Chapter 10: Reporting and Interpreting Bonds

1. What is financial leverage?

Debt-To-Equity Ratio

1. What is the equation for the debt-to-equity ratio?

2. What does the debt-to-equity ratio measure?

3. What does a high debt-to-equity ratio suggest? 

Characteristics of Bonds Payable

1. What is a debenture?

2. What is bond principal?

3. What are other terms for bond principal?

4. What is the stated rate of interest?

5. What is a bond indenture?

6. What is included in a bond indenture?

7. What are callable bonds?

8. What are redeemable bonds?

9. What are convertible bonds?

10. What is senior debt?

11. What is subordinated debt?

Measuring Bonds Payable and Interest Expense

1. What is the coupon rate?

2. What are other terms for the coupon rate?

3. How is the price of bonds computed?

4. What is the market rate of interest?

5. What are other terms for the market rate of interest?

6. When does a bond sell at par?

7. When does a bond sell at a premium?

8. When does a bond sell at a discount?

9. What are other terms for the market rate of interest?

Bond Terms

The issue price of a bond is often stated in percentage terms.  For example if a bond is issued at 98 this means that the bond is issued at 98% of the bond principal.  If the bond is issued at anything less than 100 the bond is issued at a discount.  If the bond is issued at 100 this means that the bond is issued at 100% of the bond principal or at par.  A bond can also be issue at over 100 or issued at a premium.  For example issuing at bond at 101 would mean issuing a bond for 101% of the bond principal.

If the bond principal is $100,000 and the bond is issued at 98 the issue price is as follows:


100,000 * 98% = $98,000

If the bond principal is $100,000 and the bond is issued at 100 the issue price is as follows:


100,000 * 100% = $100,000

If the bond principal is $100,000 and the bond is issued at 101 the issue price is as follows:


100,000 * 101% = $101,000

1. Helm Corporation issued 500, $1,000 bonds at 98.  What is the total issue price of the bonds

Bonds Issued at Par

Assume a company issued 10% bonds with a par value of $400,000 and received $400,000 in cash (This means the bond sold at par) the bonds will mature in 10 years.

1. On the date of issuance what journal entry is recorded when the company records the receipt of cash and creates a liability for the bond.

2. If the interest were paid semiannually the entry for each payment would be?

Bonds Issued at a Discount

Assume that the market rate of interest is 12%.  The company sells a bond with a stated rate of 10% and a par value of $400,000, the bond will mature in 10 years.  Since the market rate is higher than the stated rate the bond sells at a discount.

3. What is issue price of the bonds?

4. What is the journal entry to record the sale of the bonds?

Zero Coupon Bonds

5. What are zero coupon bonds?

6. How is the issue price computed for a zero coupon bond?

7. Wiley Company issued $800,000, 10-year bonds that do not pay any interest.  At the time of issuance the market rate of interest of similar bonds is 12%.   What is the issue price of the bond? 
8. Walker Company issued $1,500,000, 20-year bonds that do not pay any interest.  At the time of issuance the market rate of interest of similar bonds is 14%.  What is the issue price of the bonds and the entry required to record the issuance?

Bonds Issued at a Premium

Assume that the market rate of interest is 8.5% while the stated rate was 10%.  The bond has a maturity of 400,000 after 10 years.

9. What is the issue price of the bonds?

10. What is the journal entry to record the sale of the bonds?

Amortization Methods for Bond Discounts and Premiums

1. What is straight-line amortization?

2. ABC Company issues $500,000 par value, 10 year, 10% bonds with semiannual interest payments for $450,000.  What entry would they record for each interest payment assuming they use straight-line amortization of the bond discount?

3. Tsikata Inc., issued $300,000 of 10 year, 12% bonds dated April 1, 2001 for $260,000.  The bonds pay interest on April 1 and October 1.  The company uses straight-line amortization.  What entry is needed at October 1 for the first interest payment?  
4. ABC Company issues $500,000 par value, 10 year, 10% bonds with semiannual interest payments for $550,000.  What entry would they record for each interest payment assuming they use straight-line amortization of the bond discount?

5. Tsikata, Inc., Issued $200,000 of 10 year, 12% bonds dated April 1, 2001, for $210,000.  The bonds pay interest on April 1 and October 1. The company uses straight-line amortization.  What entry is needed at October 1 for the first interest payment?

6. Johnson Company issued $40,000 bonds payable, 9% annual interest, maturity in ten years.  The bonds were sold at 98.  Johnson uses straight-line amortization.  The total interest expense that will be recorded over the ten years is?  Also, what are the total interest payments over the life of the bond?     

7. What is the effective interest method of bond amortization?

8. How is the carrying value (book value) of a bond determined?

9. How is interest expense computed under the effective interest method?

10. ABC Corporation issued $400,000, 10%, 10-years bonds when the market rate of interest was 12%.  The bonds pay interest annually and the company uses the effective interest method to amortize bond discounts.  What is the entry that they would record for the first and second interest payments?

11. Wall Company issued $10,000, 10%, bonds on January 1, 2000.  The bonds were issued at a discount of $346.  The market rate of interest on the issue date was 12%.  Assuming the effective interest method is used to amortize bond discount the carrying value of the bonds on December 31, 2000 is?

Times Interest Earned Ratio

1. What is the equation for the times interest earned ratio?

2. What does the times interest earned ratio measure?

3. What does a high interest earned ratio indicate?

Early Retirement of Debt

1. How are gains or losses recorded when bonds are retired early?

2. July 1 2005, immediately after recording interest payments, Seals, Inc. retired one fifth of its 1,000,000 bonds payable for $180,000.  The bonds were initially purchased at par in 2000.  What would they record on the income statement relating to the retirement of the bonds?

Bond Sinking Funds

1. What is a bond sinking fund?

2. How is the bond sinking fund reported on the balance sheet?

Non-current Asset

