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Introduction

On January 1, A Corporation Issues $2,000,000, 5-year, 12% Bonds At 96 With
Interest Payable On January. This transaction marks a significant event in
the company's financial activities, impacting its liabilities, cash flows,
and overall financial position. Understanding the details of this bond
issuance, including the pricing, interest payments, and accounting
implications, offers valuable insights into corporate finance and debt
management strategies. This article explores the intricacies of this bond
issuance, the accounting entries involved, and the broader implications for A
Corporation.

Details of the Bond Issue

1. Bond Principal and Term

The bonds issued by A Corporation have a face (par) value of $2,000,000,
which is the amount the company agrees to pay back at maturity. The bonds
have a term of five years, indicating that the principal will be due in five
years from the issuance date, which is January 1.

2. Interest Rate and Payment Schedule

e Coupon Rate: 12% annually

e Interest Payments: Semiannual or annual (assuming annual for this
scenario)

e Interest Payable: On January each year (the specific date is January 1,
as per the initial statement)

3. Issue Price and Discount

e Issue Price: 96% of face value, which equals $1,920,000 ($2,000,000 x



0.96)

e Discount on Bonds: The difference between face value and issue price,
which is $80,000 ($2,000,000 - $1,920,000)

4. Nature of the Discount

The bonds are issued at a discount because the coupon rate of 12% is likely
lower than the prevailing market interest rate at the time of issuance,
making the bonds less attractive unless offered at a discount to compensate
investors.

Accounting for the Bond Issuance

1. Initial Journal Entry

When bonds are issued at a discount, the company records the cash received,
the bonds payable at face value, and a discount on bonds payable. The journal
entry on January 1 would be:

Dr. Cash .. e e $1,920,000
Dr. Discount on Bonds Payable ..................... $80,000
Cr. Bonds Payable ..........iiiiiiiiiii ittt $2,000,000

This entry recognizes the cash received and the liability incurred, with the
discount representing additional interest expense over the life of the bonds.

2. Presentation in Financial Statements

- Bonds payable are reported at face value of $2,000,000.

- The discount on bonds payable is amortized over the life of the bonds,
increasing interest expense each period.

- The carrying amount of bonds payable starts at $1,920,000 (cash received)
and increases over time as the discount is amortized.

3. Amortization of Discount

The discount on bonds payable is amortized using the effective interest
method, which aligns interest expense with the market rate at issuance. Each
period, the amortization increases the book value of bonds payable until it
reaches the face value at maturity.



Interest Payment and Amortization Schedule

1. Calculation of Interest Expense

Interest expense for each period is calculated based on the effective
interest rate, which, given the bond's discount, is higher than the coupon
rate.

Assuming the market rate at issuance equates to the effective interest rate,
the amortization schedule will detail:

- Interest paid (coupon payment): $2,000,000 x 12% = $240,000 annually

- Effective interest expense: higher than $240,000 initially, due to the
discount amortization

2. Journal Entries for Interest Payments

Each interest payment date, the journal entry would be:

Dr. Interest Expense ............c.coovun.. (calculated amount)
Cr. Cash .o e e e $240,000
Dr. Discount on Bonds Payable ....... (difference between interest expense

and cash paid)

Over the bond's life, the discount is amortized, increasing interest expense
and the book value of bonds payable.

3. Amortization Methods

The effective interest method is preferred as it provides a systematic way of
allocating the discount and recognizing interest expense proportionally over
the bond's life.

Implications of Issuance at Discount

1. Financial Ratios and Metrics

Issuing bonds at a discount impacts several key financial ratios:

- Debt-to-Equity Ratio: Increases liabilities, potentially affecting
leverage.

- Interest Coverage Ratio: Affected by higher interest expense due to
amortization.

- Book Value of Liabilities: Starts below face value and increases over time.



2. Impact on Cash Flows

While the cash received ($1,920,000) is less than the face value, the company
must pay the full face amount at maturity ($2,000,000). The discount
effectively increases the total interest expense over the life of the bonds.

3. Cost of Borrowing

The effective interest rate, which considers the discount, is higher than the
nominal coupon rate, reflecting the true cost of borrowing for A Corporation.

Benefits and Drawbacks of Issuing Bonds at
Discount

Benefits

1. Attracts investors by offering lower coupon rates while still raising
necessary funds.

2. Provides tax benefits, as interest expense is deductible.

3. Allows the company to access capital without issuing equity, maintaining
ownership control.

Drawbacks

1. Increases interest expense over the bond's life, reducing net income.

2. Requires additional accounting complexity due to amortization of
discounts.

3. Potential perception issues if investors interpret discounts as signs of
financial instability.

Conclusion

The issuance of $2,000,000, 5-year, 12% bonds at 96 by A Corporation on
January 1 is a strategic financing decision that provides the company with
capital while reflecting prevailing market conditions. The discount on bonds
payable signifies that the bonds are issued below face value, necessitating



the use of effective interest rate amortization to accurately reflect
interest expense over the bond's term. Proper accounting for this transaction
ensures transparency and compliance with financial reporting standards,
offering stakeholders a clear view of the company's financial obligations and
costs associated with borrowing. Ultimately, this bond issuance exemplifies
fundamental principles of corporate debt management, balancing the company's
financing needs with effective accounting practices and strategic
considerations.

Frequently Asked Questions

What does it mean when bonds are issued at 967

Issued at 96 means the bonds are sold at 96% of their face value, indicating
they were issued at a discount since 96% is below 100%.

How 1s the discount on bonds recorded in the
accounting records?

The discount is recorded as a contra-liability account called 'Discount on
Bonds Payable' and amortized over the bond's life to interest expense.

What is the total amount of cash received by A
Corporation from issuing the bonds?

The cash received is $2,000,000 x 96% = $1,920,000.

How is the interest expense calculated for bonds
issued at a discount?

Interest expense is calculated by amortizing the discount over the bond's
life, typically using the effective interest method, resulting in a higher
expense than the cash interest paid.

When are interest payments due for these bonds?

Interest payments are payable semiannually on January 1 and another date,
typically July 1, as specified in the bond agreement.

What is the journal entry to record the issuance of
the bonds at a discount?

Debit Cash for $1,920,000; debit Discount on Bonds Payable for $80,000; and
credit Bonds Payable for $2,000,000.



Additional Resources

On January 1, A Corporation Issues $2,000,000, 5-Year, 12% Bonds At 96 With
Interest Payable On January

Introduction

The issuance of bonds is a fundamental financing activity for corporations
seeking to raise capital for expansion, acquisitions, or refinancing existing
debt. When a corporation issues bonds, it essentially borrows money from
investors, promising to pay back the principal along with periodic interest
payments. The details surrounding bond issuance-such as the face value,
interest rate, term, issuance price, and payment schedule-are critical for
understanding the company's financial position and the implications for
investors.

On January 1, a corporation issued bonds with a face value of $2,000,000, a
term of five years, and an annual interest rate of 12%. These bonds were
issued at 96, indicating they were sold at a discount. The fact that interest
is payable on January (presumably annually) adds further considerations for
accounting and financial analysis. This article provides a comprehensive
overview of this bond issuance, exploring the key concepts, journal entries,
financial implications, and broader context within corporate finance.

The Core Details of the Bond Issuance
Bond Face Value and Term

- Face Value (Principal): $2,000,000
- Term: 5 years

The face value, or par value, represents the amount the corporation agrees to
pay back to bondholders at maturity. The five-year term indicates the
duration over which the corporation will service the debt, culminating in
repayment of the principal.

Coupon Rate and Interest Payments

- Interest Rate (Coupon Rate): 12% annually
- Interest Payable: On January (assumed annually)

The coupon rate determines the annual interest payments made to bondholders.
For this bond, the annual interest is 12% of $2,000,000, which equals
$240,000. The interest is payable periodically, typically annually, and on
the same date each year—here, starting January 1.

Issue Price and Discount



- Issue Price: 96 (i.e., 96% of face value)
- Issue Price in Dollars: 0.96 x $2,000,000 = $1,920,000

Issuing bonds at 96 means the bonds are sold at a discount because the issue
price ($1,920,000) is less than the face value ($2,000,000). This occurs when
the coupon rate (12%) is lower than the prevailing market interest rate,
prompting investors to pay less upfront to compensate for the lower interest
income.

Understanding the Implications of Issuing Bonds at a Discount
Why Do Bonds Trade Below Par?

Bonds are priced based on the relationship between their coupon rate and
current market interest rates. If the coupon rate is lower than what
investors can earn elsewhere, the bond will trade at a discount to make it
attractive. Conversely, if the coupon rate exceeds market rates, bonds may
trade at a premium.

In this case, the bonds were issued at 96-below par—-indicating that the
market rate at the time was likely higher than 12%. The discount reflects the
discrepancy between the bond's coupon payments and the market's required
return.

Accounting for Discount on Bonds Payable

The difference between the face value and the issue price is the bond
discount:

- Bond Discount: $2,000,000 - $1,920,000 = $80,000

This discount is a contra liability account that increases the effective
interest expense over the bond's life. The discount is amortized over the
life of the bonds, gradually increasing the book value of the liability until
it reaches the face value at maturity.

Journal Entries at Issuance
Initial Recognition

When the bonds are issued, the corporation records the liability at the cash
received, along with any bond discount:

- Debit: Cash $1,920,000
- Debit: Discount on Bonds Payable $80,000
- Credit: Bonds Payable $2,000,000



This entry reflects the receipt of cash at a discount and the obligation to
pay the full face value at maturity.

Subsequent Interest Payments and Discount Amortization

Interest expense recognition involves amortizing the bond discount over the
life of the bonds, typically using the effective interest method. The
periodic journal entries include:

- Recognizing interest expense based on the market rate at issuance
- Reducing the discount on bonds payable
- Making cash interest payments of $240,000 annually

Example of Interest Expense Calculation

Suppose the effective interest rate (market rate at issuance) is
approximately 12.5%, based on the discount and issue price. The interest
expense for the first year can be computed as:

- Interest Expense: 12.5% x Book Value at Beginning of Year ($1,920,000) =
$240,000

- Interest Payment: $240,000 (as per coupon rate)

- Amortization of Discount: Interest Expense - Interest Paid = $240,000 -
$240,000 = $0 (if market rate equals coupon rate)

However, if the market rate is higher, the amortization would be slightly
different, and the bond discount would be amortized accordingly.

Financial Statement Impact

Balance Sheet

- Liabilities: Bonds Payable at $2,000,000 at maturity, but initially
recorded at $1,920,000 with a discount

- Equity: No immediate impact, but the bond discount reduces net income over
time due to interest expense recognition

Income Statement

- Interest expense is recognized periodically, affecting net income

- The amortization of the bond discount increases interest expense over the
bond's life, reflecting the true cost of borrowing

Cash Flows

- The cash outflow related to interest payments is $240,000 annually
- The inflow from bond issuance is $1,920,000



The Role of Interest Payable and Payment Schedule

Interest payable is scheduled annually on January 1, aligning with the bond
issuance date. The corporation must prepare to make interest payments each
year, which involves:

- Ensuring sufficient cash flow to meet interest obligations

- Recording accrued interest if the financial statements are prepared
periodically before the payment date

- Recognizing interest expense that reflects the effective interest rate,
which may differ from the coupon rate due to amortization of the discount

Broader Context: Corporate Strategy and Market Conditions
Why Issue Bonds at a Discount?

Issuing bonds at a discount can be a strategic decision driven by market
conditions:

- If market interest rates rise above the coupon rate, bonds are issued at a
discount

- To attract investors despite a lower coupon rate, the issuer offers bonds
at a lower price

- It can also reflect the company's credit risk—higher risk may lead to
discounts

Impact on Corporate Financial Strategy

Issuing bonds at a discount affects the company's leverage ratios and
financial metrics:

- Increases liabilities and interest expense
- Potentially affects credit ratings
- Requires careful planning to ensure cash flows can meet interest payments

Risks and Considerations

- Interest Rate Risk: Fluctuations in market rates can influence bond prices
and refinancing costs

- Refinancing Risk: Future ability to refinance at favorable terms may be
affected

- Covenants and Restrictions: Bond agreements often include covenants that
impact operational flexibility

Maturity and Redemption

At the end of five years, the corporation will repay the bond principal of



$2,000,000. The amortization of the bond discount ensures that the book value
of bonds payable increases gradually, reaching the face value at maturity.
The company must plan for this repayment, considering:

- Sufficient cash reserves
- Potential early redemption options, if any are embedded in the bond terms
- Impact on liquidity and capital structure

Conclusions and Key Takeaways

The issuance of bonds at 96 with a face value of $2 million and a 12% coupon
rate exemplifies several core principles of corporate finance and accounting:

- Pricing and Market Dynamics: Bonds often trade at a discount or premium
based on prevailing interest rates and issuer creditworthiness.

- Accounting Treatment: The initial recording at a discount impacts interest
expense and liabilities, with systematic amortization over the bond's life.

- Financial Strategy: Bond issuance decisions influence a company's leverage,
cost of capital, and financial flexibility.

- Investor Considerations: Investors assess the risk, return, and timing of
cash flows associated with such bonds.

This case underscores the importance for financial managers, investors, and
analysts to understand the nuanced implications of bond features, market
conditions, and accounting standards to make informed decisions.

Final Thoughts

The transaction on January 1 involving the issuance of bonds at 96 reflects a
typical scenario in corporate finance where market conditions, company
creditworthiness, and strategic considerations converge. Proper accounting
and management of these bonds are critical for maintaining transparency,
ensuring compliance, and optimizing financial health. As companies navigate
the complexities of debt issuance, understanding the detailed mechanics—such
as discounts, amortization, and payment schedules—becomes essential for
stakeholders aiming to evaluate financial stability and growth prospects
accurately.
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