Liabilities

After studying this chapter, you should be able to:

L earning Objectives

Define liabilities and distinguish between current

and long-term liabilities.

~ Account for notes payable and interest expense.

Describe the costs and the basic accounting activities

relating to payrolls.
Prepare an amortization table allocating payments between

interest and principal.

~ Describe corporate bonds and explain the tax advantage of

debt financing.

Account for bonds issued at a discount or premium.

Explain the concept of present value as it relates to'
bond prices.

Explain how estimated liabilities, loss contingencies, and
commitments are disclosed in financial statements.

Evaluate the safety of crédltors' claims.

D . " | : | : R
escribe reporting Issues related to leases, postretirement
benefits, and deferred taxes,



PROCTER & GAMBLE

Buying items on credit is a characteristic of modern
business. Each day, large retaiiérs and credit cérd com-
panies encourage consumers to go deeper and deeper
into debt. Add to credit card and other consumer debt
various long-term obligatiqns—such as home mort-
gages and automobile loans—and it's no wonder that
payments on total household debt make up a high per-
centage of total disposable income in the United States.
Large corporations aiso borrow large amounts of
capital by issuing debt to finance expansion, acquisi-
tions, and for a wide variety of other purposes. The tre-
mendous debt service costs assocla;ted with corporate
borrowing can require a significant portion of a com-
Pany’s operating cash flows.
Consider the case of corporate giant Procter &

Gamble (P&G). In the company’s recent balance sheet,
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total liabilities are over $66 billion, which represents
over 50 percent of the company’s assets. Included
in this amount are noncurrent liabilities of over $36.7
billion, including 22 different issues of bonds and other
forms of debt instruments with varying repayment
dates that range as far out in the future as 2037.

From this illustration, you can see that long-term
debt financing is a major source of capital for large
companies like Procter & Gamble. Debt has a signifi-
cant impact on all of P&G'’s financial statements. It also
places significant responsibility on management in
terms of having available the necessary cash to ser-
vice the debt each year, as well as being in the finan-
cial position required to repay the debt as it matures.

Debt financing is one of the major financial resources

of companies.
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" LEARNING OBJECTIVE
' Define fiabilities and

 distinguish between current

" and long-term liabilties.

Chapter 40 Liabilities
ors evaluate carefully the liabilities appearing in financiy report

versus long-term debt is limportant for. managers choosing pqy, i ,
chapter provides a basic understanding of concepts relateq ¢, § inapg,
s are recorded and later presented in the financia) state li

cial ratios is illustrated, ments,

Creditors and invest

standing short-tex:rr:a] _
i 18

eir businesses. 1118 “X4F
o describes how liabilitie : -
o ion t of debt on various inan

addition, the impac

THE NATURE OF LIABILITIES

. ts or obligations arising from past transactig

Do ¢ defined as deb R . 1S or ey,
Liabilities mz}[,ﬂt::ment at a future date. All habll.ltle's'h‘ave certain c%laracteristics > cznts
that rehqu;f:wsar the specific terms of different liabilities and the rights of the credit:)n
mon; No ’ h

vary gr eatly' i "
I tand Equity Businesses have two basic sources of f;,,.
l.)ls't|'n.ct‘lOﬂdZ‘:vtl‘::fse,2q?ﬁe§ Owner’s equity can be further separated into the originI;llaiI:l?:g:
Jiabilities an ers and equity that was earned by the company and retained in the b“sine:t"
m'enfs_ ("Jf ngt;er from owners’ equity in several respects. The feature that mogt clearly g tu:
Lli.lblhtles ll < of creditors from owners’ equity is that all liabilities eventually mg, ’
guishes the clai due and must be repaid. Owners’ equity does not mature. The date on Whi?h

that is, they come . :
l?ability comes due is called the maturity datfz. ‘ |
a tually be repaid, their maturity dates vary. Some liabilities

h liabilities must even : .
Althoug ment so soon that they are paid before the financial statements are Sy
in contrast, may not mature for many years. The maturity dates of ke);

require repay

ong-term liabilities, ' .
llidabifities may be a critical factor in the solvency of a business.

The providers of borrowed capital are c'reditors of the business, not owners_. As Creditors,
they have financial claims against the business but usually do not have ?he right to contyg)
business operations. The traditional roles of owners, maqagers., ar_ld credlt?rs may be mog;.
fied, however, in an indenture contract. C'rfedltors SOIl'.letlmeS 1nsist on being granted sope
control over business operations as a condition of makn}g a loan, particularly if the Yt
is in weak financial condition. Indenture contracts may impose spch restrictions as finis o
management salaries and on dividends, and may require the creditor’s approval for ad ditiona]

borrowing or for large capital expenditures: ’
The claims of creditors have legal priority over the claims of owners. If a business ceases

operations and liquidates, creditors must be paid in full before any distributions can be made
to the owners. The relative security of creditors’ claims, however, can vary among the credi-
tors. Sometimes the borrower pledges title to specific assets as collateral for a loan. If the
borrower defaults on a secured loan, the creditor may foreclose on the pledged assets. Assets
that have been pledged as security for loans should be identified in notes accompanying the

borrower’s financial statements,
Liabilities that are not secured by specific assets are termed general credit obligations. The

priorities of general credit obligations vary with the nature of the liability and the terms of

indenture contracts.

Many Liabilities Bear Interest Many
require the borrower to pay interest. Only int,
as a liability in the borrower’s balance she
_future periods may be disclosed in the notes
Ing liability.
CEOSntter;t%d Llat])lllt.les Many liabilities are for a definite dollar amount, clearly stated by
oo . Examples mclufle notes payable, accounts payable, and accrued expenses, STHC!‘.”
€St payable and salaries payable. In some cases, however, the dollar amount of a lisill
must be estimated at the balance sheet date. , ,

long-term liabilities, and some short-term ones,
erest accrued as of the balance sheet date appears
et. The borrower’s obligation to pay interest in
to the financial statements, but it is not an exist
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Estimated liabilities have two basic charac

teristics: The liability i i
- ) Y 1s known to €xist, but the
ise dollar amount cannot be detemu. ned until a ater date. For instance the automobil
r;’: by most automakers are accompanied b ’ mobiles
SO

Y & Warranty obligating the automake
? 4 T 10 replace
S0 fctive parts for a period of several years. A €ach car s solg, the automaker incurs 3 lfabil-

. form any work that may be required under the warrg, ] i
:-rybti(l)itl;’e however, can only be estimated, % T doller e s
ia ?

@ent Liabilities j

Current liabilities are obliga'ltions that are ex
ating cycle, whichever is longer. Anoth
oper is the expectation that the debt wil] b
-blht();fl services). Liabilities that do not me
e current liabilitis.
- The time period used in defining current liabili
ets. The amount of working capital (current as
as:io (current assets divided by current liabilities)
irg to pay its debts in the near future,

Among the most common examples of current liabilities are accounts payable, short-term

tes payable, the current portion of long-term debt, accrued liabilities (such as interest pay-
nt?le income taxes payable, and payroll liabilities), and unearned revenue.
able,

pected to be paid within one year or within the
€r requirement for classification ag 2 current lia-
e paid from current assets (or through the render-
et these conditions are classified as long-term or
ties parallels that used in defining current
sets less current liabilities) and the current
are valuable indicators of a company’s abil-

ACCOUNTS PAYABLE

ounts payable often are subdivided into the categories of trade a‘ccounts payal?le and other
Acc ayable. Trade accounts payable are short-term obligations to suppliers for pur-
at(i;g:: :)sf IrJntz,rchandjse. Other accounts payable include liabilities for any goods and services
c .
o th;n t;n aetrgll;ai?:ilze!;rade account payable becomes a liability for the buyer depends on the

Thiln?ier which the goods are shipped, that is whether good_s are purf:haseq F.Q.B. (free
orbo d) shipping point or F.O.B. destination. Under F.O.B. shipping point, a liability arises
on b(?ar ) Sthcl: . oods transfers when the merchandise is shipped by the supplier. U'nder EOB.
e 'tlﬂe' N l'gability does not arise and title of ownership does not transfer until the goods
dEStlnaU.OH, ab 1 the buyer. However, unless material amounts of merchandise are purcha§ed
o rece;VI:% g shippi?:g 'point, most companies follow the convenient practice of recording
frrz:;:r;:counts payable when merchandise is received.

NOTES PAYABLE _ .
Notes payable usually are issued when bank loans are obtained. (t)lth:;g;ﬁ:;:l‘igz :::‘:Ct‘:;z
N ., : s¢ of real estate or costly »
give rise to notes payable mch.]de‘the purchase o t-due account payable. LEARNING OBJECTIVE
of merchandise, and the substitution of a note for a pas lly. the interest Account for notes payable
Notes payabie usually require the borrower to pay an interest zcharge. Normally, and interest expense.
: fne t of the note.
rate 1s stated separately from the principal amoun ) its bank
To ilIustrate,P assum); that on November 1, Porter Company borg.’“’;iln(:;?so& gfronn May 1,
for a period of six months at an annual interest réfte 9f 6 percen:- fl;lO 000, plus $300 inter-
Porter Company will have to pay the bank the principal amoun.l? ui;e p(;rter Company to
est (810,000 X 0.06 X ¢/i2) As evidence of this loan, the ba.n]l< WIh'l;e&e interest percentage is
issue a note payable similar to the one in Exhibit 10-1. Notice tha

for a year, not the duration of the note.

- 1L010-2

is form of note is seldom
mmﬁve is to include the interest charges i'n the face a;nign“rtl:)ti t?:;:;tgl ,E'Iiaws_
used today, largely because of the disclosure requirements unde
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EXHIBIT 10-1 W November 1,20
A Note Payable =
y AFTER THIS DATE _W

W
Ty NATIONAL BANK THE SUMOF §  __$1000¢

1O PAY TO SECURI
PROMISES o —>2000
wiTH INTEREST AT THE RATE OF ———— PER ANNUM
SIGNED ————— Jobn Caldusell
—

Treasurer

The journal entry in Porter Company’s accounting records for this November 1 borrowing;
is

as follows.

..........................................
.......

The !iabllitylsreCorded atthe Cash ooeere
faceamount o 12177 Rt o a SR
Borrowed $10,000 for 6 months at 6% interest per year
for the interest charges

No liability i recorded

is borrowed, the porrower has a Jiability only for the principal amount of the loan; the liabili
for interest accrues gradually over the life of the loan. At December 31, two months’ inter::ty
expense has accrued, and the following year-end adjusting entry is made. st

Eﬁaﬁlﬂy for interest accrues , lnterest Expense
day by 4oy ' Interest Payable «..oxrosrsor st
ncurred through yea r-end on 6%,

o record interest expense incurred ‘
~ 6-month note dated Nov. 1($10,000 X 6% X 2= $100).

............................

-----------------------------------
v

that Porter Company makes adjusting entries only at year-end.

For simplicity, we assume
payment of the note will be as follows.

The entry on May 1 to record

payment of principal and o
a;mﬂ J Notes Payable ......
Interest Payable ...

Interest Expense

o :iecord ?yme“t of 6% 6-month note on maturity Hors
ate and to recognize interest expense o ed since Dec. 3

($10,000 X 6% X %12=$200). - . cred sirce 1.

R PR R R G

If Porter Company paid this note prior to May 1, interest charges usually would be con-

puted only through the date of early payment.3

STOI:lneEl ;UtRRENT PORTION OF LONG-TERM DEBT
sngtalfre fts e;rlnﬂc:eebts, such as mo.rtgflge loans, are payable in a series of monthly of quarterlY
is regarded ;18 a cui:eiﬁ?:i;:]‘e principal amount due within one year (or the operating ¢¥¢
term liability. ility, and the remainder of the obligation is classified as @ long*

le

3
Computing inte
rest charges only t|
;‘;;11:1 :c:tgs are written in a mannjé rl:;(&‘fgnthetﬁiage of payment is the normal business practice. Howevet:
1l e .
1s made early. Borrowers should loik car:frl:](l’;vz :lc: pay : interest for the full term of the pote ever
ese terms.
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: . gnition of expenses
3 future period. For this reason, accrued liabilitigs gpg

£nses. Examp_]?s. of accrped liabilities include interest
2 number of liabllm'es relz.itm.g to payrolls. Ag accrued 1j
enses, the matching principle governs the timing of
exPA" companies incur accrued liabilities. In most case;

for w'hich Payment will be made
someurr?es referred to as accrued
payable, income taxes payable, and

al?iliﬁes stem from the recording of
their recognition.

suc

PAYROLL LIABILITIES

ion of a payroll is a specialized accounting function b ; ,
The preparation O g function beyond the scope of this text.
But ge believe that every student should have some u LEARNING OBJECTIVE

nderstanding of the various costs associ- Describe the costs and the
ted with payrolls. Employers must compute, record, and pay a number of costs in addition basic accounting activities

(0 the wages and salaries owed to e_mploy_ees. In fact, the total wages and salaries expense (or relating to payrolls.
oss pay) represents only the start}ng pomt_of payroll computations. '
To illustrate, assume that Fulbqght Medical Lab employs 20 highly skilled employees. If
onthly wages for this workforce in January were $100,000, the total payroll costs incurred

::; this employer would actually be much higher, as shown in Exhibit 10-2.

L010-3

EXHIBIT 10-2

The Computation of Total
Payroll Costs

iéde'ral-*é'riﬁ‘s'téte__: nemployrm
g Wkaérs"-Qompé_nsatiQn"Qnﬁprang:ez. o
* Group health and life insura
 Employee pension pla
" Jotal payroll costs for

The amounts in Exhibit 10-2 shown in red are payroll taxes and insurance pr‘emiums
required by law. Costs shown in green currently are not required b'y 1aw'but often are included
incihe total compensation package provided to employees at the d1sc1:t10n of :}ﬁe er;gl;;izm

i - ed wages expense by more than ;

In this example, total payroll-related costs exce . than
This re]ationshir])) will vary from one employer to another, and this exam'ple’usgs assumed, but
reasonable, rates that may not reflect the actual rates in effect at any point in time.

. - i
Payroll Taxes and Mandated Costs  All employers must pay 5051132‘;‘1;‘331’31&::,5
care taxes on the wages or salary paid to each employee. The Percetll a%nent taxes apply only
earnings subject to these taxes vary from year to year. Federal unemploy (state unemployment
to the first set dollar amount earned by each employee during .thellyea: the year progresscs.
taxes may vary). As a result, these taxes tend to decline dramatically a

: i -term liability, even
purpose of repaying this obligation. In these cases, the debt remains classified as 2 long
though it will mature within the current period.
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Workers  Insurance is & state-mandated program that proy;
ot job.related injury. let‘: most other insurance policiespmv'des insury
ablishing or increasing a current asset o the premiumsn
rance, and by crediting Cash. The premiums vary unt, Prepaig )
on. In some high-risk industries (for eXamplegreatIy by stage ark.
exceed 50 percent of the employees’ Wages,, roofers), Worke:; ‘3

nsation Insu
onal classificatt
ums may

ers’ Compe

by occupati :

compensation premt
Related Costs  Many employers pay some or all of the costs

and their family members, as well as make cgf&l;ealth -

Utions y,

Other Payroll-Reid
life insurance for their employe;s past :
_Contributions to emplo ee pension plans, i

plans eE R plans, if any, vary greqy -

employee pension
employers.
Amounts withheld from Employees’ Pay Thus far, our illustration has spec;
those taxes and other mandated costs Jevied on the employer. Employees, too, i Il::Clﬁed only
their earnings. In addition to federal and state income taxes, employees share i;x pau'r taxes op
Security and Medicare taxes.S Employers withhold these amounts fron their eny i’olng Socig)
and forward them directly to the appropriate tax authorities.S (The net amount of cp 2 ﬁ' CES” pay
paid to employees after all required withholdings have been made is often referre(sj taCtuall
employees’ take-home pay.) 0 as the
In our illustration, Fulbright Medical Lab’s 20 employees earned gross wages of §]
n January. Their take-home pay will be significantly less than the gross amount, a hOO,OQO
for state and federal income tax wi thholdi’ngss own in

Exhibit 10-3, using assumed numbers

EXHIBIT 10-3 s pay (wages EXpense) . -xco oo
Computation of Employee 3 P SR S e gl
Take-Home Pay ] Do e nckid BN e 3 s oy e 4 o _
~ State income tax WIRROIGINGS . .+ cvoe e cmeeeerres e reree :
T e e (2,350,
Federal income tax wnthhpld;ngs AT R b v gy o meren » eob 8§ 08 50 8 (22,50
 Social Security and edicare tax withhol (7'5 0)
~ Employee take-home pa - 150

ortant distinction is that amounts withheld from employees’ pay do not represent
thheld are simply a portion of the gross wages and sal-

Employers act astaxcollectofs An imp
by withholding taxes from taxes on the employer. The amounts wi
; aries expense that must be sent directly by the employer to the tax authorities, rather than paid

their employees
::n tphlz ;zilc;yeles. In ehssencc;, the employer is required by law to act as the tax collector. In the
alance sheet, these withholdings represent current liabi iti i '
A ilities until they are for-
warded to the proper tax authorities, but they do not represent payroll taxes of the ezlp]oyer.

bright Medical Lab by
t 102, the lab’s total
$100,000 represented
roll taxes and other
benefits paid by the
ght Medical Lab

Recprdmg Payroll Activities We conclude our illustration of Ful
making the necessary entries to record its payroll activities In Exhibi
gfgfsr:l:”c;osts for January were computed as $133,350. Of thl:S amount
mandatedg::s:sazﬁd by.employees, $17,850 represented employer pay
ook owp in red), and $15,500 represented other employee
yer (shown in green), The accounting for these three amounts by Fulbri

is summarized in Exhibit 10-4.

5 Qe
Social Security and Medi )
y edicare taxes are levied on employees at the same percentage rate as levied upon
t of gross Wages

employers. Th : )

andsalitiex Tzi};oit:lai?l;‘il St;curlty and Medicare taxes amount to more than 15 percen

There i n (e pOrtiOI'l of an em ’ ¢ . R X .

SIn is ; 25;9 0n' employee wages or salaries subjzcl:(t){:el\/slsjircna]rnegtsa;hat s subfec o Socl Secuty 27

many companies, employers make additi B

cost of health i ployers make additional withholdi . -

insurance, life insurance, retirement conuioéﬁlt?c')gxfsw::: ct)?:eu; ;;?PIO)::S Sfli]tzr e in paying for (¢
, nge benefits.
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o gross wages, employee WIthholdlngs
A m;doid'ngs and take-home pay fi

:3nd employee taje i EXHIBIT 10-
9ures taken from Exppy, 102;_”"’ pay EXHIBIT 10-4
E B £ PRI R F by £ 500y g, L

~ wages Expen ..

Payroll Activities Recorded
.................... 100,000 | by the Employer
Stete Income Tax Payable ........ .,

. AR LIS TPOT 67,500
To record gross wages, employee withholdings, and employee
take-home pay.

B. Record employer's payroll tax expense (red figures taken from Exhibit 10-2),

payroll Tax Expense

.................................

---------------------

7,650 |
6,200
4,000

.................

Prepaid Workers' Compensation Insurance

To record employer payroll tax expense, $4,000
expiration of prepaid workers' compensation

of which is the ‘

nsurance premiums.
C. Record employee benefit expenses (green figures taken from Exhibit 10-2).
Employee Health and Life Insurance Expense —

Pension Fund Expense

Cash (or Pension Benefits Payable) ....... i 0500
570 rér;ord éhployee benefit expenses, $6,000 of which is the expiration

of prepaid employee health and life insurance pre’miums’,f -
AR

UNEARNED REVENUE

liability for unearned revenue arises when a customer pays in advanc.e. Up9n fe_ceipt of an
- e payment from a customer, the company debits Cash aqd credits a liability accourft
adV;mC I?ngarned Revenue or Customers’ Deposits. As the services are r_epdereq to the_cus-
o as‘an entry is made debiting or reducing the liability account and crediting or mcreastll?gt a
i id wi i , that a
to\r::eiue account. Most liabilities are expected to be repalq w1.th cash. Notice, govgc‘vesremces
Ifability for unearned revenue normally is satisfied by delivering goods or rendering
to the creditor, rather than by making cash payments. il bocause st involued
Unearned revenue ordinarily is classified as a current liability becau
in earning revenue are part of the business’s normal operating cycle.

&ong-Term Liabilities )

PP i such as funding a
Long-term obligations usually arise from major fman(fle'll reqluxff:;::ttss , ;llllrccglasing another
Comanp company, expanding an existing o ac'qumt?gt I')szz::mut to r;mature. Transactions
company, or refinancing an existing long-term Obh.ganonL s ll)ut usually involve large dollar
involving long-term liabilities are relatively few in number i operafing RO,
amounts. In contrast, current liabilities usually arise from rt(i):zle to ownere’ equity as & Source of
Many businesses regard long-term liabilities as an alter;ll'ii cure they oftenore refinanced—
o ot financing, Although long:term liabilites faventu ); [?1 -tcr;n liability. As a result, long-
that is, the maturing obligation simply is replaced with a ne‘Yalostfucture of the business.
term debt financing becomes a permanent part of the financi

: INANCED
MATURING OBLIGATIONS |N:|'ENDED TO BE REF ot period
One special type of long-term ligbi Sl % :
but that s expected to be re in
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 Prepare an amortization
table allocating payments
between interest and
principal.

Chapter 10 Liabilities

es due each year but i§ routinely extended for the followip
any and the bank may intend for this arrangement to continue o, 5 long. %2 Boy,
theIff?‘:;“al:] agement has both the intent and the al?lhty to refinance S00N-to-matype o asis,
Jong-term basis, these obligatic?ns are classified as _long‘—term liabilities, Iy, thiz l.'gaﬁons
01:1 ‘: ccountant looks to the economic substance' of thfa situation rather thap it leg!:]maﬁon*
t eWhen the economic substance of a transaction differs .fmm its legal form o o o.i)nn'
appearance, financial statements should reflect the economic substance, Accoun Warg

tants g
rize this concept with the phrase

a bank loan that com

“Substance takes precedence over form.” Toda

characterized by transactions of ever-increasing complexity. Recognizin g
of a transaction differs from its form is an ;

N -
thOSe sitl.l.

world is
mportant Challenge

ations in which the substance .
confronting the accounting profession.

T
‘

INTERNATIONAL CASE IN POIN

Itis typical in Japan for short-term debt to have lower interest rates than long-term debt, A aresult, Jap.
anese managers find short-term debt more attractive than long-term debt. In addition, banks are willing
to renew these loans because this allows them to adjust the interest rates to changing market condi-
tions. The outcome is that short-term debt in Japan works like long-term debt elsewhere, In fact, the

use of short-term debt to finance long-term assets appears to be the rule, not the exception, i Japan,

INSTALLMENT NOTES PAYABLE

Purchases of real estate and certain types of equipment often are financed by the issuance of
Jong-term notes that call for a series of installmen.t payments. These payments (oftep called
debt service) may be due monthly, quarterly, semiannually, or at any other interval, If these
installments continue until the debt is completely repaid, the loan is said to be “fully amor.
tizing.” Often, however, installment notes contain a due date at which the remaining unpaig
balance is to be repaid in a single “balloon” payment.

Some installment notes call for installment payments equal to the periodic interest charges
(an “interest only” note). Under these terms, the principal amount of the loan is payable at
a specified maturity date. More often, however, the installment payments are greater than
the amount of interest accruing during the period. In this case, a portion of each installment
payment represents interest expense, and the remainder of the payment reduces the principal
amount of the liability. As the amount owed is reduced by each payment, the portion of each
successive payment representing interest expense decreases, and the portion going toward
repayment of principal increases.

Allocating Installment Payments between Interest and Principal In accounting
for an installment note, the accountant must determine the portion of each payment that rep-
resents interest expense and the portion that reduces the principal amount of the liability. This
distinction is made by preparing an amortization table.

To illustrate, assume that on October 15, Year 1, King’s Inn purchases furnishings at a
total cost of $16,398. In payment, the company issues an installment note payable for this
amount, plus interest at 12 percent per annum (or 1 percent per month). This note will be paid
in 18 monthly installments of $1,000 each, beginning on November 15. An amortization table
for this installment note payable is shown in Exhibit 10-5 (amounts of interest expense are
rounded to the nearest dollar).

Prgparing an Amortization Table [t us explore the content of Exhibit 10-5. First

notice that the payments are made on a monthly basis. Therefore, the amounts of the payments

(eolumn 4),interest expense (column B), and reduction in the unpaid balance (column C) ar¢

all monthly amounts,

per;l;h; c1)1f1tc?rest Tate used in the table is of special importance; this rate must coincide with the
time between payment dates—ip this case, one month. Thus, if payments are made
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EXHIBIT 10-5

. Amortization Table for a Note
Payable

Interest “ i
A
€ Last Un
nterest Pag’““:"t l:::::z Jnpaid Balance Unpaid
period Alance) (A) - () Balance
""";‘;t:f Oct. 15, Year 1
'55”61 Nov. 15 $1,000 $164 $8 06,358
36 15,562
5 Dec. 15 1,000 156 844 14,718
; Jan.15,Year2 100 147 853 13,865
) Feb. 15 1,000 139 861 13,004
; Mar. 15 1,000 130 870 12,134
. Apr. 15 1,000 121 879 11,255
i May 15 1,000 113 887 10,368
; June 15 1,000 104 896 9,472
. July 15 1,000 95 905 8,567
0 Aug. 15 1,000 86 914 7,653
11 Sept. 15 1,000 77 923 6,730
b Nov. 15 1,000 58 942 4,855
by Dec.15 1,000 49 951 3,904
Jan. 15,Year3 1,000 39 961 2,943
" Feb. 15 1,000 29 971 1372
R T s52
:; Apr15 1000 g F2e -

od, interest expense is equal to the amount of the final payment minus the remaining unpaid balance. This compensates for the
. rod, in

In “::l:fs::;e" of rounding Interest amounts to the nearest dollar.

cumu

monthly, column B must be based on the monthly t{'f.lt(: of itnterest. If payments were made
' ~ nterest.

quartrl th1:s C(')lumn lwg:lqnl;sviittlllleﬂ?: gitzglilr::o?mlt of the liability ($16,398) listed at the top
An amortl:xz?atlaf;ﬂ tg: foluin. The amounts of the monthly payments, sho.wn in colum A, are

! th.e i i altlallment contract. The monthly interest expense, shown in column B, is com-

specified by the msth by applying the monthly interest rate to the unpaid bal'anc.e. at the begmmn_g

pued fo ea;]h ’rIn‘l?: ort3i(0n of each payment that reduces the amount c'>f the liability (golu;x]m C) 1;

C{f th?t E(;nrer'naindgr of the payment (column A minus CO]um{l B?' Fmal.ly, thle unpél d balance o

;T:}l)i:bﬂity (column ) s reduced cach mol?lth by::e?lrtl;o%tzrgl?swfntfldclguig l;::'ge t‘his liability

inui e monthly pa , .

at alflaﬂtli‘:lrletl;?l)(:;’]illtllg utlllr;ga:gorll:gtk currentlyyshown as the unpaid balan;:sl.dFs: ;’;agg;le’ if the

loan ?s paid off in the 14th month (Dec. 15, year 2-), the lamm;ntr:r:leB wdecreascs st il
Notice that the amount of interest expense 1}stcc_} n colu

because the unpaid balance is continually desrEiing involves making the same com-
repuring aeh opizinial ling in. an, amortization tal_ale i f any length can be easily
ta:ieopnasmll)iscd on a new unpaid balance. An amortization table of any

pu ,

————

id balance of
interest expense, the unpai h
amount of the monthly in : ¢ each month.
"I the monthly payments were less than thi; turn, would cause the interest expense to tzac;?;e tioriiach
the note would increase each DL, T " i temporarily in some “adjustable-ra
This pattern, termed negative amortization, 0ccl
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ftware. (Most “mone
' re are by COmPUte.r S0 . y manageme ¥
and qu:;:klyrp P ing amortization tables.) On!y t'h.ree items of data l:‘(:msoftwa »
progra 1 (1) the original amount of the liability, (2) the amount of to_be Ntereg ©ta
) iod). Periodic Intgy
Paymenh

rogra
Such a P g. rcst rate (per Payment pen
ple Oncean amortization table h
as been Prepared, gp,

mortization T:k e o
irectly from e amounts shown i

each payment are (4<% n in the tab] ent
thly payment ovember 1 3 €. Fo )

ord the first Mmoo y payment (N r 15, year 1) is as follows,rexamplq

T ing}

.....................................
........
Bz

nse ... o" -

payment is allocated between Interest ExP€ ,
and principa! instaliment Noté payable

Cash coovvr
o]

Made Nov. Paet

e second payment, made on December 15, year 1, is g §
g s S 0u0ws

Similarly, the entry to record th

................................................
........

.....................................
-------
o

v

Interest Expenseé

Notice that interest expense Is
less in December Instaliment Noteé Payable
cah 1. g1 vesTHR e AT ;

ent note payable. 1000

feciios

Made DecC. payment on instalim

he end of the King’s Inn’s financial reporti .
portin

try to record one-half month’s accrued Mteregsf z;l?}?f tl?e —d

s based on the unpaid balance shown in the amf,,l-;?blmy‘

Zation

ber 15). This entry is as follows.

If December 31, year 1,ist
pany must make an adjusting en
The amount of this adjusting entry
table as of the last payment (Decem

-----------------------------------------
--------
------
..

Ew end adjusting entry ’ Interest Expense coneees »
" Interest Payable ... .-+ T O S PP PP P TP

Adjusting entry to rgco;d_interest gxpense on instaliment note B

forthe last half of Dec: §14,718 X 1% X ¥ = $74. :

7% |

The Current Portion of Long-Term D i

' . - ebt Notice that as of

aid balance of this note is $14,718. As of December 31 yesa;)Z 2?:22?; L, year ;, bthe
i ’ , the unpaid bal-

unp
incipal amount of this note will be reduced by $10,814 during

ance will be $3,904. The pri
ear 2 - =
year 2 ($14,718 - $3,904 = §$10,814). In the balance sheet prepared at December 31, year |

BONDS PAYABLE

'1010-5
' Financially sound :
LEARNING OBJECTIV Y corporations may arrange limi
l? escribe corporate : gs-t es payable to banks or to insurazce conff)z::ug:stegmoufms of long-term financing by issuré
onds and expla ing an oil . . But to fin :
advantage :; ﬂ'fé't' fmr::’!(n a coriorationﬁeld or purchasing a controlling interest in the aﬂCt’:;llarge projech uch s et
' T8 needs to raise ;:ft}{ "?ed more capital than any single lend e Sto;:k of e i
icularl er can supply. i
dollars (or more)—it gen}; :z?lrl ge amounts' of long-term capital—perha[}):I; zovrggnoi gg?%ﬁgz
y sells additional shares of capital stock or iss,ues l;onds payable

1\*?1’ HAT ARE BONDS?

e 1ssuance of bonds "

ferable units, cal payable is a techni -

: TS, led bonds. E que for splitting a ve ) _

usually in the face amount (OraCh bond represents a long-%erm Eztiarge ll)ozm.mto many tra;;Z

sold to the investing publi par value) of $1,000 or some b ARMETCIETINE note paya™

the loan. ¢, enabling many different invest miltple uE¥LOR 2 Ll
estors (bondholders) to participa® in
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Long-Term Liebities

Goids usually are very long-term notes, maturin
however, so individual bondhold,
sferable, €IS may sell the;
g:i " Most bonds call for quarterly or semiannual interest ;ﬁ;:::
interest

computed at a specified contract rage throughout the lif
e
dcsCﬂ

8 1n as many g5 |5 or 30 years. Bonds are

ds to other investors at any
ts to the bondholders, with

s “fixed income” investments, of the bong, Investors often

032. Each bondholder is i

rchased. Tnvestors
uy thousands of bonds at one time.
e Issuance of ?OI'IC!S Panynable W » the corporation usually yf;
jizes the services of an investment banking firm, called an underwriter, Th detinite
o s the issuing corporation a specific price for the entire el i

Ey selling the bonds to the investing public at a high i ol issufz and makes a profiy

1id nsfel‘ab"i_ty of BOI:I(:'lS Corporate bonds, like capita] stocks, are traded
daily on organized securities exchanges, such as the New York Bond Exchange,
The holders of a 25-year bonc{ 1ssue need not wait 25 years to convert their
investments into cash_. By making contact with a broker, an investor may sell
ponds almost immediately at the. going market price, This liquidity is one of
the most attractive features of an investment in corporate bonds.

quoted Market Prices BOl:ld prices are quoted as a percentage of their
face value or maturity value, which is usually $1,000, The maturity value is the
amount the issuing company must pay to redeem the bond at the date it matures
omes due). A $1,000 bond quoted at 102 has a market price of $1,020 (102 '~ p
percent of $1,000). Similarly, a $1,000 ‘bond quoted at 98 has a market price of Pl Vskorany g
$980 (98 percent of $1,000). The following line for a hypothetical company illustrates the type of
information available in print or on the Internet summarizing the previous day’s trading in bonds,

High ~ Low  Close Net Change
Lo

Bonds 7\ ‘ Sales

175

95

~ Alvaro, Inc. 6 19 a5 1

This line of condensed information indicates that 175 of Alvaro’s 6 percent, $1,000 bonds
maturing in 2019 were traded during the day. The highest price is reported as 97'4, or $975
for a bond of $1,000 face value. The lowest price was 95%, or $955 for a $1,000 bond. The
closing price (last sale of the day) was 97, or $970. This was one point above the closing price
of the previous day, an increase of $10 in the price of a $1,000 bond.

Types of Bonds Bonds secured by the pledge of specific assets are called mortgage
bonds. An unsecured bond is called a debenture bond; its value depending on the general
credit of the corporation rather than the value of a specific asset. A debenture bond issued by
alarge and strong corporation may have a higher investment rating than a secured bond issued
by a corporation in less satisfactory financial condition.

Bond interest is paid semiannually by transferring to each bondholder six months’ interest
on the bonds he or she owns.? Some bonds are callable, which means that the corporation has

*In recent years, corporations have issued only registered bonds, for which interest is paid by transferring
cash by check or electronically to the registered owners of the bonds. In the past, some companies issued
coupon bonds or bearer bonds, which had a series of redeemable coupons attached. At each interest date,
the bondholder had to “clip” the coupon and present it to a bank to collect the interest. These bonds posed a
considerable hazard to investors—if the investor lost the coupon, or forgot about an interest date, he or she
received no interest. In many states, issuing coupon bonds now is illegal.



bonds in advance of the maturity date by pay; ,
the right t© ‘e bondholders for being forced to give up their invis{:egn:sslzﬁcnﬁed call
Ly c.ompens:/hat higher than the face value of the poan. » M€ cal Price n°¢.
ally 1 j'(:g;ally. bonds have appealed to conservative investors, interesteq Primar. .
m i " tream from their investments. .To -make a bond issue more iy lly i"arer
able incom te a bond sinking fllﬂd, designate d for e a?tl\le 0 the I
ervals, the corporation deposits cash into thig Si:l:i):;gf the b“":z
und, g,

investors, some corpo rations crea
at maturity. Al regilac ially a cash fund, it i i
bond sinking fund is essentially » 1115 not classified a4 , o
though 2 r the payment of current liabilities. Such funds 4y, s‘l‘gent ey
Wn i

¢ i not available fo "o
because it 1 der the caption “Long-Term Investments,” which appears after the

palance sheet Uit
asset section.

Chapter 10 LisblItes

redeem the

As an additional attraction to invest(?rs, corpor e!t‘ions sometimes include a Conversigp . . .
lege in the bond indenture. A convertible bonl:l is on: tha% may be exchangeq at the g o
of the bondholder for a specified nunpber of shares of capital stocl.(. The market val Ptiop

ds to fluctuate with the market value of an equivalent numbe; ofu: h:rfe X
S

convertible bond ten

of capital stock.
i issued securities t
Junk Bonds Some corporations have issu s that have come to pe know

junk bonds. This term describes a !Jonfi issue that involves a substantially grege, risk

default than normal. A company is§u1ng junk bonds u'sua'Ily hé.ls so much long-term gep, t h(;f
its ability to meet interest and principal 'repqyment obhgat1on§ 1s questionable. To compensatt
bondholders for this unusual level of risk, junk bonds promise a substantially higher ryte 0;

interest than do “investment quality” bonds.

TAX ADVANTAGE OF BOND FINANCING
A principal advantage of raising money by issuing bonds instead of stock is that interest pay.
ments are deductible in determining income subject to corporate income taxes, Dividends
paid to stockholders, however, are not deductible m computing taxable income.

To illustrate, assume that a corporation pays income taxes at a rate of 30 percent op it
taxable income. If this corporation issues $10 million of 6 percent bonds payable, j; will

incur interest expense of $600,000 per year. This interest expense, however, will reduce tax-
able income by $600,000, reducing the corporation’s annual income taxes by $180,000, As 5
result, the after-tax cost of borrowing the $10 million is only $420,000.

 Less: Income tax savings ($6
After-tax cost of borrowing .

This effectively reduces the cost of borrowing to 4.2 percent ($420,000/$10,000,000), consid-

erably lower than the stated rate of 6%.
A shortcut approach to computing the after-tax cost of borrowing is simply multiplying

gz (i)n(t)zrgst expense by 1 minus the company’s tax rate, as follows: $600,000 x (1 - 0.30)=

ACCOUNTING FOR BONDS PAYABLE

:,:3: l}ting for bonds payable closely parallels accounting for notes payable. The accountable
ments (g; d bond_xss'ue usually are (1) issuance of the bonds, (2), semiannual interest pay-
» (9) accrual of interest payable at the end of each accounting period, and (4) retirement

of the bonds at maturity,’

B o

To simplify our i : .
entries fcf’r aZcru;cliliwl;Sr‘:c‘la?ll(;::és‘:’ ;:S ;ll;;ne n all of our examples and assignment material that adjusting
made on a monthly basis, vable are made only at year-end. In practice, these adjustments usually ar¢



Cash ....................................... o G« romg o
gonds Payable ... T

lssued 6%, 20-year bonds payable at a price of 100,

.........

Lalts sy

1,000,000
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Entry at the issuanc
1,000,000 ‘ E;w ¢ date ]

Every September 1 during the term of the bond issue, W 11
(o the pondholders ($1,000,000 x 0.06 x 15 = $30,000), ;h:scs:
will be recorded as shown.

Boﬁd Interest Expense

R . . TNt esaa.,
I 28T el @ e .
T ve .,

CaSh .....................................................
gemiannual payment of bond interest.

......

e

rp_oration will pay $30,000
miannual interest payment

i

Every December 31, Wells Corporation will make an ad;
months” interest that has accrued since September 1.

* gond nerest Expense .
~ Bond Interest Payable

' To accrue bond interest payable for four months ended Dec, 31

771,000,000 X 0.06 x 12

30,000 g Entry to record semiannual
30,000 E interest payments .

o

usting entry to record the four

D ! @uﬁwma!mrﬂq

The accrued liability for bond interest payable will be paid within a few months and, there-

fore, is classified as a current liability.

Two months later, on March 1, a semiannual interest payment is made to bondholders,
This transaction represents payment of the four months’ interest accrued at December 31 and
the two months’ interest that has accrued since year-end. The entry to record the semiannual

interest payments every March 1 will be as follows.

- Bond Interest Expense
Bond Interest Payable

R L I I R I N R R R T,
.............................................

...........................................................

To record semiannual interest payment to bondholdeﬁrs, and to recognize
_ twomonths’ interest expense accrued since Dec. 31
“ ($1,000,000 x 0.06 x %2 = $10,000). |

PRI

e

| Interest payment following the
E year-end adjusting entry

When the bonds mature 20 years later on March 1, 2038, two entries are required: one to
record the regular semiannual interest payment and a second to record the retirement of the
bonds. The entry to record the retirement of the bond issue is as follows.

—————

' The amount of $1 million is used only for purposes of illustration. As explained earlier, actual bond issues

are for many millions of dollars.
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.................................
......
LRT
......

date CEEM +ovumsseevmsmnscsmes e bR
i at maturity. ’
: Paidf;;egfrlquntqu‘f'?ds, - -«ty —

e

E g the bonds at the Bonds Payable

Bonds Issued between Interest Dates The semiannual intereg; date,
1 and July 1, or April 1 and Octol.)er 12 are printed on the bond certificate S (such an
are often issued between the specified interest dates. The investor i then s. OWeyer. h:&

interest accrued to the date of issuance in addition to the stated price of three‘%)uimd 10 pay the
ond, Ty;

tice enables the corporation to pay a full six months” interest on all bopgs SPry

semiannual interest payment date. The accrued interest collected from -mst:’Utstan ing 5 lh‘

bonds between interest payment dates is returned to them on the next jmeres‘:rs who purcha;
To illustrate, let us modify our illustration to assume that Wells Co 01-? €0t da

million of 6 percent bonds at par value on May 1—two months after the March‘)izt;ssues él
Test

printed on the bonds. The amount received from the bond purchasers ng

: W will ; e
months’ accrued interest, as follows. ! Inclyge ,

Wo

Bonds Payable ........oeeeriiiiiiiiiii L
1 000,00

Bond Interest Payable ..........oeiiiiiiiiiiiiiiiL,
10,000

Issued $1,000,000 of 6%, 20-year bonds at face
value plus accrued interest for two month
2 )

($1,000,000 X 6% $10,000

Four months later on the regular September 1 semiannual interest payment date, 5 full s
months’ interest ($60 per $1,000 bond) will be paid to all bondholders, regardles; of thu
they purchased their bonds. The entry for the semiannual interest payment is illustratedig

follows.

Notice only part of the interest | Bond Interest Payable o L P o L
payment is charged to N : ‘ L . '
e. ) i ¥ .-, .. . - v . e . ........... AR EEEEE

A=L+LOE

R LI IR T TR R P

Now consider these interest transactions from the standpoint of the investors. They paid for
two months’ accrued interest ($10,000) at the time of purchasing the bonds and then received
six months’ interest ($30,000) after holding the bonds for only four months.

When bonds are subsequently sold by one investor to another investor, they sell at the
quoted market price plus accrued interest since the last interest payment date. This practice
enables the issuing corporation to pay all the interest for an interest period to the investr
owning the bond at the interest date. Otherwise, the corporation would have to make patia
payments to every investor who bought or sold the bond during the interest period.

The amount that investors pay for bonds is the present value of the principal and interest
payments they will receive. The concept of present value is discussed later in this section A
more in-depth coverage of present value appears in Appendix B at the end of this textbook.

os. S?NQS ISSUED AT A DISCOUNT OR A PREMIUM

.:,"HI;EAR-HI_QG e JECT:VE = ln erwriters normally sell corporate bonds to investors either at face value or at 2 Pfi‘fe V?ry

Account for bonds issued at - to face value. Therefore, the underwriter usually purchases these bonds from the Ll

adscountorpremium, corp.oratlf)n at a discount—that is, at a price below face value. The discount percentag® gener-
o allly s quite small—perhaps 1 percent or 2 percent of the face amount of the bonds.

R IR
2 5
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