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Suspect Company Issued $720,000 Of 10 Percent First Mortgage Bonds On January 1,
20X1, At 103. The Bonds marked a significant financial event for the company, reflecting its
strategy to raise capital through debt issuance. This article provides an in-depth analysis of this bond
issuance, including the details of the bonds, the accounting treatment, and the implications for
Suspect Company's financial position. Understanding the nuances of bond issuance is crucial for
investors, financial analysts, and students of accounting alike.

Introduction to Bond Issuance and Its Significance

When a company needs to raise funds for expansion, operational needs, or refinancing existing debt,
issuing bonds is a common strategy. Bonds are debt instruments that obligate the issuer to pay
interest over the life of the bond and repay the principal amount at maturity. The terms of the
bonds—such as interest rate, face value, issuance price, and maturity date—are critical in
determining the attractiveness of the bonds to investors and the financial impact on the issuer.

On January 1, 20X1, Suspect Company issued $720,000 worth of first mortgage bonds with a stated
interest rate of 10 percent, sold at a premium of 103. This issuance scenario offers valuable insights
into bond valuation, accounting, and financial analysis.

Details of the Bond Issuance

Bond Face Value and Interest Rate
- Face (Principal) Value: $720,000
- Stated (Coupon) Interest Rate: 10% annually

The bonds are first mortgage bonds, meaning they are secured by a mortgage on the company's
property, providing bondholders with security in case of default.

Issuance Price and Premium

- Issued at: 103 (which indicates 103% of face value)
- Total proceeds:
\(720,000 \times 1.03 =\$741,600\)

The bonds were issued at a premium because the stated interest rate (10%) likely exceeded
prevailing market rates at the time, making them more attractive to investors.



Maturity and Payment Terms

While the specific maturity date is not provided, bonds of this nature typically mature in 10 to 20
years. The interest payments are made annually or semi-annually, based on the bond agreement.

Accounting for the Bond Issuance

Proper accounting treatment of bond issuance involves recording the initial proceeds, the premium,
and subsequent interest expense over the life of the bonds.

Initial Journal Entry

When the bonds are issued, the entry would be:

| Account | Debit | Credit |

I | | |
| Cash |\$741,600 | |

| Bonds Payable | | \$720,000 |

| Premium on Bonds Payable | | \$21,600 |

Explanation:

- Cash increases by the total amount received.

- Bonds Payable is credited for the face value.

- The Premium on Bonds Payable is credited for the difference, representing the additional amount
received over face value.

Amortization of Premium

The premium is amortized over the life of the bonds, reducing interest expense and accurately
reflecting the bond's cost. The amortization method (straight-line or effective interest) affects the
recognition of interest expense.

- Effective Interest Method: Recognizes interest expense based on the market rate of interest at
issuance.

- Straight-Line Method: Amortizes an equal amount of the premium over the periods.

Most companies prefer the effective interest method for more accurate financial reporting.

Interest Payments and Amortization

Assuming annual interest payments, the actual cash interest paid each year is:

\[
\$720,000 \times 10\% =\$72,000

\]



However, since the bonds were issued at a premium, the interest expense recognized in the financial
statements will be less than \$72,000 in each period, due to amortization of the premium.

Example Calculation (for illustration):
- If using the effective interest method, interest expense for the first year:

\[
\$741,600 \times \text{market rate (unknown)}

\]

But typically, the amortization schedule would be prepared to match interest expense with the bond's
effective interest rate.

Amortization Schedule Highlights:
- The premium reduces the interest expense over time.
- The carrying amount of bonds payable decreases as the premium is amortized.

Implications for Financial Ratios and Analysis

The issuance of bonds at a premium impacts several key financial ratios:

- Debt-to-Equity Ratio: Increases total debt but also affects leverage ratios.

- Interest Coverage Ratio: Lower interest expense due to premium amortization improves the ratio.
- Book Value of Bonds Payable: Starts above face value and decreases over time as premiums are
amortized.

Investors and analysts should consider these factors when evaluating Suspect Company's financial
health and ability to meet debt obligations.

Tax Considerations and Effect on Earnings

Interest expense recognized on bonds reduces taxable income, providing tax benefits. The
amortization of the premium decreases the interest expense over time, affecting net income.

Tax implications:

- Premium amortization creates a tax deduction over the bond's life.

- The company’s effective interest expense is lower than the cash interest paid, leading to potential
tax savings.

Advantages and Disadvantages of Issuing Bonds at a
Premium

Advantages:



- Lower interest expense due to premium amortization.
- Enhances cash flow by reducing interest payments relative to market rates.
- Demonstrates favorable market perception of the company's creditworthiness.

Disadvantages:
- Increased debt obligations impact leverage ratios.
- The premium must be amortized over the life of the bonds, affecting financial statements.

Conclusion: Strategic Considerations for Suspect
Company

The issuance of $720,000 of 10 percent first mortgage bonds at 103 reflects Suspect Company's
strategic approach to capital raising. By issuing bonds at a premium, the company benefits from
lower effective interest costs, improving financial metrics in the short term. However, it also increases
its debt obligations, necessitating careful management of cash flows and debt servicing.

Understanding the accounting treatment, amortization schedules, and the financial implications of
bond issuance is essential for stakeholders. Proper recording ensures transparency and provides a
clear picture of the company's financial position.

Key Takeaways:

- Bonds issued at a premium reduce interest expense over time.

- Accurate amortization schedules are vital for proper financial reporting.

- Bond issuance impacts financial ratios, which influence investor perception.

- Strategic bond issuance can support company growth while maintaining financial stability.

By mastering these concepts, investors, accountants, and managers can make informed decisions
that align with the company's long-term financial health and strategic goals.
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Learn about Suspect Company's bond issuance of $720,000 at 10% interest at 103, including
accounting treatment, amortization, and financial impact. A comprehensive guide for investors and
financial professionals.
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Frequently Asked Questions

What does issuing $720,000 of 10 percent first mortgage



bonds at 103 mean?

It means the company issued bonds totaling $720,000 with a 10% interest rate, issued at 103% of
face value, or 1.03 times the face value, indicating a premium on issuance.

How is the bond premium of $21,600 calculated?

The premium is calculated as ($720,000 x 3%) = $21,600, since 103% of $720,000 is $741,600, and
the face value is $720,000, resulting in a premium of $21,600.

What journal entry should Suspect Company record on
January 1, 20X1, for the bond issuance?

Debit Cash $741,600; credit Bonds Payable $720,000; credit Premium on Bonds Payable $21,600.

How will the premium on bonds payable affect the company's
financial statements?

The premium increases the carrying amount of bonds payable and will be amortized over the life of
the bonds, reducing interest expense and increasing net income in the early years.

What is the significance of the 10% interest rate on these
bonds?

The 10% rate indicates the annual interest payment, which is $72,000 (10% of $720,000), paid
periodically to bondholders.

How often will Suspect Company pay interest on these bonds?

Typically, interest on bonds is paid semiannually, so the company would pay $36,000 every six
months.

What is a first mortgage bond, and how does it differ from
other bonds?

A first mortgage bond is secured by the company's property or real estate, giving bondholders priority
over other creditors in case of default, unlike unsecured bonds.

How does issuing bonds at a premium impact the company's
cost of borrowing?

Issuing bonds at a premium indicates the bonds are more attractive, and the effective interest rate
(after premium amortization) may be lower than the nominal rate, reducing the company's overall
borrowing cost.



What are the key disclosures required in the company's
financial statements regarding these bonds?

Disclosures should include the face value, issuance date, interest rate, maturity date, issuance price,
premium on bonds payable, and the schedule for amortizing the premium.

When will the bonds mature, and what are the implications
for the company?

The maturity date is typically specified in the bond agreement; upon maturity, the company must
repay the principal amount of $720,000 to bondholders, impacting cash flow and financial planning.

Additional Resources

Understanding the Financial Nuances of a Suspect Company Issued $720,000 Of 10 Percent First
Mortgage Bonds On January 1, 20X1, At 103

When analyzing a company's financial statements or investment prospects, one key element to
scrutinize is its bond issuance. In particular, the scenario involving a Suspect Company issued
$720,000 of 10 percent first mortgage bonds on January 1, 20X1, at 103 presents several layers of
financial implications, accounting considerations, and potential red flags. This article aims to provide a
comprehensive breakdown of this bond issuance, guiding you through the specifics of bond issuance
at a premium, the related journal entries, and the broader implications for both the issuer and
investors.

Introducing the Bond Issuance: The Basics

At the outset, understanding the fundamental details of this bond issuance is essential.

What are First Mortgage Bonds?

First mortgage bonds are secured bonds backed by a company's real property or other tangible
assets. They are considered safer than unsecured bonds because in the event of default, bondholders
have a claim on the pledged assets before other creditors.

The Key Details of the Issuance

- Principal (Face Value): $720,000

- Interest Rate (Coupon Rate): 10% annually

- Issue Date: January 1, 20X1

- Issue Price: 103 (which indicates 103% of face value)

- Premium on Bonds: The bonds are issued at a premium of 3% over face value.



Understanding Bonds Issued at a Premium

Bonds can be issued at face value (par), at a discount, or at a premium. Here, the bonds are issued at
103, meaning at 103% of their face value, resulting in a premium of 3%.

Why Issue Bonds at a Premium?

- To make bonds more attractive to investors when the coupon rate is higher than current market
rates.

- To reflect the issuer's strong creditworthiness or favorable collateral backing.

Implications of Issuing at a Premium

- The company receives more cash upfront than the bond's face value.

- The premium is amortized over the life of the bonds, affecting interest expense calculations.

- The effective interest rate (yield) for investors is slightly lower than the coupon rate due to the
premium.

Calculating the Proceeds from Bond Issuance

The initial cash inflow from the bond issuance is determined by the issue price:

Issue Price Calculation:
- Face value = $720,000
- Issue price = 103% of face value = 1.03 x $720,000 = $741,600

Premium on Bonds:
- Premium = Issue price - Face value = $741,600 - $720,000 = $21,600

Summary:
- The company receives $741,600 in cash from bondholders.
- The bonds are recorded at their face value ($720,000) with an associated premium of $21,600.

Journal Entries for Bond Issuance

Proper accounting for bond issuance involves recording the cash received, the bonds payable, and the
premium on bonds payable.

Entry on January 1, 20X1:

- Debit: Cash = $741,600

- Credit: Bonds Payable = $720,000

- Credit: Premium on Bonds Payable = $21,600



Explanation:
This entry reflects the receipt of cash at a premium and establishes the liability at the face value, with
an additional component representing the premium.

Interest Payments and Amortization

The bonds carry a 10% annual coupon rate, payable periodically (commonly semi-annually or
annually). For simplicity, assume annual interest payments.

Annual Interest Payment:
- 10% of face value = 0.10 x $720,000 = $72,000

Interest Expense:

- Under the effective interest method, the interest expense is based on the carrying amount of the
bonds and the market rate at issuance.

- Since bonds are issued at a premium, the interest expense will be less than the cash interest paid,
reflecting amortization of the premium.

Amortization of Premium:
- The premium amortized each period reduces the interest expense.
- Over the life of the bonds, the total premium amortized equals $21,600.

Amortization of the Premium

Assuming the bonds mature in a standard period (say, 10 years), the annual amortization would be
calculated as:

Straight-line Amortization (simplified):
- Premium amortized annually = $21,600/ 10 = $2,160

Effective Interest Method (more precise):
- Uses the market rate at issuance to allocate interest expense each period, but for simplicity,
straight-line is often acceptable in illustrative scenarios.

Impact on Financial Statements:
- The carrying amount of bonds decreases over time as the premium is amortized.
- Interest expense reported on the income statement decreases correspondingly.



Implications for the Company and Investors

For the Company:

- The initial cash inflow is higher than the face value, providing more funds for projects or operations.
- The premium amortization reduces interest expense over the bonds’ life, providing a benefit to
earnings.

- The secured nature of first mortgage bonds may lower the interest rate compared to unsecured
debt.

For Investors:

- Bonds issued at 103 offer a slight premium, indicating confidence or favorable collateral backing.

- The 10% coupon provides predictable income.

- The first mortgage security reduces risk, making these bonds attractive, especially if the company's
creditworthiness is suspect, as implied by the "Suspect Company" label.

Potential Red Flags and Considerations

Given the company is described as "suspect," investors and analysts should be cautious. Here are
some red flags and considerations:

Red Flags:

- The term "suspect company" suggests possible financial instability or questionable creditworthiness.
- Issuing bonds at a premium could be a sign of the company's attempt to attract investors despite
underlying risks.

- The company's assets securing the bonds should be scrutinized for valuation and liquidity.

Analytical Points to Examine:

- The company's financial statements to assess liquidity and solvency.

- The collateral backing the first mortgage bonds—are the assets properly valued?

- The company's cash flow projections and ability to service interest and principal payments.

- The market conditions at the time of issuance—was the bond market receptive, or was this a
desperate attempt to raise funds?

Long-term Accounting and Financial Impact

Over the life of the bonds, the following occurs:

- The bonds are amortized, with the premium decreasing gradually until maturity, when bonds
payable will equal face value.

- Interest expense on the income statement will reflect the amortized amount, influencing profit
margins.



- The company's debt levels and leverage ratios will be affected, impacting financial analysis.

At Maturity:
- Bonds are redeemed at face value ($720,000), with the remaining unamortized premium having
been fully amortized.

Impact on Financial Ratios:
- The initial issuance at a premium improves the company's debt/equity ratios temporarily.
- As premiums amortize, ratios stabilize or change, affecting credit analysis and investor perception.

Summary and Final Thoughts

The issuance of $720,000 of 10 percent first mortgage bonds on January 1, 20X1, at 103 encapsulates
many fundamental concepts in corporate finance and accounting. Issuing at a premium indicates
favorable conditions or collateral backing but also warrants scrutiny when associated with a "suspect"
company. Proper accounting for this issuance involves recording the bond payable and premium, and
careful amortization affects financial statements over the bonds’ life.

Investors should always look beyond the surface—examining the company's overall financial health,
the collateral backing the bonds, and market conditions. Meanwhile, the company benefits from an
influx of capital, provided it maintains sufficient cash flow to meet its obligations.

In conclusion, understanding bond issuance at a premium, especially in complex cases involving
potentially risky companies, is vital for making informed investment and management decisions. This
detailed breakdown offers a foundation for analyzing such bond transactions and appreciating their
implications in the broader financial landscape.
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