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In the world of corporate finance, understanding the nuances of borrowing instruments is essential for

both business managers and investors. One such financial instrument that often raises questions is the

discounted note. When a corporation like Nor Corporation borrows money using a discounted note at

94 with a stated 6% interest rate and a face value, it involves several important concepts related to

valuation, interest calculation, and accounting treatment. This article aims to provide a comprehensive

overview of this scenario, explaining the mechanics, implications, and accounting considerations

involved.

Understanding Discounted Notes in Corporate Borrowing

What Is a Discounted Note?

A discounted note is a debt instrument issued at a price less than its face (par) value. The difference

between the face value and the issue price represents the discount, which effectively accounts for the

interest expense over the period until maturity. This method of borrowing is common among

corporations seeking short-term financing or specific financing arrangements.

Key features of a discounted note include:



- Issue Price: Less than the face value.

- Face Value: The amount payable at maturity.

- Discount: The difference between face value and issue price.

- Interest Rate: Often called the "stated" or "nominal" rate, which is used to determine the interest

expense over the period.

Why Do Corporations Use Discounted Notes?

Corporations opt for discounted notes for various reasons:

- Cost Efficiency: Discounted notes can sometimes offer a lower effective interest rate.

- Flexibility: They may provide more flexible repayment terms.

- Market Conditions: When interest rates are favorable, companies might issue discounted notes to

attract investors.

- Accounting and Tax Planning: The discount and interest expense calculations can have favorable tax

implications.

Analyzing Nor Corporation’s Borrowing at 94 with a 6% Stated

Interest Rate

Details of the Borrowing Arrangement

In this scenario, Nor Corporation borrowed money by issuing a discounted note with the following

terms:

- Issue Price: 94% of face value (i.e., at 94)

- Stated Interest Rate: 6% annually

- Face Value: Usually a round number, for example, $100,000 (for illustration)

- Term: Typically 1 year or specified period



The key question is: How does the 94 issue price and 6% stated interest rate translate into actual

costs and accounting entries?

Calculating the Discount and Proceeds

Suppose Nor Corporation issues a note with a face value of $100,000:

- Issue Price: $94,000 (since 94% of $100,000)

- Discount: $6,000 ($100,000 - $94,000)

This discount represents the interest expense that Nor Corporation will recognize over the life of the

note.

Interest Calculation and Amortization

Although the note states a 6% interest rate, the effective interest expense over the period reflects both

the stated rate and the discount amortization.

For example:

- Stated interest: 6% of face value = $6,000 annually

- Interest received by investor: $6,000 at maturity

- Interest expense for Nor: The amount of the discount amortized over the period plus interest paid.

If the note matures in one year, the total interest expense for Nor includes:

- The amortized discount ($6,000)

- The interest paid to the noteholder ($6,000)

The effective interest rate reflects the actual cost to Nor, which may be slightly higher or lower

depending on amortization.



Accounting Treatment of Discounted Notes

Initial Recording

At issuance:

- Debit Cash for the proceeds received: $94,000

- Debit Discount on Notes Payable for the discount: $6,000

- Credit Notes Payable for the face value: $100,000

This entry reflects the obligation at face value but accounts for the discount as a contra-liability.

Interest Expense Recognition

Over time, Nor Corporation amortizes the discount to interest expense:

- Using the straight-line method: equal amount each period

- Or using the effective interest method: based on the carrying amount and the market rate

For accurate financial reporting, the effective interest method is preferred, aligning interest expense

with the amortized discount and the stated rate.

At Maturity

When the note matures:

- The company pays the face value ($100,000)

- The accumulated discount is fully amortized

- Total interest expense recognized equals the discount ($6,000) plus the interest paid ($6,000)



Implications for Nor Corporation and Investors

For Nor Corporation

- The initial cash inflow is less than the face value, affecting liquidity and working capital.

- The interest expense recognized over the period impacts net income.

- The discount amortization increases interest expense gradually, which can influence profitability

ratios.

- Tax implications: The amortized discount may be deductible over the period.

For Investors

- The note offers a yield based on the effective interest rate, which may differ from the stated rate.

- The discount provides an initial gain, as they pay less than face value.

- At maturity, investors receive the full face value, earning interest over the period.

Advantages and Disadvantages of Using Discounted Notes

Advantages

- Lower Initial Cash Outflow: Borrowers receive less cash upfront.

- Potential Tax Benefits: Interest expense can be deducted over time.

- Flexibility: Can tailor terms to match cash flow needs.



Disadvantages

- Higher Total Cost: The effective interest rate may be higher than stated.

- Complex Accounting: Requires careful amortization calculations.

- Impact on Financial Ratios: Higher interest expense can affect profitability metrics.

Conclusion

In summary, Nor Corporation’s utilization of a discounted note at 94 with a 6% stated interest rate

involves intricate financial and accounting considerations. The discounted note enables the company to

obtain financing at a lower initial cash inflow, with the discount representing interest expense that is

amortized over the life of the note. Understanding the mechanics of discounting, interest calculation,

and proper accounting treatments is crucial for accurate financial reporting and strategic decision-

making.

By comprehensively analyzing such borrowing arrangements, companies can optimize their financing

strategies while maintaining transparency with investors and regulators. Whether for short-term liquidity

or strategic financial planning, discounted notes remain a vital instrument in the corporate finance

landscape.

---
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Frequently Asked Questions



What does it mean when Nor Corporation borrowed money using a

discounted note at 94?

It means Nor Corporation issued a note with a face value, but received only 94% of that amount

upfront, with the difference representing the discount cost. The company will repay the full face amount

at maturity.

How is the interest calculated on a discounted note with a 6% stated

rate?

The 6% interest is typically calculated on the face value of the note over the note's term, but since the

note is discounted, the effective interest rate may differ, considering the discount rate and the actual

proceeds received.

What is the impact of using a discounted note at 94 on Nor

Corporation's financial statements?

Using a discounted note at 94 reduces the initial cash inflow, recording the proceeds as less than the

face value. The discount is recognized as a discount on notes payable, which is amortized over the life

of the note, affecting interest expense.

How do you compute the amount of discount on the note issued at

94?

The discount amount equals the face value minus the amount received (face value x 0.94). For

example, if the face value is $100, the discount is $6, and the proceeds received are $94.

What journal entries are made when Nor Corporation issues a

discounted note?

Debit Cash for the amount received (face value x 94%), debit Discount on Notes Payable for the



discount amount, and credit Notes Payable for the face value. Over time, the Discount on Notes

Payable is amortized to interest expense.

At maturity, what amount does Nor Corporation need to pay to settle

the note?

Nor Corporation must pay the full face value of the note, regardless of the initial discount, which

includes the principal plus any accrued interest based on the stated 6% rate over the note's term.

Additional Resources

Nor Corporation Borrowed Money Using A Discounted Note At 94 With A Stated 6% Interest Rate And

A Face value, a nuanced financial transaction, exemplifies the complexities involved in corporate

borrowing and the application of discounting techniques. Understanding how companies utilize

discounted notes, especially those issued below face value, is vital for financial analysts, investors,

and corporate managers aiming to grasp the implications on financial statements, interest calculations,

and overall funding strategies. This guide explores the process in detail, breaking down key concepts,

calculations, and accounting considerations involved when Nor Corporation borrows using a

discounted note at 94 with a stated 6% interest rate and a face amount.

---

Understanding the Basics: What Is a Discounted Note?

Before diving into the specifics of Nor Corporation's borrowing scenario, it’s essential to understand

what a discounted note entails.

What Is a Discounted Note?

A discounted note is a promissory note issued at a price below its face value. Instead of paying the

face amount at maturity, the borrower receives less upfront, and the difference—called the discount—is



effectively an interest expense or cost of borrowing.

In this context, Nor Corporation borrows money by issuing a note at 94, meaning the note's issue price

is 94% of its face value, indicating a discount of 6%.

Why Do Companies Use Discounted Notes?

There are various reasons:

- Lower initial cash outflow for the borrower.

- Flexible terms negotiated with lenders or investors.

- The note may be issued as a negotiated instrument or as a form of short-term borrowing.

Key Components in Nor Corporation's Deal

- Issue Price: 94% of face value.

- Face Value (Principal): The amount to be repaid at maturity.

- Stated Interest Rate: 6% annual interest.

- Discount Rate: Implied by the difference between issue price and face value (here, 6%).

---

Breaking Down Nor Corporation's Borrowing Terms

Let's assume the following details for illustrative purposes:

- Face Value (Principal): $100,000

- Issue Price: 94% of face value = $94,000

- Interest Rate (Stated): 6% annually

- Maturity Period: 1 year



How is the Issue Price Calculated?

Since the note is issued at 94, the company receives $94,000 upfront. The difference between the

face value ($100,000) and the amount received ($94,000) is the discount ($6,000).

---

The Financial Implications of Using a Discounted Note

For Nor Corporation:

- Cash Received: $94,000

- Liability Recorded: $100,000 (the face value), payable at maturity

- Interest Expense: Recognized over the period, considering the discount and stated interest

For Investors or Lenders:

- Interest Revenue: The difference between the face value and the amount they paid upfront, plus

interest accrued at 6%.

---

Step-by-Step Analysis of Nor Corporation Borrowing Using the Discounted Note

1. Calculating the Effective Interest Rate

While the note states a 6% interest rate, the effective interest rate considering the discount differs due

to the discounted issue price.

Formula for effective interest rate:



\[ \text{Effective Rate} = \frac{\text{Interest Expense}}{\text{Net Proceeds}} \]

- Interest Expense: The total amount of interest to be paid at maturity, which includes the discount and

the stated interest.

- Net Proceeds: $94,000

Interest payable at maturity:

\[ \text{Interest} = \text{Face Value} \times \text{Stated Rate} = \$100,000 \times 6\% = \$6,000 \]

Total amount payable at maturity:

\[ \$100,000 \]

The total interest cost to the company includes:

- The discount ($6,000)

- The stated interest ($6,000)

However, since the company receives only $94,000, the effective interest rate is higher than 6%.

2. Accounting for the Discounted Note

When Nor Corporation records the borrowing:

- At issuance:

- Debit Cash for $94,000

- Credit Notes Payable for $100,000

- Debit Discount on Notes Payable for $6,000



- Interest Expense Recognition:

Over the life of the note, the company will amortize the discount, recognizing interest expense at an

effective rate, leading to interest expense being higher than the stated interest paid.

---

Calculating the Interest and Discount Amortization

Straight-Line Method (Simpler but Less Accurate)

In this method, the discount is amortized evenly over the period.

- Amortization per year:

\[ \frac{\$6,000}{1} = \$6,000 \]

- Interest Expense for the year:

\[ \text{Stated Interest} + \text{Amortized Discount} = \$6,000 + \$6,000 = \$12,000 \]

This approach is straightforward but ignores the time value of money.

Effective Interest Method (More Accurate)

This method recognizes interest expense based on the amortized cost and the effective interest rate.

- Effective interest rate calculation:

\[ \text{Interest Expense} = \text{Carrying Amount} \times \text{Effective Rate} \]



- Step 1: Find the effective rate:

\[ \text{Effective Rate} = \frac{\text{Interest payable + discount amortized}}{\text{Carrying amount at

beginning}} \]

- Step 2: Recognize interest expense:

\[ \text{Interest Expense} = \text{Carrying amount} \times \text{Effective Rate} \]

- Step 3: Amortize the discount:

\[ \text{Discount Amortized} = \text{Interest Expense} - \text{Stated Interest} \]

---

Accounting Entries at Maturity and During the Period

At Issuance:

- Debit Cash: $94,000

- Debit Discount on Notes Payable: $6,000

- Credit Notes Payable: $100,000

During the Year (Interest Accrual):

- Debit Interest Expense: (calculated via effective interest method)

- Credit Discount on Notes Payable: (amortized amount)

- Credit Interest Payable: (stated interest amount, if accrued periodically)

At Maturity:



- Debit Notes Payable: $100,000

- Credit Cash: $100,000

---

Implications on Financial Statements

Balance Sheet:

- Liabilities: Notes payable recorded at face value ($100,000).

- Contra-liability: Discount on notes payable reduces the carrying amount of liabilities (initially $6,000).

- Cash: Increases by the amount received ($94,000).

Income Statement:

- Interest Expense: Recognized over time, higher than the cash interest paid due to discount

amortization.

- Net Income: Reduced by interest expense.

---

Practical Examples and Calculations

Suppose the effective interest rate is approximately 6.38%. Here's how the calculations work:

1. Interest payable at 6%:

\[ \$100,000 \times 6\% = \$6,000 \]

2. Interest expense (approximate):



\[ \$94,000 \times 6.38\% \approx \$6,000 \]

3. Discount amortization:

\[ \$6,000 - \$6,000 = \$0 \]

(Indicating that, at this rate, the interest expense matches the cash interest, but in actual practice, the

effective interest rate would be calculated precisely.)

---

Additional Considerations: Risks and Benefits

For Nor Corporation:

Benefits:

- Lower initial cash inflow.

- Flexibility in financing.

Risks:

- Higher total interest expense due to the discount.

- Complexity in accounting for amortization.

- Potential impact on credit metrics.

For Investors:

- Potential for higher yield due to discount.

- Risk of issuer default.



---

Summary and Final Thoughts

Nor Corporation Borrowed Money Using A Discounted Note At 94 With A Stated 6% Interest Rate And

A Face value as a strategic financing tool. Issuing a note below face value allows the company to

access cash upfront while effectively paying interest over the note's life. The key to understanding this

transaction lies in analyzing the issuance discount, effective interest rate, and proper accounting

treatment.

By carefully calculating the discount amortization and recognizing interest expense over the period,

companies ensure accurate financial reporting and maintain transparency with investors and

stakeholders. This approach also highlights the importance of understanding the interplay between

stated interest rates, discount rates, and the actual cost of borrowing.

In conclusion, using discounted notes is a common practice in corporate finance, offering both

advantages and complexities that require diligent analysis and precise accounting to accurately reflect

the company's financial position and performance.
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