                                                              DEBT

A liability is a present obligation that entails settlement by probable future transfer or use of cash, goods, or services and the transaction or event creating the unavoidable obligation has already occurred. Current liabilities will be liquidated by using current assets or by creating other current liabilities within one year or the current operating cycle, whichever is longer.

Accounts payable represent obligations owed to others for goods and services purchased on open account. Notes payable are written promises to pay a certain sum of money on a specified future date (short-term or long-term depending on the due date). Notes may be interest-bearing or noninterest-bearing. The former is reported at face value; the latter is reported at present value. A two-year $100,000 interest-bearing note at 10% is reported at $100,000; a two-year $100,000 noninterest-bearing note for which $85,100 is received and $100,000 is to be paid back is reported at $85,100 on receipt and $90,909 after one year. Unearned or deferred revenues occur when a company receives cash in advance of the performance of services or issuance of merchandise.

Long-term debt consists of obligations that are not payable within one year or the operating cycle, whichever is longer. These obligations normally require a formal agreement between the parties involved and often include certain covenants and restrictions for the protection of both lenders and borrowers. A bond indenture or note agreement includes information related to authorized amounts, interest rates, due dates, covenants, security, etc.

Bonds are debt instruments of the issuing corporation used to borrow funds. Bonds may be sold directly to a large financial institution or through an underwriter who either guarantees a certain sum  and assumes the risk of sale or agrees to sell the bond issue on a commission basis. Bonds are issues with a stated interest rate expressed as a percentage of the face value of the bonds. If the market rate of interest , which is set by economic conditions in the investment market, exceeds the stated rate, the bonds sell at a discount; if the market rate is less than the stated rate, the bonds sell at a premium.

Assume a 3-year bond with an 8% stated (coupon) rate is sold to yield 10% on January 1, Year 1. Interest is payable annually. The bonds sell for $95,027. Interest expense the first year is $95,027 x .10 = $9,503. Since the interest payment is $100,000 x .08 = $8,000, the discount amortization is $1,503 and the carrying value of the bonds is $96,530 at year end. In Year 2, the interest expense is $9,653 and the carrying value at year end is $98,183.

When bonds are extinguished (retired) either by calling them or buying them on the open market, the gain or loss (not extraordinary) is the difference between the reacquisition price and the carrying amount at the time of  extinguishment.

A contingent liability is an obligation that is dependent upon the occurrence or nonoccurrence of one or more future events to resolve its status. A liability and loss are recorded if the realization of the loss is probable and the amount can be reasonably estimated. Gain contingencies are not recorded. Some common loss contingencies are litigation claims, guarantee and warranty costs, and environmental liabilities (such as decommissioning nuclear facilities, dismantling and restoring oil and gas properties and mining facilities).

