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On January 1, $970,000, 5-year, 10% Bonds, Were Issued For $940,900. Interest Is Paid
Semiannually On this date, a significant financial transaction took place that plays a crucial role in
understanding bond issuance, valuation, and accounting treatment. Bonds are essential tools in
raising capital for corporations and governments, and their issuance involves several key concepts,
including bond pricing, interest payments, and the impact of market interest rates. This article
provides a comprehensive overview of this specific bond issuance, exploring the details, implications,
and accounting considerations involved in such financial instruments.

Understanding Bond Issuance and Key Terms

Before delving into the specifics of this bond issuance, it’s important to understand fundamental bond
terminology and concepts.

What are Bonds?

Bonds are debt securities issued by entities such as corporations or governments to raise funds from
investors. When an entity issues bonds, it promises to pay back the principal amount at maturity
along with periodic interest payments.

Key Terms in Bond Issuance

- Principal (Face Value): The amount paid back at maturity. In this case, $970,000.

- Coupon Rate: The annual interest rate paid on the face value. For these bonds, 10%.

- Issue Price: The price at which bonds are sold to investors. Here, $940,900.

- Term: The duration until maturity, which is 5 years.

- Interest Payment Schedule: Semiannual payments, meaning interest is paid twice a year.

- Market Rate of Interest: The prevailing rate of return required by investors, which influences the
bond's selling price.

Details of the Bond Issue on January 1

This specific bond issuance involves several critical details:



Bond Face Value and Coupon Rate
- Face Value: $970,000
- Coupon Rate: 10% annually

This means the annual interest payment is:
- Annual Interest Payment: $970,000 10% = $97,000

Since interest is paid semiannually:
- Semiannual Payment: $97,000 /2 = $48,500

Issue Price and Market Conditions

- Issue Price: $940,900

- Market Price vs. Face Value: The bonds were issued at a discount because the issue price ($940,900)
is less than the face value ($970,000). This indicates the market rate of interest exceeds the coupon
rate.

Term and Payment Schedule

- Duration: 5 years
- Interest Payments: Semiannually, totaling 10 payments over the life of the bonds.

Why Were the Bonds Issued at a Discount?

The bonds' issue price being below face value reflects market dynamics:

Market vs. Coupon Rate

- The coupon rate (10%) is lower than the prevailing market interest rate, which causes the bonds to
sell at a discount.
- Investors require a higher yield than the coupon rate, so the bonds are priced lower to compensate.

Implications of Discounted Bond Issuance

- The company effectively pays a higher yield than the coupon rate.
- The difference between the face value and issue price ($970,000 - $940,900 = $29,100) is
amortized over the life of the bonds as interest expense.



Accounting for Bond Issuance

Proper accounting treatment involves recording the bonds at their issue price and amortizing the
discount over time.

Initial Journal Entry at Issue

The entry on January 1 would include:

- Debit: Cash for the amount received ($940,900)

- Credit: Bonds Payable for the face value ($970,000)

- Debit: Discount on Bonds Payable for the difference ($29,100)

This reflects that the bonds were issued at a discount.

Amortization of Discount

- The discount is amortized over the life of the bonds, increasing interest expense.
- The effective interest method is typically used, where the interest expense each period equals the
carrying amount of the bonds times the market rate of interest.

Semiannual Accounting Entries

Every six months, the company records:

- Interest Expense: Based on the effective interest rate applied to the carrying amount.

- Cash Payment: $48,500

- Amortization of Discount: The difference between interest expense and cash interest paid.

For example:
- If the effective semiannual interest rate is higher than the coupon rate, interest expense will be
greater than $48,500, and the discount amortization increases the carrying amount of bonds payable.

Impact on Financial Statements

Issuing bonds at a discount affects several financial statement components:

Balance Sheet

- Bonds payable are reported at their carrying amount (face value minus unamortized discount).
- The discount on bonds payable is a contra-liability account, reducing the bonds payable balance
over time.



Income Statement

- Interest expense increases due to amortization of the discount.
- Periodic interest expense reflects the effective interest rate, which may differ from the cash interest
paid.

Cash Flow Statement

- The issuance of bonds increases cash inflow by the issue amount ($940,900).
- Interest payments are cash outflows, affecting operating activities.

Advantages and Disadvantages of Bond Financing

When companies opt to issue bonds, they weigh various benefits and drawbacks:

Advantages

- Lower Cost of Capital: Bonds may offer lower interest costs compared to other financing forms.
- Tax Deductibility: Interest expense on bonds is tax-deductible, reducing taxable income.
- No Dilution: Unlike issuing equity, bonds do not dilute ownership.

Disadvantages

- Fixed Payments: Regular interest payments are obligatory, regardless of company performance.
- Potential for Default: Failure to meet interest or principal payments can lead to default.
- Market Risk: Fluctuations in interest rates affect bond prices and company refinancing costs.

Key Points to Remember About Bond Issuance at a
Discount

- Bonds issued at a discount have a coupon rate lower than the market rate.

- The discount is amortized over the bond's life as additional interest expense.

- The effective interest method provides a realistic view of interest expense over time.

- Proper accounting ensures accurate financial statements and compliance with accounting standards.
- Bondholders receive periodic interest payments, with the principal repaid at maturity.



Conclusion

The issuance of $970,000, 5-year, 10% bonds for $940,900 on January 1 exemplifies fundamental
principles of bonds issued at a discount. Understanding the interplay between coupon rates, market
interest rates, bond pricing, and amortization is vital for investors, accountants, and financial
managers. Properly accounting for these bonds ensures transparency and accuracy in financial
reporting, ultimately influencing a company's cost of capital and financial health. Whether used for
expansion, refinancing, or operational needs, bond issuance remains a vital component of corporate
finance strategies.

Additional Resources for Bond Accounting and
Investment

- Financial Accounting Standards Board (FASB) Guidelines

- Investopedia: Bond Pricing and Yield

- Corporate Finance Textbooks

- Professional Accounting Courses on Bonds and Debt Securities

By mastering these concepts, stakeholders can make informed decisions regarding bond issuance,
investment, and management, ensuring sound financial practices and strategic growth.

Note: For specific calculations related to amortization schedules, effective interest rates, and journal
entries, consulting detailed financial formulas or accounting software is recommended.

Frequently Asked Questions

Why were the bonds issued at a discount of $29,100 when
their face value was $970,000?

The bonds were issued at a discount because the market interest rate likely exceeded the stated rate
of 10%, making the bonds less attractive at face value, so they were issued at a lower price to
compensate investors for the higher effective yield.

How is the bond discount of $29,100 accounted for over the
bond's life?

The discount is amortized over the 5-year period using the effective interest method, which increases
interest expense each period until the bond's carrying amount reaches the face value at maturity.



What is the significance of the bonds paying interest
semiannually on January 1 and July 1?

Paying interest semiannually means interest is paid twice a year, which affects how interest expense
is calculated and amortized, and provides bondholders with more frequent income payments.

How do the issuance price and face value affect the bond's
effective interest rate?

Since the bonds were issued at $940,900 instead of $970,000, the effective interest rate (yield) is
higher than the stated 10%, reflecting the premium or discount adjustments over the life of the bond.

What journal entries are made at issuance and each interest
payment date for these bonds?

At issuance, the entry records cash received and the discount on bonds payable. Every interest
period, interest expense is recognized based on the effective interest rate, and cash interest is paid;
the difference adjusts the bond discount or premium account.

Additional Resources
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On

In the world of corporate finance, bonds are a popular instrument for companies seeking to raise
capital. When a company issues bonds, it essentially borrows money from investors, promising to pay
back the face value at maturity along with periodic interest payments. The specific details
surrounding bond issuance—such as the face value, coupon rate, issuance price, and payment
schedule—are crucial for understanding both the company's financial obligations and the bond's
valuation.

Today, we delve into a hypothetical but illustrative scenario: a company issues bonds on January 1,
with a face value of $970,000, a term of five years, and an annual coupon rate of 10%. Interestingly,
these bonds are issued at a price of $940,900, below their face value, indicating that investors are
willing to pay less than the bond's face amount. We'll explore what this means, how to account for
this issuance, and the implications for financial statements.

The Basic Details of the Bond Issue

Face Value and Term

- Face Value (Par Value): $970,000

This is the amount the issuer promises to pay back at maturity. It also determines the periodic

interest payments.

- Term: 5 years



The bonds will mature after five years from the date of issue, at which point the principal is repaid.
Coupon Rate and Interest Payments

- Coupon Rate: 10% annually
This rate determines the annual interest payments, which in this case are $97,000 (10% of $970,000).

- Interest Payment Schedule: Semiannually
Interest is paid twice a year, so each payment will be $48,500 ($97,000 annually divided by 2).

Why Are the Bonds Issued Below Par?

The bonds are issued at $940,900, which is less than the face value of $970,000. This difference
signifies that the bonds are issued at a discount. Several factors can influence this:

- Market Interest Rates: If prevailing market rates are higher than the coupon rate, investors demand
a discount to compensate for the lower interest income relative to the market.

- Issuer's Creditworthiness: If the issuer's credit rating has declined, investors might require a
discount to offset perceived risk.

- Bond Terms or Features: Certain features, like call provisions or restrictions, can influence the issue
price.

In this scenario, the discount indicates that the bonds' effective yield to investors is slightly higher
than the coupon rate due to the lower purchase price.

Accounting for Bond Issuance
Recording the Issuance

When bonds are issued at a discount, the company records the proceeds, face value, and the discount
as follows:

- Cash (Debit): $940,900
- Bonds Payable (Credit): $970,000
- Discount on Bonds Payable (Debit): Difference, which is $29,100 ($970,000 - $940,900)

This discount on bonds payable is a contra-liability account and will be amortized over the life of the
bonds, increasing interest expense in each period.

Journal Entry at Issue
Debit: Cash $940,900

Debit: Discount on Bonds Payable $29,100
Credit: Bonds Payable $970,000



This entry reflects the receipt of cash and recognizes the liability at face value, offset by the discount.

Amortization of the Discount

Over the five-year life of the bonds, the discount will be amortized using either the straight-line
method or the effective interest method. The effective interest method is more accurate and reflects
the true cost of borrowing.

Effective Interest Calculation

- Initial carrying amount: $940,900

- Interest expense for each period: Carrying amount x Market rate (effective rate)

- Cash interest paid: 10% of $970,000 annually, paid semiannually, so $48,500 every six months.
Since the bonds are issued at a discount, the effective interest rate will be higher than 10%. To

compute this rate precisely, financial calculators or software are typically used, but for illustrative
purposes, we can approximate.

Semiannual Interest Payments and Amortization

Each period, the company will:

- Pay interest of $48,500.

- Recognize interest expense based on the effective rate.

- Increase the carrying amount of the bonds payable by the amortized amount of discount.
Step-by-Step Amortization

1. Calculate the effective interest rate:

- Approximate the semiannual effective rate using financial tools (not shown here).

- For simplicity, assume the effective semiannual rate is approximately 10.6%.

2. Calculate interest expense:
- Interest expense = Carrying amount x effective semiannual rate.

3. Determine amortization:
- Amortization = Interest expense — Cash interest paid.

4. Update carrying amount:
- New carrying amount = Previous carrying amount + amortization.

This process continues until maturity, where the carrying amount equals the face value ($970,000).



Implications for Financial Statements

Balance Sheet

- Bonds Payable: Reported at face value ($970,000).

- Less: Discount on Bonds Payable: Shown as a contra-liability, reducing the net liability.

- Net Bonds Payable: The carrying amount, which increases over time as the discount is amortized.

Income Statement

- Interest Expense: Higher than the cash interest paid due to amortization of the discount, reflecting
the true cost of borrowing.

Cash Flow Statement

- Operating Activities: Interest paid (semiannual payments of $48,500) is reflected here.
- Financing Activities: Proceeds from bond issuance ($940,900) are shown as cash inflow.

The Impact of Bond Discount on Effective Yield

Investors' yield on bonds issued at a discount exceeds the coupon rate because they purchase the
bond below face value but receive the full face value at maturity, along with periodic interest
payments.

- Coupon Rate: 10%
- Effective Yield: Slightly above 10%, depending on the discount rate and amortization schedule.

This higher yield benefits investors but increases the company's interest expense over time.

Why Issuance at a Discount Matters
Issuing bonds at a discount affects the company's financial ratios and cost of capital:

- Higher Interest Expense: The amortized discount increases interest expense recognized on the
income statement, reducing net income.

- Impact on Ratios: Ratios such as debt-to-equity and interest coverage ratios are affected, influencing
investor perception and creditworthiness.

- Tax Implications: The amortization of the discount is tax-deductible, reducing taxable income.

Conclusion

The issuance of bonds at a discount, as in this scenario, is a common occurrence driven by market
conditions, credit ratings, and investor demand. Understanding the intricacies of bond



accounting—particularly how discounts are recorded and amortized—is essential for stakeholders
analyzing a company's financial health. The semiannual interest payments, combined with the
amortization of the discount, ensure that over the five-year life, the company will recognize interest
expense reflective of its true borrowing cost, while investors enjoy periodic income and eventual
repayment of principal at maturity.

By carefully managing and accounting for bond issues, companies can optimize their capital structure,
meet financial obligations, and provide transparency to investors and regulators alike.
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