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Introduction

In the realm of corporate finance, issuing bonds is a common strategy for companies
seeking to raise capital. When Cullumber Company announced the issuance of $260,000,
20-year, 8% bonds at a premium of 102, it signaled a favorable market condition and a
positive investor outlook. This article will delve into the details of this bond issuance,
exploring the relevant accounting principles, calculating the proceeds, and preparing the
appropriate journal entries to record the transaction accurately.

Understanding Bond Issuance

Before diving into the specific journal entries, it is essential to understand the
fundamental concepts involved in bond issuance:

- Bond Face Value (Principal): The amount payable to bondholders at maturity, here
$260,000.

- Coupon Rate: The annual interest rate paid on the face value, here 8%.

- Market Price: The price at which bonds are issued, expressed as a percentage of face
value, here 102%.

- Premium or Discount: The difference between the issue price and the face value. Since
bonds are issued at 102, the bonds are issued at a premium.

Details of Cullumber Company’s Bond Issue

- Face Value: $260,000

- Term: 20 years

- Coupon Rate: 8%

- Issue Price: 102% of face value

- Premium: 2% of face value

- Interest Payments: Annually, semi-annually, or quarterly (assuming annual for simplicity)

Calculating the Proceeds from Bond Issuance

The first step is to determine the total cash received by Cullumber Company from issuing
the bonds.



Step 1: Determine the Issue Price

- Issue Price Percentage: 102%
- Calculation: $260,000 (face value) x 102% = $260,000 x 1.02 = $265,200

Step 2: Calculate the Premium

- Premium Amount: Issue Price - Face Value
- Calculation: $265,200 - $260,000 = $5,200

This premium will be amortized over the life of the bonds, affecting interest expense and
carrying amount.

Accounting Principles for Bond Issuance

The accounting treatment depends on whether bonds are issued at a premium, discount,
or at face value.

- Bonds issued at a premium are recorded by crediting Bonds Payable for the face value
and crediting Premium on Bonds Payable for the amount over face value.

- Premium on Bonds Payable is a liability account that increases the amount of bonds
payable on the balance sheet.

- Interest expense is affected by the amortization of the premium over the bond’s life.

Relevant accounting standards include GAAP (Generally Accepted Accounting Principles),
which specify how to record and amortize bond premiums.

Preparing the Journal Entry for the Bond
Issuance

The journal entry to record the bond issuance involves recognizing the cash received, the
bonds payable at face value, and the premium on bonds payable.

Journal Entry to Record Bond Issuance

| Account | Debit | Credit |
I | |




| Cash | $265,200 | |
| Bonds Payable | | $260,000 |
| Premium on Bonds Payable | | $5,200 |

Explanation:

- Cash: Debited for the total amount received from bondholders ($265,200).

- Bonds Payable: Credited for the face value of the bonds issued ($260,000).

- Premium on Bonds Payable: Credited for the amount over face value ($5,200),
representing the premium.

Impact on Financial Statements

Issuing bonds at a premium affects several financial statement components:

- Balance Sheet:

- Increases cash asset by $265,200.

- Increases liabilities through Bonds Payable ($260,000) and Premium on Bonds Payable
($5,200).

- The carrying amount of bonds payable becomes $265,200, which is the sum of face value
and premium.

- Income Statement:

- The premium reduces interest expense over the life of the bonds through amortization,
reflecting a more accurate cost of borrowing.

Subsequent Accounting for Bond Premiums

After issuance, the premium on bonds payable must be amortized over the life of the
bonds to allocate the total premium as a reduction of interest expense. This is often done
using the effective interest method or the straight-line method (less precise but simpler).

Amortization of Premium

- Effective Interest Method: Calculates interest expense based on the carrying amount of
bonds and the market rate at issuance.
- Straight-Line Method: Spreads the premium evenly over the bond's life.

Example of Straight-Line Amortization:

- Annual amortization = Total premium / Number of periods



- For 20 years: $5,200 / 20 = $260 per year

Conclusion

The issuance of bonds at a premium reflects favorable market conditions and enhances a
company's borrowing capacity at a lower effective interest rate. Proper recording of this
transaction ensures accurate financial reporting and compliance with accounting
standards. The key steps involve calculating the proceeds, identifying the premium, and
preparing the journal entry to recognize the cash received, bonds payable, and premium
on bonds payable.

Summary of journal entry:

- Debit Cash for $265,200
- Credit Bonds Payable for $260,000
- Credit Premium on Bonds Payable for $5,200

This entry provides a clear picture of the company's liabilities and the cash inflow from the
bond issuance, setting the stage for subsequent interest payments and amortization
activities.

Additional Considerations

- Interest Payments: The annual interest expense will be based on the effective interest
rate, which may differ from the coupon rate if bonds are issued at a premium.

- Bond Maturity: Over 20 years, the premium will be amortized, gradually reducing the
bond's carrying amount back to face value.

- Financial Ratios: Issuance at a premium can positively impact debt-to-equity ratios and
other financial metrics.

FAQs About Bond Issuance and Recording

1. What does issuing bonds at 102 mean?
It indicates that bonds are issued at 102% of their face value, i.e., at a premium.

2. Why do companies issue bonds at a premium?
When market interest rates are lower than the coupon rate, bonds tend to be issued at a
premium to attract investors.



3. How is the premium on bonds payable amortized?
Using the effective interest method or straight-line method over the bond's life.

4. What is the significance of the premium in financial statements?
It reduces interest expense over the bond's term, impacting net income and cash flows.

In summary, understanding the intricacies of bond issuance, especially at a premium, is
vital for accurate financial reporting and strategic financial management. Cullumber
Company's issuance of $260,000, 20-year, 8% bonds at 102 exemplifies standard bond
accounting practices, ensuring transparency and compliance with accounting standards.

Frequently Asked Questions

What is the purpose of issuing bonds at 102 by
Cullumber Company?

Issuing bonds at 102 indicates that Cullumber Company is selling bonds at 102% of their
face value, which is at a premium, to raise funds for its operations or projects.

How do you calculate the total amount received from
the bond issuance?

The total amount received is the bond's face value multiplied by the issue price: $260,000
x 102% = $265,200.

What is the journal entry to record the bond issuance at
102?

Debit Cash $265,200; Credit Bonds Payable $260,000; Credit Premium on Bonds Payable
$5,200.

Why is there a premium on bonds issued at 102?

Because the bonds are issued at a price above their face value (102%), indicating investors
are willing to pay extra for the bonds, resulting in a premium.

What is the significance of the 8% interest rate on the
bonds?

The 8% rate is the stated or coupon rate, which determines the annual interest payments
to bondholders based on the face value.



How are the bond premiums amortized over the life of
the bonds?

Premiums are amortized using methods like the effective interest method or straight-line
method, reducing interest expense over the bond's 20-year term.

What is the impact of issuing bonds at a premium on
the company's financial statements?

It increases cash and liabilities on the balance sheet and results in a higher initial cash
inflow, with premium amortization affecting interest expense over time.

How does the bond issue price of 102 affect the
company's cash flow?

The company receives more than the face value ($265,200 vs. $260,000), providing
additional funds that can be used for various corporate needs.

What are the key components recorded in the journal
entry for this bond issuance?

Cash received, face value of bonds payable, and the premium on bonds payable are
recorded as debit and credit entries.

What are the steps to prepare the journal entry for
issuing $260,000 bonds at 102?

Calculate total cash received ($260,000 x 102%), determine premium amount (cash
received minus face value), then record: debit Cash, credit Bonds Payable, and credit
Premium on Bonds Payable.

Additional Resources

Bonds Issuance

Introduction to Bond Issuance and Its
Significance

In the realm of corporate finance, bonds stand as a pivotal instrument for raising long-
term capital. When companies seek to finance expansion, acquire assets, or refinance
existing debt, issuing bonds becomes an attractive alternative to equity financing.



Cullumber Company’s recent issuance of bonds exemplifies a strategic move to secure
substantial funding while offering investors a fixed income stream. This detailed
examination delves into the specifics of this bond issuance, decoding the nuances of the
transaction, the implications of issuing at a premium, and the journal entries necessary to
accurately record the event.

Understanding the Bond Details

Before exploring the accounting treatment, it’s essential to comprehend the fundamental
aspects of the bonds issued by Cullumber Company:

Principal (Face Value)

- $260,000: This is the total face value or par value of the bonds issued, representing the
amount payable to bondholders at maturity.

Term

- 20 years: The maturity period indicates the bonds will mature after 20 years, with
principal repayment scheduled at the end of this period.

Coupon Rate

- 8%: The fixed interest rate applied to the principal, determining the periodic interest
payments.

Issue Price and Premium

- Issued at 102: The bonds were sold at 102% of face value, meaning at a 2% premium
over the face value. This premium reflects investor demand or favorable market
conditions, indicating the bonds were more attractive than their face value.

The Concept of Bonds Issued at a Premium

Issuing bonds at a premium occurs when the stated interest rate (here, 8%) exceeds the
prevailing market rate for similar bonds, prompting investors to pay more than the face
value to secure the fixed interest income. This premium compensates the issuer for
offering a coupon rate higher than the market rate, and it impacts the accounting
treatment of the bond issuance.



Why do companies issue bonds at a premium?

- To attract investors in a competitive market.

- To reflect favorable credit ratings.

- To leverage lower interest costs relative to market conditions.

Implications of issuing at a premium:

- The bonds’ carrying amount exceeds the face value.

- The premium on bonds payable is amortized over the bond’s life, affecting interest
expense.

- The initial cash inflow increases, providing more liquidity upfront.

Calculating the Proceeds from Bond Issuance

The total cash inflow from the bond issuance is determined by multiplying the face value
by the issue price percentage:

\[
\text{Proceeds} = 260,000 \times 102\% = 260,000 \times 1.02 =\$265,200
\]

This amount exceeds the face value by:

\[
\text{Premium} =\$265,200 - \$260,000 = \$5,200
\]

Thus, Cullumber Company receives \$265,200 in cash, with \$5,200 recorded as a
premium on bonds payable.

Accounting for the Bond Issuance

The issuance of bonds involves recording the cash received, the bonds payable liability,
and the premium on bonds payable. These entries ensure the company’s financial
statements accurately reflect the transaction’s impact.

Initial Journal Entry at Issuance

The journal entry to record the bond issuance at a premium is as follows:

| Account Title | Debit | Credit | Explanation |
I | | |




| Cash |\$265,200 | | Reflects cash received from bondholders |

| Bonds Payable | \$260,000 | | Records the face value of bonds issued |

| Premium on Bonds Payable | \$5,200 | | Represents the excess over face value, a liability
that amortizes over time |

Explanation:

- Cash increases by the total proceeds (\$265,200), representing the inflow of funds.

- Bonds Payable increases by the face value (\$260,000), recognizing the obligation.

- Premium on Bonds Payable increases by \$5,200, which will be amortized over the bond’s
life.

Understanding the Components of the Journal
Entry in Detail

1. Cash Account:
This reflects the actual cash inflow from investors. Since bonds were issued at a premium,
the cash received exceeds the face value.

2. Bonds Payable Account:
This liability is recorded at the bond’s face value, representing the amount to be repaid at
maturity.

3. Premium on Bonds Payable:
A contra-liability account that captures the excess amount received over the face value.
It’s amortized over the bond’s life, reducing interest expense in future periods.

Amortization of Premium and Its Impact on
Financial Statements

The premium on bonds payable isn’t recognized as income upfront. Instead, it’s amortized
over the life of the bonds, decreasing interest expense and increasing net income over
time. The amortization can be calculated using methods such as straight-line or effective
interest method.

Using the Effective Interest Method:
- The interest expense for each period is based on the carrying amount of the bonds and

the market rate.
- The amortization of the premium reduces the interest expense recognized in each period.



Impact on Financial Ratios:

- The initial cash inflow enhances liquidity metrics.

- The amortization schedule affects earnings and interest expense, influencing profitability
ratios.

- Over time, the bond’s carrying amount approaches the face value as the premium is
amortized.

Preparing the Journal Entry to Record Interest
Payments and Amortization

While the initial issuance is a one-time event, subsequent interest payments and
amortization entries are crucial for accurate financial reporting. For example, assume
annual interest payments:

\[

\text{Interest Payment} = \text{Face Value} \times \text{Coupon Rate} =\$260,000
\times 8\% = \$20,800

\]

The amortization of the premium reduces the interest expense recognized each period.
For simplicity, let’s consider straight-line amortization:

\[
\text{Annual Premium Amortization} = \frac{\$5,200}{20} =\$260

\]

Interest Expense each year:

\[
\text{Interest Expense} = \text{Interest Payment} - \text{Premium Amortized} =

\$20,800 - \$260 = \$20,540
\]

Journal Entry for Annual Interest Payment and Amortization:

| Account Title | Debit | Credit | Explanation |

I | | | |

| Interest Expense | \$20,540 | | Reflects the effective interest cost for the period |

| Premium on Bonds Payable | | \$260 | Amortizes part of the premium, reducing the
liability |

| Cash | | \$20,800 | Payment of interest to bondholders |




Conclusion: The Strategic Value of Accurate Bond
Recording

Cullumber Company’s issuance of $260,000 bonds at 102% demonstrates a keen
understanding of market dynamics and effective financial management. Properly
recording the transaction ensures transparency, compliance with accounting standards,
and precise financial analysis.

The initial journal entry—debiting cash, crediting bonds payable, and recognizing the
premium—sets the foundation for subsequent amortization and interest expense
recognition. This meticulous approach allows stakeholders to assess the company's
leverage, cost of debt, and future financial obligations accurately.

In essence, issuing bonds at a premium provides the company with immediate liquidity at
a favorable cost of capital, while comprehensive accounting ensures ongoing transparency
and strategic insight. For finance professionals and stakeholders alike, mastering these
accounting nuances is vital to navigating the complex landscape of corporate debt
issuance.

In Summary:

- Bonds issuance involves understanding face value, coupon rate, term, and issue price.
- Bonds issued at a premium reflect favorable market conditions and investor demand.
- The initial journal entry captures cash inflow, liability, and premium.

- Premium amortization impacts interest expense and financial ratios.

- Accurate recording fosters transparency and strategic decision-making.

This detailed exploration underscores the importance of precise accounting in bond
issuance, empowering companies like Cullumber to leverage debt effectively while
maintaining financial integrity.
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