Chapter 8: Current Liabilities and Provisions
Current Liabilities
Liabilities that are expected to be settled within one year
Examples: Accounts Payable, accrued liabilities, current portion of long term debt, income tax payable, sales taxes payable, employee withholdings payable, warranty liability
Provisions
A provision should be recognized when:
(a) an entity has a present obligation (legal or constructive) because of a past event
(b) it is probable that an outflow of resources embodying economic benefits will be required to settle the obligation; and
(c) a reliable estimate can be made of the amount of the obligation
(d) amount to be recorded = the best estimate or expected value of the amount required to settle the obligation
Contingent Liabilities
A contingent liability is defined as:
(a) a possible obligation that arises from past events and whose existence will be confirmed only by the occurrence or non-occurrence of one or more uncertain future events not wholly within the control of the entity; or
(b) a present obligation that arises from past events but is not recognized because:
i. it is not probable that an outflow of resources embodying economic benefits will be required to settle the obligation; or
ii. the amount of the obligation cannot be measured with sufficient reliability
Contingent liabilities are disclosed only – not accrued
Provisions and contingencies- Example
Assume that you are a company selling spinach and that one of your employees spiked the spinach one day and as a result 10 people become gravely ill. At year end, you find out that you are being sued for $100M. What do you do? 4 possibilities
1. Legal counsel believes the lawsuit is frivolous and that it will never get to court
2. Legal counsel believes that you will have to pay $50M
3. Legal Council believes that you will have to pay but cannot estimate how much
4. Legal counsel believes that you will have to pay between 40-80 M with equal probability
Warranty Provision
The Warranty expense is typically expressed as a % of sales and is recorded in the period when the sale takes place: 
	dr . Warranty Expense
		Cr. Warranty Liability
Warranty costs incurred reduce the warranty liability account:
Dr. Warranty Liability
	Cr. Cash, A/P, Inventory
Warranty Example
A firm offers 2-year warranty. They expect the warranty costs to be 1% of the selling price in the 1st year and 3% in the 2nd year. Sales in year 1= $6M and warranty costs incurred= $45,000. Write journal entries in year 1. What is the balance in the year warranty liability account?
	
	Year 1
	Year 2

	Sales
	6M
	8.5M

	Warranty Costs
	45k
	315,000

	
	
	

	
	
	



Warranty Expense 240k
			Warranty Liability 240k
6M*0.04=240k
Warranty Liability	45k
			Cash, A/P, Inventory	45k
Warranty expense 289,000
			Warranty liability 289,000
Warranty Liability 315,000
		Cash, A/P, Inventory 315,000
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