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This transaction marks a significant investment activity for Atton Company,
involving the purchase of bonds issued by Scott Company. Bonds are debt
instruments that companies issue to raise capital, and investing in them can
provide a steady stream of interest income along with potential capital
gains. The purchase of bonds at a price below their face value (at a
discount) indicates that the bond's market rate of interest exceeds the
stated rate, or there are other market factors influencing the price. This
article explores the details of this bond investment, including the
accounting implications, valuation methods, interest revenue recognition, and
the impact on Atton Company’s financial statements.

Understanding Bond Investments

Basics of Bonds

Bonds are fixed-income securities that obligate the issuer (Scott Company) to
pay the bondholder (Atton Company) periodic interest payments and to return
the principal amount at maturity. Key features include:

e Face value (par value): The amount paid back at maturity, here
$1,500,000.

e Stated (coupon) rate: The annual interest rate paid on the face value,
here 10%.

e Interest payments: Usually semiannual or annual payments based on the
coupon rate.

e Maturity date: The date when the principal is repaid.

Purchase Details

On January 1, 2021, Atton Company purchased bonds with a face value of
$1,500,000, paying $1,410,375. The purchase price being below face value



indicates a discount, which affects how the investment is reported and how
interest revenue is recognized over time.

Reasons for Purchasing Bonds at a Discount

Market Factors and Interest Rate Environment

The bond's market value reflects prevailing interest rates. If market
interest rates rise above the bond’s coupon rate, the bond’s price falls
below face value to offer a comparable yield to investors. Conversely, if
rates fall, bond prices tend to rise.

Atton’s Investment Strategy

Investors may purchase bonds at a discount to:

1. Achieve higher effective yields.
2. Acquire bonds at a lower initial cost, improving return on investment.

3. Manage portfolio risk and diversify holdings.

Accounting for Bond Investments

Initial Recognition

Atton Company records the bond purchase at its cost, which includes the
purchase price plus any transaction costs. In this case:

e Cost of investment: $1,410,375.

* Face value of bonds: $1,500,000.

The journal entry on January 1, 2021, would be:

Debit: Investment in Bonds — $1,410,375
Credit: Cash — $1,410,375



Discount on Bonds

Since the purchase price is less than the face value, the difference is a
discount:

Discount = Face value - Purchase price = $1,500,000 - $1,410,375 = $89,625

This discount is amortized over the life of the bonds, increasing interest
income recognized in each period.

Interest Revenue Recognition and Amortization

Interest Payments

The bonds pay 10% interest annually on the face value:

Annual interest payment = $1,500,000 x 10% = $150,000

Assuming annual interest payments, Atton Company will receive $150,000 each
year.

Effective Interest Method

Under the effective interest method, interest income is recognized based on
the carrying amount of the bond and the market rate at the time of purchase.
The effective interest rate can be calculated as:

Effective rate = (Purchase price + Discount amortized)/Carrying amount

However, typically, this involves using a financial calculator or
amortization schedule based on the bond’s yield to maturity (YTM). For
simplicity, if the market rate approximates the effective rate, interest
revenue for each period is:

Interest revenue = Carrying amount x Effective interest rate

The discount amortization increases the carrying amount over time until it
reaches face value at maturity.



Amortization Schedule

An amortization schedule helps track the bond’s book value over its life:

1.

2.

3.

Beginning carrying amount: $1,410,375
Interest revenue (effective rate x book value)

Less: Actual interest received ($150,000)

. Amortization of discount: Difference between interest revenue and

interest received

. Ending book value: Carrying amount for the next period

This process ensures that the bond's book value converges to face value by
maturity.

Financial Statement Impacts

Balance Sheet

Initially recorded at cost, the investment in bonds appears as a non-current
asset. Over time, the adjusting entries for amortization modify the book
value accordingly.

Income Statement

Interest income recognized each period reflects the effective interest
method, which includes interest received and amortization of discount.

Impact of Discount Amortization

As the discount is amortized, the interest income increases, reflecting a
higher effective yield than the coupon payment.

Additional Considerations in Bond Investment
Accounting



Fair Value Measurement

Depending on the accounting standards (e.g., IFRS or GAAP), the bonds may
need to be reported at fair value if classified as trading or available-for-
sale securities, which can lead to unrealized gains or losses.

Impairment Considerations

If Scott Company faces financial difficulties, Atton Company may need to
assess whether the bonds are impaired, which involves recognizing an
impairment loss if the fair value drops below the book value significantly
and permanently.

Tax Implications

Interest income is taxable, and the amortization of the discount affects
taxable income. Proper reporting ensures compliance with tax regulations.

Conclusion

Investing in bonds involves understanding the intricate details of valuation,
interest recognition, and reporting. The purchase of Scott Company’s bonds by
Atton Company at a discount demonstrates a strategic investment approach
influenced by market conditions and interest rates. Proper accounting
treatment requires meticulous amortization of the discount using the
effective interest method, which impacts income recognition and the carrying
amount of the bonds over their life. This transaction not only provides
predictable interest income but also reflects the importance of accurate
financial reporting in investment activities, influencing overall financial
health and investor confidence.

By comprehensively understanding these principles, Atton Company can
effectively manage its bond portfolio, accurately report its investments, and
make informed decisions to optimize its financial position.

Frequently Asked Questions

What is the purpose of Atton Company purchasing
$1,500,000 of Scott Company's 10% bonds on January
1, 20217

Atton Company likely purchased the bonds to generate interest income,
diversify its investment portfolio, or for strategic financial planning
purposes.



How is the purchase price of $1,410,375 related to
the bond's face value and the market conditions?

The purchase price is below the face value of $1,500,000, indicating that the
bonds were purchased at a discount, possibly due to interest rate
fluctuations or market conditions at the time.

What journal entry would Atton Company record upon
purchasing the bonds for $1,410,375?

Debit 'Investment in Scott Bonds' for $1,410,375 and credit 'Cash' for
$1,410,375.

How will Atton Company recognize interest income
from these bonds during 20217

Interest income of $150,000 (10% of $1,500,000) will be recognized over the
bond's term, typically through amortization of the discount or premium,
resulting in periodic interest income recognition based on the effective
interest method.

What is the significance of the purchase price being
different from the face value in accounting for
bonds?

The difference between the purchase price and the face value represents a
discount or premium, which affects interest income recognition and the
amortization schedule over the life of the bonds, impacting the investment's
reported value on financial statements.

Additional Resources

In-Depth Review of Atton Company's Bond Investment in Scott Company on
January 1, 2021

Introduction to the Investment

On January 1, 2021, Atton Company made a significant investment by purchasing
bonds worth $1,500,000 in Scott Company. The bonds carried a stated interest
rate of 10%, and Atton Company paid $1,410,375 to acquire these bonds. This
transaction provides an excellent case study for understanding bond
investments, their accounting treatment, and the implications for the



investor’s financial statements.

This review delves into the details of the transaction, including the nature
of the bonds, the purchase price, the implications of the discount, and the
subsequent accounting considerations. It also explores how this investment
fits within Atton’s broader financial strategy and the potential impacts on
its financial health.

Understanding the Bond Details

Bond Characteristics

- Issuer: Scott Company

- Principal (Face Value): $1,500,000

- Coupon Rate: 10% annually

- Interest Payments: Usually semiannual or annual, depending on bond terms
- Maturity Date: Not specified here, but typically bonds are issued for
periods ranging from 5 to 30 years

- Type of Bond: Presumed to be a fixed-rate corporate bond

The bonds are a debt instrument issued by Scott Company, promising to pay

interest at a fixed rate over the life of the bond and to return the
principal amount at maturity.

Interest Income and Cash Flows

- The annual interest income for the bonds, assuming a 10% coupon rate and
face value of $1,500,000, is:

\$1,500,000 x 10% = \$150,000 per year
- The actual cash flows depend on the payment schedule (semiannual or

annual). Typically, bonds pay interest semiannually, so Atton Company would
receive \$75,000 twice a year.

Purchase Price and Discount Analysis



Purchase Price: $1,410,375

The purchase price is less than the face value, indicating that Atton Company
acquired the bonds at a discount. This is a critical aspect of bond
investing, as it affects the effective yield and accounting treatment.

Calculation of Discount:

- Face value of bonds: \$1,500,000
- Purchase price: \$1,410,375
- Discount on bonds: \$1,500,000 - \$1,410,375 = \$89,625

The discount of \$89,625 reflects the difference between the face value and
the price paid, which may be due to various factors such as market interest
rates at the time of purchase being higher than the bond's coupon rate, or
other market conditions.

Implications of Purchasing at a Discount

- The discount indicates that the market’s required yield is higher than the
bond’s coupon rate at the time of purchase.

- Over the life of the bond, Atton Company will recognize interest income
that includes the amortization of this discount, resulting in a yield higher
than the nominal coupon rate.

- The effective yield (or yield to maturity, YTM) will be calculated based on
the purchase price, coupon payments, and maturity date.

Accounting for the Bond Investment

Initial Recognition

At the date of purchase, Atton Company records the bond investment at its
cost, which is the purchase price:

- Debit: Investment in Bonds — \$1,410,375
- Credit: Cash — \%$1,410,375

This initial recognition sets the foundation for subsequent accounting
entries.



Amortization of Discount

Since the bonds were purchased at a discount, Atton will need to amortize the
discount over the remaining life of the bonds, systematically adjusting the
carrying amount of the investment.

- The amortization increases the book value of the investment over time until
it reaches face value at maturity.

- The amortization can be calculated using methods such as the effective
interest method, which aligns interest income recognition with the bond’s
market yield at purchase.

Interest Income Recognition

- Interest received: Based on the bond’s coupon rate (10%) applied to face
value, or actual cash interest payments.

- Interest income: Recognized using the effective interest method, which
considers the amortized discount.

Example (simplified):

If bonds pay semiannual interest:

- Cash received each period: \$75,000 (half-year interest)

- Effective interest income: Calculated as carrying amount x market rate
(YTM) for that period

- The difference between interest income and cash received is the amortized

discount

This process continues until the bonds mature, at which point the carrying
amount equals the face value.

Expected Yield and Market Considerations

Yield to Maturity (YTM)

- The YTM reflects the total return anticipated on the bonds if held until
maturity, considering the purchase price, coupon payments, and face value.
- Since the bonds were purchased at a discount, the YTM exceeds the coupon
rate of 10%.

Calculation Highlights:



- The YTM can be estimated using financial calculator functions or
spreadsheet formulas considering:

- Face value: \$1,500,000

- Purchase price: \$%1,410,375

- Coupon payments: \$150,000 annually (or \$75,000 semiannual)

- Remaining maturity: Not specified, but essential for precise calculation

- The higher yield compensates for the discount and market risk.

Market Interest Rates and Bond Pricing

- Purchasing bonds at a discount typically occurs when prevailing market
interest rates are higher than the bond’s coupon rate.

- If Scott’s bonds were issued at 10%, but market rates rose above this,
investors would demand a discount to compensate for the lower coupon
payments.

Financial Impact and Strategic Considerations

Impact on Atton’s Financial Statements

- The investment account appears as a non-current asset on the balance sheet.
- The interest income recognized periodically impacts the income statement.

- The amortization of discount increases the book value of the investment
over time, affecting the carrying amount until maturity.

Strategic Rationale for Purchasing Bonds

- Income Generation: Bonds provide a steady stream of interest income,
desirable for income-focused investors.

- Portfolio Diversification: Fixed-income securities diversify Atton’s
investment portfolio, reducing overall risk.

- Interest Rate Outlook: The purchase at a discount might reflect a view that
interest rates will decline, increasing bond prices.

Risk Factors



- Interest Rate Risk: Rising rates post-purchase
could decrease bond value if sold before maturity.

- Credit Risk: The financial health of Scott Company
impacts the safety of the investment.

- Reinvestment Risk: Changes in interest rates could
affect reinvestment of interest income.

Potential for Future Transactions and
Reassessment

- Over the holding period, Atton may consider
selling the bonds before maturity, which would
involve recognizing any gains or losses based on
fair value.

- The company should periodically assess whether the
bonds are impaired, especially if Scott’s
creditworthiness changes.

- If Scott Company’s credit deteriorates
significantly, Atton might need to write down the
investment.

Conclusion: A Well-Structured Investment with
nuanced Accounting

Atton Company’s purchase of $1,500,000 of Scott



Company bonds at $1,410,375 is a classic example of
bond investing at a discount. This transaction
showcases several fundamental principles:

- The importance of understanding bond valuation and
the impact of market interest rates.

- The necessity of systematic amortization of
discounts using the effective interest method.

- How bond investments influence financial
statements and investor returns.

This investment strategy exemplifies a cautious yet
strategic approach to fixed-income securities,
balancing income generation with market risk
management. Proper accounting treatment ensures
transparency and accuracy in financial reporting,
enabling stakeholders to assess the true value and
performance of the investment over time.

In summary, Atton’s bond purchase reflects a
thoughtful approach to fixed-income investing,
emphasizing the importance of understanding bond
valuation, effective interest rate calculations, and
prudent accounting practices. As market conditions
evolve, continuous monitoring and reassessment will
be crucial for optimizing returns and managing risks
associated with bond investments.
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