"Double-Entry" Journal – Liabilities –- Instructions:

1. Insert sufficient space between the questions

2. Read the book and the examples on the web

3. Answer the questions BEFORE THE NEXT CLASS MEETING 

4. Add any questions you have (areas of confusion, uncertainty, etc.)

5. Leave the opposite page blank

6. Bring the journal to class 

7. On the opposite side note answers to YOUR questions, revisions to your answers or any additional information relating to the questions and answers you recorded.

Part I - Long Term Liabilities
· Notes

· Mortgages

· Bonds

Briefly describe each of these, identifying the differences and similarities between them, for example, explain the difference between a 20 year bond; a 20 year note; and a 20 year mortgage.  
Give an example of an installment note

Explain how a note may be issued in exchange for a real asset, i.e., land.  What issue must be addressed in that case?  Be specific.  
Work: E 14-14; E 14-20 FARS; P 14-10; P 14-12
Part II Bonds
1. Basic bond issues

What are bonds?  Give a brief description.

What are the advantages of bonds compared to other forms of debt?

What does the term “leverage” refer to? "Trading on the equity?"

What is the bond indenture document?

How are bonds issued?

What is the role of the underwriters? What is the role of the trustee of the bond issue?

What does the term face value mean? What is meant by "carrying" value; by "book" value; “maturity” value? 
What is the face value of an individual bond?

What do the terms coupon rate, discount rate, effective interest rate, yield rate mean? 

What is meant by the "risk free rate"?  Who gets it? What is the "risk premium"? Is it the same for everyone? Why or why not?

Who or what determines the discount rate, (effective interest rate, and yield rate mean)? 

Why do they sometimes differ from the coupon rate?

How is the issue price of a bond determined and by whom?

What is meant by bond premium? Bond discount? 

What causes a bond to be issued at a premium or a discount? Be specific in your answer.

How often is bond interest paid? 

Q1A: A bond issue has a face value of $1,000,000, a coupon rate of 10.6% and a yield rate of 10%.  If the bond is issued on 1/1/2000 and has a maturity date of 12/31/2009, determine the price at which the bond will be issued. Interest is paid semi-annually.

Q1B Repeat, assuming the coupon rate is 9.5%.

How is the interest expense determined for a bond? What are the two methods?

What is meant by "amortization" of premium or discount?  Why is it necessary?

Use excel to set up a table to determine interest expense and amortization of premium (discount) for the first five years for bonds (1) and (2). Use the effective interest method.

Work E 14- 2, P- 2, 4, 5, 
How can you quickly determine the correct carrying value of bond (1) at the beginning of year fifteen (without using an amortization table)? Assume the effective interest method is used.

2. Different types of bonds

Briefly define each of the following bonds:

Bearer bond

Callable bonds

Convertible bond

Coupon bond


Zero coupon bonds 

Debenture bond

Subordinated debenture bonds

Deferred Interest bonds

Mortgage bond

Registered bond

Serial bond

Q 2: Determine the issue price for a $1,000,000, 20 year zero coupon bond if the yield rate is 10 percent. How does it differ from the price you calculated for bonds (1) and (2) above?  Why?

Determine interest expense for the zero coupon bond for the first three years (use excel), assuming effective interest amortization.

Work P 14-9; C 14-3 – see Moodle for specific assignment
What is meant by the phrase "bonds are issued with detachable warrants"?

What issues arise if bonds are issued with detachable warrants? 

Q 3: Determine the correct carrying value for a $1,000,000 face value, 20 year; 10.5% bond, if each individual bond has a warrant attached enabling the holder to purchase two shares of common stock for $25 per share.  The bonds were issued for $ 1025 each. Immediately after issuance individual bonds are traded for $ 1020, warrants are trading for $20 each.  Determine the effective interest rate for the bond.
3. Various forms of bond retirement before maturity

Repurchase

· Q4A: The $1,000,000 bond from (1) above (coupon rate of 10.6% and yield rate of 10%) is repurchased on the open market after 8 years.  At that time market interest rates have fallen to 9%.  Determine 

(a) the price at which the bonds are repurchased

(b) any gain or loss on the repurchase

Call - Briefly describe what the term means

· Q4B: Assume that the bonds were called at 101.  Repeat (a) and (b)

Why do companies include a call feature in a bond?

Conversion - Briefly describe what the term means and why a company would include a conversion feature with a bond.

· Q5A:  Assume that the bonds above were converted into common stock.  Assuming that each individual bond is convertible into 20 shares of common stock ($1 par) and the common stock currently has a market value of $ 60 per share. Repeat (a) and (b)
Induced Conversion - (a) what is it? (b) Why would a company do this?

· Q5B: Assume that the bonds above have both the call and the conversion.  The issuer announces the following: 

"Between January 1 and January 30 of year 12, any bonds tendered for conversion will be converted into 22 shares of common stock.  Any remaining bonds will be redeemed at the call price."

Repeat (a) and (b), assuming 

1. all bonds were converted

2. 60% of the bonds were converted, the remaining bonds were called.

Work E 14-21; 22; 24; P 14-17; 18; 19; C14-11
4. Troubled debt restructuring

What causes a troubled debt restructuring?  What are the various ways in which it can be accomplished?

Elmore Company has a bond issue outstanding: (face value of $1,000,000, a coupon rate of 10.6% and a yield rate of 10%. Issue date: 1/1/2000 and maturity date of 12/31/2020)

At the end of year 2012, the company misses an interest payment.  

Is the bond issue in default? If it is, what action is required? Cite appropriate GAAP from FARS
1. Q6A: Assume the company offers to settle the bond through an offer of real estate.  The property in question has a book value of $300,000 and a current market value of $ 920,000. Record settlement of the bond issue (include all relevant journal entries)

2. Q6B: Assume instead that the company offers to convert the bonds into common stock.  Each individual bond would be converted into 80 shares of $1 par value common stock.  At the time the common stock is trading for $ 8 per share. Record settlement of the bond issue.  What kind of a conversion do you think this is?

3. Q6C: The company instead proposes the following changes in the bond indenture agreement:

· The coupon rate will be reduced to 9%

· The accrued interest will be forgiven

· The maturity value will be reduced to $900,000 and the

· Maturity date will be changed to 12/31/2022

Prepare all necessary entries on the books of both the debtor.  Determine the new effective interest rate. 

Which accounting standard governs restructuring for the debtor/ for the creditor?  Why are there two standards?  Are the rules the same for debtors and creditors? If not, why not? Be careful in your evaluation of this issue. 

Work E 14-31;32; P 14-24
When the debtor defaults, the bonds come due and payable.  Creditors have a number of legal rights specified in the bond indenture document.  How useful are those rights if a big, important company has financial problems?  Hint: Check the past history of Chrysler and Lockheed. 
Fair Value Accounting

What does it mean?  Must all liabilities (including bonds) be reported at fair value? 

Explain the following:

1. How do you determine the fair value of a liability?

2. How do you account for it on the income statement? The balance sheet?

Work E 14-28, 29
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