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When Coffman Company issued bonds with a face value of $1,000,000 at a price of $940,000, it signaled an
important financial decision that impacts both the company's financial statements and investor perceptions.
This transaction involves several key concepts in bond issuance, including bond pricing, coupon rates,
discounts, and their implications for the company's financial health. Understanding these elements provides
valuable insights into how companies raise capital through debt instruments and how investors evaluate
bond offerings.

In this article, we will explore in-depth the mechanics of bond issuance, the significance of bonds being sold
below face value, the role of coupon rates, and the broader implications for Coffman Company and potential
investors.

Understanding Bond Basics

What Are Bonds?
Bonds are debt securities issued by corporations, governments, or other entities to raise capital. When an
entity issues a bond, it is essentially borrowing money from investors, agreeing to pay back the principal
amount (face value) at a specified maturity date, along with periodic interest payments.

Key Features of Bonds
- Face Value (Par Value): The amount paid back to the bondholder at maturity, typically $1,000 per bond.
- Coupon Rate: The annual interest rate paid on the face value, expressed as a percentage.
- Coupon Payments: The periodic interest payments made to bondholders, usually semi-annually or
annually.
- Maturity Date: The date when the face value is repaid.
- Issue Price: The price at which the bond is sold to investors, which can be at, above, or below face value.



Bond Pricing and Why Bonds Sell Below Face Value

Market Interest Rates and Bond Prices
Bond prices are influenced by prevailing market interest rates. When market interest rates increase above
a bond’s coupon rate, the bond’s price tends to fall below its face value. Conversely, if market rates are
lower than the bond’s coupon rate, the bond might sell at a premium (above face value).

What Does Selling for $940,000 Mean?
In the case of Coffman Company, bonds with a face value of $1,000,000 were sold for $940,000, indicating a
discount of $60,000. This discount suggests that the bonds' coupon rate is likely below the current market
interest rate, making the bonds less attractive unless offered at a lower price.

Implications of Selling Bonds at a Discount
- The company receives less cash initially than the face value.
- The discount on bonds payable must be amortized over the life of the bonds, increasing interest expense.
- The effective interest rate (yield) for investors is higher than the coupon rate due to the discount.

The Role of Coupon Rate in Bond Issuance

Understanding Coupon Rate
The coupon rate is set at the time of issuance and determines the periodic interest payments to bondholders.
For example, if bonds with a face value of $1,000,000 have a coupon rate of 5%, the annual interest expense
is $50,000.

Coupon Rate vs. Market Rate
- If the coupon rate equals the market rate, bonds are issued at face value.
- If the coupon rate is below the market rate, bonds sell at a discount (as in Coffman’s case).
- If the coupon rate exceeds the market rate, bonds sell at a premium.



Calculating the Coupon Payments
Suppose Coffman’s bonds have a coupon rate of 4%. The annual coupon payment would be:
- Coupon Payment = Face Value × Coupon Rate
- Coupon Payment = $1,000,000 × 4% = $40,000

This payment is made periodically (e.g., semi-annually), so each payment would be $20,000 if paid twice a
year.

Accounting for Bonds Sold Below Face Value

Recording the Bond Issuance
When bonds are issued at a discount, the journal entry typically includes:
- Debit to Cash for the amount received ($940,000).
- Debit to Discount on Bonds Payable for the difference ($60,000).
- Credit to Bonds Payable for the face value ($1,000,000).

Entry example:
```
Debit: Cash $940,000
Debit: Discount on Bonds Payable $60,000
Credit: Bonds Payable $1,000,000
```

Amortization of Discount
The discount is amortized over the life of the bonds, increasing interest expense:
- Use the effective interest method to allocate interest expense.
- The amortized amount increases the carrying amount of bonds payable each period until it reaches
$1,000,000 at maturity.

Impact on Financial Statements
- Balance Sheet: Bonds payable are reported at their face value minus unamortized discount.
- Income Statement: Interest expense reflects the amortized amount, which is higher than the cash interest
paid due to the discount.



Implications for Coffman Company

Cost of Borrowing
Selling bonds below face value increases the company's effective cost of borrowing because the total interest
expense over the life of the bonds includes the coupon payments plus the amortization of the discount.

Strategic Reasons for Issuing at a Discount
Companies may issue bonds below face value to:
- Attract investors in a competitive market.
- Compensate for perceived higher risk.
- Reflect current market interest rates.

Investor Perspective
Investors purchasing discounted bonds effectively earn a higher yield than the coupon rate, as they receive
the face value at maturity, which is higher than the purchase price, plus periodic interest payments.

Calculating Yield to Maturity (YTM)

Understanding YTM
Yield to Maturity is the total return anticipated on a bond if held until maturity, considering the purchase
price, coupon payments, and face value repayment.

Example Calculation
While precise YTM calculations require financial calculator or software, the key points include:
- The purchase price ($940,000)
- The face value ($1,000,000)
- The annual coupon payment (e.g., $40,000 if 4%)
- Remaining years to maturity

The YTM will be higher than the coupon rate due to the discount.



Conclusion: The Financial Significance of Coffman’s Bond Issue

The issuance of bonds by Coffman Company at a price below face value illustrates several important
financial principles. It reflects market conditions, the relationship between coupon rates and market interest
rates, and the impact on the company's financial statements. Companies often issue bonds at discounts as part
of strategic financing, impacting their overall cost of debt and investor relations.

For investors, bonds sold at a discount offer the potential for higher yields, making them attractive in
certain market conditions. For Coffman, understanding the implications of bond discounts and coupon rates
is essential for effective financial planning and reporting.

Summary of Key Points:
- Bonds with a face value of $1,000,000 sold for $940,000 indicate a discount.
- The discount affects initial cash inflow and future interest expense.
- Coupon rate determines periodic interest payments.
- Bonds issued at a discount require amortization, increasing overall borrowing costs.
- Market interest rates heavily influence bond pricing.
- Yield to Maturity reflects the true return on bonds accounting for discounts or premiums.

By understanding these concepts, companies and investors can better navigate bond markets, assess risks,
and make informed financial decisions.

---

Note: For precise calculations of YTM and amortization schedules, financial calculators or spreadsheet
software are recommended.

Frequently Asked Questions

Why did Coffman Company sell bonds with a face value of $1,000,000 for
only $940,000?
Coffman Company sold the bonds below face value because the market interest rates were higher than the
coupon rate, making the bonds less attractive at face value, so they issued them at a discount to attract
investors.

What is the significance of the bonds being sold at $940,000 instead of



$1,000,000?
Selling at $940,000 indicates a discount of $60,000, which will be amortized over the bond's life, increasing
the effective interest expense and yield for investors.

How does the coupon rate relate to the bond's sale price of $940,000?
The coupon rate determines the periodic interest payments; since the bonds were sold at a discount, the
coupon rate is likely lower than current market rates, affecting investor demand and the bond's price.

What accounting entries would Coffman Company record upon issuing
these bonds?
Coffman would debit cash for $940,000, credit bonds payable for $1,000,000, and record a discount on bonds
payable of $60,000, which will be amortized over the bond's life.

How does the discount on bonds payable impact the company's financial
statements?
The discount increases interest expense over the bond's term through amortization, reducing net income,
and the bonds payable on the balance sheet is reported at face value minus unamortized discount.

What is the effective interest rate on these bonds given the sale price and
coupon rate?
The effective interest rate is higher than the coupon rate because the bonds were sold at a discount; it can
be calculated using the amortization schedule, typically resulting in a yield closer to current market rates.

Why might Coffman Company choose to sell bonds at a discount rather
than at face value or a premium?
Selling bonds at a discount can make them more attractive in a rising interest rate environment, or if the
company's creditworthiness is perceived as lower, requiring a lower price to entice investors.

Additional Resources
Coffman Company Sold Bonds With A Face Value Of $1,000,000 For $940,000: An In-Depth Analysis of
Bond Issuance and Its Financial Implications

---



Introduction to Bond Issuance and Its Significance

Bond issuance is a fundamental method by which corporations raise capital to fund expansion, pay off
existing debt, or undertake significant projects. When Coffman Company issued bonds with a face value of
$1,000,000 for $940,000, it reflects a strategic financial decision influenced by market conditions, investor
demand, and the company's credit standing. Understanding the details of this issuance provides insights into
the company's financial health and future obligations.

---

Understanding the Basics of Bonds

What Is a Bond?

A bond is a debt security that represents a loan made by an investor to a borrower—typically a corporation
or government. The borrower promises to pay back the face value at maturity and typically makes periodic
interest payments, known as coupons.

Key Terms in Bond Issuance

- Face (Par) Value: The amount payable at maturity, in this case, $1,000,000.
- Issue Price: The price at which the bonds are sold to investors, here, $940,000.
- Coupon Rate: The annual interest rate paid on the face value.
- Coupon Payment: The actual dollar amount paid periodically (e.g., semi-annually or annually).
- Yield to Maturity (YTM): The total return anticipated on a bond if held until maturity.

---

Details of Coffman Company’s Bond Sale

Sale Price Versus Face Value

Coffman Company sold bonds with a face value of $1,000,000 for only $940,000. This indicates that the bonds



were issued at a discount of $60,000, which is 6% below the face value.

Reasons for issuing bonds at a discount include:

- The market perceives higher risk associated with the issuer.
- The coupon rate set is below the prevailing market interest rates.
- The company’s credit rating might be lower, requiring a discount to attract investors.
- General market conditions, such as rising interest rates, making existing bonds less attractive at par.

Implications of issuing at a discount:

- The company must account for the bond discount as a contra-liability, which increases interest expense
over the bond's life.
- Investors are effectively earning a higher yield than the coupon rate because they pay less upfront but
receive the full face value at maturity.

The Coupon Rate and Its Role

While the prompt mentions the bonds have a coupon rate, it doesn't specify the exact percentage.
However, the coupon rate directly influences the bond's attractiveness and the company's interest expense.

Suppose, for illustration, the coupon rate is 5%. The annual interest payment (coupon payment) would be:

> Coupon Payment = Face Value × Coupon Rate = $1,000,000 × 5% = $50,000

This interest is paid periodically (e.g., semi-annually or annually), and the rate dictates the cash outflows for
the company.

---

Financial Accounting Aspects of Bond Issuance

Recording the Bond Liability

At issuance, Coffman Company must record the bond liability at its cash received, which is $940,000, and
account for the discount:

- Debit: Cash $940,000



- Debit: Discount on Bonds Payable $60,000
- Credit: Bonds Payable $1,000,000

This setup reflects the liability at face value but recognizes the discount as a contra-liability, which
amortizes over the bond’s life, increasing interest expense.

Amortization of Bond Discount

The bond discount is amortized over the bond's term using methods like the effective interest method,
which systematically allocates the discount as interest expense, aligning the interest expense with the
market rate at issuance.

Impacts of discount amortization:

- Increases total interest expense over the bond’s life.
- Reflects a higher effective interest rate than the coupon rate.
- Ensures the bond liability on the books reaches face value by maturity.

Impact on Financial Statements

- Balance Sheet: Initially records bonds payable at $1,000,000 less the unamortized discount.
- Income Statement: Interest expense includes the coupon payment plus amortized discount, resulting in a
higher expense compared to coupon payments alone.
- Cash Flow Statement: Interest paid is a cash outflow, while amortization is a non-cash adjustment.

---

Market Implications and Investor Perspectives

Why Investors Are Willing to Pay Less

Investors purchasing bonds at $940,000 for a $1,000,000 face value are effectively earning a yield higher
than the coupon rate due to the discount. The yield to maturity (YTM) becomes a critical metric here.

For example:



- If coupon rate is 5%, and bonds are purchased at a discount, the YTM might be around 5.3–5.5%,
depending on the time remaining to maturity.
- This higher yield compensates for the lower upfront price and perceived risks.

Market Conditions Influencing the Discount

- Interest Rate Environment: Rising market rates tend to depress bond prices, leading to issuance at
discounts.
- Issuer’s Credit Quality: Lower credit ratings increase perceived risk, necessitating discounts.
- Economic Outlook: Uncertainty or economic downturns can lead to higher yields demanded by investors.

Investor’s Perspective

- Income Generation: The coupon provides periodic income.
- Capital Appreciation: If market yields decline after issuance, bond prices may rise toward face value.
- Risk Considerations: Bonds issued at a discount might imply higher risk, which investors evaluate
accordingly.

---

Strategic and Financial Implications for Coffman Company

Cost of Borrowing

The effective interest rate (YTM) reflects the actual cost of borrowing for Coffman. Since bonds are issued
at a discount, the company’s interest expense over time exceeds the coupon payments.

Calculating approximate cost:

- Total interest expense over the life of the bond includes both coupon payments and amortized discount.
- The effective interest rate can be computed via financial calculators or spreadsheet functions, considering
the issue price, face value, coupon rate, and maturity period.



Impact on Financial Ratios

- Debt Ratios: Increased liabilities due to bonds issuance affect debt-to-equity ratios.
- Interest Coverage: Higher interest expenses due to discount amortization impact ratios like EBIT/Interest.
- Profitability Metrics: Amortized discount increases expenses, potentially reducing net income.

Strategic Considerations

- Issuing bonds at a discount can be advantageous if the company anticipates future growth that will
improve its creditworthiness.
- Managing the timing of bond issuance can help optimize financing costs in response to market conditions.
- The choice between issuing at a premium, at par, or at a discount depends on prevailing interest rates and
company credit status.

---

Comparative Analysis: Discount vs. Premium Bonds

- Discount Bonds: Issued below face value; attractive in rising rate environments; higher effective yield.
- Premium Bonds: Issued above face value; common when coupon rates exceed market rates; lower yield.
- At Par: Issued at face value; coupon rate equals market rate.

The decision to issue at a discount suggests Coffman Company faced market conditions favoring a lower
initial price, perhaps due to perceived risks or interest rate environment.

---

Long-Term Outlook and Maturity Considerations

- The amortization process ensures that by maturity, the bonds’ book value reaches $1,000,000.
- The total interest expense over the life exceeds the sum of coupon payments due to the amortized
discount.
- Proper management of bond liabilities and understanding the implications of issuance at a discount are
critical for accurate financial planning.

---



Conclusion: Evaluating Coffman Company’s Bond Issuance
Strategy

The issuance of bonds with a face value of $1,000,000 for $940,000 reflects a nuanced financial strategy
influenced by market conditions, interest rate environment, and the company’s credit profile. Issuing at a
discount signals higher perceived risk or unfavorable market conditions but offers certain advantages, such
as potentially lower borrowing costs if market rates decline, or flexibility in attracting investors.

From an accounting perspective, Coffman must diligently account for the discount and amortize it over the
bonds’ life, impacting financial statements and key ratios. Investors, on the other hand, analyze the yield
and risk associated with bonds issued at a discount, considering both current income and potential capital
gains.

Ultimately, this bond issuance exemplifies corporate financial management's balancing act—leveraging
market conditions to meet funding needs while managing the implications of issuing securities at a
discount. For stakeholders, understanding these dynamics provides transparency into Coffman Company’s
financial health and strategic approach to debt financing.

---

In summary:

- The bond sale at a discount reflects current market and credit conditions.
- The coupon rate determines periodic interest but does not fully capture the bond’s yield.
- Proper accounting for discounts and their amortization is essential.
- The issuance impacts key financial ratios and long-term financial planning.
- Strategic timing
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