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Understanding the intricacies of promissory notes, especially those with specific interest
and maturity terms, is essential for investors, financial analysts, and business owners
alike. In this comprehensive guide, we delve into a scenario where a $10,000 note with a
6% interest rate payable quarterly is purchased at a discounted price of $8,000, with a

maturity period of five years. We will explore the key concepts, calculations, and
implications involved in such a financial transaction.

Overview of the Note and Its Terms

Principal Amount and Face Value

e The note's face value or principal is $10,000. This is the amount that the issuer
promises to pay the holder at maturity.

e The note is purchased at $8,000, which is below its face value, indicating a discount
or potential yield for the investor.

Interest Rate and Payment Schedule

e The note carries an annual interest rate of 6%, payable quarterly.

e Interest payments are made four times a year, aligning with the quarterly schedule.

Maturity Period

e The note matures in 5 years, meaning the principal and any remaining interest are
payable at the end of this period.



Key Financial Concepts

Understanding Discounted Purchases

e The purchase price of $8,000 is less than the face value, representing a discount of
$2,000.

e This discount can indicate the investor's expected return or yield, considering the
interest payments and the final principal repayment.

Interest Calculation and Payment

e Interest is calculated based on the principal amount and the annual interest rate.

e Since interest is payable quarterly, each payment covers a quarter's interest based
on the principal.

Maturity Value and Total Interest

e At maturity, the investor receives the face value ($10,000) plus any remaining
interest.

e The total interest accrued over five years depends on the payment schedule and the
interest rate.

Calculating the Interest Payments and Total
Return



Quarterly Interest Payment

Interest for each quarter is calculated as:

Quarterly Interest = Principal x (Annual Interest Rate / Number of Quarters
per Year)

Plugging in the values:

Quarterly Interest = $10,000 x (6% / 4) = $10,000 x 0.015 = $150

e Each quarter, the investor receives $150 in interest.

e This amount remains consistent throughout the life of the note, assuming simple
interest.

Total Interest Over 5 Years

Number of quarters in 5 years =5 x 4 = 20
Total interest = $150 x 20 = $3,000

e The investor earns a total of $3,000 in interest payments over 5 years.

Final Principal Payment at Maturity

e At the end of 5 years, the investor receives the face value of $10,000.

e The total amount received (interest + principal) is $13,000.

Yield and Return Analysis

Calculating the Effective Yield

The yield reflects the actual return on the investment, considering the purchase price and
the cash flows received over the investment period.



Yield to Maturity (YTM) Approximation

e The initial investment is $8,000.

e The total cash inflows include quarterly interest payments and the principal at
maturity.

e Using financial formulas or a financial calculator, the approximate YI'M can be
calculated to understand the annualized return.

Sample Approximate Calculation

Assuming simple interest and a discount of $2,000, the approximate yield is calculated as:

Total interest over 5 years = $3,000

Total cash inflow = $13,000

Initial investment = $8,000

Approximate annual yield = [(Total cash inflow / Initial investment)”~(1/5)] -
1

R

[(13,000 / 8,000)7(0.2)] -1
(1.625)7(0.2) - 1 =1.096 - 1 = 0.096 or 9.6%

u

e The approximate annual yield is around 9.6%, which is higher than the nominal 6%
due to the discount purchase price.

Implications for Investors

Advantages of Purchasing at a Discount

e Higher effective yield compared to the nominal interest rate.
e Potential for capital appreciation if the market value of the note increases.

e Regular income through quarterly interest payments.



Risks to Consider

e Issuer default risk: possibility that the issuer may fail to make payments.
e Interest rate risk: changes in market interest rates can affect the note's value.

e Liquidity risk: difficulty in selling the note before maturity.

Tax Considerations

e Interest income is typically taxable, impacting net returns.

e The discount may also have tax implications, depending on jurisdiction.

Accounting and Reporting Aspects

Recording the Purchase

e The note is recorded at its purchase price of $8,000 on the balance sheet.

e The discount of $2,000 can be amortized over the life of the note as interest income.

Amortization of Discount

e The discount amortization increases interest income recognized periodically.

e Using the effective interest method, the amortized amount aligns with the actual
yield.

Final Recognition at Maturity

¢ At maturity, the note's carrying amount should equal the face value of $10,000.



e The difference between the initial purchase price and the face value is fully
amortized over time.

Conclusion

Purchasing a $10,000 note with a 6% quarterly interest rate at $8,000 offers an intriguing
investment opportunity, primarily because of the discount and the regular income stream.
Over five years, the investor benefits from quarterly interest payments totaling $3,000 and
the principal repayment of $10,000 at maturity, resulting in an effective yield that
surpasses the nominal rate. Understanding the calculations, risks, and accounting
implications associated with such notes enables investors to make informed decisions
aligned with their financial goals. Whether viewed as a fixed-income investment or a
strategic purchase, notes like these serve as valuable tools in diversified investment
portfolios.

Frequently Asked Questions

What is the face value and interest rate of the note
described?

The note has a face value of $10,000 with a 6% annual interest rate.

How often is interest payable on this note?

Interest is payable quarterly, meaning four times a year.

What is the purchase price of the note, and how does it
compare to its face value?

The note is purchased for $8,000, which is $2,000 less than its face value of $10,000.

Over what period does the note mature?

The note matures in 5 years.

How do you calculate the total interest earned on this
note over its life?

Total interest can be calculated as 6% of the face value annually, multiplied by 5 years,
considering quarterly interest payments.



What is the effective yield or return on the note based
on the purchase price?

The effective yield accounts for the purchase price and the interest earned over 5 years,
which can be calculated using yield formulas to determine the actual return on the $8,000
investment.

How is the interest income recognized for accounting
purposes when purchasing this note at a discount?

Interest income is recognized over the life of the note using the effective interest method,
which considers the purchase price, interest payments, and maturity value.

Additional Resources

A $10,000 Note With 6% Interest Payable Quarterly Is Purchased for $8,000. The Note
Matures In 5 Years. This scenario involves several important financial concepts such as
present value calculations, interest accruals, and the valuation of debt instruments.
Understanding how these elements interplay provides valuable insights into fixed-income
investing, lending, and accounting practices.

In this comprehensive guide, we will explore the intricacies of this particular note,
examining its key features, the valuation process, the calculation of interest, and the
implications for both the buyer and the seller. Whether you are an investor, a finance
student, or a professional, this detailed analysis aims to clarify the essential components of
such a financial instrument.

Overview of the Note
Let's begin by understanding the basic details of the note:

- Face (Par) Value: $10,000

- Interest Rate: 6% annual nominal rate

- Interest Payment Frequency: Quarterly (every 3 months)
- Purchase Price (Present Value): $8,000

- Maturity Period: 5 years (or 60 months)

Key Concepts:

- Interest Rate and Payments: The note pays interest quarterly, meaning interest accrues
and is paid four times a year.

- Discounting: The purchase price of $8,000 reflects the present value of future payments,
discounted at an appropriate rate.

- Maturity: The note matures in 5 years, at which point the principal ($10,000) is repaid.



Understanding the Financial Structure
Face Value and Interest Payments

The note's face value (or par value) is $10,000, which will be repaid at maturity. The 6%
annual interest rate applies to this face value, resulting in annual interest of:

\[ \text{Annual Interest} = \$10,000 \times 6\% = \$600 \]
Since interest is payable quarterly, the interest payment each quarter is:
\[ \text{Quarterly Interest} = \frac{\$600}{4} =\$150\]

This means that every three months, the noteholder receives $150 as interest, totaling
$600 annually.

Maturity and Principal Repayment

At the end of 5 years, the principal amount of $10,000 is repaid. Throughout the 5-year
period, the noteholder receives quarterly interest payments totaling $600 annually.

Valuation of the Note: Present Value Considerations

The purchase price of $8,000 is less than the face value, indicating that the note was
bought at a discount. This discount reflects the time value of money and the prevailing
market interest rates.

Why is the note discounted?

- The buyer's required rate of return may differ from the coupon rate.
- The note's cash flows (interest payments and principal repayment) are discounted at an
effective market rate to determine their present value.

Calculating the Present Value

To analyze or verify the purchase price, we need to compute the present value of all future
cash flows:

1. Quarterly interest payments of $150 for 20 periods (since 5 years X 4 quarters/year =
20 periods).
2. The principal repayment of $10,000 at the end of 5 years (or 20 quarters).

Note: For simplicity, we assume that the market interest rate used for discounting is the
same as the coupon rate (6%), which is often the case when the note is purchased at a
price close to its face value. However, in real-world scenarios, the market rate may differ,
affecting the present value.



Calculating the Effective Discount Rate

If the purchase price is $8,000, and the future cash flows are known, we can infer the
implied market interest rate or discount rate that equates the present value of the cash
flows to $8,000.

Step 1: Determine the cash flows

- 20 interest payments of $150 each
- Principal of $10,000 at the end of year 5

Step 2: Discount the cash flows

The present value (PV) of the interest payments:

\[ PV _{\text{interest}} = \sum {t=1}"{20} \frac{\$150}{(1 + r/4)"~t} \]
The present value of the principal:

\[ PV_{\text{principal}} = \frac{\$10,000}{(1 + r/4)"~ {20} } \]

where \( r\) is the annual market discount rate.

Step 3: Solve for \(r)

Since the purchase price is $8,000, the sum of these discounted cash flows should equal
$8,000:

\[ 8,000 = PV {\text{interest}} + PV {\text{principal}} \]

This requires iterative calculation or financial calculator inputs to solve for \( r\). For
simplicity, if the note's coupon rate equals the market rate, then:

\[ PV = \text{Principal} \times \text{Annuity Factor} + \text{Principal} \times
\text{Discount Factor} \]

But in practice, the approximate market rate may differ, influencing the present value.

Step-by-Step Breakdown of Interest and Amortization
1. Quarterly Interest Payments

- Each payment: $150
- Total interest over 5 years: $150 x 20 = $3,000

2. Principal Repayment

- At maturity (after 5 years): $10,000



3. Amortization Schedule (Simplified)

| Period | Interest Payment | Principal Remaining | Notes |

| | | | |
| 1]$150 | $10,000 | First quarter |

| oo | e | i | e |
| 20 | $150 | $0 (principal repaid) | Final payment |

4. Accrued Interest and Discounting

Since the note pays interest quarterly, the buyer receives income four times per year, and
the present value calculations must account for the time value of money, considering the
appropriate discount rate per quarter.

Practical Implications for the Buyer
Investment Return

- The purchase price of $8,000 for a note paying $600 annually (or $150 quarterly)
suggests a yield that exceeds the coupon rate if the effective discount rate used for
valuation is higher than 6%.

- The buyer benefits from earning interest income at a rate potentially above market,
depending on the actual purchase price relative to the cash flows.

Risk Considerations

- Default Risk: The issuer's ability to make interest payments and repay principal at
maturity.

- Interest Rate Risk: Fluctuations in market rates can affect the note's value if sold before
maturity.

- Reinvestment Risk: The possibility that interest payments are reinvested at lower rates.

Accounting and Tax Implications

- The buyer must record the note at amortized cost, adjusting for any premium or
discount.
- Interest income is recognized over time, and tax treatments vary by jurisdiction.

Implications for the Seller

- The original issuer or holder sold the note at a discount, recognizing a loss of $2,000
($10,000 face value minus $8,000 purchase price).

- This discount might be amortized over the remaining life of the note for accounting
purposes, affecting income statements.

- The seller benefits from immediate cash flow but forgoes future interest income and
principal repayment.



Summary and Key Takeaways

- A $10,000 Note With 6% Interest Payable Quarterly Is Purchased for $8,000 reflects a
discount due to market conditions, risk, or other factors.

- The note's quarterly interest payments are fixed at $150, totaling $600 annually.

- The note matures in 5 years, at which point the principal of $10,000 is repaid.

- Valuation involves discounting all future cash flows at an appropriate market rate, which
can be derived through present value calculations.

- Understanding the relationship between coupon rate, market rate, purchase price, and
yield is essential for evaluating fixed-income securities.

- Both buyers and sellers need to consider the risks, accounting implications, and potential
returns associated with such notes.

Final Thoughts

Investing in or purchasing notes like this requires a solid grasp of fixed-income valuation
principles. The discount or premium at which a note is bought reflects market perceptions
of risk and return. Proper calculation of present value, interest accruals, and amortization
schedules enables investors and financial professionals to make informed decisions,
optimize portfolios, and manage risks effectively.

Whether you're analyzing such notes for investment purposes or accounting,
understanding the core mechanics ensures clarity and confidence in your financial
analyses.
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