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This financial transaction marks a significant event in Desert Company's
capital-raising efforts. The issuance of bonds is a common method for
companies to secure long-term financing, and understanding the details behind
this transaction provides valuable insights into corporate finance, bond
valuation, and accounting practices. In this comprehensive guide, we will
explore the key aspects of this bond issuance, including the nature of bonds,
reasons for issuance, calculations involved, and the accounting implications.
Whether you're an investor, accountant, or business student, this article
offers an in-depth analysis to enhance your understanding of bond issuance
processes.

Understanding Bond Issuance: Basic Concepts

What Are Bonds?

Bonds are debt securities issued by corporations, municipalities, or
governments to raise capital. When an entity issues bonds, it is essentially
borrowing money from investors with the promise to pay back the principal
amount on a specified maturity date, along with periodic interest payments.

Key features of bonds include:

- Face value (par value): The amount paid back at maturity; in this case,
$15,000,000.

— Coupon rate: The interest rate paid annually; here, 85%.

— Interest payments: Typically paid semiannually or annually.

- Maturity date: When the principal is due for repayment.

— Issue price: The amount received by the issuer upon sale, which may differ
from face wvalue.

Details of Desert Company's Bond Issuance

Transaction Overview

On May 1, 2020, Desert Company issued bonds totaling $15 million with an 8%
annual coupon rate. This means that the company agreed to pay bondholders 8%
of the face value annually, which amounts to $1.2 million per year ($15
million x 8%).



Key details include:

- Issue date: May 1, 2020

- Total face value of bonds issued: $15,000,000

- Coupon rate: 8% annually

— Interest payment frequency: Typically semiannual or annual (assume
semiannual unless specified)

— Cash received (proceeds): $13,308,942

The fact that the company received less than the face value indicates that
the bonds were issued at a discount. This situation occurs when the market
interest rate differs from the coupon rate, affecting the bond’s present
value.

Why Did Desert Company Receive Less Cash Than
the Bonds’ Face Value?

Understanding Bond Discounts and Premiums

When bonds are issued, the amount of cash received can differ from the face
value, depending on market conditions at the time of issuance.

— Bond Discount: When the coupon rate is lower than prevailing market
interest rates, bonds are issued at a discount, resulting in cash proceeds
less than face value.

— Bond Premium: When the coupon rate exceeds market rates, bonds are issued
at a premium, resulting in proceeds greater than face value.

In Desert Company’s case:

- Face value: $15,000,000
— Cash received: $13,308,942

This indicates a discount, as the bonds are less attractive compared to
prevailing market rates, thus requiring a discount to sell.

Calculating the Discount on Bonds

The discount amount is:
Discount = Face value - Cash proceeds
Discount = $15,000,000 - $13,308,942 = $1,691,058

This discount will be amortized over the life of the bonds, affecting
interest expense and the carrying amount of the bonds on the balance sheet.



Implications for Financial Statements

Recording the Bond Issue

The initial journal entry to record the bond issuance would be:

— Debit: Cash $13,308,942
— Debit: Discount on Bonds Payable $1,691,058
- Credit: Bonds Payable $15,000,000

This entry reflects the receipt of cash and the recognition of the liability
at face value, with the discount as a contra-liability that reduces the
overall book wvalue of the bonds.

Amortization of Discount

The discount must be amortized over the bond’s life to reflect the true
interest expense. Common methods include:

— Effective interest method: Provides a consistent rate of interest over the
bond’s life.

— Straight-line method: Simplified approach, allocating the same amount of
discount each period.

The effective interest method is preferred under generally accepted
accounting principles (GAAP) because it matches interest expense with the
bond’s carrying amount.

Calculating Bond Interest Expense and Payments

Interest Payments

Assuming semiannual payments (which is common), the interest payment each
period is:

Interest payment Face value x Coupon rate / Number of periods per year

Interest payment $15,000,000 x 8% / 2 = $600,000

The company will pay $600,000 every six months to bondholders.

Interest Expense Using Effective Interest Method

The initial carrying amount of the bonds is $13,308,942. The effective
interest rate (market rate at issuance) can be derived from the issuance



details, but since it's not provided, we can illustrate the concept:
— Interest expense each period = Carrying amount x market rate per period

Over time, as the discount is amortized, the carrying amount increases toward
the face value, and the interest expense reflects the market rate.

Accounting for the Bond Issuance and Subsequent
Periods

Journal Entries During the Life of the Bonds

— Interest payment:
— Debit: Interest Expense
— Credit: Cash

— Amortization of Discount:
— Debit: Discount on Bonds Payable
- Credit: Interest Expense

As the discount amortizes, the bond’s book value increases, and the total
interest expense recorded over the life of the bonds reflects the market rate
at issuance.

At Maturity
At the end of the bond’s term, the company will:

— Pay the face value of $15 million to bondholders

- Remove the bond liability from the books

— Recognize the total interest expense over the life of the bonds, which
includes the amortized discount

Impact on Financial Ratios and Company
Performance

Leverage and Debt Ratios
Issuing bonds increases a company's leverage, which can impact debt-to-equity
ratios, affecting creditworthiness and borrowing capacity.

Key ratios impacted include:

— Debt-to-Assets Ratio
- Debt-to-Equity Ratio
— Interest Coverage Ratio



Interest Expense and Earnings

The amortization of the bond discount increases interest expense over time,
which can reduce net income and earnings per share (EPS). Investors and
analysts closely monitor these impacts.

Market Considerations and Strategic
Implications

Why Choose Bond Financing?

Companies like Desert often prefer bond issuance over equity to:

- Maintain ownership control
— Benefit from tax-deductible interest payments
— Access large amounts of capital

Market Conditions Impact

The discount indicates that market interest rates exceeded the bond’s coupon
rate at issuance, making the bonds less attractive and lowering the proceeds
received. Companies may adjust coupon rates or issue at different times based
on market conditions.

Conclusion

The issuance of $15 million of 8% bonds by Desert Company on May 1, 2020,
illustrates fundamental concepts in corporate finance and accounting.
Receiving cash of approximately $13.3 million demonstrates the impact of
market interest rates on bond pricing. The issuance at a discount requires
careful accounting for interest expense and discount amortization over the
bonds’ life. This transaction not only enhances the company’s capital but
also influences its financial ratios, investor perception, and strategic
financial planning.

Understanding these components helps stakeholders assess the company's
financial health and its approach to long-term financing. Proper recognition
and amortization of bond discounts ensure accurate financial reporting,
compliance with accounting standards, and transparent communication with
investors.
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Frequently Asked Questions

Why did Desert Company issue bonds with a face value
of $15,000,000 but only received $13,308,942 in cash?

Because the bonds were issued at a discount, meaning the market rate of
interest was higher than the bond's coupon rate, resulting in the bonds
selling for less than their face value.

What is the significance of the 8% interest rate on
Desert Company's bonds?

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

How is the discount on bonds like Desert Company’s
accounted for in financial statements?

The discount is recorded as a contra-liability account called Discount on
Bonds Payable, and it is amortized over the life of the bonds to interest
expense using methods like straight-line or effective interest method.

What factors influence the difference between the
bond's face value and the cash received upon
issuance?

Factors include current market interest rates, the company's
creditworthiness, bond terms, and prevailing economic conditions at the time
of issuance.

How does the issuance of bonds at a discount affect
Desert Company's financial ratios?

Issuing bonds at a discount increases liabilities and interest expense, which
can impact ratios like debt-to-equity, return on assets, and earnings per
share.

When does Desert Company recognize interest expense
related to these bonds?

Interest expense is recognized periodically, typically monthly or annually,
and includes the cash interest paid plus the amortization of the bond
discount.

What journal entry does Desert Company record at the



bond issuance?

Debit Cash for $13,308,942; debit Discount on Bonds Payable for the
difference ($1,691,058); credit Bonds Payable for $15,000,000.

How does the date of bond issuance (May 1, 2020)
impact the accounting for interest payments?

Interest payments are typically made semi-annually or annually from the
issuance date, so the timing affects the amortization schedule and interest
expense recognition.

What are the advantages for Desert Company to issue
bonds at a discount rather than at a premium?

Issuing bonds at a discount can make the bonds more attractive to investors
if the market interest rates are higher, and it provides a way to offer a
higher effective yield to bondholders.

What is the total interest cost to Desert Company
over the life of the bonds?

The total interest cost includes the cash interest payments ($15,000,000 x 8%
annually), plus the amortized discount, totaling more than the face wvalue due
to the discount amortization over time.

Additional Resources

Desert Company Issued $15,000,000 Of 8% Bonds On May 1, 2020, And Received
Cash Totaling $13,308,942

The issuance of bonds is a critical financial strategy for companies seeking
to raise substantial capital for expansion, refinancing, or other corporate
needs. In the case of Desert Company, the issuance of $15 million worth of 8%
bonds on May 1, 2020, and the subsequent receipt of cash totaling
$13,308,942, offers a compelling case study in bond financing, its nuances,
and its implications for financial management. This transaction highlights
the interplay between bond face value, issuance price, market interest rates,
and the resulting accounting entries, providing insight into how companies
leverage debt instruments to fund their operations effectively.

Understanding Bond Issuance and Its
Significance

Bonds are long-term debt instruments issued by corporations, governments, or
other entities to borrow funds from investors. When Desert Company issued
bonds, it committed to paying bondholders a fixed interest rate (8% annually)
and returning the principal amount ($15 million) at maturity. This process
allows the company to access capital without diluting ownership through



equity issuance.
Key Features of the Bond Issue:

— Principal (Face Value): $15,000,000

— Coupon Rate: 8% annually

— Issue Date: May 1, 2020

— Interest Payments: Typically semiannual or annual, depending on terms
- Maturity: Not specified explicitly but generally aligned with the bond
terms

The importance of understanding bond issuance lies in recognizing how the
bond's face value and the sale price can differ due to market conditions,
impacting the company's financial statements and cash flow.

Analysis of the Cash Received Versus Face Value

One of the most intriguing aspects of Desert Company's bond issuance is the
discrepancy between the face value ($15 million) and the cash received
($13,308,942). This difference is primarily due to the bonds being issued at
a discount, which occurs when the coupon rate (8%) is lower than the
prevailing market interest rates at the time of issuance.

Calculation of Discount:

- Bond Face Value: $15,000,000
— Cash Received (Proceeds): $13,308,942
— Discount on Bonds: $15,000,000 - $13,308,942 = $1,691,058

This discount must be amortized over the life of the bonds, affecting
interest expense and the carrying amount of the bonds on the company's
balance sheet.

Features of Bonds Issued at a Discount:

— Advantages:
- Lower initial cash outlay for the company
- Attractive to investors if market rates are higher than coupon rates

- Disadvantages:

— Higher interest expense over the bond's life due to amortization of the
discount

— Reduced reported income during initial periods

Implications for Desert Company:

Issuing bonds at a discount indicates that market interest rates were likely
higher than 8% at the time, making the bonds less attractive at face value.
To entice investors, Desert Company accepted a lower issue price, which,
although reducing immediate cash inflow, provides a higher effective interest
rate over the bond's life.



Journal Entries for Bond Issuance

When Desert Company issued the bonds, it needed to record the transaction
accurately in its accounting books. The initial journal entry involves
recognizing the cash received, the bonds payable at face value, and the
discount on bonds payable.

Initial Journal Entry (May 1, 2020):

| Cash | 13,308,942 | |
| Discount on Bonds Payable | 1,691,058 | |
| Bonds Payable | 15,000,000 | |

This entry reflects that while the bonds are worth $15 million, the company
only received approximately $13.3 million, with the discount recognized as a
contra-liability that amortizes over time.

Amortization of Discount and Its Effects

The discount on bonds payable is not a one-time expense but amortized over
the life of the bonds, typically using the effective interest method. The
amortization affects the interest expense recognized in each period, which is
higher than the cash interest paid because it includes the amortized
discount.

Impact on Financial Statements:

— Balance Sheet:

- The bonds payable will be reported at the bond's face value ($15 million)
minus unamortized discount.

— The discount reduces the net carrying amount initially but increases over
time as it is amortized.

— Income Statement:
- Interest expense reflects the effective interest rate, which is higher than
the coupon rate in this case, due to the discount.

Pros and Cons:

- Pros:
- Provides a more accurate picture of interest expense over time
— Aligns expense recognition with the period in which benefits are received

- Cons:

- Adds complexity to accounting

- May obscure cash flow understanding for stakeholders unfamiliar with
amortization



Interest Payments and Effective Interest Rate

Given the coupon rate of 8%, the company will make annual or semiannual
interest payments based on the face value:

Interest Payment Calculation:
- Annual interest = $15,000,000 x 8% = $1,200,000

However, because the bonds were issued at a discount, the actual expense
recognized will be higher due to amortization, resulting in an effective
interest rate greater than 8%.

Implications:

- Investors receive fixed interest payments, but the issuer's actual cost of
borrowing is higher.

— The effective interest rate can be calculated using the bond's issue price
and scheduled amortization schedule.

Market Conditions and Impact on Bond Pricing

The fact that Desert Company issued bonds at a discount indicates prevailing
market interest rates were higher than 8%. This scenario is common in bond
markets and reflects the dynamic nature of bond pricing.

Market Factors Influencing Bond Prices:

— Interest Rate Environment: Higher market rates lead to discount issuance

— Credit Quality of Issuer: Lower credit ratings may necessitate discounts

— Bond Term: Longer maturities tend to have more sensitivity to interest rate
changes

— Economic Conditions: Economic downturns or uncertainty can increase yields
demanded by investors

Advantages for Desert Company:

— Access to capital at lower initial cash flows
— Flexibility in managing cash flow due to lower upfront costs

Disadvantages:
— Higher total interest expense

— Potential perception of weaker creditworthiness if bonds are issued at
significant discounts

Advantages and Disadvantages of Bond Financing



in This Context

Advantages:

— Lower Initial Cash Outflow: The discount reduces the amount paid upfront,
easing immediate liquidity constraints.

- Fixed Payments: The 8% coupon provides predictable interest payments.

- Tax Deductibility: Interest expenses are tax—-deductible, reducing taxable
income.

— No Ownership Dilution: Unlike issuing equity, bonds do not dilute existing
ownership stakes.

Disadvantages:

— Interest Expense Impact: Higher effective interest costs due to discount
amortization.

— Refinancing Risk: If market conditions change, refinancing bonds at
favorable rates may be challenging.

— Repayment Obligation: The principal ($15 million) must be repaid at
maturity, impacting future cash flows.

- Market Sensitivity: Bond prices can fluctuate with interest rates,
affecting the company's ability to issue new debt or buy back bonds.

Long-term Implications for Desert Company

Issuing bonds at a discount can be advantageous if managed properly, but it
requires careful planning and management. The company must ensure it can meet
interest obligations and eventually repay the principal, especially
considering the higher effective interest rate.

Strategic considerations include:

— Amortization Planning: Accurately forecasting interest expenses over the
bond life.

— Cash Flow Management: Ensuring sufficient cash flow to service debt.

— Refinancing Options: Assessing market conditions for potential refinancing
before maturity.

— Creditworthiness: Maintaining or improving credit ratings to prevent future
issuance at unfavorable terms.

Potential Benefits:

— Access to significant capital without issuing equity.
- Leverage to fund growth initiatives, acquisitions, or debt restructuring.

Potential Risks:

— Increased leverage could strain financial stability if cash flows are
uncertain.

- Rising interest rates could increase the cost of refinancing or issuing new
debt.



Conclusion: Insights and Lessons from Desert
Company's Bond Issue

The issuance of $15 million of 8% bonds by Desert Company on May 1, 2020,
with proceeds of approximately $13.3 million, exemplifies the complexities
and strategic considerations involved in bond financing. Issued at a
discount, this transaction reflects prevailing market conditions where
interest rates exceeded the coupon rate, leading to a lower initial cash
inflow but offering the company access to capital at a cost that reflects
market realities.

This case underscores several key lessons:

- Market Conditions Drive Bond Pricing: Companies must understand current
interest rate environments to set appropriate bond terms.

— Accounting for Discounts is Crucial: Proper amortization ensures accurate
financial reporting and reflects true interest costs.

- Strategic Use of Debt Can Fuel Growth: When managed carefully, bond
financing provides a powerful tool for raising capital without diluting
ownership.

- Risks Must Be Managed: Higher effective
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