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EXERCISE 13-13 (25-35 minutes)

	(a)  
July 2, 2011

	Oil Tanker Depot
	600,000
	

	
Cash
	
	600,000

	Oil Tanker Depot
	41,879
	

	
Asset Retirement Obligation
	
	41,879

	
	
	

	(b)
December 31, 2011

	Depreciation Expense
	32,094
	

	
Accumulated Depreciation – 


Oil Tanker Depot
	
	32,094

	
($600,000 + $41,879) ÷ 10 X 6/12

	

	Accretion Expense
	1,256
	

	
Asset Retirement Obligation
	
	1,256

	
($41,879 X 6% X 6/12)

	

	(c)
June 30, 2021

	Asset Retirement Obligation
	75,000
	

	Loss on Settlement of Asset Retirement 


Obligation
	5,000
	

	
Cash
	
	80,000


EXERCISE 13-13 (Continued)

(d)

	Year
	Beg. Carrying Amount
	Accretion Expense (6%)
	Ending Carrying Amount

	2012
	   41,879.00 
	   2,512.74 
	 44,391.74 

	2013
	   44,391.74 
	   2,663.50 
	 47,055.24 

	2014
	   47,055.24 
	   2,823.31 
	 49,878.55

	2015
	   49,878.55 
	   2,992.71 
	 52,871.26 

	2016
	   52,871.26 
	   3,172.28 
	 56,043.55 

	2017
	   56,043.54 
	   3,362.61 
	 59,406.15 

	2018
	   59,406.15 
	   3,564.37 
	 62,970.52 

	2019
	   62,970.52 
	   3,778.23 
	 66,748.75 

	2020
	   66,748.75 
	   4,004.93 
	 70,753.68 

	2021
	   70,753.68 
	   4,245.22 
	 74,998.90 


(e)
Balance Sheet:


Property, Plant, and Equipment:


Oil Tanker Depot
$641,879


Less: Accumulated Depreciation
   32,094
609,785


Long-term Liabilities:


Asset Retirement Obligation

43,135


($41,879 + $1,256)


Income Statement:


Operating Expenses 


Depreciation Expense

32,094


Accretion Expense

1,256

(f)
The accretion expense is a non-cash expense. It would be omitted from cash from operations in the statement of cash flows prepared using the direct method. It would be added back to net income in the statement prepared using the indirect method.

EXERCISE 13-16 (20-25 minutes)

	(a)
	Accounts Receivable


	3,000,000
	

	
	
Sales

	
	3,000,000

	
	
   (500 X $6,000)
	
	

	
	
	
	

	
	Warranty Expense

	30,000
	

	
	
Cash, Inventory, 


     Accrued Payroll

	
	30,000

	
	
	
	

	
	Warranty Expense

	90,000
	

	
	
Estimated Liability Under 


     Warranties

	
	90,000

	
	
   ($120,000 – $30,000)
	
	

	
	
	
	

	
	
	
	

	(b)
	Accounts Receivable


	3,000,000
	

	
	
Sales

	
	2,840,000

	
	
Unearned Warranty Revenue

	
	160,000

	
	
	
	

	
	Warranty Expense

	30,000
	

	
	
Cash, Inventory, 


     Accrued Payroll

	
	30,000

	
	
	
	

	
	Unearned Warranty Revenue

	40,000
	

	
	
Warranty Revenue

	
	40,000

	
	
[$160,000 X ($30,000/$120,000)]
	
	

	
	
	
	


EXERCISE 13-16 (Continued)

(c)

Sales
$3,000,000
$2,840,000

Warranty Revenue
0
40,000

Warranty Expense
   (120,000)
      (30,000)

Income 
$2,880,000
$2,850,000
Treating the warranty as an integral part of the sale will trigger a larger expense. This is because the full cost of servicing the product over the course of the warranty period must be estimated and disclosed in the period of sale. The warranty expense under a “sales-warranty” approach records only expenses incurred in the current period. 

The presentation of revenues will also differ under the two approaches. Under the “expense-warranty” approach, the sales proceeds from selling the product generate only one revenue source. Under the “sales-warranty” approach, the sale of the product generates two different revenue streams, the sale of the product and the sale of the warranty contract as a service revenue as well as two gross profit sources (Sales less cost of sales and warranty revenues net of warranty expenses). 

Since the same selling price is used under both approaches, we can see that the “sales-warranty” approach generates a lower income in the current year because a portion of the profit is deferred to future periods until it is earned as the service is provided. 

(d)

If the warranty costs are considered to be immaterial, the cash basis method could be used and warranty costs expensed recognized in the year they are incurred. However, if the warranty costs are considered material to the company’s financial statements, the company may have to defer recognizing the revenue from the sale of the product until all costs can be measured and matched against the related revenues.

	
	PROBLEM 13-7
	


	(a)
	Cash


	279,300
	

	
	
Sales (300 X $850)

	
	255,000

	
	
Unearned Warranty Revenue

	
	24,300

	
	
 (270 X $90)
	
	

	
	
	
	

	
	Warranty Expense 

	7,500
	

	
	
Estimated Liability Under 


     Warranties

	
	7,500

	
	
(300 X $25)
	
	

	
	
	
	

	(b)
	Current Liabilities:
	
	

	
	
Estimated Liability Under 


Warranty

	
	$  7,500

	
	
	
	

	
	Long-term Liabilities:
	
	

	
	
Unearned Warranty Revenue

	
	$24,300

	
	
	
	

	(c)
	Estimated Liability Under 


Warranties

	7,350
	

	
	
Parts Inventory

	
	4,410

	
	
Accrued Payroll

	
	2,940

	
	
	
	

	(d)
	Current Liabilities:
	
	

	
	
Unearned Warranty Revenue*

	
	$  8,100

	
	
	
	

	
	Long-term Liabilities:
	
	

	
	
Unearned Warranty Revenue

	
	$16,200

	
	
	
	

	* 
The extended warranty costs are expected to be incurred 


uniformly over the warranty period ($24,300 / 3 = $8,100).


The company would also have a remaining balance of $150 ($7,500 – $7,350) in Estimated Liability Under Warranties. This balance would be included in the new liability generated from current year sales of televisions. If the remaining amount is considered substantial, it would lead to a revision of the estimate of warranty costs for the current year.  

PROBLEM 13-7 (Continued)

	(e)
	Unearned Warranty Revenue

	8,100
	

	
	
Warranty Revenue

	
	8,100

	
	
	
	

	
	Warranty Expense

	5,000
	

	
	
Parts Inventory

	
	2,000

	
	
Accrued Payroll

	
	3,000

	
	
	
	

	
	
	
	

	(f)
	Current Liabilities:
	
	

	
	
Unearned Warranty Revenue

	
	$  8,100

	
	
	
	

	
	Long-term Liabilities:
	
	

	
	
Unearned Warranty Revenue

	
	$  8,100


EXERCISE 13-2 (20-25 minutes)

	(a)
	Sept. 1
	Purchases

	50,000
	

	
	
	
Accounts Payable

	
	50,000

	
	
	
	
	

	
	Oct. 1
	Accounts Payable

	50,000
	

	
	
	
Notes Payable

	
	50,000

	
	
	
	
	

	
	Oct. 1
	Cash


	75,000
	

	
	
	
Notes Payable

	
	75,000

	
	
	
	
	

	(b)
	Dec. 31
	Interest Expense

	1,000
	

	
	
	
Interest Payable

	
	1,000

	
	
	
   ($50,000 X 8% X 3/12)
	
	

	
	
	
	
	

	
	Dec. 31
	Interest Expense

	1,500
	

	
	
	
Notes Payable

	
	1,500

	
	
	
[($81,000 – $75,000) X 3/12]
	
	


	(c)
	(1)
	Note payable
	$50,000

	
	
	Interest payable

	    1,000

	
	
	
	$51,000

	
	
	
	

	
	(2)
	Note payable
	$75,000

	
	
	Interest accrued
	    1,500

	
	
	
	$76,500


	(d)
	Oct. 1/12
	Interest Expense *

	3,000
	

	
	
	Interest Payable

	1,000
	

	
	
	Note Payable

	50,000
	

	
	
	
Cash

	
	54,000

	
	
	*($50,000 X 8% X 9/12)
	
	

	
	
	
	
	

	
	Oct. 1/12
	Interest Expense

	4,500
	

	
	
	
Notes Payable

	
	4,500

	
	
	[($81,000 – $75,000) X 9/12]
	
	

	
	
	
	
	

	
	
	Note Payable

	81,000
	

	
	
	
Cash


	
	81,000


EXERCISE 13-2 (Continued)

	(e)
	
	Orion Note:
	
	

	
	Jan. 1
	Interest Payable

	1,000
	

	
	
	
Interest Expense

	
	1,000

	
	
	
	
	

	
	Oct. 1
	Interest Expense

	4,000
	

	
	
	Notes Payable

	50,000
	

	
	
	
Cash

	
	54,000

	
	
	
	
	

	
	
	Bank Note:
	
	

	
	
	The use of reversing entries would be equally efficient for the non-interest-bearing note. If the company uses a discount account and records the note at its face value of $81,000, the use of reversing entries would not be as efficient. 

	
	
	
	
	

	
	Jan. 1
	Notes Payable

	1,500
	

	
	
	
Interest Expense

	
	1,500

	
	
	
	
	

	
	Oct. 1
	Interest Expense


	6,000
	

	
	
	Notes Payable

	75,000
	

	
	
	
Cash


	
	81,000


EXERCISE 13-5 (15-20 minutes)

	(a)
	Cash


	894,000
	

	
	
Liability for Returnable Containers

	
	894,000

	
	
	
	

	
	Liability for Returnable Containers

	705,400
	

	
	
Cash

	
	705,400

	
	
	
	

	
	Liability for Returnable Containers

	55,000
	

	
	
Revenue from Container Sales

	
	55,000

	
	
   ($170,000 – $115,000)
	
	


	(b)
	Liability for Returnable Containers
	

	
	
	
	$650,000
	12/31/10 liability

	
	
	
	894,000
	2011 deliveries

	
	2011 returns
	$705,400
	
	

	
	2011 sales
	    55,000
	 (760,400)
	

	
	
	
	$783,600
	12/31/11 liability


(c) 
The classification of this liability as current or long-term depends upon the length of the company’s operating cycle. If the company’s operating cycle is one year or less, then the current/long-term break off point is expected to be settled within one year. The remaining deposits would be classified as long-term. If the company’s operating cycle is between one year and two years, the current/long-term break off point is the length of one operating cycle. If the company’s operating cycle is two years or more, the entire liability ($783,600) is classified as current.

EXERCISE 13-6 (20-30 minutes)

(a) Province of Ontario

	March  1
	Rent Expense

	5,500
	

	
	HST Recoverable ($5,500 X 13%)

	715
	

	
	      Cash

	
	6,215

	
	
	
	

	3
	Accounts Receivable—Marcus

	22,600
	

	
	      Sales

	
	20,000

	
	      HST Payable ($20,000 X 13%)

	
	2,600

	
	 
	
	

	
	Cost of Goods Sold

	11,000
	

	
	      Merchandise Inventory

	 
	11,000

	
	
	
	

	5
	Sales Returns and Allowances

	500
	

	
	HST Payable ($500 X 13%)

	65
	

	
	      Accounts Receivable—Marcus

	
	565

	
	
	
	

	7
	Merchandise Inventory

	14,000
	

	
	HST Recoverable ($14,000 X 13%)

	1,820
	

	
	     Accounts Payable—Tinney

	
	15,820

	
	
	
	

	12
	Furniture

	600
	

	
	HST Recoverable ($600 X 13%)

	78
	

	
	      Cash

	 
	678

	
	
	
	

	31
	HST Payable ($2,600 – $65)

	2,535
	

	
	HST Receivable

	78
	

	
	      HST Recoverable

	
	2,613

	
	
($715 + $1,820 + $78)
	
	


EXERCISE 13-17 (15-20 minutes)

(a)
Expense Approach:

	
	Cash / Accounts Receivable


	3,000,000
	

	
	
Sales

	
	3,000,000

	
	
   (1,000 X $6,000)
	
	

	
	
	
	

	
	Warranty Expense

	105,000
	

	
	
Cash, Inventory, 


     Accrued Payroll

	
	105,000

	
	
	
	

	
	Warranty Expense

	95,000
	

	
	
Estimated Liability Under 


     Warranties

	
	95,000

	
	
   [(1,000 X $200) – $105,000]
	
	

	
	
	
	



December 31, 2011 financial statement amounts reported:


Balance Sheet


     Estimated liability under warranty

$95,000


Income Statement


     Sales

$3,000,000


     Warranty expense

200,000

EXERCISE 13-17 (continued)

(b)
Revenue Approach:

	
	Cash / Accounts Receivable


	3,000,000
	

	
	
Sales

	
	2,650,000

	
	
Unearned Warranty Revenue

	
	350,000

	
	
	
	

	
	Warranty Contract Expense

	105,000
	

	
	
Cash, Inventory, 


     Accrued Payroll

	
	105,000

	
	
	
	

	
	Unearned Warranty Revenue

	140,000
	

	
	
Warranty Revenue

	
	140,000

	
	
($350,000 X 40%)
	
	

	
	
	
	



December 31, 2011 financial statement amounts reported:


Balance Sheet


     Unearned warranty revenue

$210,000


Income Statement


     Sales

$2,650,000


     Warranty revenue

140,000


     Warranty contract expense

105,000

EXERCISE 13-17 (continued)

(b)
When the expense approach is used to account for warranty costs, the revenue will be higher because it is all considered to be earned on the sale of the product.  As well, the expense on the income statement will represent the actual costs of servicing the warranty, plus a year end adjustment for expected future costs. 


When the revenue method is used, the sales revenue will be lower because the total selling price is allocated between the sale of the product and the sale of the warranty service. There will be an unearned warranty revenue liability account for the portion of the warranty that has not been taken into revenue at year end.  Warranty contract expense will be equal to the actual costs of servicing the warranty during the year. In summary, the profit on the warranty work is recognized in a later period under the revenue approach—in the period the warranty work is performed.


In this situation, it makes the most sense to choose the revenue method. As the company is considering going public in a few years, and the bifurcation of revenues to multiple deliverables is required by IFRS, this would be consistent with what will be required after they go public.  It would make sense to adopt this policy now so a retroactive change is not required later.
EXERCISE 13-18 (15-20 minutes)

(a)

	Inventory of Premiums (8,800 X $0.90)

	7,920
	

	
Cash

	
	7,920

	
	
	

	Cash (120,000 X $3.30)

	396,000
	

	
Sales

	
	396,000

	
	
	

	Premium Expense

	3,960
	

	
Inventory of Premiums

	
	3,960

	
 [(44,000 ( 10) X $0.90]
	
	

	
	
	

	Premium Expense

	2,520
	

	
Estimated Liability for Premiums

	
	2,520

	
 [(120,000 X 60%) – 44,000] ( 10 X $0.90
	
	

	
	
	


(b) Balance Sheet:


   Current Assets: 


      Inventory of Premiums ($7,920 – $3,960)
$3,960


   Current Liabilities:


      Estimated Liability for Premiums 
2,520


Income Statement:


   Sales 
$396,000


   Less: Premium Expense ($3,960 + $2,520)
(6,480)

1

