INTERMEDIATE ACCOUNTING CHAPTER 13 SOLUTIONS

THE IMPORTANCE OF INTERMEDIATE ACCOUNTING CHAPTER 13 SOLUTIONS FOR FINANCIAL STATEMENT ANALYSIS

INTERMEDIATE ACCOUNTING CHAPTER 13 SOLUTIONS ARE CRUCIAL FOR STUDENTS AND PROFESSIONALS SEEKING TO MASTER THE
COMPLEXITIES OF FINANCIAL REPORTING, PARTICULARLY CONCERNING LONG-TERM LIABILITIES. THIS CHAPTER TYPICALLY DELVES
INTO THE INTRICACIES OF BONDS PAYABLE, LEASES, AND OTHER SIGNIFICANT LONG~TERM DEBT INSTRUMENTS, FORMING A
CORNERSTONE OF INTERMEDIATE ACCOUNTING CURRICULA. (UNDERSTANDING THE PROPER ACCOUNTING TREATMENT FOR THESE
ITEMS IS ESSENTIAL FOR ACCURATELY PREPARING AND ANALYZING FINANCIAL STATEMENTS, PROVIDING STAKEHOLDERS WITH A
TRUE AND FAIR VIEW OF A COMPANY'S FINANCIAL HEALTH. THIS ARTICLE WILL PROVIDE COMPREHENSIVE GUIDANCE AND DETAILED
EXPLANATIONS TO HELP NAVIGATE THE CHALLENGES ASSOCIATED WITH CHAPTER -|3/ OFFERING INSIGHTS INTO COMMON
PROBLEM AREAS AND EFFECTIVE SOLUTION STRATEGIES. WE WILL EXPLORE BOND VALUATION, AMORTIZATION METHODS, LEASE
ACCOUNTING UNDER VARIOUS STANDARDS, AND THE DISCLOSURE REQUIREMENTS FOR THESE COMPLEX FINANCIAL ARRANGEMENTS,
ENSURING A THOROUGH GRASP OF THE SUBJECT MATTER.
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UNDERSTANDING BONDS PAYABLE; ISSUANCE AND V ALUATION

BONDS PAYABLE REPRESENT A SIGNIFICANT SOURCE OF LONG-TERM FINANCING FOR MANY CORPORATIONS. W/HEN A COMPANY
ISSUES BONDS, IT BORROWS MONEY FROM INVESTORS AND PROMISES TO REPAY THE PRINCIPAL AMOUNT (FACE VALUE) ON A
SPECIFIED MATURITY DATE AND TO MAKE PERIODIC INTEREST PAYMENTS. THE ACCOUNTING TREATMENT FOR BONDS PAYABLE IS
INFLUENCED BY THE MARKET INTEREST RATE AT THE TIME OF ISSUANCE RELATIVE TO THE BOND'S STATED (COUPON) INTEREST
RATE. ACCURATELY VALUING BONDS IS A FUNDAMENTAL SKILL, AS IT DIRECTLY IMPACTS THE REPORTED LIABILITIES ON THE
BALANCE SHEET AND THE INTEREST EXPENSE ON THE INCOME STATEMENT.

THE ISSUANCE PRICE OF A BOND IS DETERMINED BY THE PRESENT VALUE OF ITS FUTURE CASH FLOWS: THE PRINCIPAL REPAYMENT
AT MATURITY AND THE PERIODIC INTEREST PAYMENTS. THIS PRESENT VALUE CALCULATION IS SENSITIVE TO THE DISCOUNT RATE
USED, WHICH IS TYPICALLY THE MARKET INTEREST RATE (ALSO KNOWN AS THE EFFECTIVE INTEREST RATE OR YIELD) FOR SIMILAR
DEBT INSTRUMENTS AT THE TIME OF ISSUANCE. |F THE MARKET INTEREST RATE IS HIGHER THAN THE STATED INTEREST RATE, THE
BOND WILL BE ISSUED AT A DISCOUNT, MEANING FOR LESS THAN ITS FACE VALUE. CONVERSELY, IF THE MARKET INTEREST RATE IS
LOWER THAN THE STATED INTEREST RATE, THE BOND WILL BE ISSUED AT A PREMIUM, SELLING FOR MORE THAN ITS FACE VALUE.
(UNDERSTANDING THESE RELATIONSHIPS IS KEY TO SOLVING INTERMEDIATE ACCOUNTING CHAPTER 13 PROBLEMS.

ACCOUNTING FOR BONDS ISSUED AT A DISCOUNT AND PREMIUM

\W/HEN BONDS ARE ISSUED AT A DISCOUNT, THE DIFFERENCE BETWEEN THE FACE VALUE AND THE ISSUANCE PRICE REPRESENTS
ADDITIONAL INTEREST EXPENSE THAT WILL BE RECOGNIZED OVER THE LIFE OF THE BOND. THIS DISCOUNT IS EFFECTIVELY AN
AUGMENTATION OF THE INTEREST PAYMENTS. ON THE BALANCE SHEET, THE DISCOUNT IS PRESENTED AS A CONTRA-LIABILITY
ACCOUNT, REDUCING THE CARRYING VALUE OF THE BONDS PAYABLE. FOR EXAMPLE, IF A $ 100,000 BOND IS ISSUED FOR
$95,000, THERE IS A $5,000 DISCOUNT. THIS $5,000 WILL BE AMORTIZED OVER THE BOND'S TERM, INCREASING THE
INTEREST EXPENSE RECOGNIZED EACH PERIOD.

CONVERSELY/ WHEN BONDS ARE ISSUED AT A PREMIUM, THE DIFFERENCE BETWEEN THE FACE VALUE AND THE ISSUANCE PRICE
REPRESENTS A REDUCTION IN THE TOTAL INTEREST COST. THIS PREMIUM IS EFFECTIVELY A PREPAYMENT OF INTEREST BY THE
BONDHOLDERS. THE PREMIUM IS PRESENTED ON THE BALANCE SHEET AS AN ADDITION TO THE BONDS PAYABLE, INCREASING THE
CARRYING VALUE. THIS PREMIUM WILL BE AMORTIZED OVER THE BOND'S TERM, REDUCING THE INTEREST EXPENSE RECOGNIZED EACH



PERIOD. MASTERING THE JOURNAL ENTRIES FOR BOTH DISCOUNT AND PREMIUM ISSUANCES IS VITAL FOR INTERMEDIATE
ACCOUNTING CHAPTER 13 SOLUTIONS.

AMORTIZATION OF BoOND DISCOUNTS AND PREMIUMS

THE AMORTIZATION OF BOND DISCOUNTS AND PREMIUMS IS THE PROCESS OF SYSTEMATICALLY ALLOCATING THE DISCOUNT OR
PREMIUM OVER THE LIFE OF THE BOND. THERE ARE TWO PRIMARY METHODS FOR AMORTIZATION: THE STRAIGHT-LINE METHOD AND
THE EFFECTIVE-INTEREST METHOD. W/HILE THE STRAIGHT-LINE METHOD IS SIMPLER, THE EFFECTIVE-INTEREST METHOD IS
GENERALLY PREFERRED AND REQUIRED BY ACCOUNTING STANDARDS BECAUSE IT PROVIDES A MORE ACCURATE REFLECTION OF
INTEREST EXPENSE. | HE EFFECTIVE-INTEREST METHOD CALCULATES INTEREST EXPENSE BY MULTIPLYING THE CARRYING VALUE OF
THE BOND AT THE BEGINNING OF THE PERIOD BY THE MARKET INTEREST RATE. T HE DIFFERENCE BETWEEN THIS CALCULATED
INTEREST EXPENSE AND THE ACTUAL CASH INTEREST PAID (BASED ON THE STATED RATE) REPRESENTS THE AMORTIZATION
AMOUNT FOR THE PERIOD.

UNDER THE EFFECTIVE-INTEREST METHOD, INTEREST EXPENSE WILL BE CONSTANT AS A PERCENTAGE OF THE CARRYING VALUE,
BUT THE DOLLAR AMOUNT OF INTEREST EXPENSE WILL INCREASE EACH PERIOD FOR BONDS ISSUED AT A DISCOUNT AND DECREASE
FOR BONDS ISSUED AT A PREMIUM. THIS RESULTS IN THE CARRYING VALUE OF THE BOND GRADUALLY APPROACHING ITS FACE
VALUE OVER TIME. DETAILED PRACTICE WITH AMORTIZATION SCHEDULES IS A COMMON REQUIREMENT FOR SOLVING INTERMEDIATE
ACCOUNTING CHAPTER 13 EXERCISES.

o EFFECTIVE-INTEREST METHOD STEPS:

CALCULATE INTEREST EXPENSE: CARRYING V ALUE X MARKET INTEREST RATE

o CALCULATE CASH INTEREST PAID: FACE VALUE X STATED INTEREST RATE
o DETERMINE AMORTIZATION: INTEREST EXPENSE - CASH INTEREST PAID

o UPDATE CARRYING VALUE: PrRevious CARRYING VALUE + AMORTIZATION (FOR DISCOUNT) OR - AMORTIZATION (FOR
PREMIUM)

BoNDs WITH SPeCIAL FEATURES

BONDS PAYABLE CAN ALSO COME WITH VARIOUS SPECIAL FEATURES THAT COMPLICATE THEIR ACCOUNTING TREATMENT. THESE
FEATURES ARE DESIGNED TO PROVIDE FLEXIBILITY OR PROTECTION FOR EITHER THE ISSUER OR THE BONDHOLDER. COMMON
EXAMPLES INCLUDE CALLABLE BONDS, CONVERTIBLE BONDS, AND BONDS WITH DETACHABLE W ARRANTS.

CALLABLE BONDS GIVE THE ISSUER THE RIGHT TO REDEEM THE BONDS BEFORE THEIR MATURITY DATE, USUALLY AT A SPECIFIED
CALL PRICE. THIS PROVIDES THE ISSUER WITH FLEXIBILITY TO REFINANCE DEBT IF INTEREST RATES FALL. CONVERTIBLE BONDS
GIVE THE BONDHOLDER THE OPTION TO CONVERT THE BONDS INTO SHARES OF THE ISSUING COMPANY'S COMMON STOCK. THIS
FEATURE APPEALS TO INVESTORS SEEKING POTENTIAL UPSIDE FROM STOCK PRICE APPRECIATION. BONDS WITH DETACHABLE
WARRANTS ALLOW BONDHOLDERS TO PURCHASE ADDITIONAL SHARES OF STOCK AT A SPECIFIED PRICE, OFTEN ISSUED WITH THE
BOND TO ENHANCE ITS ATTRACTIVENESS.

THE ACCOUNTING FOR THESE SPECIAL FEATURES REQUIRES CAREFUL CONSIDERATION OF THEIR IMPACT ON VALUATION AND
EARNINGS PER SHARE. FOR INSTANCE, WHEN A BOND IS CALLED, THE ISSUER MAY RECOGNIZE A GAIN OR LOSS. FOR CONVERTIBLE
BONDS, THE CONVERSION FEATURE NEEDS TO BE ACCOUNTED FOR SEPARATELY, OFTEN INVOLVING THE RECOGNITION OF A
CONVERSION LIABILITY OR EQUITY COMPONENT. UUNDERSTANDING HOW TO ACCOUNT FOR THE ISSUANCE AND POTENTIAL
EXERCISE OR REDEMPTION OF THESE FEATURES IS A KEY ASPECT OF INTERMEDIATE ACCOUNTING CHAPTER 13 SOLUTIONS.

LEASES: AN OVERVIEW OF ACCOUNTING STANDARDS

LEASE ACCOUNTING HAS UNDERGONE SIGNIFICANT CHANGES IN RECENT YEARS, AIMING TO PROVIDE A MORE TRANSPARENT
REPRESENTATION OF A COMPANY'S ASSETS AND LIABILITIES. A LEASE IS AN AGREEMENT THAT GRANTS THE RIGHT TO USE AN



ASSET FOR A SPECIFIED PERIOD IN EXCHANGE FOR PAYMENTS. TRADITIONALLY, LEASES WERE CATEGORIZED AS EITHER OPERATING
LEASES OR CAPITAL LEASES, WITH DISTINCT ACCOUNTING TREATMENTS. HOWEVER, CURRENT STANDARDS, PARTICULARLY ASC
842 IN THE UNITED STATES, HAVE CONVERGED THESE TREATMENTS TO A GREATER EXTENT.

THE CORE PRINCIPLE BEHIND MODERN LEASE ACCOUNTING IS TO RECOGNIZE THE RIGHT-OF-USE OF AN ASSET AND THE
CORRESPONDING LEASE LIABILITY ON THE BALANCE SHEET, REGARDLESS OF WHETHER THE LEASE IS CLASSIFIED AS OPERATING OR
FINANCE (FORMERLY CAPITAL). THIS AIMS TO PREVENT OFF-BALANCE SHEET FINANCING AND PROVIDE A MORE COMPREHENSIVE
VIEW OF A COMPANY'S FINANCIAL LEVERAGE. FAMILIARITY WITH THE EVOLUTION AND CURRENT REQUIREMENTS OF LEASE
ACCOUNTING IS ESSENTIAL FOR MASTERING CHAPTER 13 PROBLEMS.

OPerATING LEASES Vs. CAPITAL LEaseS (HisToricAL CONTEXT AND
MODERN INFLUENCE)

UNDER OLDER ACCOUNTING STANDARDS, CAPITAL LEASES WERE TREATED AS IF THE LESSEE PURCHASED THE ASSET, RECOGNIZING
AN ASSET AND A LIABILITY AND DEPRECIATING THE ASSET OVER ITS USEFUL LIFE WHILE RECOGNIZING INTEREST EXPENSE ON THE
LIABILITY. OPERATING LEASES, ON THE OTHER HAND, WERE TREATED MORE LIKE RENTAL AGREEMENTS, WITH LEASE PAYMENTS
RECOGNIZED AS RENT EXPENSE ON A STRAIGHT-LINE BASIS OVER THE LEASE TERM. THE DISTINCTION BETWEEN THE TWO WAS
BASED ON SPECIFIC CRITERIA, SUCH AS THE TRANSFER OF OWNERSHIP, A BARGAIN PURCHASE OPTION, THE LEASE TERM BEING A
MAJOR PART OF THE ASSET'S ECONOMIC LIFE, AND THE PRESENT VALUE OF LEASE PAYMENTS BEING SUBSTANTIALLY ALL OF THE
ASSET’S FAIR VALUE.

W/HILE THE STRICT CLASSIFICATION OF OPERATING VS. CAPITAL LEASES HAS EVOLVED, THE UNDERLYING CONCEPTS AND
CRITERIA STILL INFORM THE UNDERSTANDING OF LEASE ARRANGEMENTS. THE NEW STANDARDS BUILD UPON THE IDEA THAT A
LEASE CONVEYS THE RIGHT TO CONTROL THE USE OF AN IDENTIFIED ASSET FOR A PERIOD OF TIME. EVEN THOUGH THE BALANCE
SHEET PRESENTATION IS NOW MORE SIMILAR FOR BOTH TYPES OF LEASES, UNDERSTANDING THE ECONOMIC SUBSTANCE OF THESE
DISTINCTIONS HELPS IN APPLYING THE CURRENT RULES AND SOLVING INTERMEDIATE ACCOUNTING CHAPTER 13 SCENARIOS.

ACCOUNTING FOR LEASES UNDER ASC 842

THe FINANCIAL ACCOUNTING STANDARDS BoARD (FASB) 1ssUED ACCOUNTING STANDARDS UpDATE (ASU) 2016-02,
Leases (Toric 842), WHICH SIGNIFICANTLY CHANGED LEASE ACCOUNTING FOR U.S. GAAP. UnpEr ASC 842, LESSEES ARE
REQUIRED TO RECOGNIZE A RIGHT-OF-USE (ROU) ASSET AND A LEASE LIABILITY FOR ALL LEASES WITH A TERM OF MORE THAN
12 MONTHS, UNLESS THE LEASE IS CONSIDERED A SHORT-TERM LEASE. THE ROU ASSET REPRESENTS THE LESSEE'S RIGHT TO USE
THE UNDERLYING ASSET FOR THE LEASE TERM, AND THE LEASE LIABILITY REPRESENTS THE OBLIGATION TO MAKE LEASE PAYMENTS.

THE LEASE LIABILITY IS INITIALLY MEASURED AT THE PRESENT VALUE OF THE FUTURE LEASE PAYMENTS. THE ROU ASSET IS
TYPICALLY MEASURED AT THE AMOUNT OF THE LEASE LIABILITY, ADJUSTED FOR ANY INITIAL DIRECT COSTS, LEASE PAYMENTS
MADE BEFORE COMMENCEMENT, AND LEASE INCENTIVES RECEIVED. OVER THE LEASE TERM, THE ROU AssET IS AMORTIZED, AND
THE LEASE LIABILITY IS REDUCED AS PAYMENTS ARE MADE, WITH INTEREST EXPENSE RECOGNIZED ON THE OUTSTANDING LIABILITY.
LEASES ARE NOW CLASSIFIED AS EITHER FINANCE LEASES OR OPERATING LEASES, WITH DIFFERENT PATTERNS OF EXPENSE
RECOGNITION ON THE INCOME STATEMENT , BUT BOTH RESULT IN ON-BALANCE SHEET RECOGNITION OF THE ROU ASSET AND
LEASE LIABILITY.

Key ELeMenTs oF ASC 842:

RecoGNITION oF ROU ASSET AND LEASE LIABILITY FOR LEASES > 12 MONTHS.

® |NITIAL MEASUREMENT OF LEASE LIABILITY AT PRESENT VALUE OF FUTURE PAYMENTS.

o CLASSIFICATION INTO FINANCE LEASES AND OPERATING LEASES.

o DIFFERENT INCOME STATEMENT EXPENSE RECOGNITION PATTERNS FOR FINANCE VS. OPERATING LEASES.



DiscLosuUreSs ReLATED To LoONG-TerM LIABILITIES

ACCURATE AND COMPREHENSIVE DISCLOSURES ARE A CRITICAL COMPONENT OF FINANCIAL REPORTING. FOR LONG-TERM
LIABILITIES, INCLUDING BONDS PAYABLE AND LEASES, ACCOUNTING STANDARDS REQUIRE EXTENSIVE DISCLOSURES TO PROVIDE
USERS OF FINANCIAL STATEMENTS WITH SUFFICIENT INFORMATION TO ASSESS THE NATURE, AMOUNT, TIMING, AND UNCERTAINTY
OF FUTURE CASH FLOWS. THESE DISCLOSURES HELP STAKEHOLDERS UNDERSTAND A COMPANY'S FINANCIAL RISK AND ITS ABILITY
TO MEET ITS LONG-TERM OBLIGATIONS.

FOR BONDS PAYABLE, DISCLOSURES TYPICALLY INCLUDE INFORMATION ABOUT THE FACE VALUE, STATED INTEREST RATES,
MATURITY DATES, COVENANTS, AND ANY COLLATERAL PLEDGED. DETAILS ABOUT DISCOUNTS AND PREMIUMS, AS WELL AS THE
AMORTIZATION METHOD USED, ARE ALSO IMPORTANT. FOR LEASES, DISCLOSURES REQUIRE INFORMATION ABOUT THE NATURE OF
LEASES, SIGNIFICANT ASSUMPTIONS USED IN LEASE ACCOUNTING, AMOUNTS RECOGNIZED IN THE FINANCIAL STATEMENTS, AND
FUTURE MINIMUM LEASE PAYMENTS UNDER NON-CANCELABLE LEASES. THESE DISCLOSURES ARE ESSENTIAL FOR A COMPLETE
UNDERSTANDING OF A COMPANY'S FINANCIAL POSITION AND ARE FREQUENTLY TESTED IN INTERMEDIATE ACCOUNTING CHAPTER
13 PROBLEMS.

FAQ SECTION

Q: WHAT ARE THE MAIN TYPES OF LONG-TERM LIABILITIES COVERED IN INTERMEDIATE
ACCOUNTING CHAPTER 13°

A: INTERMEDIATE ACCOUNTING CHAPTER 13 TYPICALLY COVERS BONDS PAYABLE, LEASES, AND SOMETIMES OTHER LONG-TERM
DEBT OBLIGATIONS SUCH AS MORTGAGES PAYABLE OR NOTES PAYABLE WITH EXTENDED REPAYMENT TERMS. THE FOCUS IS ON
INSTRUMENTS THAT REPRESENT OBLIGATIONS EXTENDING BEYOND ONE YEAR.

QZ \WHY IS THE EFFECTIVE-INTEREST METHOD PREFERRED FOR AMORTIZING BOND
DISCOUNTS AND PREMIUMS?

A: THE EFFECTIVE-INTEREST METHOD IS PREFERRED BECAUSE IT APPLIES A CONSTANT INTEREST RATE TO THE CARRYING VALUE
OF THE BOND, RESULTING IN A MORE ACCURATE AND CONSISTENT RECOGNITION OF INTEREST EXPENSE OVER THE LIFE OF THE
BOND. THIS METHOD ALIGNS THE REPORTED INTEREST EXPENSE WITH THE ECONOMIC REALITY OF THE BORROWING COST.

Q: WHAT Is THE PRIMARY IMPACT oF ASC 842 ON LEASE ACCOUNTING?

A: THE PRIMARY IMPACT of ASC 842 IS THE REQUIREMENT FOR LESSEES TO RECOGNIZE A RIGHT-OF-USE (ROU) ASSET AND A
LEASE LIABILITY ON THE BALANCE SHEET FOR ALL LEASES WITH TERMS LONGER THAN 12 MONTHS, EFFECTIVELY BRINGING MOST
LEASES “ON-BALANCE SHEET.”

QI How ARE BONDS ISSUED AT A DISCOUNT TREATED ON THE INCOME STATEMENT?

A: \W/HEN BONDS ARE ISSUED AT A DISCOUNT, THE DISCOUNT IS AMORTIZED OVER THE LIFE OF THE BOND, WHICH INCREASES THE
TOTAL INTEREST EXPENSE RECOGNIZED ON THE INCOME STATEMENT EACH PERIOD. THIS MEANS THE TOTAL INTEREST EXPENSE
WILL BE HIGHER THAN THE CASH INTEREST PAID.

QZ WHAT IS A CALLABLE BOND , AND HOW DOES IT AFFECT ACCOUNTING?

A: A CALLABLE BOND GIVES THE ISSUER THE RIGHT TO REDEEM THE BOND BEFORE ITS MATURITY DATE. THIS FEATURE CAN LEAD
TO GAINS OR LOSSES FOR THE ISSUER IF THE BOND IS CALLED AND MUST BE CONSIDERED WHEN CALCULATING THE EFFECTIVE
INTEREST RATE AND ANY POTENTIAL EARLY EXTINGUISHMENT OF DEBT.



Q: WHAT ARE THE KEY DIFFERENCES IN EXPENSE RECOGNITION FOR FINANCE LEASES
VERSUS OPERATING LEASES UNDER ASC 842°

A: FOR FINANCE LEASES, LESSEES RECOGNIZE SEPARATE INTEREST EXPENSE ON THE LEASE LIABILITY AND AMORTIZATION EXPENSE
ON THE ROU ASSET, RESULTING IN A FRONT-LOADED TOTAL LEASE EXPENSE. FOR OPERATING LEASES, LESSEES RECOGNIZE A
SINGLE, STRAIGHT-LINE LEASE EXPENSE OVER THE LEASE TERM.

Q: How DO DETACHABLE WARRANTS AFFECT THE ACCOUNTING FOR BONDS?

A: W/HEN BONDS ARE ISSUED WITH DETACHABLE W ARRANTS, THE PROCEEDS FROM THE ISSUANCE ARE ALLOCATED BETWEEN THE
BONDS AND THE WARRANTS. THE VALUE OF THE WARRANTS IS TYPICALLY DETERMINED BY THEIR FAIR VALUE AT THE TIME OF
ISSUANCE, AND THIS AMOUNT IS CREDITED TO AN EQUITY ACCOUNT.

QI WHAT ARE SOME COMMON DISCLOSURE REQUIREMENTS FOR LONG-TERM LIABILITIES?

A: DISCLOSURES FOR LONG-TERM LIABILITIES TYPICALLY INCLUDE INFORMATION ABOUT THE NATURE AND TERMS OF THE DEBT,
MATURITY DATES, INTEREST RATES, COVENANTS, COLLATERAL, AND FUTURE PRINCIPAL AND INTEREST PAYMENTS. For LEASES,
THIS INCLUDES SIGNIFICANT ASSUMPTIONS AND QUALITATIVE INFORMATION ABOUT LEASE ARRANGEMENTS.
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