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Understanding the intricacies of bond issuance is crucial for both companies seeking financing and

investors looking for profitable opportunities. In this comprehensive guide, we will delve into the details

of Cullumber Company's recent bond issuance, analyzing the terms, accounting implications, and

strategic considerations associated with issuing bonds at a discount. Whether you are a finance

professional, accounting student, or investor, this article aims to provide a detailed, SEO-optimized

overview of the bond issuance process and its financial impact.

---

Overview of Cullumber Company’s Bond Issue

Details of the Bond Offering

Cullumber Company has issued bonds with the following specifics:

- Principal (Face Value): $3,000,000

- Term: 10 years

- Coupon Rate: 7%

- Issue Price: 98% of face value (i.e., at a discount)



- Interest Payment: Annually on January 1

- Issue Date: Assumed to be January 1 of the current year

This bond issuance is a common method for companies to raise substantial capital while offering

investors periodic interest income and eventual repayment of principal at maturity.

Interpretation of Terms

- Bond at 98: The bonds are issued at 98% of their face value, meaning investors pay less than the

face value upfront. This indicates a discount, often due to market interest rate conditions or company-

specific factors.

- Interest Payable Annually: Bondholders will receive interest payments of 7% annually, calculated on

the face value.

---

Understanding Bond Pricing and Discount

What Does Issuing Bonds at 98 Mean?

Issuing bonds at 98 implies that the bonds are sold at a discount:

- Issue Price: 98% of $3,000,000 = $2,940,000

- Discount on Bonds: $3,000,000 - $2,940,000 = $60,000

This discount reflects the difference between the face value and the amount received by the company

at issuance. It often occurs when the coupon rate is lower than prevailing market interest rates, making

the bonds less attractive unless offered at a discount.



Implications of Discount on Bond Issuance

- Impact on Cash Flows: The company receives less cash upfront than the face value.

- Accounting Treatment: The discount is amortized over the bond's life, increasing interest expense

over time.

- Market Perception: May indicate higher perceived risk or market conditions affecting interest rates.

---

Interest Payments and Effective Interest Rate

Annual Interest Calculation

The annual coupon payment is calculated as:

- Coupon Rate: 7%

- Face Value: $3,000,000

Interest Payment = Face Value × Coupon Rate = $3,000,000 × 7% = $210,000

This amount is paid each January 1 for the duration of the bond.

Effective Interest Rate and Amortization

Since bonds are issued at a discount, the actual interest expense recognized by the issuer exceeds

the coupon payment. This is due to the amortization of the discount using the effective interest

method.

- Effective Interest Rate: Derived from the market rate at issuance, which can be approximated or

calculated based on the issue price.



- Interest Expense: Increases over time as the discount is amortized, reflecting the true cost of

borrowing.

---

Accounting for Bond Issuance

Initial Journal Entry at Issuance

When bonds are issued at a discount, the entry is:

- Debit: Cash ($2,940,000)

- Debit: Discount on Bonds Payable ($60,000)

- Credit: Bonds Payable ($3,000,000)

This entry reflects the receipt of cash and the obligation to pay face value at maturity, with the discount

representing an additional interest expense to be amortized over the bond's life.

Subsequent Amortization of Discount

Using the effective interest method, the discount is amortized periodically:

- Interest Expense: Calculated as the carrying amount of bonds payable multiplied by the market rate.

- Cash Interest Paid: Fixed at $210,000 annually.

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

the book value of bonds payable.

Example:

If the initial carrying amount is $2,940,000, and the effective interest rate is approximately 7.5%, the



interest expense for the first year would be:

- Interest Expense = $2,940,000 × 7.5% = $220,500

The amortization of discount in the first year:

- Amortization = Interest Expense – Cash Interest = $220,500 – $210,000 = $10,500

The carrying amount of bonds payable after the first year would then be:

- $2,940,000 + $10,500 = $2,950,500

This process continues until maturity, where the carrying amount equals the face value.

---

Strategic Considerations for Cullumber Company

Advantages of Issuing Bonds at a Discount

- Lower Interest Costs: Initially, the company pays less in interest compared to issuing bonds at par.

- Market Compatibility: Bonds at a discount may be necessary when market conditions or company

credit ratings demand higher yields from investors.

- Flexibility in Financing: Bonds provide a fixed interest rate, offering predictability for budgeting.

Disadvantages and Risks

- Higher Total Cost of Borrowing: The amortized discount increases the overall interest expense over

the bond's life.



- Impact on Financial Ratios: Higher liabilities and interest expense can affect debt-to-equity ratios,

credit ratings, and investor perceptions.

- Refinancing Risks: Market interest rates could change, affecting future issuance costs.

---

Impact on Financial Statements

Balance Sheet

- Bonds Payable: Reported at the face value of $3,000,000.

- Discount on Bonds Payable: Presented as a contra-liability, reducing the bonds payable account;

amortized over time.

Income Statement

- Interest Expense: Recognized at the effective interest rate, which is higher than the coupon payment

initially.

- Net Income: Reduced by the higher interest expense due to discount amortization.

Cash Flow Statement

- Operating Activities: Interest paid of $210,000 is reflected.

- Financing Activities: Cash inflow of $2,940,000 from bond issuance.

---



Conclusion: Strategic Significance of Bond Issuance at

Discount

Issuing bonds at a discount, as Cullumber Company has done, is a strategic financing decision that

balances immediate cash inflows with long-term interest expenses. Understanding the nuances of

bond pricing, amortization, and financial impact is essential for effective financial management. Proper

accounting treatment ensures transparent reporting and aids stakeholders in assessing the company's

financial health.

By carefully analyzing bond terms such as issuance price, coupon rate, and maturity, companies can

make informed decisions aligned with their financial strategies. For investors, recognizing the

implications of bonds issued at a discount provides insights into market conditions and company risk

profiles.

---

In summary, Cullumber Company's issuance of $3 million, 10-year, 7% bonds at 98 involves issuing

bonds at a discount, which affects cash flows, interest expense, and financial statements. The effective

interest method ensures accurate allocation of interest expense over the bond's life, reflecting the true

cost of borrowing. This comprehensive understanding aids in better financial planning and investor

decision-making.

---
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Frequently Asked Questions

What does it mean when Cullumber Company issues bonds at 98?

Issuing bonds at 98 means the bonds are sold at 98% of their face value, indicating a discount since

the issue price is less than the $3,000,000 face value.

How is the interest calculated on Cullumber Company's bonds with a

7% rate?

Interest is calculated as 7% of the face value annually, resulting in $210,000 per year ($3,000,000 x

7%), payable each January 1.

What is the total amount of interest Cullumber Company will pay over

the 10-year bond term?

Over 10 years, the total interest paid will be $2,100,000 ($210,000 per year x 10 years).

How does issuing bonds at a discount affect Cullumber Company's

financial statements?

Issuing bonds at a discount results in a liability recorded at less than face value, and the discount is

amortized over the bond’s life, increasing interest expense over time.

What journal entries are required on January 1 for Cullumber

Company's bond issuance?

The entry records cash received (less the discount), a liability for the face amount, and the discount on

bonds payable. For example: Debit Cash for $2,940,000 (98% of $3,000,000), Debit Discount on

Bonds Payable for $60,000, and Credit Bonds Payable for $3,000,000.
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The issuance of bonds is a pivotal financial activity for companies seeking to raise capital for

expansion, refinancing existing debt, or funding large projects. In this context, Cullumber Company’s

recent issuance of bonds exemplifies strategic financial planning and market positioning. The bond

issuance involves a $3,000,000, 10-year, 7% bond at 98, with interest payable annually on January 1.

This comprehensive review delves into the details of this bond issuance, examining the key features,

advantages, disadvantages, and broader implications for Cullumber Company and potential investors.

Understanding the Bond Issue: Key Details

Bond Principal and Term

Cullumber Company has issued bonds with a face value (par value) of $3 million. The bonds are

structured to mature in ten years, providing a long-term financing solution that aligns with the

company's strategic growth plans. The 10-year maturity period offers stability and predictable cash flow

planning, making it attractive for both the issuer and investors.

Interest Rate and Payment Schedule

The bonds carry a stated annual interest rate (coupon rate) of 7%. Interest payments are scheduled

annually on January 1, which simplifies the payment schedule and aligns with standard fiscal

calendars. The annual interest expense amounts to:

\[

\text{Interest Payment} = \$3,000,000 \times 7\% = \$210,000

\]



per year.

Issue Price and Discount/Premium

Cullumber Company issued the bonds at 98, meaning 98% of their face value. The issue price is:

\[

\$3,000,000 \times 98\% = \$2,940,000

\]

This indicates the bonds were issued at a discount of:

\[

\$3,000,000 - \$2,940,000 = \$60,000

\]

discounted from their face value.

Implications of Issue Price

Issuing bonds below par (at a discount) reflects market conditions, such as prevailing interest rates or

credit risk perceptions. The discount will be amortized over the bond's life, affecting the company's

interest expense and financial statements.

Financial Accounting and Reporting Aspects

Recording the Bond Issuance

At issuance, Cullumber Company will record:

- A debit to Cash for the amount received: $2,940,000

- A credit to Bonds Payable for the face value: $3,000,000

- A debit to Discount on Bonds Payable for the discount amount: $60,000



This entry recognizes the liability at its face value, adjusted for the discount, which will be amortized

over the bond's life.

Amortization of Discount

Using the effective interest method, the company will amortize the discount over 10 years, increasing

interest expense relative to the cash interest paid. Each period, the amortized discount increases the

book value of bonds payable until it reaches the face value at maturity.

Interest Expense Recognition

Annual interest expense is calculated as:

\[

\text{Interest Expense} = \text{Carrying amount} \times \text{Effective interest rate}

\]

which will be higher than the coupon payment due to discount amortization.

Advantages of the Bond Issuance

Lower Cost of Borrowing: Issuing bonds at 98 (discount) results in a slightly higher effective

interest rate than the coupon rate, but generally, bonds can be a cheaper source of capital

compared to equity, especially if interest rates are favorable.

Tax Deductibility: Interest payments are tax-deductible, reducing the company's taxable income,

providing a tax shield.

Maintaining Ownership: Unlike issuing equity, bonds do not dilute ownership or control of the

company.



Predictable Payments: Fixed annual interest payments facilitate cash flow planning.

Potential Drawbacks and Risks

Interest Obligation: The company must meet annual interest payments regardless of profitability,

which could strain cash flows during downturns.

Refinancing Risk: At maturity, Cullumber Company may need to refinance or repay the bonds,

potentially at unfavorable rates if market conditions worsen.

Market Conditions: Issuing at a discount indicates market perceptions of higher risk or prevailing

interest rates, which could influence future borrowing costs.

Impact on Financial Ratios: Increased debt levels can affect debt-to-equity ratios, credit ratings,

and covenants.

Strategic Considerations for Cullumber Company

Market Conditions and Timing

Issuing bonds at 98 suggests the company’s assessment of current market interest rates and credit

profile. If market rates are higher than 7%, the bonds may be attractive to investors, but if rates fall

further, the company might face higher costs on future debt or need to refinance at less favorable

terms.



Use of Funds

The proceeds from the bond issuance can be allocated toward expansion, acquisitions, or debt

restructuring. Clear communication to investors about the intended use of funds can bolster confidence

and support favorable bond terms.

Interest Rate Environment

Given the 7% coupon rate, the company likely evaluated its credit standing and market conditions to

set this rate. A higher coupon rate would increase interest expense but could attract more investors,

whereas a lower rate could reduce costs but limit demand.

Investor Perspective and Market Reception

Attractiveness of the Bonds

The bonds offer a fixed return of 7%, which may be attractive in a low-interest environment. The

annual interest payments provide predictable income, appealing to income-focused investors.

Risk Factors for Investors

Investors should consider:

- The company's creditworthiness

- The risk of default over the 10-year term

- Market interest rate fluctuations affecting bond prices

- Potential impact of amortization of the discount on the overall yield



Yield to Maturity (YTM)

Since bonds were issued at a discount, the effective yield to maturity will be higher than the coupon

rate, compensating investors for the initial discount and the risk profile.

Conclusion: Strategic Implications and Final Thoughts

The issuance of $3 million in bonds by Cullumber Company at 98 for 10 years with a 7% coupon rate

exemplifies a strategic approach to long-term financing. The company benefits from relatively low-cost

capital, tax advantages, and the preservation of ownership control. However, it also faces ongoing

obligations, market risks, and the need for disciplined financial management to ensure timely interest

payments and eventual repayment.

From an investor perspective, these bonds provide a stable income stream with a premium over the

initial issuance price, reflecting the company’s credit standing and market conditions. The discount at

issuance suggests some market caution or prevailing interest rate environment, but the fixed terms

and long maturity make the bonds suitable for risk-averse, income-oriented investors.

Overall, Cullumber’s bond issuance demonstrates prudent financial planning, balancing the benefits of

debt financing against associated risks. Proper management of the amortization process, ongoing

market assessment, and strategic use of proceeds will be crucial for optimizing the benefits of this debt

issuance and supporting the company's long-term growth objectives.
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