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Bonds Payable

Large companies need large amounts of money to finance operations. They may borrow long-term from banks or issue bonds
payable to the public to raise the money. Bonds payable are groups of long-term notes payable issued to multiple lenders, called
bondholders. By issuing bonds payable, a company can borrow millions of dollars from thousands of investors, rather than
depending on a loan from one single bank or lender. Each investor can buy a specified amount of bonds.
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Each bondholder gets a bond certificate, which shows the name of the company that borrowed the money, exactly like a note
payable. The certificate states the principal, which is the amount the company has borrowed. The bond’s principal amount is
also called maturity value, or par value. The company must then pay each bondholder the principal amount at a specific future
date, called the maturity date.
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There are many similarities between the accounting for short-term notes payable and long-term notes payable. People buy
bonds to earn interest. The bond certificate states the interest rate that the company will pay and the dates the interest is due,
generally semi-annually (twice a year).
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Bond terms

Bond terminology is important to understand.
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Principal amount (also called maturity value, or par value): The amount the borrower must pay back to the bondholders
on the maturity date.
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Maturity date: The date on which the borrower must pay the principal amount to the bondholders.
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Stated interest rate: The annual rate of interest that the borrower pays the bondholders.
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There are various types of bonds, including the following:
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* Term bonds all mature at the same specified time. For example, $100,000 of term bonds may all mature 5 years
from today.
poedl (re Slsine 5 uay Lager @iwd J2¥ &laise 100000 s d>lg sdme (pai Laer Gmiad Jo¥ ol
« Serial bonds mature in installments at regular intervals. For example, a $500,000, 5-year serial bond may mature
in $100,000 annual installments over a 5-year period.
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* Secured bonds give the bondholder the right to take specified assets of the issuer if the issuer fails to pay principal or
interest. A mortgage on a house is an example of a secured bond.
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* Debentures are unsecured bonds that aren’t backed by assets. They are backed only by the goodwill of the bond issuer.
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Bond Pricing

Maturity (Par) Value Discount
® $1000 bond issued for $1000 ® $1000 bond issued for $980
® No discountor premium ® Issued below maturity value
Premium

® $1000 bond issued for $1015

® Issued above maturity value

A bond can be issued at any price agreed upon by the issuer and the bondholders. There are three basic categories of

bond prices. A bond can be issued at:
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« Maturity (par) value. Example: A $1,000 bond issued for $1,000. A bond issued at par has no discount or premium.
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* Discount (or Bond Discount), a price below maturity (par) value. Example: A $1,000 bond issued for $980. The discount is

$20 ($1,000 — $980).
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($980-$1000)
* Premium (or Bond Premium), a price above maturity (par) value. Example: A $1,000 bond issued for $1,015. The premium is
$15 ($1,015 — $1,000).
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The issue price of a bond does not affect the required payment at maturity. In all of the preceding cases, the company must pay
the maturity value of the bonds when they mature.
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Bond prices are quoted as a percentage of maturity value. For example,
+ A'$1,000 bond quoted at 100 is bought or sold for 100% of maturity value, ($1,000. x 1.00)
+ A $1,000 bond quoted at 101.5 has a price of $1,015 ($1,000 x 1.015).
+ A'$1,000 bond quoted at 89.75 has a price of $897.50 ($1,000 x .8975).
The issue price of a bond determines the amount of cash the company receives when it issues the bond. In all cases, the
company must pay the bond’s maturity value to retire it at maturity.
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Present Value

Money earns income over time, a fact called the time value of money. Let’s see how the time value of money affects bond
prices. Assume that a $1,000 bond reaches maturity three years from now and carries no interest. Would you pay $1,000 to
purchase this bond? No, because paying $1,000 today to receive $1,000 later yields no income on your investment. How
much would you pay today in order to receive $1,000 in three years? The answer is some amount less than $1,000. Suppose
$750 is a fair price. By investing $750 now to receive $1,000 later, you will earn $250 over the three years. The diagram that

follows illustrates the relationship between a bond’s price (present value) and its maturity amount (future value).
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Present value is always = /

Present value: Future Value:

Today'’s price $750 Maturity value $1000

Less than future value
Bonds are sold at their market price, which is the present value of the interest payments the bondholder will receive while
holding the bond plus the bond principal paid at the end of the bond’s life.
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Two interest rates work together to set the price of a bond:
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* The stated interest rate determines the amount of cash interest the borrower pays each year. The stated interest rate is
printed on the bond and does not change from year to year.
Yy diclbs (1 die oguaill BN Juas ale S (o ELl Ladaw G uadl Buslall 4uS sumy die pogiaddl 3Ll Jaas
4 ale (o ity
* The market interest rate (also known as the effective interest rate) is the rate that investors demand to earn for loaning
their money. The market interest rate varies daily. A company may issue bonds with a stated interest rate that differs from the

market interest rate, due to the time gap between the decision of what the stated rate should be and the actual issuance of the

bonds.
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If the stated rate is equal to the market rate, the bonds will be issued at their maturity value. If the stated rate is less than the
market rate, the bonds will sell below maturity value — a discount. Conversely, if the stated rate is greater than the market rate,
bonds will be issued above maturity value — a premium. This is because the bonds are paying better interest than the market

indicates; the market pays more because the bond is paying more interest.
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Bond Interest Rates

Stated Interest rate Market interest rate
® Determines amount of cash interest ® Rate investors demand for loaning money
borrower pays each year ® Varies daily
® Remains constant

Stated interest | Market interest rate Issue price of bonds payable
rate
9% = 9% — > | Maturity value
9% < 10% — 5 | Discount (below maturity value)
9% > 8% — 5 | Premium (above maturity value)

Bond prices depend on market rate of interest, stated rate of interest, and time:
Requirement:
1. Determine whether the following bonds payable will be issued at maturity value, at a premium, or at a discount.
a. The market interest rate is 7%. Denver issues bonds payable with a stated rate of a 6.5%
b. Houston issued 7% bonds payable when the market rate was 6.75%
c. Cincinnati issued 8% bonds when the market interest rate was 8%

d.  Miami Company issued bonds payable that pay stated interest of 7%. At issuance, the market interest rate was 8.25 %

The market interest rate is 7%. Denver issues bonds payable with a stated rate of a 1/2% Discount
Houston issued 7% bonds payable when the market rate was 6 3/4% Premium
Cincinnati issued 8% bonds when the market interest rate was 8% Par value

Miami Company issued bonds payable that pay stated interest of 7%. At issuance, the market interest | Discount

rate was 8 1/4%
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Measure interest expense on bonds using the straight-line amortization method.
Accounting for Bonds Issued at Maturity Value
The journal entry to record issuing a bond payable at maturity value includes a debit to Cash and a credit to Bonds payable. In
this example, maturity value is $100,000 and the interest rate is 8%. These bonds pay interest semi-annually as do most

bonds. Every six months, the company pays interest of $4,000 to the bondholders. This is computed by the interest formula --

$100,000 x 8% x %2. Interest expense is debited and Cash is credited.

Date Description Debit Credit

Cash 100000

Issue date Bonds payable 100000

To record issuance of 8% bonds at maturity value

Interest expense 4000

Int.pmt

Cash ($100000x 8%x1\2) 4000

dates

To record semi-annual interest payment

When the bonds mature, Bonds payable is debited, which will zero out the account. Cash is credited to record

payment to the bondholders.

Date Description Debit Credit
Bonds payable 100000
Maturity date Cash 100000
To record payment of bonds at maturity

Accounting for Bonds Issued at a Discount

Market conditions may force a company to accept a discount price for its bonds. Suppose a company issues $100,000 of its 8%,
10-year bonds at 98. The company receives $98,000 ($100,000 x 0.98) at issuance and makes this journal entry, which debits
Cash for the amount received and credits Bonds payable for the maturity value of the bond. The difference of $2,000 is the

discount, and has its own account. Discount on bonds payable is a contra account to Bonds payable.

Date Description Debit Credit
Cash 98000
Issue | Discounton bonds payable (Contra account to Bonds payable) 2000
date Bonds payable 100000
To record issuance of 100000, 10 year, 8% bonds at 98
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Carrying Value of Bonds Payable

Bonds payable minus the discount gives the carrying amount of the bonds. The company would report these

bonds payable as shown here immediately after issuance.

Long-term liabilities

Bonds payable $100000

Less: Discount on bonds payable ($2000)

Carrying value $98000

The company borrowed $98,000, but still must pay $100,000 when the bonds mature 10 years later. What happens to the
$2,000 discount? The discount is additional interest expense. The discount becomes interest expense through a process called
amortization, the gradual reduction of an item over time. We can amortize a bond discount by dividing it into equal amounts
for each interest period. This method is called straight-line amortization and it works very much like the straight-line
depreciation method. This journal entry shows this process. The Discount is credited (reduced) by $100. This is computed by
dividing the $2,000 discount by 10 years, the life of the bond, multiplied by 6/12 of a year. The credit to Cash is the same as

before - $100,000 x 8% x 6/12. Interest expense is debited for the interest payment plus the discount amortization.

Date Description Debit Credit
Interest expense 4100
Int.pmt
y Discount on bonds payable (2000\10x6\12) 100
ates
Cash ($100000% 8%x6\12) 4000

Accounting for Bonds Issued at a Premium

To illustrate a bond premium, let’s change the example. Assume the bonds are priced at 104 (104% of maturity value). In that
case, the company receives $104,000 cash upon issuance. Bonds payable and the Premium account each carry a credit balance.

The Premium is a companion account to Bonds payable.

Date Description Debit Credit
Cash 104000
Premium on bonds payable (Companion account to Bonds 4000
Issue date payable)
Bonds payable 100000

To record issuance of 100000, 10 year, 8% bonds at 104
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Carrying Value of Bonds Payable

The Premium on bonds payable is added to the Bonds payable to determine the bond carrying amount. The company would

report these bonds payable as shown here immediately after issuance.

Long-term liabilities

Bonds payable $100000

Plus: Premium on bonds payable $4000

Carrying value $104000

The company borrowed $104,000, but only has to pay $100,000 when the bonds mature 10 years later. What happens to the
$4,000 Premium account? The Premium reduces Interest expense through amortization.

This journal entry shows this process. The Premium is debited (reduced) by $200. This is computed by dividing the $4,000
premium by the number of years of the bond’s life, 10, multiplied by 6/12 of a year. The credit to Cash is the same as before -

$100,000 x 8% x 6/12. Interest expense is debited for the interest payment minus the premium amortization.

Date Description Debit Credit
Interest expense 3800
Int.pmt
f Premium on bonds payable (4000\10x6\12) 200
ates
Cash ($100000x 8%x6\12) 4000

After the first interest payment entry is posted, the Premium account will be reduced by $200. The resulting carrying value is
$103,800 = the $100,000 maturity value plus the $3,800 premium.

Carrying Value
Bonds payable Premium

100000 \ 200 $4000

— 3800

é/

interest payment= $103000

Carrying value after first

Adjusting Entries for Bonds Payable

Companies may issue bonds payable when they need cash. The interest payments seldom occur on December 31, so interest
expense must be accrued at year end. The accrual entry should also amortize any bond discount or premium.

Suppose a company issued $100,000 of 8%, 10-year bonds at a $2,000 discount on October 1, 2010. The interest payments
occur on March 31 and September 30 each year. On December 31, the company accrues interest and amortizes bond discount
for three months. Interest payable is credited for three months (October, November, and December). Discount on bonds

payable must also be amortized for these three months.
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The next semiannual interest payment occurs on March 31, 2011, and the company makes the journal entry on the next slide.

Date Description Debit Credit
Interest expense 2050
31\12 Discount on bonds payable (2000\20)x3\6 50
Interest payable ($100000x 8%x3\12) 2000

The next semi-annual interest payment occurs on March 31, 2011, and the company makes this journal entry. Interest
payable is debited to zero out the adjusting entry. Cash is credited for the full semi-annual interest payment. The discount is

amortized for three months. Interest expense is a “plug” number — the number that makes the entry balance.

Date Description Debit Credit
Interest payable 2000
Interest expense 2050
31\3
Discount on bonds payable (2000\10x3\12) 50
Cash ($100000x 8%x6\12) 4000
Suppose a company issue bonds on March 31,2010
Date Description Debit Credit
Interest expense 4100
30\9\2010 Discount on bonds payable (2000\20) 100
Cash ($100000x 8%x6\12) 4000
Date Description Debit Credit
Interest expense 2050
31\12\2010 Discount on bonds payable (2000\20)x3\6 50
Interest payable ($100000x 8%x3\12) 2000
Date Description Debit Credit
Interest payable 2000
Interest expense 2050
31\3\2011
Discount on bonds payable (2000\10x3\12) 50
Cash ($100000x 8%x6\12) 4000
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BE14-2 The Colson Company issued $300,000 of 10% bonds on January 1, 2014. The bonds are due

January 1, 2019, with interest payable each July 1 and January 1. The bonds are issued at face value.

Prepare Colson’s journal

entries for (a) the January issuance, (b) the July 1 interest payment, and (c) the December 31 adjusting

entry.
CaS et eneoe] 300,000
(a)
Bonds Payable 300,000
) Interest Expense........ .« SuEIEIIGEGE_G_G_—_—_———-—......... | 15,000
Cash ($300,000 X 10% X 6/12) 15,000
© INterest EXPense ... 15,000
C
Interest Payable ... 15,000

BE14-3 Assume the bonds in BE14-2 were issued at 98. Prepare the journal entries for (a) January 1, (b)

July 1, and (c) December 31. Assume The Colson Company records straight-line amortization

semiannually.
Cash ($300,000 X 989%) .......orverveirenrieerreerrississiesrses s 294,000
(a) Discount on Bonds Payable-....................cccccuveeeeniuccrririrviriciiccsiccecne 6,000
Bonds Payable ..., 300,000
INTErest EXPENSE .ccvveviieiiiii s 15,600
Discount on Bonds Payable
) ($6,000 X 1/10 =$600) .......ooorrvvrrrierrierrieenrienrisensisesissensnens 600
Cash ($300,000 X 10% X 6/12) .....ovrverrerrnrrerresresrenrienoons 15,000
INTErest EXPENSE .ccvveviiiieii s 15,600
Discount on Bonds Payable
© ($6,000 X 1/10 = $600) crererrereeserseseesersesessessesn 600
Interest Payable ..., 15,000
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BE14-4 Assume the bonds in BE14-2 were issued at 103. Prepare the journal entries for (a) January 1, (b)

July 1, and (c) December 31. Assume The Colson Company records straight-line amortization

semiannually.

Cash ($300,000 X 103%) ceroeroeoeeeseseseseseeseseeseesed 309,000
(a) Bonds Payable 300,000
Premium on Bonds Payable ... ] 9,000
Interest EXpense ... 14,100
Premium on Bonds Payable
(b) 900
($9,000 X 1/10 =$900) .....coorvveeeereeceeeeeeeceseseeecesesreeessnenen]
Cash ($300,000 X 10% X 6/12) 15,000
INterest EXPense ... 14,100

Premium on Bonds Payable
(o) 900
($9,000 X 1/10 =$900) .....coorvvoeeereeceeeereoceseseeecesssseesensens]

Interest Payable 15,000

BE14-5 Devers Corporation issued $400,000 of 6% bonds on May 1, 2014. The bonds were dated January
1,2014, and mature January 1, 2017, with interest payable July 1 and January 1. The bonds were issued at
face value plus accrued interest. Prepare Devers’s journal entries for (a) the May 1 issuance, (b) the July 1

interest payment, and (c) the December 31 adjusting entry.

Cash 408,000
(a) Bonds Payable ... 400,000
Interest Payable ($400,000 X 6% X 4/12)........cccovvvvvvvvrvivicrusccenueee 8,000
INTerest EXPeNSE ..o 4,000
(b) Interest Payable 8,000
Cash ($400,000 X 6% X 6/12) w..ooivrrerrreirerreneeneeesesses s 12,000
INTEreSt EXPENSE ..c.vvvieiii s 12,000
© Interest Payable ..., 12,000

BE14-6 On January 1,2014, JWS Corporation issued $600,000 of 7% bonds, due in 10 years. The bonds
were issued for $559,224, and pay interest each July 1 and January 1. JWS uses the effective-interest
method. Prepare the company’s journal entries for (a) the January 1 issuance, (b) the July 1 interest

payment, and (c) the December 31 adjusting entry. Assume an effective-interest rate of 8%.

(@) | CAShec s 559,224

Discount on Bonds Payable 40,776
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Bonds Payable ..., 600,000
(b) | Interest Expense ($559,224 X 8% X 6/12).........cccccuvmevevuurueeeeeeee 22,369
Cash ($600,000 X 7% X 6/12) w..ovvvvrrerrnrrerrenrirnrinnons 21,000
Discount on Bonds Payable ..., 1,369
discount Balance sheet
Jan.1 | 40,776 | Dec.31 | 1369 Long term liabilities
Bal. 39407 Bonds payable 600000
_ discount on bonds payable (39407)
Carrying value 560593
Or carrying value= 559224+ 1369= 560593
(c) Interest Expense ($560,593* X 8% X 6/12) 22,424
Interest Payable ..., 21,000
Discount on Bonds Payable ... 1,424

BE14-7 Assume the bonds in BE14-6 were issued for $644,636 and the effective-interest rate is 6%. Prepare
the company’s journal entries for (a) the January 1 issuance, (b) the July 1 interest payment, and (c) the

December 31 adjusting entry.

Cashuien, 644,636
(a) Bonds Payable ... 600,000
Premium on Bonds Payable.........................| 44,636
Interest Expense ($644,636 X 6% X 6/12)................. 19,339
(b) Premium on Bonds Payable (21000-19339).............. 1,661
Cash ($600,000 X 7% X 6/12) ...coocevvvevrrenrnen. 21,000
Premium Balance sheet
Dec.31 | 1,661| Jan.1 | 44636 Long term liabilities
Bal. | 42975 Bonds payable 600000
+premium on bonds payable 42975
Carrying value 642975
Or carrying value= 644636- 1661=642975
Interest Expense ($642,975* X 6% X 6/12).............. 19,289
(c) Premium on Bonds Payable 1,711
Interest Payable 21,000
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BE14-8 Teton Corporation issued $600,000 of 7% bonds on November 1, 2014, for $644,636. The
bonds were dated November 1, 2014, and mature in 10 years, with interest payable each May 1 and

November 1. Teton uses the effective-interest method with an effective rate of 6%. Prepare Teton’s December

31,2014, adjusting entry.

Interest Expense ($644,636 X 6% X 2/12) 6,446
Premium on Bonds Payable ... 554

Interest Payable ($600,000 X 7% X 2/12).........ccccouuece..] 7,000
BE14-9 AtDecember 31,2014, Hyasaki Corporation has the following account balances:
Bonds payable, due January 1, 2023 $2,000,000
Discount on bonds payable 88,000
Interest payable 80,000

Show how the above accounts should be presented on the December 31, 2014, balance sheet, including

the proper classifications.

Current liabilities

Bond Interest Payable $ 80,000
Long-term liabilities
Bonds Payable, due January 1,2023 ..........cccccooerriiiiinn] $2,000,000
Less: Discount on Bonds Payable ........c....cccccouunrnrnnnn, (88,000)
$1,912,000
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BE14-12 Coldwell, Inc. issued a $100,000, 4-year, 10% note at face value to Flint Hills Bank on January 1, 2014,

and received $100,000 cash. The note requires annual interest payments each December 31. Prepare Coldwell’s

journal entries to record (a) the issuance of the note and (b) the December 31 interest payment

LSttt ettt nenns 100,000
(a)
Notes Payable ) 100,000
(b) INterest EXPeNSe ..o, 10,000
Cash ($100,000 X 10%).......covververrerrinrierierieerrinsiond 10,000

BE14-13 Samson Corporation issued a 4-year, $75,000, zero-interest-bearing note to Brown Company on
January 1, 2014, and received cash of $47,664. The implicit interest rate is 12%. Prepare Samson's journal

entries for (a) the January 1 issuance and (b) the December 31 recognition of interest.

CaSH el 47,664
(a) | Discounton Notes Payable 27,336
Notes Payable.......c........ccccoomrrrviiiiiinnrrriiiciinnnrcciiin) 75,000
INterest EXPense ... 5,720
(b) Discount on Notes Payable (347,664 X 12%) ........| 5,720
Discount Balance sheet
Jan1. | 27336 | Dec31 | 5720 Long term liabilities
Bal. | 21616 Notes payable 75000
_discount on bonds payable (21616)
Carrying value 53384
INterest EXPense ... 6,406
(b) Discount on Notes Payable ($53,384 X 12%) ........| 6,406
Discount Balance sheet
Jan1. | 27336 | Dec.31 | 5720 Long term liabilities
Dec.31 | 6406 Notes payable 75000
Bal. | 15210 _discount on bonds payable (15210)
Carrying value 59790
Interest EXpense ..., 7175
(b) Discount on Notes Payable ($59,790 X 12%) ........| 7175
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Discount Balance sheet
Jan1. | 27336| Dec.31 | 5720 Long term liabilities
Dec.31 | 6406 Notes payable 75000
Dec.31 | 7175 -discount on bonds payable (8035)
Bal. | 8035 Carrying value 66965
5 Interest Expense.................4SSUISININEISNINIIIIIS" ... 8,035
(b) Discount on Notes Payable ($66,965 X 12%) ........] 8,035
Discount Balance sheet
Jan1. | 27336| Dec.31 | 5720 Long term liabilities
Dec.31 | 6406 Notes payable 75000
Dec.31 | 7175 -discount on bonds payable (0)
Dec.31 | 8035 Carrying value 75000
Bal. 0
Notes Payable..............ccccoooee. 75,000
CaSH oot 75,000

E14-14 McCormick Corporation issued a 4-year, $40,000, 5% note to Greenbush Company on January
1, 2014, and received a computer that normally sells for $31,495. The note requires annual interest
payments each December 31. The market rate of interest for a note of similar risk is 12%. Prepare

McCormick’s journal entries for (a) the January 1 issuance and (b) the December 31 interest

Equipment.......ccccoonieine, 31,495
(a) Discount on Notes Payable 8,505
Notes Payable-.............ccccoooooeriiionnrivinnnriccnncrienenn] 40,000
Interest Expense ($31,495 X 129%) ........covvvuwummmcvveveeseeceerevvvveeees] 3,779
(b) Cash ($40,000 X 5%) ...................................................... 2,000
Discount on Notes Payable............ccoooiiennnnrrinnnnnd] 1,779
Discount Balance sheet
Jan1. | 8,505 | Dec.31 | 1,779 Long term liabilities
Bal. 6725 Notes payable 40000
-discount on bonds payable (6725)
Carrying value 33274
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Interest Expense ($33,274 X 129%) .....ccovvvvvvuemmccivvseseceeeeeveveeneee] 3,993
(b) Cash ($40,000 X 5%) .o 2,000
Discount on Notes Payable..............ccoooioniiiiiii ] 1,993

E14-3 (Entries for Bond Transactions) Presented below are two independent situations.

1. OnJanuary 1, 2014, Simon Company issued $200,000 of 9%, 10-year bonds at par. Interest is payable
quarterly on April 1, July 1, October 1, and January 1.

2. OnJune 1, 2014, Garfunkel Company issued $100,000 of 12%, 10-year bonds dated January 1 at par
plus accrued interest. Interest is payable semiannually on July 1 and January 1.

For each of these two independent situations, prepare journal entries to record the following.

(a) Theissuance of the bonds, (b) The payment of intereston July 1, (c) The accrual of interest on December 31.

1. Simon Company:
S ettt 200,000
(a) 1/1/14
Bonds Payable.............ccccoorriviiinnriiiiinnriiiinn 200,000
Interest Expense($200,000 X 9% X 3/12)........cccceee. 4,500
(b) 1/7/14
CaSh o 4,500
Interest EXpense ... 4,500
© | 31/12/14
Interest Payable ... 4,500
2. Garfunkle Company:
S ettt et e et e e eea 105,000
(a) 1/6/14 Bonds Payable............coooorvviivicccrriiiiicccccccs 100,000
Interest Expense($100,000 X 12% X 5/12).... 5,000
Interest EXpense ... 6,000
(b) 1/7/14
Cash ($100,000 X 12% X 6/12) ....ceevvsrrnrrnnn 6,000
Interest EXpense ... 6,000
(c) 12/31/14
Interest Payable ... 6,000

E14-4 (Entries for Bond Transactions—Straight-Line) Celine Dion Company issued $600,000 of
10%, 20-year bonds on January 1, 2014, at 102. Interest is payable semiannually on July 1 and January
1. Dion Company uses the straight-line method of amortization for bond premium or discount. Prepare
the journal entries to record the following (a) The issuance of the bonds, (b) The payment of interest

and the related amortization on July 1, 2014, (c) The accrual of interest and the related amortization on
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December 31, 2014.
Cash ($600,000 X 102%) .........ovvverrrerrreerrreerrnsrienraane 612,000
(a) 1/1/14 Bonds Payable ..., 600,000
Premium on Bonds Payable 12,000
INterest EXPenSe ..o 29,700
(b) 1/7/14 Premium on Bonds Payable ($12,000 +40)............ 300
Cash ($600,000 X 10% X 6/12) .....ccc.covvne.... 30,000
Interest EXpense ... 29,700
(0) 31/12/14 | Premium on Bonds Payable...................ccccooeeurrrvvancccce 300
Interest Payable...............cccoommnrrriiiiiinnnniniinnns 30,000

E14-5 (Entries for Bond Transactions—Effective-Interest) Assume the same information as in E14-4, except
that Celine Dion Company uses the effective-interest method of amortization for bond premium or
discount. Assume an effective yield of 9.7705%. Prepare the journal entries to record the following (a) The
issuance of the bonds, (b) The payment of interest and related amortization on July 1, 2014, (c) The accrual of

interest and the related amortization on December 31, 2014.

Cash ($600,000 X 1029%) .......ovveervemrrnrrerrerrenrinrinronns 612,000
(a) 1/1/14 Bonds Payable...........cccooooviiiiiinniiiiiiici, 600,000
Premium on Bonds Payable...................... 12,000
Interest Expense ($612,000 X 9.7705% X 1/2)........ 29,898
(b) 1/7/14 Premium on Bonds Payable .................ccccooonrrrviiiinn. 102
Cash ($600,000 X 10% X 6/12) ....cccoevvvuec. 30,000
Premium on Bonds Balance sheet
july1. | 102 | Jan1. | 12,000 Long term liabilities
Bal. 11,898 Notes payable 600000
+Premium on bonds payable 11,898
Carrying value 611,898

Or we can calculate carrying amount of bonds as following:

Carrying amount of bonds at July 1, 2014:
Carrying amount of bonds at January 1, 2014 $612,000
Amortization of bond premium($30,000 — $29,898) (102)
Carrying amount of bonds at July 1,2014 $611,898
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Interest Expense ($611,898 X 9.7705% X 1/2) .....ccccccee 29,893
(c) 31/12/14 Premium on Bonds Payable ..., 107
Interest Payable ..., 30,000
Premium on Bonds Balance sheet
july1. | 102 | Jan1. 12,000 Long term liabilities
Dec31. | 107 Notes payable 600000
Bal. 11,791 +Premium on bonds payable 11,791
Carrying value 611,791

Or we can calculate carrying amount of bonds as following:

Carrying amount of bonds at Dec 31, 2014:
Carrying amount of bonds at July 1,2014 $611,898
Amortization of bond premium($30,000 — $29,893) 107
Carrying amount of bonds at dec 31,2014 $611,791

E14-6 (Amortization Schedule—Straight-Line) Devon Harris Company sells 10% bonds having a

maturity value of $2,000,000 for $1,855,816. The bonds are dated January 1, 2014, and mature January 1,

2019. Interest is payable annually on January 1. Set up a schedule of interest expense and discount

amortization under the straight-line method. (Round answers to the nearest cent.)

Schedule of Discount Amortization Straight-Line Method

Year Cash Paid Interest Expense Discount Amortized Carrying Amount of Bonds
Jan.1,2014 $2,000,000 X 10% ($2,000,000 — $1,855,816) = 5 $1,855,816
Dec. 31,2014 $200,000 $228,837 $28,837 1,884,653
Dec. 31,2015 200,000 228,837 28,837 1,913,490
Dec. 31,2016 200,000 228,837 28,837 1,942,327
Dec. 31,2017 200,000 228,837 28,837 1,971,164
Dec. 31,2018 200,000 228,836 28,836 2,000,000
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E14-7 (Amortization Schedule—Effective-Interest) Assume the same information as E14-6 Set up a

schedule of interest expense and discount amortization under the effective-interest method.

The effective-interest or yield rate is 12%.

Schedule of Discount Amortization Effective-Interest Method (12%)

Year Cash Paid Interest Expense Discount Amortized Carrying Amount of Bonds
Jan. 11,2014 $1,855,816
$2,000,000 X 10% $1,855,816 X 12%
Dec. 31,2014
$200,000 $222,698 $22,698 1,878,514
$2,000,000 X 10% 1,878,514x12%
Dec. 31,2015
200,000 225,422 25,422 1,903,936
$2,000,000 X 10% 1,903,936x12%
Dec. 31,2016
200,000 228,472 28,472 1,932,408
$2,000,000 X 10% 1,932,408%12%
Dec. 31,2017
200,000 231,889 31,889 1,964,297
$2,000,000 X 10% 1,964,297x12%
Dec. 31,2018
200,000 235,703 35,703 2,000,000

E14-8 Presented below are three independent situations

(a) CeCe Winans Corporation incurred the following costs in connection with the issuance of bonds: (1)
printing and engraving costs, $12,000; (2) legal fees, $49,000; and (3) commissions paid to underwriter,
$60,000. What amount should be reported as Unamortized Bond Issue Costs, and where should this
amount be reported on the balance sheet?

(b) George Gershwin Co. sold $2,000,000 of 10%, 10-year bonds at 104 on January 1, 2014. The bonds
were dated January 1, 2014, and pay interest on July 1 and January 1. If Gershwin uses the straight- line
method to amortize bond premium or discount, determine the amount of interest expense to be reported
onJuly 1,2014, and December 31, 2014.

(c) Ron Kenoly Inc. issued $600,000 of 9%, 10-year bonds on June 30, 2014, for $562,500. This price
provided a yield of 10% on the bonds. Interest is payable semiannually on December 31 and June 30.
If Kenoly uses the effective-interest method, determine the amount of interest expense to record if

financial statements are issued on October 31, 2014.

(a) | Printing and engraving costs of bonds $12,000
Legal fees 49,000
Commissions paid to underwriter 60,000
Amount to be reported as Unamortized Bond Issue Costs | $121,000
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The Unamortized Bond Issue Costs, $121,000, should be reported as a deferred charge in the Other

Assets section on the balance sheet.

(b) | Interest paid for the period from January 1 to June 30, 2014; ($2,000,000 X 10% X 6/12) $100,000
Less: Premium amortization for the period from January 1 to June 30, 2014
(4,000)
[($2,080,000— $2,000,000] + 10 years X 6/12
Interest expense to be recorded on July 1, 2014 $ 96,000
(c) | Carryingamount of bonds on June 30,2014 $562,500
Effective-interest rate for the period from June 30 to October 31,2014 (.10 X 4/12) 0.033333
Interest expense to be recorded on October 31,2014 $ 18,750
June 30, cash 562,500
2014 Discount on Notes Payable............cooocooorriiinniiinnniiniie 37,500
Notes Payable.........ccooovvviioinnrrriiiiiicciesecc 600,000
Oct 31, Interest Expense ($562, 500 X 10%%4/12) .....cccceuuvvvvevucveceerrvvernanne 18,750
2014 Cash ($600,000 X 9% 4/12) w...ovvveerveemrrrerrienrriierriesrienns 18,000
Discount on Notes Payable..............cccooovviinnriinnnnri. 750
Discount Balance sheet
June 1. | 37,500 | oct.31 | 750 Long term liabilities
Bal. 36,750 Notes payable 600,000
-discount on bonds payable (36,750)
Carrying value 563,250
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E14-9 (Entries and Questions for Bond Transactions) On June 30, 2014, Mischa Auer Company
issued $4,000,000 face value of 13%, 20-year bonds at $4,300,920, a yield of 12%. Auer uses the
effective-interest method to amortize bond premium or discount. The bonds pay semiannual
interest on June 30 and December 31. (Round answers to the nearest cent.)
(a) Prepare the journal entries to record the following transactions.
(1) Theissuance of the bonds on June 30, 2014.
(2) The payment of interest and the amortization of the premium on December 31, 2014.
(3) The payment of interest and the amortization of the premium on June 30, 2015.
(4) The payment of interest and the amortization of the premium on December 31, 2015.
(b) Show the proper balance sheet presentation for the liability for bonds payable on the December
31, 2015, balance sheet.
(c) Provide the answers to the following questions.
(1) What amount of interest expense is reported for 2015?
(2) Will the bond interest expense reported in 2015 be the same as, greater than, or less than the
amount that would be reported if the straight-line method of amortization were used?
(3) Determine the total cost of borrowing over the life of the bond.
(4) Will the total bond interest expense for the life of the bond be greater than, the same as, or less

than the total interest expense if the straight-line method of amortization were used?

June 30, 2014
Casheree, 4,300,920
(a)1.
Bonds Payable...........cccoooriiiiiniiiiiiinci 4,000,000
Premium on Bonds Payable 300,920
December 31, 2014
Interest Expense($4,300,920X 12% X 6/12)..........ccccceeuecc 258,055
@)2. Premium on Bonds Payable ... 1,945
Cash ($4,000,000 X 13% X 6/12) ...coocvvverrerrennnn 260,000
June 30, 2015
Interest Expense[($4,300,920— $1,945) X 12% X 257,939
(@)3. | 6/12]
Premium on Bonds Payable ... 2,061
Cash ($4,000,000 X 13% X 6/12)....cc.ccovvverrerrrnnnn 260,000
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December 31, 2015
Interest Expense[($4,300,920— $1,945 —$2,061) X 257,815
(@4 | 12% X 6/12] oo
Premium on Bonds Payable 2,185
Cash ($4,000,000 X 13% X 6/12) ...ccc.ccvvvrerrerrnnnn 260,000

(B) the proper balance sheet presentation for the liability for bonds payable on the December 31,2015

Long-term Liabilities

Bonds payable, 13% (due on June 30, 2034) $4,000,000

Premium on bonds payable*

*($4,300,920— $4,000,000) — ($1,945+ $2,061+ $2,185) 294,728
=$294,720

Book value of bonds payable $4,294,728
Interest expense for the period from January 1 to June 30, 2015 $257,939
(c)1 | Interest expense for the period from July 1 to December 31, 2015 257,815
Amount of interest expense reported for 2015 $515,754

2. The amount of bond interest expense reported in 2015 will be greater than the amount that would be

reported if the straight-line method of amortization were used.

Under the straight-line method, the amortization of bond premium is $15,046 ($300,920/20).

Bond interest expense for 2015 is the difference between the amortized premium, $15,046, and the

actual interest paid, $520,000 ($4,000,000 X 13%). Thus, the amount of bond interest expense is

$504,954 ($520,000 — $15,046), which is smaller than the bond interest expense under the effective-

interest method.

Total interest to be paid for the bond ($4,000,000 X 13% X
$10,400,000
20)
3. Principal due in 2034 4,000,000
Total cash outlays for the bond 14,400,000
Cash received atissuance of the bond (4,300,920)
Total cost of borrowing over the life of the bond $10,099,080
4. | They will be the same.
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E14-10 (Entries for Bond Transactions) On January 1, 2014, Aumont Company sold 12% bonds
having a maturity value of $500,000 for $537,907.37, which provides the bondholders with a 10% yield.
The bonds are dated January 1, 2014, and mature January 1, 2019, with interest payable December 31
of each year. Aumont Company allocates interest and unamortized discount or premium on the
effective-interest basis. (Round answers to the nearest cent.)
(a) Prepare the journal entry at the date of the bond issuance.
(b) Prepare aschedule of interest expense and bond amortization for 2014—2016.
(c) Prepare the journal entry to record the interest payment and the amortization for 2014.

(d) Prepare the journal entry to record the interest payment and the amortization for 2016.

January 1,2014

Cash e, ..y 537,907.37

Premium on Bonds Payable...............cccoooiiinriiiiin] 37,907.37

Bonds Payable ... 500,000

(b) Schedule of Interest Expense and Bond Premium Amortization

Effective-Interest Method 12% Bonds Sold to Yield 10%

Date Cash Paid Interest Expense Premium Amortized Carrying Amount of Bonds
1/1/14 — — - $537,907.37
$500,000 X 12% $537,907.37x10%
31/12/14 $6,209.26 531,698.11
$60,000 $53,790.74
$500,000 X 12% 531,698.11x10%
31/12/15 6,830.19 524,867.92
60,000 53,169.81
$500,000 X 12% 524,867.92x10%
31/12/16 7,513.21 517,354.71
60,000 52,486.79
December 31,2014
© Interest EXpense ... ... 53,790.74
C
Premium on Bonds Payable..........cccccccooerviinnriennnncns 6,209.26
CaSP e 60,000
December 31,2016
@ Interest EXpense ... 52,486.79
Premium on Bonds Payable...............ccccoovvvieerines 7,513.21
Cashu.oeeeeeeeeeean. 60,000
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P14-1 (Analysis of Amortization Schedule and Interest Entries) The following amortization and
interest schedule reflects the issuance of 10-year bonds by Capulet Corporation on January 1, 2008, and

the subsequent interest payments and charges. The company’s year-end is December 31, and financial

statements are prepared onceyearly

AmortizationSchedule
Year Cash Interest Amount Amortized CarryingValue
T\1\2008 $5,651 $94,349
2008 11,000 $11,322 5,329 94,671
2009 11,000 11,361 4,968 95,032
2010 11,000 11,404 4,564 95,436
2011 11,000 11,452 4112 95,888
2012 11,000 11,507 3,605 96,395
2013 11,000 11,567 3,038 96,962
2014 11,000 11,635 2,403 97,597
2015 11,000 11,712 1,691 98,309
2016 11,000 11,797 894 99,106
2017 11,000 11,894 0 100,000

(a) Indicate whether the bonds were issued ata premium or a discount and how you can determine this
fact from the schedule.

(b) Indicate whether the amortization schedule is based on the straight-line method or the effective-
interest method, and how you can determine which method is used.

(c) Determine the stated interest rate and the effective-interest rate.

(d) On the basis of the schedule above, prepare the journal entry to record the issuance of the bonds on
January 1, 2008.

(e) On the basis of the schedule above, prepare the journal entry or entries to reflect the bond
transactions and accruals for 2008. (Interest is paid January 1.)

(f) On the basis of the schedule above, prepare the journal entry or entries to reflect the bond
transactions and accruals for 2015. Capulet Corporation does not use reversing entries.

(a) The bonds were sold at a discount of $5,651. Evidence of the discount is the January 1, 2008 book
value of $94,349, which is less than the maturity value of $100,000 in 2017.

(b) The interest allocation and bond discount amortization are based upon the effective-interest method; this

is evident from the increasing interest charge. Under the straight-line method the amount of interest would

have been $11,565.10 [$11,000 + ($5,651 +10)] for each year of the life of the bonds.

https://manara.edu.sy/



https://manara.edu.sy/

o)li_aJl

(c) The stated rate is 11% ($11,000 + $100,000). The effective rate is 12% ($11,322 + $94,349).

January 1, 2008

CASH st 94,349
(d) —
Discount on Bonds Payable 5,651
Bonds Payable ..., 100,000
December 31, 2008
Interest Expense..........cccoooevernne, 11,322
(e) Discount on Bonds Payable ...............ccccceceee. 322
Interest Payable 11,000
January 1, 2015 (Interest Payment)
(f) | Interest Payable........ccccccooeeuuccuecccc. 11,000
CaSH e 11,000
December 31, 2015
INterest EXpense ... 11,712
Discount on Bonds Payable 712
Interest Payable ..., 11,000
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