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LONG-TERM LIABILITIES
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Business enterprises may raise funds as long-term financing in various ways. They may sell capital stock or issue notes
payable or bonds. There are many factors that must be considered when different methods of financing are evaluated.

One such a factor is the impact on the corporation's earnings per common share.
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Debt Financing

When funds are borrowed through the issuance of debt securities, for example, there is a definite commitment to pay
periodic interest and to repay the principal at a stated future date. Since interest must be paid when due, projected
earnings must be sufficient to provide each owner with a greater return than was received prior to the borrowings. If this

is not the case, it may be more advantageous to obtain long-term financing by accepted additional owners.
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Characteristics of Long-Term Debts
The characteristics of most long-term debts are as follows: a) an obligation to transfer assets or services in the future, b)
a transaction or event that has already occurred, c) an enforceable contract, and d) repayment extends beyond one year
or the operating cycle, if longer.
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Bonds

A bond is a certificate promising to pay its holder 1) a specified sum of money, called the principal, at a stated date,
called the maturity date, and 2) interest at a stated rate until the maturity date. The principal amount of each bond is

called its face value and is usually a multiple of $1,000.
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Types of Bonds

Different types of bond that may be issued by a corporation include registered and bearer bonds, coupon and zero-
coupon bonds, term and serial bonds, secured and debenture bonds, convertible bonds, callable bonds, junk bonds, and

sinking fund bonds.
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Issuance Costs

In an offering a bond issue to the public, a contract between the issuing corporation and trustee, called bond indenture or
trust indenture, is prepared. The trustee, usually a large bank, acts as an agent for the bondholders and charges the
issuer a fee for this service. In addition to this fee, the issuer also incurs printing, legal, and accounting costs in
connection to the bond issue. These bond issuance costs are recorded as a deferred charge, which is an asset analogous
to prepaid expenses. The issuance costs are not subtracted from the bond liability on the balance sheet, nor are they

combined with any bond discount or premium.
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Bond Premium and Discount

A bond security may be sold at more than par, at par, or at less than par. Whenever bond rate is above the rate
prevailing in the market, it may be sold more than par. If the market rate is above the nominal rate of interest, it may be
sold less than par. In the first case, a premium must be recognized while in the second case a discount must be
recognized. Bond premiums and discounts must be amortized to interest expense over the life of the bond using straight-
line or effective-interest method
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Extinguishment of Debt

Extinguishment of a debt may occur before, at, or after maturity date. It is the settlement of a debt, other than by the
payment of the debt in conformity with its original term, by a) early acquisition of the debt securities, b) obtaining a
release from making future payment on the debt, or c) by placing assets in an irrevocable trust to pay the debt.
Extinguishment of debt must be accounted for by a) updating and removing from the accounts all amounts related to the
debt, b) recording all considerations used to settle the debt, and c) recording ordinary and extraordinary gains and losses
in conformity with GAAP.
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Troubled Debt Restructure

Troubled debt restructure occurs when a) the debtor can not meet the required debt payments and b) the creditor makes
a favorable concession to the debtor, such as reduced or deferred interest or principal payment. These concessions by
the creditor to the debtor must be recorded to show a gain for the debtor and a loss to the creditor.
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