration: Scorcese Inc. is involved in a lawsuit at December 31, 2014. (a) Prepare the December 31 entry assuming it is
probable that Scorcese will be liable for $900,000 as a result of this suit. (b) Prepare the December 31 entry, if any, assuming it
is norprobable that Scorcese will be liable for any payment as a result of this suit

(a) Lawsuit Loss 900,000

Lawsuit Liability 900,000
(b) No entry is necessary. The loss is not accrued because it is not probable that a liability has been incurred at 12/31/14.
:' I-Jf.ual'l'y Accruoéi- Imuetration 13-10 .
Loss Related to:

1. Collectibiity of receivables
2. Obligations refated 10 product warranties and product defects
3. Préemiums offéred 1o customers

Not Accrued
Loss Related to:

4. Risk of loss or damage of enterprise property by fire, explosion, or other hazards

5. General or unspecdiad business risks

6. Risk of loss from catastrophes assumed by property and casualty Insuwrance companies,
INCHICING reinSLrances cCompanies

| May Be Accrued®
| Loss Related to:

7. Threat of expropration of assets

8. Pending or threatened litigation

9. Actual or possible claims and assessments™
10. Guarantees of indebtedness of others
11. Obligations of commercial banks under “standty letters of credit”
12. Agreements 10 repurchase receivables (or the related property) that have been 50k

j *Should be accrued when both criteria - probable and reasonably estimable — are met
| “Estrmated amounts of losses incurmed pror 10 the balance sheet date but sattied subseguently should
: De accrued as of the balance sheet cdate
Common loss contingencies: daiLid| §,Lust! 55l 5k
1. Litigation, claims, and assessments. cilegadly cldUiall ¢ galadll
2. Guarantee and warranty costs. {leall CaJIKs
3. Premiums and coupons. eilually AN
4. Environmental liabilities.a o J) & ldgged |
Litigation, Claims, and Assessments &legadly oldlally o5 Laddl
Companies must consider the following factors, in determining whether to record a liability with respect to pending or
threatened litigation and actual or possible claims and assessments.
@ Time period in which the action occurred. ¢| ;2% L 289 (&l 43l 8410
2 Probability of an unfavorable outcome. 45190 p& dzds Eigu> dJlai>|

L 2 Ability to make a reasonable estimate of the loss,lusll Jydas ;a5 a9 (e 8,04l
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Guarantee and Warranty Costs (Lesal| 2 JISS
Promise made by a seller to a buyer to make good on a deficiency of quantity, quality, or performance in a product.
zidl @ elo¥ ol a9l of 4eaSTl 3 ads (61 paugaty @A ) A1 e e
Cash-Basis Method. g.iil julu¥/ ddrb
L 2 Expense warranty costs as incurred, because
1. itis not probable that a liability has been incurred, or
2. itcannot reasonably estimate the amount of the liability.
Accrual-Basis Method. §liziw/ jolul disub
L 2 Charge warranty costs to operating expense in the year of sale.
1. Method is the generally accepted method.
2. Referred to as the expense warranty approach.
lllustration: Denson Machinery Company begins production on a new machine in July 2014, and sells 100 units at $5,000
each by its year-end, December 31, 2014. Each machine is under warranty for one year. Denson estimates that the warranty
cost will average $200 per unit. Further, as a result of parts replacements and services rendered in compliance with machinery
warranties, it incurs $4,000 in warranty costs in 2014 and $16,000 in 2015.
1. Sale of 100 machines at $5,000 each, July through December 2014:
Cash or Accounts Receivable 500000
Sales Revenue 500,000

2. Recognition of warranty expense, July through December 2014

Warranty Expense 4,000

Cash, Inventory, Accrued Payroll 4,000
Warranty Expense 16,000

Warranty Liability 16,000

3. Recognition of warranty costs incurred in 2015 (on 2014 sales):

Warranty Liability 16,000
Cash, Inventory, Accrued Payroll 16,000

Premiums and Coupons

Companies should charge the costs of premiums and coupons to expense in the period of the sale that benefits from the

plan.

® Company estimates the number of outstanding premium offers that customers will present for redemption.
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® Company charges the cost of premium offers to Premium Expense and credits Premium Liability.

lllustration: Fluffy Cakemix Company offered its customers a large, nonbreakable mixing bowl in exchange for 25 cents
and 10 boxtops. The mixing bowl costs Fluffy Cakemix Company 75 cents, and the company estimates that customers will
redeem 60 percent of the boxtops. The premium offer began in June 2014 and resulted in the transactions journalized
below. Fluffy Cakemix Company records purchase of 20,000 mixing bowls as follows.

Inventory of Premiums 15,000
Cash 15,000

The entry to record sales of 300,000 boxes of cake mix would be:
o 300,000 x .30 = $240,000

Cash 240,000

Sales Revenue 240,000
Fluffy records the actual redemption of 60,000 boxtops, the receipt of 25 cents per 10 boxtops, and the delivery of the mixing

bowls as follows.

Cash [(50,000 = 10) x $0.25] 1,500
Fremium Expense 3,000
Inventory of Premiums 4 500

Computation: (50,000 + 100 x 30.75 = 54,500
Finally, Fluffy makes an end-of-period adjusting entry for estimated liability for outstanding premium offers (boxtops) as follows.

Premium Expense 6,000
Premium Liability 6,000

Computation:

Total boxtops sold in 2014 300,000
Total estimated redemptions (60%) 180,000
Boxtops redeamed in 2014 60,000
Estimated future redemptions 120,000

Cost of estimated claims outstanding
(120,000 = 10) = ($0.75 — $0.25) = 6,000

BE13-10 Scorcese Inc. is involved in a lawsuit at December 31, 2014.
(a) Prepare the December 31 entry assuming itis probable that Scorcese will be liable for $900,000 as a result of this suit.
(b) Prepare the December 31 entry, if any, assuming it is norprobable that Scorcese will be liable for any payment as a
result of this suit
(@)  LAWSUIELOSS wecvvvveeeeeieeiseicesv e 900,000
Lawsuit Liability .......cccccooovvvviciiecnne. 900,000
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(b) No entry is necessary. The loss is not accrued because it is not probable that a liability has been incurred at 12/31/14.

BE13-11 Buchanan Company recently was sued by a competitor for patent infringement. Attorneys have determined that it is
probable that Buchanan will lose the case and that a reasonable estimate of damages to be paid by Buchanan is $300,000. In
light of this case, Buchanan is considering establishing a $100,000 self- insurance allowance. What entry(ies), if any, should
Buchanan record to recognize this loss contingency?

Buchanan should record a litigation accrual on the patent case, since the amount is both estimable and probable. This entry will
reduce income by $300,000 and Buchanan will report a litigation liability of $300,000. The $100,000 self-insurance allowance

has no impact on income or liabilities.

BE13-13 Streep Factory provides a 2-year warranty with one of its products which was first sold in
2014. In that year, Streep spent $70,000 servicing warranty claims. At year-end, Streep estimates that an
additional $400,000 will be spentin the future to service warranty claims related to 2014 sales. Prepare
Streep’s journal entry to record the $70,000 expenditure and the December 31 adjusting entry, assuming

the expenditures are inventory costs.

2014 Warranty Expense ..., 70,000

[AVENTOTY oo e 70,000
12/31/14 Warranty EXpEnse ... 400,000

Warranty Liability 400,000

BE13-14 Leppard Corporation sells DVD players. The corporation also offers its customers a 2-year warranty contract. During
2014, Leppard sold 20,000 warranty contracts at $99 each. The corporation spent $180,000 servicing warranties during 2014,
and it estimates that an additional $900,000 will be spent in the future to service the warranties. Prepare Leppard’s journal
entries for (a) the sale of contracts, (b) the cost of servicing the warranties, and (c) the recognition of warranty revenue. Assume

the service costs are inventory costs

(@) | CaSH e 1,980,000

Unearned Warranty Revenue (20,000 X $99) 1,980,000
(b) | Warranty EXPENSE .........ccoocccvvvvvuumsceervvviiisseeessvsiisissesssssssssssssssssssssansesee 180,000

INVENLOTY .. TRSTSSTNSTNSTR. .. 180,000
(c) | Unearned Warranty Revenue...............ccccccceeceuee. 330,000

Warranty Revenue

($1,980,000 X 180/1,080%*) 330,000
*180,000 + 900,000
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BE13-15 Wynn Company offers a set of building blocks to customers who send in 3 UPC codes from Wynn cereal, along with
50¢. The block sets cost Wynn $1.10 each to purchase and 60¢ each to mail to customers. During 2014, Wynn sold 1,200,000
boxes of cereal. The company expects 30% of the UPC codes to be sent in. During 2014, 120,000 UPC codes were redeemed.
Prepare Wynn's December 31, 2014, adjusting entry

Premium EXPENSE ... 96,000

Premium Liability.........cccooocccooenieennne. 96,000*
*UPC codes expected to be sent in (30% X 1,200,000) 360,000
UPC codes already redeemed...........cooovvvvviioonnrrvcciciiinnccccicsssccssseis 120,000
Estimated future redemptions..............ccccooovonee. 240,000

Cost of estimated claims outstanding

(240,000 + 3) X ($1.10 + $0.60 — $0.50).....ccceecceeecerecerscerscerecerscerscersserso $ 96,000
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