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On November 1, 2019, Davis Company Issued $30,000, Six-year, 7% Bonds For
$29,340. The Bonds Were Dated as of November 1, 2019, marking an important
milestone in the company's financing activities. This bond issuance represents a common
method for businesses to raise capital from investors, providing a fixed income stream over
a specified period. Understanding the details behind this transaction—including how bonds
are issued at a discount, the key terms involved, and the accounting implications—can
provide valuable insights into corporate finance and investment strategies.

Understanding Bond Issuance: Key Concepts and
Terminology

What Are Bonds?

Bonds are debt securities issued by companies, governments, or other entities to borrow
money from investors. In return, the issuer promises to pay the bondholder periodic
interest payments and to repay the principal amount at maturity.

Terms of the Davis Company Bonds

- Principal (Face Value): $30,000

- Interest Rate (Coupon Rate): 7% annually
- Term: 6 years

- Issue Price: $29,340

- Issue Date: November 1, 2019

- Maturity Date: November 1, 2025

Why Were the Bonds Issued at a Discount?

The bonds were issued for less than their face value ($29,340 vs. $30,000), indicating they
were sold at a discount. This typically occurs when the coupon rate (7%) is lower than the
prevailing market interest rates, making the bonds less attractive unless offered at a lower
price.



Details of the Bond Issuance on November 1,
2019

Bond Pricing and Discount Calculation

When bonds are issued at a discount, the difference between the face value and the issue
price represents the bond discount.

e Face Value: $30,000
¢ |ssue Price: $29,340

* Bond Discount: $30,000 - $29,340 = $660

This discount reflects the additional interest expense that will be amortized over the life of
the bonds, effectively increasing the total interest expense beyond the coupon payments.

Why Did Davis Company Issue Bonds at a Discount?

- Market Conditions: Prevailing market interest rates may have been higher than 7%,
prompting the company to offer bonds at a discount to attract investors.

- Credit Rating: If Davis Company'’s creditworthiness was perceived as lower, investors
might have demanded a higher yield, leading to a discounted issue price.

- Issuer’s Financing Needs: Sometimes, issuing at a discount can facilitate quicker capital
raising or cater to specific investor demands.

Accounting for the Bond Issuance

Initial Journal Entry on November 1, 2019

When Davis Company issues the bonds, the accounting entry reflects the cash received and
the recognition of the bond payable and discount.

Debit: Cash — $29,340
Debit: Discount on Bonds Payable — $660
Credit: Bonds Payable — $30,000

This entry recognizes the liability at its face value ($30,000) while recording the discount as



a contra-liability account, which will be amortized over the bond's life.

Amortization of Bond Discount

Over the life of the bonds, Davis Company will amortize the discount, increasing interest
expense to reflect the true cost of borrowing. The amortization can be done using methods
like straight-line or effective interest method.

- Effective Interest Method: More accurately reflects the cost of debt over time, recognizing
a higher interest expense initially that gradually decreases as the discount is amortized.

Interest Payments and Amortization Schedule

Annual Interest Payments

The bonds pay a fixed annual interest based on the face value and coupon rate:

e Interest Payment = $30,000 x 7% = $2,100 per year

Interest is typically paid semiannually or annually; assuming annual payments, Davis
Company will record these payments each year.

Impact of Discount Amortization on Interest Expense
Since the bonds were issued at a discount, the actual interest expense recognized each
period will be higher than the coupon payment because of the amortization of the discount.

- Example: If using the effective interest method, the interest expense for the first year
might be:

- Interest Expense = Carrying amount of bonds at beginning of period x market rate at
issuance (if known)

- Over time, as the discount is amortized, the carrying amount of the bonds increases
toward the face value.



Final Maturity and Repayment

Maturity of Bonds on November 1, 2025

At the end of six years, Davis Company will repay the bondholders the face value of
$30,000. At this point, the bond liability will be fully settled, and the bond discount will have
been fully amortized.

Accounting at Maturity

- Journal Entry to Record Repayment:

Debit: Bonds Payable — $30,000
Credit: Cash — $30,000

- The bond discount account will be zero after full amortization, and the liability will be
settled.

Implications of Bond Issuance for Davis Company

Financial Ratios and Analysis

- Debt-to-Equity Ratio: Bond issuance increases debt, impacting leverage ratios.

- Interest Coverage: The company's ability to meet interest payments affects credit ratings
and future borrowing costs.

- Market Perception: Issuing bonds at a discount can influence investor perception,
signaling potential concerns or market conditions.

Strategic Considerations

- Cost of Borrowing: Issuing at a discount raises the effective interest rate Davis Company
pays over the life of the bonds.

- Cash Flow Planning: Regular interest payments need to be budgeted, considering the
amortization of the bond discount.



Conclusion

The bond issuance by Davis Company on November 1, 2019, exemplifies a common
financing strategy where a company raises capital through debt issuance, often at a
discount when market conditions or credit ratings necessitate. Understanding the nuances
of bond pricing, discount amortization, and the associated accounting entries is essential
for accurately assessing a company's financial health and its long-term obligations. This
transaction not only impacted Davis Company's balance sheet but also influenced its
financial ratios and investor relations, highlighting the importance of strategic financial
management in corporate operations.

By grasping these concepts, investors and financial professionals can better evaluate bond
offerings, anticipate future financial impacts, and make informed decisions about corporate
debt issuance and management.

Frequently Asked Questions

What is the significance of Davis Company issuing
bonds at a price different from their face value?

Issuing bonds below their face value, as Davis Company did at $29,340 for $30,000 bonds,
indicates the bonds were issued at a discount, reflecting market interest rates being higher
than the bond's coupon rate.

How is the bond issuance date important in accounting
for bonds?

The issuance date, November 1, 2019, determines the start of interest accrual and helps in
calculating the bond's interest expense and amortization schedule over its six-year term.

What is the meaning of the bond's coupon rate of 7%?

The 7% coupon rate indicates that Davis Company will pay bondholders 7% of the face
value ($30,000) annually in interest, which amounts to $2,100 per year.

How do you calculate the initial discount on Davis
Company's bonds?

The initial discount is the difference between the face value and the issue price: $30,000 -
$29,340 = $660, which will be amortized over the bond's life.

What journal entries are required when Davis Company
issues these bonds?

Davis would debit cash for $29,340, debit discount on bonds payable for $660, and credit
bonds payable for $30,000 at issuance.



How does the bond discount affect the company's
interest expense over time?

The discount is amortized over the life of the bonds, increasing interest expense each
period beyond the cash interest paid, reflecting the true cost of borrowing.

Why is the bond's maturity date important in financial
planning?

The maturity date marks when Davis Company will repay the face value of $30,000 to
bondholders, which is critical for debt management and cash flow planning.

What are the implications of issuing bonds with a six-
year term for Davis Company?

A six-year term provides a medium-term financing solution, affecting interest payments,
amortization schedules, and the company's long-term debt strategy.

Additional Resources

On November 1, 2019, Davis Company issued $30,000, six-year, 7% bonds for $29,340. The
bonds were dated—this transaction offers a compelling case study into bond issuance,
valuation, and accounting treatment. Understanding the nuances behind this issuance can
illuminate key principles of debt financing, bond valuation, and financial reporting for
businesses. In this guide, we'll explore the details of this bond issuance, break down the
accounting implications, and walk through the steps involved in recording and analyzing
such a transaction.

Introduction to Bond Issuance and Its Significance

When a company seeks to raise capital, issuing bonds is a common approach. Bonds are
debt securities that obligate the issuer to pay fixed interest over the bond's life and return
the principal amount at maturity. The specific terms, such as face value, coupon rate,
maturity period, and issuance price, influence how the transaction is recorded and
reported.

In this scenario, Davis Company issued $30,000 worth of bonds with a 7% coupon rate,
maturing in six years, but sold them for $29,340—Iless than face value, indicating a

discount. The issuance date is November 1, 2019, and the bonds are dated the same day,
which impacts interest calculations and accounting.

Key Components of the Bond Transaction

Before delving into the accounting and analysis, it's essential to understand the primary



components involved:

1. Face Value (Principal)
- The amount the bond issuer promises to pay at maturity: $30,000.

2. Coupon Rate

- The annual interest rate paid to bondholders: 7%.

- Calculated as: "Face Value x Coupon Rate = Annual Interest Payment'.
- For these bonds: 30,000 x 7% = $2,100" annually.

3. Issue Price
- The price at which bonds are sold: $29,340.
- Less than face value, indicating a discount.

4. Discount on Bonds Payable
- The difference between face value and issue price: “30,000 - 29,340 = $660 .
- Represents additional interest expense over the bond's life.

5. Bond Term
- The period until maturity: 6 years.

6. Dated Date
- The date from which interest calculations commence: November 1, 2019.

Why Bonds Were Issued at a Discount

The bonds were issued for less than face value—$29,340 versus $30,000—implying the
bonds sold at a discount. This occurs when the coupon rate is below the market rate of
interest, making the bonds less attractive unless offered at a lower price.

Factors leading to a discount:

- Market interest rates are higher than the bond's coupon rate.
- The bond's fixed interest payments are less attractive.

- Investors require a discount to compensate for the lower yield.

Significance:

- The discount reflects the additional effective interest expense over the bond's life.

- Over time, the discount is amortized, increasing the interest expense recognized on the
income statement.

Accounting Treatment of Bond Issuance

1. Initial Journal Entry
At issuance, Davis Company records:

- Debit Cash for the amount received: $29,340.
- Credit Bonds Payable for face value: $30,000.



- Debit Discount on Bonds Payable for the difference: $660.
Entry:
| Account | Debit | Credit |

R R — —
| Cash | $29,340 | |

| Discount on Bonds Payable | $660 | |

| Bonds Payable | | $30,000 |

2. Amortization of Discount

The discount of $660 must be amortized over the bond's life, increasing interest expense
beyond the cash interest paid.

- The amortization can be calculated using straight-line or effective interest method.

- The effective interest method is preferred for financial reporting accuracy, as it reflects
the amortization based on the bond's carrying amount and market rate.

3. Interest Payments

Annually, Davis Company pays $2,100 in interest (7% of face value), regardless of the
discount amortization.

Calculating the Effective Interest and Discount Amortization

Step 1: Determine Market Rate of Interest

Since the bonds were issued at a discount, the market rate exceeds the coupon rate. The
issue price reflects the present value of future cash flows discounted at the market rate.
Step 2: Calculate Present Value of Bonds

Using present value tables or financial calculator, you can determine the market rate of
interest implied by the issue price.

Alternatively, assuming the market rate is around 7.5%, calculations would proceed as:
- Present value of the interest payments (annuity):

PV of interest = $2,100 x PVIFA (6 years, market rate)

- Present value of the principal (lump sum):

PV of principal = $30,000 x PVIF (6 years, market rate)

(Note: exact market rate calculation requires iterative process or financial calculator.)

Step 3: Amortize Discount
Using the effective interest method, each period:

- Interest Expense = Carrying amount x Market rate
- Cash interest paid = Coupon rate x Face value



- Discount amortized = Interest expense - Cash interest paid
Example:

- Year 1:

- Carrying amount = $29,340

- Interest expense = $29,340 x 7.5% = $2,200.50

- Cash interest paid = $2,100

- Discount amortized = $2,200.50 - $2,100 = $100.50

- New carrying amount = $29,340 + $100.50 = $29,440.50

This process repeats each year, gradually increasing the carrying amount until it reaches
face value at maturity.

Journal Entries for Each Year

Each period, Davis Company makes the following entries:
- Record interest expense:

Debit: Interest Expense

- Record cash interest paid:

Credit: Cash

- Record amortization of discount:

Credit: Discount on Bonds Payable

Maturity and Final Accounting
At the end of six years:

- The carrying amount of bonds will equal $30,000.
- The discount will be fully amortized.
- Davis Company will pay the bondholders the face value of $30,000.

Financial Statement Impact

1. Balance Sheet

- Initially reports bonds payable at $29,340 (issue price).

- Over time, the carrying amount increases as discount amortizes.
- At maturity, bonds payable are reported at $30,000.



2. Income Statement

- Interest expense includes both cash interest paid and the amortized discount.

- The effective interest method spreads the discount cost over the bond's life, resulting in
higher reported interest expense initially, tapering as the discount amortizes.

Additional Considerations

Bond Issuance Dated Date vs. Issue Date

- The dated date (November 1, 2019) indicates the start of interest accrual.

- The actual issue date may be the same or different; if different, interest calculations
consider both dates.

- Dated date impacts the accrued interest if bonds are issued between interest periods.

Interest Payment Schedule

- Typically, bonds pay interest semiannually unless specified otherwise.

- For a 7% annual coupon, payments are often made twice a year:

-$2,100/2 = $1,050 per payment.

- The first interest payment date depends on the bond terms, e.g., May 1 and November 1.

Summary of Key Takeaways

- Bonds issued below face value are issued at a discount, reflecting market conditions.

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

- Correctly recording bond issuance involves recognizing the discount and gradually
amortizing it.

- The dated date influences interest accrual and timing of cash flows.

- Accurate bond accounting ensures transparent financial reporting and correct valuation of
liabilities.

Final Thoughts

The example of Davis Company's bond issuance on November 1, 2019, underscores the
importance of understanding bond valuation, amortization, and their impact on financial
statements. Whether you're a student, accountant, or financial analyst, mastering these
principles facilitates sound financial decision-making and compliance with accounting
standards.

By carefully analyzing the bond's terms, market conditions, and accounting treatments,
businesses can effectively manage their debt obligations and present their financial health
accurately to stakeholders.

Remember: Proper bond accounting isn't just about recording numbers—it's about
understanding the economic realities they represent.
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