
intermediate accounting chapter 15 solutions
intermediate accounting chapter 15 solutions are crucial for students and professionals
grappling with complex financial reporting topics. This article delves deeply into the intricacies of
Chapter 15, providing detailed explanations and insights to demystify its core concepts. We will
explore revenue recognition principles, gift cards, installment sales, and the accounting treatment of
leases, all vital components often found in intermediate accounting curricula. Understanding these
solutions is not merely about passing an exam; it's about building a robust foundation in modern
accounting practices. This guide aims to be a comprehensive resource, offering clarity on challenges
and reinforcing learned material. By dissecting key accounting scenarios, we enhance
comprehension and application of these important standards.
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Understanding Revenue Recognition Principles
Chapter 15 of intermediate accounting typically centers on the fundamental principles of revenue
recognition. At its core, revenue is recognized when it is earned and realized or realizable. This
principle, often codified in accounting standards like ASC 606 (Revenue from Contracts with
Customers) in the United States, provides a framework for consistently reporting revenue across
various industries and transaction types. The five-step model introduced by ASC 606 is paramount:
identify the contract with the customer, identify the performance obligations in the contract,
determine the transaction price, allocate the transaction price to the performance obligations, and
recognize revenue when (or as) the entity satisfies a performance obligation.

The concept of a performance obligation is critical. It represents a promise in a contract with a
customer to transfer goods or services that are distinct or a series of distinct goods or services that
are substantially the same and have the same pattern of transfer to the customer. Identifying these
distinct obligations ensures that revenue is recognized as each specific promise is fulfilled, rather
than all at once or based on the timing of cash flows. This approach provides a more accurate
picture of a company’s economic performance throughout a reporting period.

Identifying Distinct Performance Obligations
A good or service is distinct if both of the following criteria are met: (1) the customer can benefit
from the good or service on its own or together with other resources that are readily available to the
customer, and (2) the promise to transfer the good or service is separately identifiable from other
promises in the contract. For instance, in a contract for software and installation services, if the
customer can use the software without the installation (perhaps by a third party or if it's a cloud-
based solution), and the installation service is also valuable on its own, then they are likely distinct



performance obligations. This distinction directly impacts the timing and amount of revenue
recognized for each element.

Determining the Transaction Price
The transaction price is the amount of consideration an entity expects to be entitled to in exchange
for transferring promised goods or services to a customer, excluding amounts collected on behalf of
third parties. This includes fixed amounts, variable consideration (such as rebates, discounts,
bonuses, and penalties), and non-cash consideration. For variable consideration, entities must
estimate the amount and determine whether to include it in the transaction price, often considering
the probability of a significant revenue reversal. This estimation process requires careful judgment
and is a frequent source of complexity in Chapter 15 problems.

Accounting for Gift Cards
Gift cards represent a common scenario within revenue recognition that often presents unique
accounting challenges. When a customer purchases a gift card, the company receives cash but has
not yet earned the revenue because it has a performance obligation to provide goods or services in
the future. Therefore, the initial transaction is recorded as a liability, typically labeled "Deferred
Revenue" or "Gift Card Liability." Revenue is only recognized when the customer redeems the gift
card for goods or services. This deferral principle ensures that revenue is not prematurely
recognized before the earning process is complete.

A significant aspect of gift card accounting is the handling of unredeemed gift cards, often referred
to as breakage. Accounting standards allow companies to recognize revenue from unredeemed gift
cards if the likelihood of redemption is remote. This breakage revenue can be recognized based on
historical redemption patterns or as the gift cards approach their expiration dates, if applicable. The
determination of when the likelihood of redemption is remote requires careful analysis of customer
behavior and legal requirements regarding gift card expiration, as some jurisdictions prohibit or
limit expiration dates.

Redemption of Gift Cards
When a customer redeems a gift card, the company reduces the "Gift Card Liability" and recognizes
revenue. For example, if a customer uses a $50 gift card to purchase merchandise costing $60, the
company would reduce the liability by $50 and recognize $50 in revenue. The remaining $10 would
be paid by the customer, with $10 of revenue recognized for the merchandise sale itself, or handled
as a partial redemption followed by a cash sale. The accounting entry typically involves a debit to
Deferred Revenue and a credit to Sales Revenue or a relevant revenue account.

Accounting for Unredeemed Gift Cards (Breakage)
The accounting for unredeemed gift cards, or breakage, can be approached in two primary ways: (1)
recognizing breakage revenue as it occurs (e.g., based on historical redemption patterns) or (2)
recognizing breakage revenue upon the expiration of the gift card or when the likelihood of
redemption becomes remote. Companies that choose to estimate breakage revenue must apply



consistent estimation methods. This estimation is critical for accurate financial reporting, as a
significant amount of unredeemed balances can represent future revenue. The choice of method
depends on the entity's business model and the reliability of its redemption data.

Installment Sales Method
The installment sales method is an accounting method used to recognize revenue and gross profit
from sales transactions, particularly when the collection of the sales price is spread over a period
longer than the accounting period in which the sale occurs. This method is allowed under U.S. GAAP
in limited circumstances, primarily when there is significant uncertainty about the collectibility of
the sales price. The core idea is to match the recognition of gross profit with the cash collections
received from the installment sale.

Under the installment sales method, the gross profit recognized in a given period is calculated by
multiplying the cash collections received during that period by the gross profit percentage of the
sale. The gross profit percentage is determined by dividing the total gross profit expected from the
sale by the total sales price. This approach recognizes profit proportionally as cash is collected,
mitigating the risk of overstating profit in the period of sale if collections are slow or uncertain.

Calculating Gross Profit Percentage
The gross profit percentage is a key determinant in the installment sales method. It is calculated as:
(Total Sales Price - Cost of Goods Sold) / Total Sales Price. For example, if a company sells a product
for $1,000 that cost $600, the gross profit is $400, and the gross profit percentage is $400 / $1,000
= 40%. If the company collects $300 in the first year from this sale, it would recognize $300 40% =
$120 of gross profit in that year.

Journal Entries for Installment Sales
Journal entries for installment sales involve recording the initial sale, recognizing deferred gross
profit, and then recognizing profit as cash is collected. When a sale is made on an installment basis,
Sales Revenue and Cost of Goods Sold are recorded, and Deferred Gross Profit is credited. As cash
collections are received, the Deferred Gross Profit account is debited proportionally to recognize the
earned profit, and Cash is debited. This systematic recognition ensures that profit is aligned with
cash inflows, reflecting the inherent uncertainty in installment sales.

Lease Accounting Under ASC 842
Chapter 15 often incorporates the complexities of lease accounting, particularly under the current
accounting standards such as ASC 842 (Leases). This standard significantly changed how lessees
and lessors account for lease arrangements, with a primary objective of bringing operating leases
onto the balance sheet. Lessees are now required to recognize a right-of-use (ROU) asset and a lease
liability for all leases with terms longer than 12 months, regardless of whether they were previously
classified as operating or capital leases.

The ROU asset represents the lessee’s right to use the underlying asset for the lease term, and the



lease liability represents the lessee’s obligation to make lease payments. This recognition on the
balance sheet provides a more transparent view of a company’s long-term financial commitments.
The classification of leases still influences how they are recognized in the income statement and
statement of cash flows. Leases are generally classified as either finance leases or operating leases,
with distinct recognition and measurement requirements for each.

Classification of Leases (Lessee)
Under ASC 842, a lease is classified as a finance lease if it meets any of the following five criteria:
(1) the lease transfers ownership of the underlying asset to the lessee by the end of the lease term;
(2) the lessee is granted an option to purchase the underlying asset that the lessee is reasonably
certain to exercise; (3) the lease term is for the major part of the remaining economic life of the
underlying asset; (4) the present value of the sum of lease payments and any residual value
guaranteed by the lessee is in-essence equal to or greater than the fair value of the underlying asset;
or (5) the underlying asset is of a specialized nature that it is expected to have no alternative use to
the lessor at the end of the lease term. If none of these criteria are met, the lease is classified as an
operating lease.

Recognition and Measurement of ROU Asset and Lease
Liability
For finance leases, the ROU asset is amortized, and the lease liability is accreted for interest,
resulting in a front-loaded expense pattern on the income statement. For operating leases, a single
lease cost is recognized on a straight-line basis over the lease term. The initial measurement of the
ROU asset and lease liability involves determining the present value of the future lease payments.
This requires careful consideration of the lease term, discount rate, and any variable lease payments
that depend on an index or rate.

Common Challenges in Chapter 15 Problems
Students often encounter several recurring challenges when working through Chapter 15 problems.
One of the most significant is accurately identifying and accounting for multiple performance
obligations within a single contract. This requires a thorough understanding of the criteria for
distinct goods or services and the ability to allocate the transaction price appropriately among them.
Misidentifying performance obligations can lead to incorrect revenue recognition timing and
amounts.

Another common hurdle is the estimation of variable consideration and its impact on the transaction
price. The complexity arises from the need to estimate the amount of consideration the company
expects to be entitled to, considering factors like performance bonuses, rebates, and potential
returns. Furthermore, the accounting for leases under ASC 842, with its new balance sheet
requirements and classification criteria, presents a steep learning curve. The proper calculation of
the ROU asset and lease liability, along with the distinction between finance and operating leases,
demands meticulous attention to detail and a solid grasp of the underlying principles.



Accurate Allocation of Transaction Price
Allocating the transaction price to distinct performance obligations is a critical step. The general
principle is to allocate the transaction price based on the relative standalone selling prices of each
performance obligation. If standalone selling prices are not directly observable, entities must
estimate them using methods such as adjusted market assessment approach, expected cost plus a
margin approach, or residual approach. This allocation directly influences the timing of revenue
recognition for each performance obligation.

Estimating Variable Consideration
Estimating variable consideration requires companies to predict future outcomes and potential
revenue reversals. This often involves using probability-weighted amounts or the expected value
method. The recognition of revenue for variable consideration is limited to the amount that is highly
probable not to result in a significant reversal of cumulative revenue recognized. This principle aims
to prevent overstating revenue when future uncertainties are substantial.

Understanding Lease Modifications
Lease modifications, such as changes in the lease term or payments, can significantly complicate
lease accounting. Under ASC 842, modifications may need to be accounted for as separate contracts
or as modifications to existing leases, depending on the circumstances. This distinction impacts the
measurement of the ROU asset and lease liability and can require recalculations based on new lease
terms and conditions. Properly identifying whether a modification constitutes a separate contract is
crucial.

Key Takeaways for Chapter 15 Mastery
Mastering intermediate accounting Chapter 15 requires a systematic approach and a deep
understanding of the underlying principles. Focus on the five-step model for revenue recognition and
practice identifying performance obligations and allocating transaction prices diligently. Pay close
attention to the specific accounting treatment for gift cards, including breakage, and the installment
sales method when applicable. For leases, thoroughly understand the classification criteria for
finance and operating leases under ASC 842 and the subsequent recognition and measurement of
ROU assets and lease liabilities.

Consistent practice with a variety of problems is essential. Work through examples, review solution
manuals carefully, and seek clarification on any concepts that remain unclear. Building a strong
conceptual understanding, rather than just memorizing journal entries, will enable you to apply
these principles to new and unfamiliar situations. The objective is to internalize the logic behind
these accounting standards so that you can confidently navigate complex financial reporting
scenarios.

Practice Makes Perfect
The most effective way to achieve mastery of Chapter 15 topics is through consistent and varied



practice. Work through textbook exercises, end-of-chapter problems, and any supplementary
materials provided by your instructor. Attempting problems without immediately looking at the
solutions helps solidify your understanding and identify areas where you need further study. When
you do consult solutions, ensure you understand the reasoning behind each step, not just the final
answer.

Conceptual Understanding is Key
While journal entries and calculations are important, the true mastery of Chapter 15 lies in
understanding the conceptual underpinnings of revenue recognition, installment sales, and lease
accounting. Ask yourself "why" behind each accounting treatment. Understanding the economic
substance of transactions and the objectives of accounting standards will enable you to adapt your
knowledge to different scenarios and contribute to more accurate financial reporting.

Seek Clarification on Complex Areas
Do not hesitate to seek help when encountering difficult concepts. Engage with your professor,
teaching assistant, or study group to discuss challenging problems. Understanding complex topics
like variable consideration, lease modifications, or distinguishing between distinct and combined
performance obligations requires collaborative learning and expert guidance. Proactive clarification
prevents small misunderstandings from becoming significant barriers to comprehension.

FAQ Section

Q: What are the core principles of revenue recognition
discussed in intermediate accounting Chapter 15?
A: Intermediate accounting Chapter 15 typically focuses on the core principles of revenue
recognition, primarily guided by ASC 606. This includes the five-step model: identifying the contract,
performance obligations, transaction price, allocating the price, and recognizing revenue when
performance obligations are satisfied. The key is that revenue is recognized when it is earned and
realized or realizable.

Q: How are gift cards accounted for under the principles in
Chapter 15?
A: Gift cards are treated as a liability (deferred revenue) when sold, as the company has a
performance obligation to provide goods or services in the future. Revenue is recognized only upon
redemption. Unredeemed gift cards (breakage) can also lead to revenue recognition when the
likelihood of redemption becomes remote, based on estimation methods.



Q: When is the installment sales method typically used, and
how does it work?
A: The installment sales method is used for sales where cash collection extends beyond the
accounting period of the sale, especially when there is significant uncertainty about collectibility.
Gross profit is recognized proportionally as cash is collected, calculated by multiplying cash
collections by the sale's gross profit percentage.

Q: What is the most significant change brought by ASC 842
regarding lease accounting, as covered in Chapter 15?
A: The most significant change under ASC 842 is the requirement for lessees to recognize a right-of-
use (ROU) asset and a lease liability on the balance sheet for all leases with terms longer than 12
months, including those previously classified as operating leases. This aims to provide a more
transparent view of a company's lease commitments.

Q: What are the two main classifications of leases for a lessee
under ASC 842?
A: Under ASC 842, leases for a lessee are classified as either finance leases or operating leases. This
classification impacts how the lease is recognized on the income statement and statement of cash
flows, affecting amortization, interest expense, and lease cost recognition.

Q: What is a "performance obligation" in the context of
revenue recognition, and why is it important?
A: A performance obligation is a promise in a contract to transfer goods or services to a customer
that are distinct. It's important because revenue is recognized as each distinct performance
obligation is satisfied, ensuring that revenue reporting accurately reflects the transfer of value to the
customer.

Q: How does a company estimate variable consideration for
revenue recognition?
A: Companies estimate variable consideration by considering the amount of consideration they
expect to be entitled to. This can involve using probability-weighted amounts or the expected value
method. Revenue is recognized only to the extent that it is highly probable that a significant reversal
of cumulative revenue will not occur.

Q: What is the primary difference in expense recognition
between finance leases and operating leases for lessees?
A: For finance leases, lessees recognize separate amortization expense for the ROU asset and
interest expense on the lease liability, resulting in a front-loaded total expense pattern. For



operating leases, lessees recognize a single, straight-line lease cost over the lease term.

Q: What are some common pitfalls students face when
studying Chapter 15 intermediate accounting solutions?
A: Common pitfalls include misidentifying performance obligations, incorrectly allocating
transaction prices, struggling with estimations for variable consideration, and misunderstanding the
nuances of ASC 842 lease classifications and accounting. Mastering these requires careful attention
to detail and consistent practice.
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