study guide chapter 11 accounting

Study Guide Chapter 11 Accounting

Chapter 11 of an accounting textbook typically focuses on the areas of long-term liabilities, including bonds
payable and notes payable, and the accounting practices associated with these financial instruments. This

chapter is crucial for students to understand how businesses finance their operations and the implications of
debt on financial statements. In this study guide, we’ll explore the key concepts, calculations, and examples

pertinent to Chapter 11, ensuring a comprehensive understanding of long-term liabilities in accounting.

Understanding Long-Term Liabilities

Long-term liabilities are obligations that a company is required to pay after one year. These can include
bonds payable, long-term notes payable, and leases. Understanding long-term liabilities is essential for

assessing a company's financial health and its ability to meet future obligations.

Types of Long-Term Liabilities

1. Bonds Payable: These are debt securities issued by corporations or governments to raise funds. Investors
purchase bonds, and in return, the issuer agrees to pay back the principal amount at a specified date and

make periodic interest payments.

2. Notes Payable: These are written promises to pay a certain amount of money at a future date. Notes can

be short-term or long-term depending on the maturity date.
3. Leases: Accounting for leases has changed significantly with the introduction of new standards. Leases

can be classified as operating leases or finance leases, impacting how they are recorded in financial

statements.

Accounting for Bonds Payable

When a company issues bonds, it must recognize the liability on its balance sheet. The accounting

treatment for bonds payable involves several key concepts.



Bond Issuance

Bonds can be issued at par, at a discount, or at a premium:

- At Par: The bonds are sold at their face value.

- At a Discount: The bonds are sold for less than their face value, which can occur when the market interest
rate is higher than the stated interest rate.

- At a Premium: The bonds are sold for more than their face value, which can occur when the market

interest rate is lower than the stated interest rate.

Interest Expense Calculation

The interest expense on bonds payable can be calculated based on the bond's stated interest rate and the

carrying amount (or book value) of the bond. The formula for calculating the interest expense is:

\[ \text{Interest Expense} = \text{Carrying Amount} \times \text{Effective Interest Rate} \]

Amortization of Premiums and Discounts

‘When bonds are issued at a discount or premium, the difference between the selling price and the face
value must be amortized over the life of the bond. This is typically done using the effective interest

method or the straight-line method.

- Effective Interest Method: This method calculates interest expense based on the carrying amount of the
bond and the effective interest rate, leading to varying amounts being recognized each period.
- Straight-Line Method: This method divides the total premium or discount by the number of periods to

arrive at a consistent amortization expense.

Accounting for Notes Payable

Notes payable require similar accounting treatment as bonds but usually involve fewer complexities.

Issuing Notes Payable

‘When a company issues a note payable, the initial entry records the note as a liability and recognizes any

cash received. If the note includes interest, the interest expense should also be recorded over the life of the



note.

Interest on Notes Payable

The interest on notes payable can be calculated using the formula:

\[ \text{Interest} = \text{Principal} \times \text{Rate} \times \text{Time} \]
Where:

- Principal is the amount borrowed,

- Rate is the interest rate,

- Time is the time period in years.

Leases in Accounting

With the introduction of the new lease standards (ASC 842), companies must recognize lease liabilities and

corresponding right-of-use assets on their balance sheets.

Types of Leases

1. Operating Lease: Previously treated as off-balance-sheet financing. Under the new standard, companies

must recognize a right-of-use asset and lease liability.

2. Finance Lease: Leases that transfer ownership of the underlying asset or meet certain criteria. These are

recorded similarly to purchasing an asset.

Lease Accounting Entries

When a lease is initiated, the company must make the following journal entries:

- Initial Recognition:
- Debit Right-of-Use Asset
- Credit Lease Liability

- Subsequent Payments:

- Debit Interest Expense



- Credit Cash
- Debit Lease Liability (for the principal amount)

Reporting Long-Term Liabilities

Long-term liabilities are reported on the balance sheet under non-current liabilities. It is important for

stakeholders to analyze these liabilities to assess the company’s leverage and financial risk.

Disclosure Requirements

Companies must disclose the following information regarding long-term liabilities:
- Nature of the liabilities

- Terms of repayment

- Interest rates

- Maturity dates

- Any covenants or restrictions associated with the debt

Financial Ratios Involving Long-Term Liabilities

Understanding financial ratios can provide insights into a company's leverage and ability to meet its long-

term obligations.

Key Ratios

1. Debt to Equity Ratio: This ratio indicates the proportion of debt to equity financing. It is calculated as:
\[ \text{Debt to Equity Ratio} = \frac{\text{Total Liabilities}}{\text{Total Equity}} \]

2. Times Interest Earned Ratio: This ratio measures a company’s ability to meet its interest obligations. It is

calculated as:
\[ \text{Times Interest Earned} = \frac{\text{EBIT} }{\text{Interest Expense}} \]

3. Debt Ratio: This ratio shows the proportion of a company’s assets that are financed by debt:



\[ \text{Debt Ratio} = \frac{\text{Total Liabilities}}{\text{Total Assets}} \]

Conclusion

Chapter 11 of accounting is foundational for understanding long-term liabilities, including bonds and notes
payable, and the implications of these financial instruments. Mastery of these concepts is essential for
analyzing a company’s financial position and for making informed business decisions. By focusing on both
the theoretical and practical aspects of accounting for long-term liabilities, students can better prepare for

their examinations and future careers in finance and accounting.

In summary, remember to focus on the various types of long-term liabilities, the accounting treatments
involved, the required disclosures, and the financial ratios that provide insights into a company’s financial
health. This chapter not only enhances your understanding of accounting principles but also prepares you

for real-world applications in financial management and analysis.

Frequently Asked Questions

What are the key topics covered in Chapter 11 of the accounting study
guide?

Chapter 11 typically covers advanced topics such as long-term liabilities, bonds payable, and lease

accounting.

How are bonds payable classified in accounting?

Bonds payable are classified as either secured or unsecured, and can also be categorized based on their

maturity period.

What is the difference between a capital lease and an operating lease?

A capital lease transfers ownership benefits and risks to the lessee, while an operating lease does not,

typically allowing for shorter-term rental agreements.

How is the interest expense on bonds calculated?

Interest expense is calculated by multiplying the bond's face value by the stated interest rate, adjusted for

the time period.



What are the journal entries required when issuing bonds at a discount?

When issuing bonds at a discount, the journal entries will include a debit to cash, a debit to discount on

bonds payable, and a credit to bonds payable.

How do you determine the effective interest rate on a bond?

The effective interest rate can be determined by dividing the annual interest expense by the carrying

amount of the bond at the beginning of the period.

What is the amortization of a bond premium?

Amortization of a bond premium reduces the bond's carrying amount over time, resulting in lower interest

expense recognized in the income statement.

What disclosures are required for long-term liabilities in the financial
statements?

Disclosures for long-term liabilities typically include the nature of the liabilities, maturity dates, interest

rates, and any covenants associated with the liabilities.

Why is it important to understand lease accounting in Chapter 11?

Understanding lease accounting is crucial due to its impact on financial statements, as leases can significantly

affect the balance sheet and income statement.
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