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When a company issues bonds, it incurs various costs related to the issuance process. These costs,
known as bond issue costs, are a significant aspect of bond accounting and can influence how the
bonds are reported on financial statements. Proper treatment of bond issue costs is essential for
accurate financial reporting and compliance with accounting standards. A critical question that arises
is whether bond issue costs should be included in the bond discount or bond premium and how they
should be amortized over the life of the bonds.

This article explores the accounting principles surrounding bond issue costs, their classification, and
the appropriate method of amortization, focusing on whether these costs should be included in bond
discounts, subtracted from bond premiums, or handled separately.

Understanding Bond Issue Costs

What Are Bond Issue Costs?

Bond issue costs are the expenses incurred by a company when issuing bonds. These costs include,
but are not limited to:

- Underwriting fees

- Legal and accounting fees

- Printing and registration costs

- Bond counsel fees

- Registration and filing fees

- Miscellaneous issuance expenses

These costs are directly attributable to the debt issuance process and are necessary to bring the
bonds to market.

Why Do Bond Issue Costs Matter?

The treatment of bond issue costs affects the presentation of debt on the balance sheet and the
calculation of interest expense over time. Proper accounting ensures that the financial statements
accurately reflect the company's liabilities and the true cost of borrowing.



Accounting Standards Governing Bond Issue Costs

Relevant Accounting Frameworks

The treatment of bond issue costs is primarily governed by accounting standards such as:

- Generally Accepted Accounting Principles (GAAP) in the United States
- International Financial Reporting Standards (IFRS)

While both standards recognize bond issue costs as a component of debt issuance, their specific
treatment differs slightly.

GAAP Perspective

Under GAAP, bond issue costs are generally recorded as a deferred charge and amortized over the life
of the bonds. They are not included in the bond's face amount or its discount/premium directly but
are presented separately as a direct reduction of the carrying amount of the bonds or as an asset.

IFRS Perspective

IFRS also requires bond issue costs to be deducted from the carrying amount of the financial liability.
They are considered a reduction in the initial measurement of the debt.

Should Bond Issue Costs Be Included in Bond Discount
or Subtracted from Bond Premium?

Bond Discount and Premium: Definitions

- Bond Discount: The difference when bonds are issued at less than their face value.
- Bond Premium: The amount when bonds are issued above their face value.



Accounting Treatment of Bond Issue Costs

Traditionally, bond issue costs are not included directly in bond discounts or premiums. Instead, they
are:

- For bonds issued at a discount or premium: treated as a separate deferred charge.
- Amortized over the life of the bonds: similar to the amortization of discounts or premiums.

This separation ensures clarity in financial reporting and compliance with accounting standards.

Why Not Include Bond Issue Costs In Bond Discount or
Premium?

Including bond issue costs directly into the bond discount or premium can distort the effective interest
rate and complicate the amortization process. The current best practice is to:

- Record bond issue costs as a separate deferred expense.
- Deduct these costs from the proceeds received from the bond issuance or treat them as a direct
reduction of the bond liability.

Method of Amortization of Bond Issue Costs

Amortization Approach

Bond issue costs are amortized over the life of the bonds using the effective interest method, which
allocates the costs as an interest expense over time, matching the bond's interest expense with the
period in which it is incurred.

Steps for Amortization

1. Initial Recognition: Record the bond liability net of bond issue costs.

2. Interest Expense Calculation: Calculate interest expense using the effective interest rate, which
incorporates the bond issue costs.

3. Amortization of Bond Issue Costs: The bond issue costs are amortized as part of interest expense
over the bond's life.

Journal Entries for Amortization



- At issuance:

Dr. Cash (proceeds from bond issuance)
Dr. Bond Issue Costs (deferred charge)
Cr. Bond Payable (face value)

- During each period:

Dr. Interest Expense (based on effective interest rate)
Cr. Bond Issue Costs (amortization)
Cr. Cash (interest payment)

AN

Practical Implications and Best Practices

Financial Statement Presentation

- Bond issue costs are typically reported as a deduction from the related bond liability on the balance
sheet.

- They are amortized over the life of the bonds and included in interest expense on the income
statement.

Advantages of Proper Treatment

- Ensures compliance with accounting standards.

- Provides a clearer picture of the company's debt obligations.
- Reflects the true cost of borrowing.

- Facilitates accurate computation of effective interest rates.

Common Mistakes to Avoid

- Including bond issue costs directly into bond discounts or premiums without proper separation.
- Not amortizing bond issue costs over the bond's life.
- Failing to adjust the bond's carrying amount to reflect bond issue costs.



Summary and Key Takeaways

- Bond issue costs should not be included directly in bond discounts or added to bond premiums.

- They should be recorded as a deferred charge and amortized over the life of the bonds.

- The amortization of bond issue costs is typically combined with interest expense using the effective
interest method.

- Proper accounting treatment improves transparency, complies with standards, and provides more
accurate financial reporting.

Conclusion

The treatment of bond issue costs is a critical aspect of debt accounting that impacts financial
statements and debt management. According to prevailing accounting standards like GAAP and IFRS,
bond issue costs are best handled as a separate deferred expense, deducted from the proceeds or
the carrying amount of the bonds, and amortized over the bonds' term. They should not be included
in bond discounts or added to bond premiums in a way that distorts the effective interest rate.

By following these principles, companies can ensure their financial statements accurately reflect their
debt obligations and the true cost of financing, leading to better decision-making by investors,
creditors, and management.
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Frequently Asked Questions

What are bond issue costs, and how are they initially
recorded on the financial statements?

Bond issue costs are the costs incurred to issue bonds, such as legal fees, accounting fees, and
underwriting costs. They are initially recorded as a deferred charge and then amortized over the life
of the bonds.

Should bond issue costs be included in the bond discount or



bond premium?

Bond issue costs should not be included in the bond discount or bond premium. Instead, they are
recorded separately as a deferred charge and amortized over the bond's life.

How are bond issue costs treated according to accounting
standards like GAAP and IFRS?

Under both GAAP and IFRS, bond issue costs are capitalized as a deferred charge and amortized over
the life of the bonds, separate from the discount or premium.

Are bond issue costs deducted from the bond proceeds or
included in the bond's carrying amount?

Bond issue costs are deducted from the bond proceeds to determine the net amount received or are
recorded as a deferred charge and amortized, affecting the bond's carrying amount over time.

Should bond issue costs be amortized using the effective
interest method or straight-line method?

Bond issue costs should be amortized using the effective interest method, which provides a more
accurate reflection of interest expense over the bond's life.

How does including bond issue costs in the amortization
process affect the calculation of interest expense?

Including bond issue costs in the amortization process increases the total interest expense recognized
over the life of the bonds, reflecting the true cost of borrowing.

What is the impact on financial ratios if bond issue costs are
not properly recognized and amortized?

Failing to properly recognize and amortize bond issue costs can overstate net income and understate
liabilities, leading to distorted financial ratios such as debt-to-equity and interest coverage ratios.

Can bond issue costs be capitalized as part of the bond's
amortized cost on the balance sheet?

Yes, bond issue costs are capitalized as a deferred charge and are amortized over the bond's term,
reducing the bond's net carrying amount over time.

What is the key accounting principle guiding the treatment of
bond issue costs?

The key principle is that bond issue costs should be amortized over the life of the bonds and not
included in the bond discount or premium, aligning with the matching principle to accurately reflect



the cost of borrowing.

Additional Resources

Bond Issue Costs A. Should Be Included In Bond Discount Or Subtracted From Bond Premium And
Amortized

In the realm of debt issuance and financial reporting, one of the most nuanced and often debated
topics centers on how to account for bond issue costs. Specifically, the question arises: Should bond
issue costs be included in the bond discount or subtracted from the bond premium and amortized
over the life of the bond? This question is not merely academic; it has significant implications for
financial statements, investor perception, and compliance with accounting standards.

This comprehensive article delves into the intricacies of bond issue costs, examining their nature,
accounting treatments, relevant standards, and the rationale behind current practices. We explore
the historical evolution of these standards, the practical implications for companies, and the ongoing
debates that shape current guidance.

Understanding Bond Issue Costs

Before analyzing how bond issue costs should be presented and amortized, it is essential to
understand what these costs encompass, their purpose, and their typical components.

What Are Bond Issue Costs?

Bond issue costs are the expenses incurred by a company in connection with issuing bonds. They
include a variety of direct costs associated with the issuance process, such as:

- Underwriting fees

- Legal fees

- Accounting and consulting fees

- Printing and registration costs

- Rating agency fees

- Printing and distribution expenses

These costs are distinct from the bond's face value and interest obligations. Instead, they are costs
borne directly to facilitate the issuance process.

The Nature of Bond Issue Costs

Fundamentally, bond issue costs are considered a form of deferred financing cost. They are paid
upfront but benefit the issuer over the life of the bond, hence their treatment typically involves



amortization.

Accounting Standards Governing Bond Issue Costs

The treatment of bond issue costs is governed by accounting standards that aim to ensure
transparency and comparability of financial statements. The two primary standards historically
involved are:

- US GAAP (Generally Accepted Accounting Principles): Primarily governed by the Financial Accounting
Standards Board (FASB) standards, especially ASC 835-30.
- IFRS (International Financial Reporting Standards): Governed by IAS 32 and IFRS 9.

Despite some differences, both frameworks generally agree on how bond issue costs should be
treated, but nuances exist that merit exploration.

US GAAP Approach

Under current US GAAP (ASC 835-30), bond issue costs are generally:

- Presented as a direct deduction from the carrying amount of the debt liability on the balance sheet.
- Amortized over the life of the bond using the effective interest method.

Previously, US GAAP required these costs to be classified as a deferred charge and amortized as

interest expense. However, the FASB's update in 2015 clarified that bond issuance costs are to be
presented as a reduction of the carrying amount of the debt, similar to a discount or premium.

IFRS Approach

IFRS standards treat bond issue costs similarly:

- They are deducted from the initial amount of the financial liability, effectively reducing the carrying
amount.

- These costs are then amortized over the life of the bond, impacting the effective interest rate
calculation.

Should Bond Issue Costs Be Included In Bond Discount



Or Subtracted From Bond Premium?

The core question involves whether bond issue costs should be incorporated into the bond's initial
valuation as part of the discount/premium or handled separately.

The Traditional Approach: Deducting Bond Issue Costs from
the Bond’s Face Value

Historically, some practitioners and older standards treated bond issue costs as part of the bond's
initial measurement, effectively:

- Including them in the bond discount or premium calculation.
- Adjusting the bond's initial carrying amount by subtracting bond issue costs from the proceeds.

This approach aligns with the view that the net proceeds, after deducting issuance costs, represent
the actual amount of cash received.

Current Accepted Practice: Deducting Bond Issue Costs From
the Bond’s Carrying Amount

Modern standards, including US GAAP and IFRS, generally recommend:

- Separately recognizing bond issue costs as a deferred charge.
- Reducing the initial carrying amount of the bond by the amount of issue costs.

This method simplifies the presentation and aligns with the concept that these costs are part of the
financing expense but are not embedded within the bond's discount or premium per se.

Implications of the Different Approaches

- Including bond issue costs in bond discount/premium can distort the bond's initial effective interest
rate if not carefully managed.

- Separately recognizing bond issue costs improves transparency, showing the net proceeds and the
amortization of costs as a component of interest expense.

Amortization of Bond Issue Costs

A critical aspect of accounting for bond issue costs is their amortization over the bond's term.



Effective Interest Method

Both US GAAP and IFRS prescribe the use of the effective interest method for amortizing bond issue
costs. Under this method:

- The bond's carrying amount is adjusted for the amortization of issue costs, impacting interest

expense.
- The amortized amount reflects the true cost of financing over the bond's life.

Impact on Financial Statements

Amortization results in:
- A gradual reduction of the bond's carrying amount.

- Recognition of interest expense that includes the amortized bond issue costs.
- A more accurate reflection of the cost of borrowing over time.

Comparison with Bond Discount/Premium Amortization

While bond discounts and premiums are amortized as part of interest expense, bond issue costs are
amortized separately, often as a component of total interest expense, but handled distinctly to avoid
confusion.

Practical and Regulatory Considerations

Despite the theoretical clarity, practical implementation and regulatory guidance influence how
companies account for bond issue costs.

Accounting Policy Choices

Companies may choose to:

- Include bond issue costs as a reduction of the bond's initial carrying amount, aligning with current
standards.

- Disclose the amount of bond issue costs separately, providing transparency in notes to financial
statements.



Regulatory Compliance and Auditing

Auditors scrutinize whether bond issue costs are appropriately recognized and amortized, ensuring
compliance with relevant standards. Misclassification can lead to misstatements, affecting investor
confidence and compliance status.

Debates and Evolving Perspectives

The treatment of bond issue costs has been subject to debate, especially regarding their classification
and presentation.

Arguments for Including Bond Issue Costs in Bond
Discount/Premium

- Simplifies the accounting by integrating issuance costs into the debt instrument.
- Reflects the true net proceeds received from the bond issuance.
- Historically aligned with certain older standards.

Arguments for Separate Recognition

- Enhances transparency by distinguishing issuance costs from the debt liability.
- Provides clearer insight into the costs of financing.
- Aligns with the concept of deferred financing costs as separate assets that amortize over time.

Emerging Trends and Future Directions

Standard-setters continue to refine guidance, emphasizing transparency and comparability. The
prevailing trend favors separate recognition and amortization of bond issue costs, aligning with the
principles of faithful representation.

Conclusion: Best Practice and Final Recommendations

Based on current standards and best practices, bond issue costs should be recognized as a separate
deferred charge and subtracted from the bond’s initial carrying amount, then amortized over the life
of the bond using the effective interest method. This approach offers several advantages:



- Enhanced transparency in financial reporting.
- Better reflection of the true cost of borrowing.
- Alignment with current US GAAP and IFRS standards.

Practitioners and companies should:

- Clearly disclose bond issue costs in financial statements.
- Ensure consistent application of the effective interest method.
- Regularly review accounting policies to stay aligned with evolving standards.

In summary, the modern consensus supports treating bond issue costs as an integral part of the
debt's initial measurement but recognizing them separately from the bond discount or premium. This
approach promotes clarity, comparability, and compliance—crucial elements in the complex
landscape of financial reporting.

Final note: The treatment of bond issue costs is a nuanced topic, and companies should consult
relevant accounting standards and professional advisors to ensure appropriate application tailored to
their specific circumstances.
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