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CHARACTERISTICS OF BONDS

1.
Issued with face values of $1,000 (or multiples of $1,000)

2.
Usually pay interest semiannually

3.
Prices quoted as a percentage of face value
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TYPES OF BONDS

1.
Term Bonds—All bonds of an issue mature at the same time. As a result, the entire principal received from the issue must be paid at once.

2.
Serial Bonds—Maturity of the bonds in an issue is spread over several dates. In effect, this staggers the repayment of principal over several years.

3.
Convertible Bonds—May be exchanged for shares of stock or other securities under certain conditions.

4.
Callable Bonds—The issuing corporation has the right to pay off the bonds before maturity.

5.
Secured Bonds—Assets are pledged as collateral on the bond. This gives the bondholder a claim on specified assets if the company fails to make bond payments.

6.
Debenture Bonds—Have no collateral attached. The bonds are backed only by the credit of the issuing corporation.
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PRESENT VALUE

Assume that you have a rich uncle who dies. In his will, he leaves you with the following option: You can have $100,000 today or $200,000 in 10 years. Interest rates are 10%. Which should you choose?
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PRESENT VALUE—ANNUITIES

1.
A health club currently charges $150 for a one-year membership. This club has decided to raise its one-year membership charge to $200.


The owner of the club wants to offer a 5-year membership contract to current members. If a member signs this 5-year contract, he or she can continue to pay only $150 per year to use the club facilities. The owner also wants to offer members the option of paying for all 5 years when the contract is signed. What should the club charge if the customer chooses to purchase the 5-year membership with one payment? Assume that interest rates are 7%.

2.
The owner of a hair styling salon is considering buying a tanning bed. She estimates that a tanning bed will bring in an extra $1,000 per year in profit (after deducting costs for electricity, replacement bulbs, etc.). A good quality tanning bed will last for 6 years; however, it will not have any resale value.


The owner has not priced tanning beds. Calculate the maximum price that the owner should pay for a tanning bed if she wants to get a 10% return on any money invested in the salon.

3.
Your Aunt Sally is looking forward to retirement, but she is concerned about having enough money to enjoy her golden years. Sally wants to be sure that before she retires, she has saved enough money to cover her expenses for the rest of her life.


Sally estimates that after retirement, she will spend $20,000 per year. Based on average life expectancies, she will probably live 15 years past retirement, but, as a margin of safety, Sally wants to have enough money for 20 years.


What sum of money will Sally need at her retirement to cover her financial needs for the rest of her life? Assume that Sally can earn 6% interest on her money.
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STEPS TO ISSUE A BOND

1.
The corporation's board of directors approves a bond issue, specifying the amount of bonds that will be issued, the maturity date, the interest rate, and any special bond characteristics (i.e., conversion features, call features, collateral attached).

2.
The company prepares a prospectus, which gives information about the company and the bond issue. This prospectus is filed with the Securities and Exchange Commission (SEC). The SEC reviews the prospectus to see that it provides investors with the information they will need to evaluate the bond issue. If the prospectus contains the appropriate information, the SEC approves the issue. (SEC approval doesn't mean that the bond is a good investment, only that the company has disclosed adequate information for a knowledgeable investor to determine whether it is a good investment.)

3.
An underwriter is contracted.

4.
The bonds are sold.

But what happens if the interest rates have changed from those specified by the board of directors?
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ISSUANCE OF A BOND

Determine the selling price (present value) for the following bonds, and make the journal entry to record each bond's issuance.

1.
A $10,000, 5-year, 11% bond is sold when interest rates are 12%. The bond pays interest semiannually.

2.
A $50,000, 8-year, 14% bond is sold when market interest rates are 13%. The bond pays interest semiannually.
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BOND SINKING FUNDS

Accounts used to record sinking fund transactions are as follows:



Normal


Classification
Balance

Purpose

Sinking Fund Cash

Asset
Debit
Used to record cash deposited




into a sinking fund

Sinking Fund Investments

Asset
Debit
Used to record securities




purchased with sinking fund




cash that will be held as




investments

Sinking Fund Revenue

Other Income
Credit
Used to record interest earned




on sinking fund investments
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AMORTIZATION OF A BOND DISCOUNT/PREMIUM



Effect of


Amortization


Reason

Discount:


Bond is a
Increases
Discount represents


debt instrument.
interest expense.
extra interest paid to




bondholders to bring 


the bond's stated




interest rate up to a


Bond is an
Increases 
higher market 


investment.
interest income.
interest rate.

Premium:


Bond is a
Reduces
Premium represents


debt instrument.
interest expense.
a reduction in




interest to bring




the bond's stated




interest rate down to 


Bond is an
Reduces 
a lower market


investment.
interest income.
interest rate.
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