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On November 1, 2021, Horton Company Purchased Lopez, Inc., 10-year, 9%,
Bonds With A Face Value Of $800,000 — a strategic investment that highlights the
importance of bond investments in corporate financial management. This transaction not
only reflects Horton Company's investment strategy but also provides an excellent case
study for understanding bond accounting, valuation, and the impact on financial
statements. In this article, we will explore the details of the bond purchase, the accounting
treatment involved, and key concepts related to bond investments.

Understanding the Bond Purchase: Basic Details

Bond Characteristics
The bonds purchased by Horton Company have the following features:

Issuer: Lopez, Inc.

Face Value (Par Value): $800,000

Coupon Rate: 9% annually

Term: 10 years

Interest Payment: Semiannual (assumed typical unless specified)

Maturity Date: October 31, 2031

Purchase Date: November 1, 2021

Key Financial Concepts
- Face Value (Par): The amount paid back at maturity.
- Coupon Rate: The annual interest rate paid based on face value.
- Interest Payments: Usually semiannual, meaning payments twice a year.
- Market Price vs. Face Value: The actual purchase price may differ from face value,
depending on market conditions.



Accounting for Bond Investments

When a company invests in bonds, it must determine how to record the transaction in its
accounting records. The key considerations include:
- The purchase price of the bonds
- The classification of the investment (held-to-maturity, trading, or available-for-sale)
- Recognition of interest income over the bond's life
- Adjustments for amortization of premium or discount

Initial Recognition of the Bond Investment
On November 1, 2021, Horton Company records the purchase of Lopez, Inc.'s bonds by
debiting an investment account and crediting cash:

Debit: Investment in Bonds (Asset) — for purchase price
Credit: Cash — for the amount paid

The purchase price is crucial; if the bonds are purchased at face value, the entry is
straightforward. If the bonds are bought at a premium or discount, additional entries are
needed to account for the premium or discount.

Purchase Price Considerations
Suppose Horton Company purchased the bonds at par value ($800,000):
- The initial journal entry would be:

Debit: Investment in Bonds $800,000
Credit: Cash $800,000

If the bonds were purchased at a premium (more than $800,000) or discount (less than
$800,000), the company would record the asset at the purchase price and adjust over time
through amortization.

Interest Income Recognition and Amortization

Interest income from bond investments is recognized periodically, typically semiannually
for corporate bonds. The method of amortization depends on whether the bonds were
purchased at a premium, discount, or at par.



Calculating Interest Income
- Coupon Payment: Based on face value and coupon rate:

Interest Payment = Face Value × Coupon Rate / Number of periods per year
= $800,000 × 9% / 2 = $36,000 per period

- Interest Revenue Recognition: The company recognizes interest income equal to the
coupon payment, adjusted for any premium or discount amortization.

Premium and Discount Amortization
- Premium Bonds: When bonds are purchased above face value, interest income includes
amortization of the premium.
- Discount Bonds: When bonds are purchased below face value, interest income includes
amortization of the discount.

The amortization is typically calculated using the effective interest method, which aligns
interest income with the market rate at purchase.

Accounting Journal Entries for Interest and
Amortization

Suppose Horton purchased bonds at face value; the following entries would be made:

- Semiannual Interest Receipt:

Debit: Cash $36,000
Credit: Interest Income $36,000

- If bonds were purchased at a premium or discount, additional entries would record
amortization:

Debit: Investment in Bonds (Premium/Discount) — for amortized amount
Credit: Interest Income — for the same amount

This process continues over the life of the bonds, adjusting the book value of the
investment accordingly.



Valuation and Reporting of Bond Investments

The classification of the bond investment determines how it is reported in financial
statements:

Held-to-Maturity
- Bonds are reported at amortized cost.
- The company intends and is able to hold until maturity.
- No unrealized gains or losses are recognized.

Available-for-Sale
- Bonds are reported at fair value.
- Unrealized gains or losses are recorded in other comprehensive income.

Trading Securities
- Bonds are reported at fair value.
- Unrealized gains and losses are included in net income.

Given the context, if Horton Company intends to hold the bonds until maturity, it would
classify them as held-to-maturity.

Impact on Financial Statements

The purchase of bonds affects multiple parts of Horton Company's financial reports:

1. Balance Sheet:
- Increases assets through the “Investment in Bonds” account.
- The valuation depends on the classification and purchase price.

2. Income Statement:
- Recognizes interest income over time.
- Gains or losses may occur if bonds are sold before maturity.

3. Cash Flows:
- Outflows when purchasing bonds.
- Inflows from interest receipts and eventual principal repayment.

Strategic Significance of Bond Investments

Investing in bonds like those purchased from Lopez, Inc. offers several strategic



advantages:

- Steady Income Stream: The 9% coupon provides predictable income.
- Portfolio Diversification: Bonds diversify Horton’s investment portfolio.
- Risk Management: Bonds are generally less risky than stocks.
- Capital Preservation: Bonds at face value ensure return of principal at maturity.

Additional Considerations

- Market Interest Rate Changes: Fluctuations in market rates can impact the fair value of
bonds.
- Credit Risk: The creditworthiness of Lopez, Inc. influences the risk profile.
- Tax Implications: Interest income is taxable; bond premiums or discounts may have tax
effects.

Conclusion

The purchase of Lopez, Inc.'s bonds by Horton Company on November 1, 2021,
exemplifies a fundamental investment strategy employing fixed-income securities.
Understanding the nuances of bond accounting, from initial recognition to interest income
recognition and valuation, is crucial for accurate financial reporting and strategic
decision-making. Whether bonds are held to maturity or traded, their inclusion in a
company's investment portfolio can significantly influence financial health and
performance metrics.

Proper classification, diligent amortization, and awareness of market conditions ensure
that companies like Horton can optimize their bond investments, balancing income
generation with risk management. As markets evolve, ongoing monitoring and adherence
to accounting standards remain essential for transparent and accurate financial reporting.

Frequently Asked Questions

What are the key accounting considerations when
Horton Company purchases Lopez, Inc. bonds at a 9%
interest rate on November 1, 2021?
Horton Company must record the bonds at their purchase price, which includes the face
value of $800,000 plus any premium or minus any discount. The interest income will be
recognized over the 10-year period using the effective interest method, considering the
bond's face value and coupon rate.



How does Horton Company calculate interest revenue
from Lopez, Inc. bonds held as an investment?
Interest revenue is calculated using the effective interest method, which applies the
market rate at purchase to the carrying amount of the bonds. Since the bonds have a 9%
coupon rate, interest income is recognized at this rate over the bond periods, adjusting for
any premium or discount amortization.

What impact does the purchase of bonds with a face
value of $800,000 and a 9% coupon rate have on Horton
Company’s financial statements?
The purchase increases assets through the investment in bonds, recorded at cost. Over
time, interest income will be recognized, increasing net income, and the investment's
carrying amount may adjust for amortization of any premium or discount. The bonds also
affect the company's cash flows when interest payments are received.

How should Horton Company account for interest
payments received from Lopez, Inc. bonds?
Interest payments are recorded as cash inflows and as interest income on the income
statement. The interest income is recognized based on the effective interest rate, which
may differ from the actual cash received if the bonds were purchased at a premium or
discount.

What is the significance of the 10-year maturity of
Lopez, Inc. bonds for Horton Company’s investment
strategy?
The 10-year maturity provides a predictable stream of interest income and a defined
investment horizon. It also requires Horton to consider the impact of interest rate changes
over time and whether to hold the bonds until maturity or sell earlier based on market
conditions.

How does the purchase of Lopez, Inc. bonds on
November 1, 2021, affect Horton Company’s bond
investment portfolio diversification?
Adding Lopez, Inc. bonds diversifies Horton’s investment portfolio by increasing exposure
to corporate bonds with a fixed 9% return, potentially balancing other investments and
reducing overall portfolio risk if appropriately diversified across different issuers and
maturities.



Additional Resources
Horton Company Purchased Lopez, Inc., 10-year, 9%, Bonds With A Face Value Of
$800,000 on November 1, 2021

---

Introduction

On November 1, 2021, Horton Company made a strategic investment by purchasing bonds
issued by Lopez, Inc., a move that exemplifies corporate investment strategies involving
fixed-income securities. This transaction, involving $800,000 worth of bonds with a 10-
year maturity and a 9% coupon rate, is more than just a simple purchase; it reflects
broader financial principles, risk management considerations, and investment objectives
that merit a detailed analysis.

This article aims to explore the intricacies of this bond purchase, examining the financial
context, transaction specifics, accounting implications, and strategic rationale behind such
an investment. By dissecting this case, we can gain insights into corporate bond
investments, valuation techniques, and the potential impacts on Horton Company's
financial statements and overall financial health.

---

Contextual Background: The Significance of Bond Investments

The Role of Bonds in Corporate Investment Portfolios

In the landscape of corporate finance, bonds serve as a vital component of investment
portfolios, offering a balance of risk and return. They are debt instruments that enable
companies to generate income through interest payments while potentially diversifying
their revenue streams.

Reasons for Investing in Corporate Bonds

Horton Company’s decision to purchase Lopez, Inc.’s bonds could stem from various
strategic motivations, including:

- Income Generation: Regular interest payments provide a steady income stream.
- Portfolio Diversification: Bonds can diversify away from equity investments, reducing
overall portfolio volatility.
- Interest Rate Expectations: Anticipating stable or declining interest rates can make
bonds more attractive.
- Relationship Building: Investing in bonds issued by partner or related companies may
strengthen business relationships.
- Speculative or Strategic Purposes: Potential for capital appreciation if bond prices
increase.

---

Details of the Bond Purchase



Bond Specifications

- Issuer: Lopez, Inc.
- Face Value (Principal): $800,000
- Coupon Rate: 9% annually
- Maturity Period: 10 years
- Issue Date: November 1, 2021

Key Financial Terms

- Interest Payments: Typically semiannual or annual; specifics depend on bond terms.
- Yield to Maturity (YTM): The effective rate of return based on purchase price and cash
flows.
- Market Price at Purchase: Not specified in initial data; critical for valuation and
accounting.

---

Analyzing the Purchase: Financial and Accounting Perspectives

Purchase Price: Premium, Discount, or Par?

A crucial aspect is whether Horton bought the bonds at face value, a premium, or a
discount. This depends on the market interest rate at the time of purchase relative to the
bond’s coupon rate.

- If Market Rate < 9%: Bonds are typically purchased at a premium.
- If Market Rate > 9%: Bonds are generally purchased at a discount.
- If Market Rate = 9%: Bonds are purchased at par value.

Assuming the bonds were bought at face value ($800,000), the market rate at that time
was likely close to 9%. If not, the purchase price would vary accordingly, affecting
subsequent accounting treatments.

Accounting for Bond Investments

Horton’s accounting treatment depends on its intent—whether it is holding the bonds as
an investment for trading, available-for-sale, or held-to-maturity.

- Held-to-Maturity (HTM): Bonds are recorded at amortized cost; no unrealized gains or
losses are recognized unless impairments occur.
- Available-for-Sale (AFS): Bonds are recorded at fair value; unrealized gains/losses are
recorded in other comprehensive income.
- Trading Securities: Bonds are recorded at fair value; unrealized gains/losses impact net
income.

Given the strategic nature, if Horton intends to hold the bonds to maturity, it likely
classifies them as HTM. If they plan to sell before maturity, they might classify them as
AFS or trading securities.

---



Financial Implications and Valuation Considerations

Amortization of Premium or Discount

If the purchase price differs from face value, amortization of premium or discount affects
interest income recognition and carrying amount.

- Premium: Amortized over the bond’s life, reducing interest income.
- Discount: Amortized, increasing interest income over time.

Impact on Financial Statements

- Balance Sheet: Recording bonds at amortized cost or fair value.
- Income Statement: Recognizing interest income, which could be affected by
amortization.
- Cash Flows: Interest received based on the coupon rate, and potential gains/losses if
bonds are sold before maturity.

---

Strategic Rationale Behind the Purchase

Income Stability and Portfolio Diversification

Investing in Lopez, Inc.’s bonds provides Horton with a predictable income
source—$72,000 annually ($800,000 9%). This steady cash flow can bolster financial
stability and support operational needs.

Risk Management

Corporate bonds carry credit risk, interest rate risk, and market risk. Horton must
evaluate Lopez, Inc.’s creditworthiness—likely through credit ratings or financial
analysis—to gauge default risk.

Potential for Capital Appreciation

If market interest rates decline or Lopez, Inc.’s credit profile improves, bond prices could
rise, offering capital gains opportunities.

---

Due Diligence and Risk Assessment

Creditworthiness Evaluation

- Credit Ratings: Agencies like Moody’s or S&P provide ratings that inform risk.
- Financial Health of Lopez, Inc.: Analyzing financial statements for liquidity, profitability,
and debt levels.
- Issuer’s Industry and Market Conditions: Understanding sector stability and economic
factors impacting Lopez, Inc.



Market Conditions at Purchase

Interest rate environment, inflation expectations, and economic outlook influence bond
valuations and investment decisions.

---

Post-Purchase Monitoring and Management

Ongoing Valuation

Regular assessment of bond fair value, especially if classified as available-for-sale or
trading securities.

Interest Income Recognition

Recognizing interest income monthly, quarterly, or annually, depending on coupon
payment schedule.

Managing Maturity and Liquidity

Planning for reinvestment or cash flow needs as bonds approach maturity.

---

Broader Impacts on Horton Company

Financial Ratios and Performance Metrics

- Interest Coverage Ratio: Ability to meet interest payments.
- Asset Turnover: Impact of bond holdings on asset composition.
- Return on Investment: Yield generated from bond holdings versus other assets.

Strategic Positioning

Holding bonds can influence Horton’s risk profile, liquidity, and overall investment
strategy, aligning with corporate financial goals.

---

Conclusion

The purchase of Lopez, Inc.’s bonds by Horton Company on November 1, 2021,
exemplifies a strategic move within the realm of corporate fixed-income investments. It
reflects careful consideration of interest income, risk management, valuation techniques,
and long-term financial planning.

While seemingly straightforward, such transactions involve complex accounting
treatments, market analyses, and strategic evaluations. As companies like Horton navigate
fluctuating economic conditions and interest rate environments, understanding these
nuances becomes critically important for sound financial management.



This case underscores the importance of comprehensive due diligence, proper
classification, and ongoing management of bond investments—elements essential for
sustaining financial health and achieving corporate objectives in an increasingly
interconnected financial landscape.

---
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Note: Specific details such as the purchase price, exact market rate, and subsequent
accounting entries would depend on additional data not provided in the initial scenario.
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