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Companies can buy back and retire their own bonds before maturity, vesulting in a possible gain or loss on
the extinguishment of debt. What would happen if a company repurchased its own bonds before maturity
but did not retire them, potentially holding them for resale later before the bonds mature? This paper
provides a conceptual exploration of the early repurchase of bonds without a corresponding retirement.
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INTRODUCTION AND MOTIVATION

Companies can buy back and retire their own bonds before the bonds mature. For example, General
Electric Company (GE) announced plans to buy back $5 billion of debt in September 2019 (Boston and
Black, 2019). A further announcement by GE in April 2020 offered to buy back another $9 billion in debt
(Scott and Ajmera, 2020).

Because bonds are a liability, the early retirement of bonds can result in a gain or loss. What would
happen if a company repurchased its own bonds before maturity but did not retire them, potentially holding
them for resale later before the bonds mature?

Consider the following possibility. A company issues 40-year bonds to finance a new product, project,
process, or division. After 10 years when that financing has proven successful, market interest rates have
gone up, reducing bond prices to an amount significantly below the book value of the bonds on the issuing
company’s books. Because of the success, the company has the ability to repurchase the bonds before
maturity. However, instead of retiring the bonds and recording a gain on the early retirement, the company
instead decides to repurchase the bonds and hold them for possible future resale before they mature. Over
the following 10 years, market interest rates decrease with a corresponding increase in the market price of
the bonds. This increase in the market price of the bonds motivates the company to resell its own
repurchased bonds to finance a new operation for the next 20 years, the remaining life of the original bond
issue. This resale takes place under the original bond contract, thus negating any costs of a new bond
issue. How would the company account for the repurchase of bonds held for resale? Would a gain be
recorded? How would the transaction be reflected in the balance sheet? How would the subsequent resale
of the repurchased bonds be recorded? This paper provides a conceptual exploration of bonds repurchased
before maturity by the issuing company without a corresponding early retirement ot those bonds.
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As a motivation for the paper, a review of bond yields over time may be helpful as an indication of how
bond prices might also fluctuate over time. Moody’s Seasoned Aaa Corporate Bond Yields are reported by
the St. Louis Federal Reserve over a 100-year period. Over the last 100 years, these bond yields, reported
for bonds with maturities of 20 years or more, have been as high as 15.49% (September 1981) and as low
as 2.14% (July 2020). This information indicates that the 40-year period in the last 100 years with the largest
yield fluctuation has been the most recent 40-year period. It is true that, other than a decade from the late
1970s to the late 1980s when these bond yields were often above 10%, the yields for these bonds over the
past 100 years has always been below 10%, but there has still been significant variation in yields over time
(Moody’s, 2020). Since yields can vary widely over time, especially over the length to maturity of a long-
term bond, scenarios where a company might want to repurchase its own bonds before maturity but hold
them for resale are certainly possible.

BACKGROUND

A review of the repurchase and retirement of bonds will be provided first. This review provides a
foundation for the discussion of bonds that are repurchased and held for future resale.

Early Retirement of Debt

A company may want to retire some or all of its bonds before they mature. Although the bonds may
initially have been issued for 20, 30, 40, or more years, the company’s economic situation may have
changed over time, and early retirement may now be advantageous. A company can retire its bonds early
either by paying the call price for callable bonds or by purchasing its own bonds in the open market at the
current market price.

One reason for retiring bonds early would be to avoid the continued interest payments over time that
would no longer be required if the bonds were retired. If a company has some excess cash, retiring bonds
may be a good use of this cash, although that might be an admission by the company that it has no better
investment use for the funds. On the other hand, if the company truly has no current potential asset
investments that can earn a greater return than the interest saved by retiring the bonds, this use of cash might
be optimal.

Another situation for which a company may want to retire its bonds early could occur if callable bonds
have a call price less than the current market price of the bonds. Additionally, a company may want to retire
bonds if it will improve its debt ratio or its debt-to-equity ratio, which could be desirable for varying reasons,
including the need to meet or maintain debt covenant requirements.

While financial leverage, when deployed successfully, can enhance firm value, sometimes a company’s
strategy may include deleveraging if the debt load is too high. The GE debt repurchases mentioned
previously seem to be a strategic move by GE to deleverage the firm to reduce financial risk (Boston and
Black, 2019; Scott and Ajmera, 2020).

What are the implications of early bond retirements? Because it is very unlikely that the amount paid
to repurchase the bonds (call price or market price) will exactly equal the book value of the bonds, early
bond retirements will most often result in a gain or a loss being recorded. Any bond issuance costs incurred
to issue the bonds would increase the discount or decrease the premium recorded at the initial issuance,
resulting in a higher market rate to be used by the issuing company. We will assume any bond issuance
costs have been netted with the premium or discount account, thus implying that any unamortized bond
issuance costs will also affect the gain or loss recorded at the time of the repurchase.

Table 1 reviews the effect of market interest rate changes after initial bond issuance on the subsequent
gain/loss on the bond repurchased. If the market interest rate has increased since the bonds were issued, the
market price will have dropped below the book value of the bonds. In this case, a gain would be recognized
if the bonds are repurchased. While it seems that any company would like a gain, a company gives
something up to achieve this gain. It gives up the ability to continue to pay the below-current-market interest
rate that would otherwise be locked in if'the company continued to make the interest payments on the bonds.
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TABLE 1
EFFECT OF MARKET RATE CHANGES ON SUBSEQUENT GAIN/LOSS ON

BOND REPURCHASE
Subsequent
Subsequent Market Price vs. Result of
Market Rate at Market Rate Subsequent Amortized Book Repurchase at
Bond Issuance Change Market Price Value Market Price
Implies Original Increase Decrease Lower Gain
Book Value Decrease Increase Higher Loss

If the market interest rate has decreased since the bonds were issued, the market price will have
increased above the book value of the bonds. In this case, a loss would be recognized if the bonds are
repurchased and retired. Why might a company be willing to buy back its bonds if it will have to record a
loss? One reason is that it might be able to refinance those bonds with bonds that are sold based on the
lower current market interest rate. The loss may be worth bearing to lower the effective interest rate paid in
the future. Or if the company no longer needs the money from the bonds, it might simply be willing to bear
the loss to quit paying interest at the higher-than-current market rate that it is locked into if it continues to
make interest payments over the remaining life of the bonds until they mature. This may be especially true
if the company thinks market rates will continue to decline, causing the price of the bonds to increase even
further.

As an example, suppose a company issues $100,000,000 of 5%, 30-year bonds when the market interest
rate is 6%. If interest payments are made semiannually under the bond contract, the bonds will initially sell
for $86,162,218, a discount of $13,837,782. After ten years, the unamortized discount will have decreased
to $11,557,386, leaving the book value of the bonds at $88,442,614. If, during that ten-year period, the
market rate for these bonds has increased to 7%, the bonds would then have a fair value of $78,544,928. If
the issuing company repurchased and retired its bonds at that price, it would record a gain of $9,797,686,
the difference between the amount paid and the book value of the bonds. On the other hand, if the market
rate had decreased to 5% over that ten-year period, the bonds would have a fair value of $100,000,000. If
the issuing company repurchased the bonds for this amount, it would record a loss of $11,557,386, as it
paid that much more to retire the bonds than the book value of the liability removed from its books.

Changes in market rates can be a result of changes in company-specific risk or changes in the general
economy. These changes can easily occur over a several-decade period in the life of a bond issue. If the
company-specific risk increases, the market rate demanded for these bonds would also increase, driving
down the market value of the bonds. While this might be the ideal time for a company to purchase its own
bonds, it might also signal financial distress for the company. If the company is distressed, it may not have
the ability to buy back any of its bonds. If the company-specific risk decreases, the market rate demanded
for these bonds would also decrease, causing the market value of the bonds to increase. In this case, the
company may not be in financial distress but would then have to weigh the loss it would incur in retiring
its bonds with the benefit of either refinancing with lower-market-rate bonds or simply eliminating the
continued interest at the original higher interest rate.

If market rates change in the general economy independent of the risk of the specific company, market
rate increases (decreases) will lead to market value decreases (increases) for the company’s bonds. As the
market value decreases (increases), a repurchase of the bonds would lead to a gain (loss). However, in this
case, the market value decrease for the bonds may not be a sign of financial distress for the company, so
the company may be in a position to repurchase bonds.

If the bonds are repurchased through a call provision, this would normally take place on an interest
payment date, requiring no further updating of premium or discount amortization before recording the
retirement. However, if the bonds are repurchased through the open market, these retirements could take
place at any point in time, requiring an adjusting entry to amortize the discount or premium from the last
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interest payment date to the date of repurchase before the entry for the bond repurchase/retirement is
recorded (Kieso, et. al., 2019).

If a company repurchases and retires its own bonds, it will need to debit Bonds Payable for the face
value of the bonds retired. It will also need to eliminate any related contra or adjunct accounts for
unamortized discounts/premiums. After crediting Cash for the purchase price, any remaining debit (credit)
needed to make the entry balance would be recorded to a loss (gain) account. The effect of any transaction
cost to buy back the bonds would be an increase in the cash paid, resulting in a larger loss or a smaller gain
than would otherwise be recorded.

Currently, it appears most companies repurchasing bonds retire the bonds upon repurchase and,
therefore, remove the bond liability from the balance sheet and present it as a “repayment of debt” in the
statement of cash flows. A recent example of this is the 2019 Half Year Report of ams AG, located in
Austria (https://ams.com/-/; https://ams.com/documents/). Similarly, Vale, in Brazil, announced in
September 2019 plans to enter into a bond repurchase (Vale unveils bond buyback, 2019). As mentioned
previously, GE also announced bond repurchase plans in both 2019 and 2020 (Boston and Black, 2019;
Scott and Ajmera, 2020).

Though we were able to find examples of bond repurchases for retirement, we have not been able to
identify examples of bond repurchases without retirement. There are reasons that such transactions could
take place, however, and the next section explores these reasons, as well as the possible accounting for such
transactions.

EARLY DEBT REPURCHASE WITHOUT RETIREMENT

Intermediate accounting textbooks briefly cover the early retirement of debt, typically in a few short
paragraphs, perhaps with an example to illustrate the journal entry (Hanlon, et. al., 2020, Kieso, et. al.,
2019; Spiceland, et. al., 2020; Stice & Stice, 2014). However, these books do not discuss or illustrate the
repurchase of debt before maturity without a corresponding retirement. What if a company repurchased its
own bonds but held them for possible resale prior to maturity, especially if the maturity date is still many
years in the future? Why might a company choose this option?

Reasons for Repurchase

The reasons given above for an early retirement of debt can be reconsidered for the early purchase of
bonds without retirement. This type of transaction might be a way to “invest” excess cash temporarily in
case this cash is needed again later through the resale of the bonds. The effect of this transaction could also
improve the company’s debt ratio or debt-to-equity ratio temporarily or allow the avoidance of interest
payments temporarily, as a company would not pay itself interest on its holdings of its own bonds which
are not outstanding. In addition, the future resale of these bonds would not require a new bond contract or
additional issuance costs as might be required if the bonds were refinanced immediately or if new bonds
were issued later. If a company had expectations of which way market interest rates would move in the
future, it might be able to take advantage of potential changes in these market rates.

Presumably, a company’s bond price could be driven down by a decreased credit rating due to a public
expectation that the company will have difficulty repaying the bonds. If the company can raise the cash to
buy back all or some of the bonds, contrary to expectation, it could possibly do so at a significantly reduced
price. The buyback of those bonds could demonstrate to the public that it is financially stronger than
presumed, so its credit rating might increase. It could then reissue those bonds, without the issuance price
associated with a new issuance, at a much higher price than that at which it repurchased them. Such a
scenario would result in very positive cash flows for an entity. However, it could also result in accusations
of improper behavior, as addressed below under legal concerns.

If the market interest rate has changed since the bonds were issued, a company might want to record a
gain or loss on the repurchase of the bonds and then immediately resell those bonds in the market. Why
might a company do this? If the market rate had increased, causing the value of the bonds to drop below
book value, a gain could be recognized at the time of the repurchase, but that gain would be recorded at the
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cost of a higher interest rate for the remaining life of the bonds. However, might some companies be
interested in this type of earnings management to recognize a gain in the short run even if it means less
income in the future due to the higher interest cost? If the market rate had decreased, causing the value of
the bonds to rise above book value, a loss could be recognized at the time of the repurchase, but the loss
would provide lower interest expense in the future. Again, this type of earnings management might be
appealing to companies who are taking a “big bath” now in order to reduce expenses and increase income
in the future. Of course, in these cases, the quality of earnings could be questioned. In fact, these possibilities
raise the question about whether this is a situation where the gain or loss should be deferred in order to
avoid the manipulation of net income. However, a company might argue that this is simply a “refinancing”
arrangement for its bonds and that the gain or loss should be recognized immediately in the income
statement.

As was mentioned before, any transaction costs to repurchase bonds would reduce the gain or increase
the loss recorded at the time of repurchase. In addition, transaction costs to resell these bonds, even if done
essentially simultaneous with the repurchase, will increase the effective rate on the reissuance, meaning
that the market rate for the bonds resold will increase slightly.

Ignoring the transaction costs and using the same example introduced previously, the bonds would have
a book value of $88,442,614 after ten years. If the market rate had increased from 6% to 7% during that
ten-year period, the bonds could be repurchased for $78,644,928, with a calculated gain of $9,797,686.
However, the immediate resale of these bonds would then mean the issuing company would now have an
effective rate of 7% for the remaining life of the bonds rather than the original 6% rate. On the other hand,
if the market rate had decreased from 6% to 5% during that ten-year period, repurchase of the bonds would
require $100,000,000, leading to a calculated loss of $11,557,386. However, the immediate reissuance of
the bonds would lead to a lower effective rate of 5% for the remaining life of the bonds compared to the
original 6% effective rate. Would it make sense to allow a company to record a gain or loss on this
repurchase/resale transaction if the repurchase and resale were to happen essentially simultaneously?

So far, the scenarios mentioned may just be a ploy to manage earnings. However, if a company buys
back its bonds to hold them with the possible intent to resell them in the future, perhaps after several years,
mostly to avoid interest payments or temporarily use excess cash, this may be considered a legitimate
corporate strategy instead of simple earnings management.

If the bonds were repurchased at a gain because the market rate had increased since the bonds were
originally issued, the bonds could be held for resale in the future. However, in the interim holding period,
the market rate could either increase further or decrease. If the market rate increased further, the gain would
be offset by an even higher interest rate to be paid once the bonds are reissued. However, during this interim
period, the company would also avoid the payment of interest on the bonds that are not outstanding.

To illustrate this scenario, the example given above will be extended. After ten years if the market rate
had increased to 7%, the bonds could be repurchased for $78,644,928, a calculated gain of $9,797.686.
Suppose the company held these bonds without retiring them and resold them in the market after five
additional years. During this period of time, the company would save $25,000,000 that would not be paid
in cash at the stated interest rate. If, during that five-year period, the market rate increased further to 8%,
the company could resell the bonds for $74,061,950, obviously less than was paid to repurchase the bonds
earlier. The company would then be paying an effective rate of 8% for the remaining life of the bonds.

If the market rate decreased after the bonds were repurchased but by the time the bonds are resold, the
gain would still have been calculated at the time of the repurchase, and the interest payments would not be
made on those bonds. However, depending on how low the market rate had dropped, the company might
resell the bonds and pay a rate that is higher than the original rate (if the rate decreased from the repurchase
date but is still higher than the original rate) or be able to pay a rate lower than the original rate (if the
market rate drops below the original rate).

Returning to the example, if the bonds were resold after five years, the company would still save
$25,000,000 that would not need to be paid in interest. Assuming the market rate decreased to 6%2%, lower
than the rate at the time of repurchase but higher than the original market rate, the bonds could be resold
for $85,763,562, an amount higher than what was paid to repurchase the bonds five years earlier, and the
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issuing company would then have an effective rate of 672% for the remaining life of the bonds. If the market
rate decreased even further during this five-year period, to 5%, lower than the original market rate, the
company could resell the bonds for $94,937,675, an amount higher than the original issue price, and pay
an effective rate of 5%2% for the remaining life of the bonds.

If the bonds were repurchased at a loss because the market rate had decreased since the bonds were
originally issued, the bonds could be held for resale in the future. However, in the interim holding period,
the market rate could either decrease further or increase. If the market rate decreased further, the loss would
be offset by an even lower interest to be paid once the bonds are reissued. However, during this interim
period, the company would also avoid the payment of interest on the bonds that are not outstanding.

Using the same example, if the market rate had decreased to 5% during the ten-year period before the
bonds were repurchased, they could be repurchased for $100,000,000, a calculated loss of $11,557,386. If
the effective rate decreased even further to 4% over the next five years before the bonds were resold, they
could be resold for $111,198,228, significantly more than either the original issue price or the repurchase
cost, and the company would then pay an effective rate of 4% until the bonds mature.

If the market rate increased after the bonds were repurchased but by the time the bonds are resold, the
loss would still have been calculated at the time of the repurchase, and the interest payments would not be
made on those bonds. However, depending on how high the market rate had increased, the company might
resell the bonds and pay a rate that is lower than the original rate (if the rate increased from the repurchase
date but is still lower than the original rate) or pay a rate higher than the original rate (if the market rate
rises above the original rate).

Again, from the prior example, if the market rate went up from 5% at the date of repurchase to 5%2%
by the time the bonds were resold five years after the repurchase, the bonds would then be resold for
$94,937.675. Although this would be less than the amount paid to buy back the bonds, the company would
have avoided $25,000,000 of cash interest at the stated rate during that five years. If the market rate went
up even higher to a rate above the original market rate, say 6/2%, the reissue price would be only
$85,763.562, and the company would now pay an effective rate of 6%:% until maturity. However, the
company would still have saved $25,000,000 of cash interest during the five years when the bonds were
not outstanding.

Of course, a company would not necessarily need to repurchase all its bonds, nor would it necessarily
need to resell all its repurchased bonds. Although the examples given above illustrate the entire face value
being repurchased or resold, any portion of the bonds could have been repurchased or resold, resulting in
proportionate gains/losses and proportionate savings of cash interest at the stated rate.

Treatment of Gain or Loss

The repurchase of bonds for retirement results in the recognition of a gain or a loss in the income
statement. This is true even if the bonds are repurchased through refinancing with newly issued bonds.
Should the gain or loss on the repurchase of bonds be treated differently if the bonds are held for possible
resale? And does the answer to that question depend on any specific holding period for these bonds before
they are resold? For example, if they are resold immediately (or very soon after repurchase), would this be
considered just an inappropriate earnings management effort, changing when or how the gain or loss should
be recorded?

As with bonds repurchased for retirement, an argument can be made for the immediate recognition of
the gain or loss if bonds are repurchased and held for resale. This assumption was applied in the examples
given above. Other methods of accounting for the gain or loss could also be considered.

We wondered about recognizing the gain/loss immediately but reversing it out if the bonds are resold
later before maturity. However, we found no satisfactory way to account for any reversal. If the gain or loss
were reversed out later at the time of the reissuance, it seems that the reversal would need to be an
adjustment to the discount or premium at the time of reissuance of the bonds. However, that would then
change the market rate at reissuance, perhaps significantly, such that the rate implicit in the bond reissuance
would have no relationship to the actual market rate for that company’s bonds on that date.
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Another idea is to defer the recognition of the gain/loss until the bonds are actually retired early, mature,
or are reissued. Deferring the gain/loss in a Deferred Gain account (liability) or a Deferred Loss account
(asset) also does not make much sense. However, unrealized holding gains on available-for-sale security
investments are deferred from the income statement until the actual sale of the investment by including the
deferred amount in other comprehensive income (OCI), which is closed into accumulated other
comprehensive income (AOCI) in the stockholders’ equity section of the balance sheet. It is possible that
the deferred gain/loss on repurchased bonds held for resale could also be considered “unrealized” and stored
in AOCI until the later disposition of those bonds, either through retirement, maturity, or reissuance. A
deferral may better represent the intent of the organization to hold the bond for resale or later retirement,
so that the recognition of the gain or loss more closely matches the final disposition of the instrument. One
potential drawback of this method is that a company could arbitrarily choose when to declare the bonds
retired, thus allowing earnings management at its discretion when it seemed most beneficial to recognize
that gain or loss in the income statement.

Another idea is to defer the gain or loss and recognize it over the remaining (original) life of the bonds.
This could again be done by putting the “unrealized” gain or loss in AOCI and gradually transferring it to
the income statement over the remaining original life of the bonds. However, it again might make sense to
recognize any remaining gain or loss at the time of retirement if the company formally retires its
repurchased bonds, as the future life of the bonds would no longer have meaning if the bonds were truly
retired. Again, a deferral with later recognition over time might more closely match the final disposition of
the instrument.

Treatment of the Repurchased Bonds

How should the repurchased bonds be treated on the balance sheet if they are held for possible resale?
If the debt is retired, the actual liability is reduced, so an argument could be made that the debt should be
reduced similarly for bonds repurchased but held for resale. After all, they are not currently outstanding.

Perhaps the repurchased bonds should be held in a contra liability account. This treatment would
recognize that they are not currently outstanding but that they could possibly be resold later. This treatment
would be similar to how treasury stock is presented in a contra equity account. However, it might be
confusing to refer to these bonds as “treasury bonds,” as they could then be confused with (U.S.) Treasury
bonds. On the other hand, it would also indicate a difference between bonds that are retired and
derecognized compared to repurchased bonds that are held for possible resale.

Another possible way to classify these repurchased bonds would be in an investment asset account.
While U.S. GAAP does not recognize treasury stock as an asset, might a company’s investment in its own
bonds be recognized as an investment asset? It may be difficult to argue that you can invest in your own
bonds and treat it as an asset. An asset is defined as something that provides future economic benefit. A
company certainly would not pay itself interest. Perhaps the savings of interest to otherwise be paid could
be considered a future economic benefit. However, when a parent purchases bonds of its own subsidiary,
the consolidated entity must eliminate the effects of any intercompany bonds during the consolidation
process. It would then make sense that a single company could not show both a liability owed to itself with
a corresponding investment asset in that liability. In addition, if the bonds were still shown as a liability and
also shown as investment assets on the same balance sheet, that could cause problems in the calculation of
any financial ratios that use debt or assets as a factor in the ratio. Another argument against treating
repurchased bonds as an asset is that deferred bond issuance costs used to be treated as an asset and written
off over time, but now, these costs cannot be treated as an asset but are instead netted against the proceeds
from the bonds, adjusting the premium or discount and the effective rate paid on the bonds.

DISCUSSION

The Financial Accounting Standards Board provides some guidance for bonds repurchased and not
retired. Accounting Standards Codification (ASC) 405-20-40-1 refers to the derecognition of a liability.
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A debtor shall derecognize a liability if and only if it has been extinguished. A liability has
been extinguished if either of the following conditions is met:
a. The debtor pays the creditor and is relieved of its obligation for the liability.
Paying the creditor includes the following:
1. Delivery of cash
2. Delivery of other financial assets
3. Delivery of goods or services
4. Reacquisition by the debtor of its outstanding debt securities whether
the securities are cancelled or held as so-called treasury bonds.
b. The debtor is legally released from being the primary obligor under the
liability, either judicially or by the creditor. For purposes of applying this
Subtopic, a sale and related assumption effectively accomplish a legal release
if nonrecourse debt (such as certain mortgage loans) is assumed by a third
party in conjunction with the sale of an asset that serves as sole collateral for
that debt.

However, ASC 405-20-41-1-a-4 lacks clarity, as the terms “treasury bond” or “treasury bonds” do not
appear any other time in the Accounting Standards Codification except in reference to U.S. Treasury bonds.
Therefore, although it seems that the FASB intended this usage to refer to a company’s bonds that are
repurchased and held for possible resale, that meaning is not clarified elsewhere by the codification.

In addition, the term “so-called” can be ambiguous as well. Merriam-Webster includes two definitions
of that term, with the two definitions being almost the opposite of each other. One definition is “commonly
named,” with an example of “the so-called pocket veto.” The other definition is “falsely or improperly so
named,” with an example of “deceived by a so-called friend” (https://www.merriam-webster.com).
Therefore, it is not obvious whether the FASB is implying that “treasury bonds” is an improper name for a
company’s bonds repurchased and held for resale or it is implying that it is a common name for such bonds.
Since the term is not otherwise used in the codification, that may imply it is not a common name. However,
since the term “treasury stock” is in common usage, it might be assumed that a company’s own bonds that
are repurchased and held for resale could also be commonly called “treasury bonds,” even though they may
be so rare as to infrequently be referred to at all.

Another interesting factor may be the use of the term “held as.” In legal writing such as the tax code,
every word or phrase may have a very concrete meaning or definition, and the specific way the tax code is
worded often is used to determine legislative intent. Is the wording of the Accounting Standards
Codification subject to the same careful look at definitions? For example, if a bond is repurchased to
recognize a gain or loss and immediately resold, does that bond qualify as one that has been “held as™ a so-
called treasury bond? If not, is there any specific period of time that it would need to be held in order to
qualify as having been held?

LEGAL CONCERNS

Just as with treasury stock, an entity needs to be cautious with the repurchase of bonds and watch for
potential legal pitfalls. Insider trading accusations are of great concern, of course. An entity and its directors,
officers, and certain shareholders are subject to Section 16 of the Securities and Exchange Act of 1934,
Rule 10b-18, also known as the “safe harbor” rule, and Regulation FD (https://www.sec.gov/rules/;
https://www.sec.gov/smallbusiness/). In addition, care must be taken to avoid classification of the
repurchase as a “tender offer” unless the tender offer rules are followed. U.S. securities law regulates tender
offers but provides no definition of a tender offer, so our understanding of tender offers largely results from
case law (Girouard, 2018; Schulte Roth & Zabel LLP, 2009; White & Case, 2018). In addition to insider
trading and tender offer issues, an organization must further be careful in order to not be accused of any
other type of earnings management or earnings manipulations.
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IMPLICATIONS AND LIMITATIONS

While it seems that the ASC cited above indicates that bonds repurchased and held for resale are
derecognized and that any resulting gains or losses are immediately recognized, we think that consideration
should be given to treating these bonds as a contra liability, recognizing that they are not outstanding but
that the bonds have not yet been retired. In addition, we feel that deferral of the gain/loss through AOCI
should also be considered, with future recognition on the income statement as appropriate.

In comparing alternatives, possible earnings management opportunities should be considered,
determining if they are appropriate or inappropriate. However, the implications of this paper may be limited,
as we have yet to find a specific example of a company that has disclosed the repurchase of its own bonds
without a corresponding retirement. On the other hand, companies have increasingly been looking for
legitimate methods to improve performance over time, and the temporary reduction in interest payments
along with the possibility of reselling repurchased bonds before they mature may be of interest to select
companies over time.

FURTHER RESEARCH

This paper has not covered the tax implications of repurchased bonds held for resale. An extension of
this paper would be to investigate these tax implications. How should the gains/losses be treated for tax
purposes if the bonds are held for resale rather than being retired?

This paper has also not looked at any empirical evidence about companies repurchasing their own
bonds, either for retirement or for resale. Empirical research could investigate why companies buy back
their own debt. What distinguishes these companies from other companies that do not buy back their own
debt?

Another avenue for future pedagogical research is to write up a case on this topic for a graduate-level
financial accounting/research course. This case could require the students to search the Accounting
Standards Codification to find how repurchased bonds are handled if they are not retired. It could also
require the students to present arguments for or against any other alternative accounting treatments that are
presented in this paper. A separate case could be used in a graduate-level tax course to allow the students
to research current tax law and argue the tax implications of bonds that have been repurchased but are not
retired.

CONCLUSION

Companies may not frequently repurchase and retire their own bonds before maturity, but if they do,
the concept of how to account for this early extinguishment is typically covered in intermediate accounting
textbooks. However, these same textbooks do not discuss the treatment for bonds repurchased before
maturity that are held for possible resale rather than being retired. Perhaps this type of transaction takes
place so infrequently as to be unimportant to an already full topical coverage in the intermediate accounting
sequence.

Even though accounting textbooks do not cover this type of treasury bond, the Accounting Standards
Codification seems to have a definitive treatment for bonds repurchased and not retired. These bonds are
derecognized in the financial statements, with a corresponding gain or loss recognized in the income
statement. However, this paper has raised conceptual questions about whether this is the best possible
method of accounting for this type of transaction, especially if the bonds are immediately or fairly
immediately resold. Other accounting methods are presented that could be considered as alternatives to
derecognition which might provide better information to financial statement users.
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