
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 13, 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 Valuation

Bonds payable represent a significant source of long-term financing for many corporations. When 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. If 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

When 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 Bond 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. While 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. The 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. The 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.

Effective-Interest Method Steps:

Calculate interest expense: Carrying Value x Market Interest Rate

Calculate cash interest paid: Face Value x Stated Interest Rate

Determine amortization: Interest Expense - Cash Interest Paid

Update carrying value: Previous 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 warrants.

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. Understanding 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.

While 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) issued Accounting Standards Update (ASU)

2016-02, Leases (Topic 842), which significantly changed lease accounting for U.S. GAAP. Under 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.

Initial measurement of lease liability at present value of future payments.

Classification into finance leases and operating leases.

Different income statement expense recognition patterns for finance vs. operating leases.

Disclosures Related to Long-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.

Q: 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."

Q: How are bonds issued at a discount treated on the income

statement?

A: When 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.

Q: 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: When bonds are issued with detachable warrants, 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.

Q: 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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