Chapter Outline		Notes                          Bonds and Long Term Notes Payable





L	Basics of Bonds�a written promise to pay an amount identified as the


	par value of the bond along with interest at a stated annual rate.


	A. Bond Financing


		I . Difference between stocks and bonds:


			a. A share of stock presents an ownership right in a


				corporation. Stockholders are owners.)


			b. A bond represents a debt or liability of the corporation


				issuing the bond. (Bondholders are creditors.)


		2. Advantages of issuing bonds


			a. Bonds do not affect stockholder control.


			b. Interest on bonds is tax deductible (dividends to


				stockholders are not).


			c. Bonds can increase return on equity. (if higher return on


				use of borrowed funds than interest paid�called financial


				leverage or trading on the equity).


		3. Disadvantages of issuing bonds


			a. Bonds require payment of both periodic interest and par


				value at maturity (required cash outflow�dividends on


				stock not required).
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b.	Bonds can decrease return on equity (if interest paid is


	higher than return on use of borrowed funds).


B. Types of Bonds


I .	Secured bonds�have specific assets of the issuing company 	pledged (or mortgaged) as collateral.


2.	Unsecured bonds�also called debentures, are backed by the 	issuer's general credit standing.


3.	Term bonds�are scheduled for payment at a single specified date.


4.	Serial bonds�mature at several different dates (repaid over a 	number of periods).


5.	Sinking fund bonds�require the issuing corporation to make deposits to a separate pool of assets; the bondholders are repaid at maturity from the assets in this pool. Many term bonds have this feature.


6.	Registered bonds�issued in the names and addresses of their owners. Bond payments sent directly to these registered owners.


7.	Bearer bonds�made payable to whoever holds them; not 	registered.


8.	Coupon bonds�issued with interest coupons attached to the bond certificate; the coupons are detached as they become due and are presented to a bank for collection.


9.	Convertible bonds��can be exchanged by bondholders for a fixed number of shares of the issuing company's common stock


10. Callable bonds�have an option exercisable by the issuer to retire them at a stated dollar amount prior to maturity.


C. Bond Trading


I .	Can be trade exchanges (New York Stock Exchange,


	American Stock Exchange).


2.	Bond issue consists of a large number of bonds (denominations of $ 1 000 or $5,000, etc.) that are sold to many different lenders.


3.	Market value (price)expressed as a percent of par (face) value.


D. Bond Issuing Procedures�governed by state and federal laws.


Usually must be approved by board of directors and stockholders.


I .	Issuing corporation sells bonds to an investment firm (the


	underwriter), which resells bonds to the public.


2.	Bond indenture the contract between the bond issuer and the bondholders; it identifies the obligations and rights of each party. 
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3.	A trustee (usually a bank or trust company) oversees the 	fulfillment of contract obligations to the bondholders.


II.	Bond Issuance


A. Issuing bonds at par�sold for face amount.


I . Issue date�Debit Cash, credit Bonds Payable (face amount).


2.	Interest date�Debit Interest Expense, credit Cash (face X 	bond interest rate X interest period).


3.	Maturity date�Debit Bonds Payable, credit Cash (face 	amount).


B. Determining Premiums and Discounts


I .	Contract rate�annual interest rate paid by the issuer of bonds 	(applied to par value).


2.	Market rate�annual rate borrowers are willing to pay and lenders are willing to earn for a particular bond (reflects interest expense incurred).


3.	When contract rate is equal to market rate bonds sell at face 	(par) amount.


4.	When contract rate is above market rate bonds sell at a 	premium (above face amount).


5.	When contract rate is below market rate bonds sell at a 	discount (below face amount).


C. Issuing Bonds at a Discount�sell for less than face amount.


I .	Results in Discount on Bonds Payable�the difference 	between.the par value of a bond and its lower issue price.


2.	Entry; Debit Cash (issue price), Discount on Bonds Payable 	(amount of discount) and credit Bonds Payable (par value).


3.	Discount on Bonds Payable��contra liability account.


4.	Discount is deducted from par value to produce the carrying 	(or book) value of the bonds payable.


5.	Bonds are reported in the long�term liability section of the 	issuer's balance sheet.


D. Amortizing Bond Discount


1.	Total bond interest expense is the sum of the interest payments 	and bond discount.


2.	Discount must be amortized over the life of the bond to report 	periodic interest expense incurred.


3.	Requires crediting Discount on Bonds Payable when Bond 	Interest Expense is recorded.(payment &/or accruals)


Amortizing discount up�dates the book value of the bond (increases book value�at maturity book value equal face). Two methods of amortization:
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a.	Straight�] ine���(simpler) allocates an equal portion of the total discount to bond interest expense in each of the six�month interest periods.


b.	Effective interest method�al locates bond interest expense over the life of the bonds in a way that yields a constant rate of interest. (Market rate X book value equals interest expense and interest expense � interest paid equals periodic discount amortization).


E. Issuing Bonds at a Premium��sell for more than face amount.


1 .	Results in Premium on Bonds Payable�the difference 	between the par value of a bond and its higher issue price.


2.	Entry; Debit Cash (issue price), and credit Premium on Bonds Payable (amount of premium) and Bonds Payable (par value).


3.	Premium on Bonds Payable liability account.


4.	Premium is added to par value to produce the carrying (or book) value of the bonds payable.


F. �Amortizing Bond Premium


I .	Total bond interest expense is the interest payments less the bond premium.


2.	Premiums must be amortized over the life of the bond to report periodic interest expense incurred.


3.	Requires debiting Premium on Bonds Payable when Bond Interest Expense is recorded.(payment Wor accruals)


4.	4mortizing premiu rn up�dates the book value of the bond (decreases book value�at maturity book value equal face).


5.	Two methods of amortization:


a. Straight�line�same as for a discount.


b.	Effective interest method�same as for a discount except interest paid � interest expense equals periodic premium amortization).


G.	Issuing Bonds Between Interest Dates�Procedure used to simplify recordkeeping:


I .	Purchaser pays the purchase price plus any interest accrued since the prior interest payment date.


2.	This accrued interest is repaid to purchasers on the next interest date.


The collection of the accrued interest is recorded as a liability until returned. 
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H. Accruing Bond Interest Expense


I .	Necessary when bond's interest period does not coincide with	accounting period.


2.	Adjusting entry use to record bond interest expense accruing since the most recent interest payment and amortize the premium or discount for this period of time.


3.	Affects the subsequent interest payment date entry.


1. Bond Pricing�Price is the present value of bond's future cash flows discounted at the market rate.


1.	Can use present value tables to compute.


2. Price is the combination of the: a. Present value of the maturity payment (Use single payment table) and b. Present value of the series of interest payments (Use annuity table) Note: In tables use the columns for the semi�annual market interest rate and the row for the number of period.


111.	Bond Retirements


A. At Maturity


1.	Carrying value will equal par value.


2.	Debit Bonds Payable, credit Cash.


B. Before Maturity� Two common approaches:


1 . Exercise a call option�pay par value plus a call premium.


2.	Purchase them on the open market.


3.	The difference between the purchase price and the bonds' carrying value is recorded as a gain (or loss) on retirement of bonds.


C. By Stock Conversion�the carrying value of bonds is transferred to contributed capital accounts and no gain or loss is recorded.


IV.	Long�term Notes Payable�Issued to finance operations.


A. Interest�Bearing Notes


I . Recorded at face amount.


2.	Interest is computed by multiplying each year's beginning 	(note) balance by the note's interest rate. ,


3.	Interest is added to the beginning balance to find the ending 	balance.





4.	The final ending baJance equals the original borrowed 	amount plus total interest that has been compounded.


5.	Maybe backed with assets as collateral.
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B. Non�Interest Bearing Notes


1.	Includes interest in its face (maturity) value.


2.	Recorded at a carrying value of the fair value of the note or the asset received in exchange (whichever is more clearly determinable).


3.	Notes fair value, is computed based on the market interest rate 	when it is issued (Use present value concepts like bonds).


4.	The difference between face and fair value is recorded as 	Discount on Notes Payable.


S.	Discount is amortized and recorded as interest expense is 	recorded in adjusting entries over the life of the note.


6.	At maturity the face amount of the note (which includes 	interest) is paid.


C.	Installment Notes�obligations requiring a series of periodic 	payments to the lender.


I . At issue recorded like a single payment note.


2'.	Payments include interest expense accruing to the date of the 	payment plus a portion of the amount borrowed (the principal).


3.	Two possible payment patterns:


a.	Accrued interest plus equal principal payments��cash flows decrease over life of note (each payment reduces the note's principal balance, yielding less accrued interest expens e for the next period).


Note: Debit Notes Payable (principal payment) and Interest Expense (issue rate X the declining carrying value of note) and credit Cash for the total of the two.


b.	Equal payments�consist of changing amounts of interest and	principal.


Note: Credit Cash for the amount of the equal payment, Debit Interest Expense (issue rate X the declining carrying value of note) and Notes Payable (the difference between the equal payment and the interest expense).


D.	Mortgage Notes�include a mortgage contract pledging title to 	specific assets as security for the note.


1.	Accounting for mortgage notes and bonds�same as 	accounting for unsecured notes and bonds.


2.	Mortgage agreements must be disclosed in financial 	statements.
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V.	Pledged Assets to Secured Liabilities


A.	Used to determine whether the debtor's pledged assets provide


	adequate security.


B.	Calculated as: Book value of pledged assets


	Book value of secured liabilities
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1.	Present Value Concepts


A.	Basic present value concept��cash paid (or received) in the future has less value now than the same amount of cash paid (or received) today.


B.	An amount borrowed equals the present value of the future 	payment.


C.	Compounded interest means interest for a second period is based on the total of the amount borrowed plus the interest accrued from the first period.


11.	Present Value Tables


A.	Present values can be computed using a formula or a table.


B.	"Present value of $1 " table used to compute present value of a 	single payments.


C.	"Present value of an annuity of $1" table used to compute present 	value of a series of equal payments (annuity).


III.	Applying a Present Value Table


A.	Determine the column with the interest rate.


B.	Determine the row with the periods hence.


C.	The column and row will intersect at the factor number.


D.	To convert the single payment or annuity to its PV, multiply this 	amount by the factor.


IV.	Compounding for Periods Shorter than a Year


A. Interest rates are generally stated as annual rates.


B. They can be allocated to shorter periods of time.


