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Questions 
1. A dilutive instrument is an instrument that has an effect of increasing the common stocks once they are exercised.
2. Corporations issue the convertible securities to take advantage of decreased interest rates because they offer an upside possibility for the holder. Equally, the convertible securities tend to demand inferior interest rate than the ordinary nominal securities.
3. (a) Basic earnings per share are the income attributed to each outstanding common share after deducting the income attributed to the preference shareholders. 
(b) A potentially dilutive security implies the securities that can potentially be converted to common share.
(c) Diluted earnings per share are a measure of the earnings per share if the convertible securities are converted to common stocks.
(d) A complex capital structure is a situation in which a company employs securities that have potential of causing dilutive effect against the earnings per share per ordinary share.
(e) A potential common stock is a financial instrument that might enable the holder to own common shares.
4. A warrant gives one the right to acquire the stocks of a company in future specific date at a specified price. In contrast, an option gives the holder a right but not an obligation to sell or sell the common stock in a given future at a specific. Consequently, the close possibility of the option and warrant in giving a right of buying the common stocks once they are exercised implies they are potentially dilutive common shares that should be included in computation of diluted earnings per share.
5. The prices cannot influence the earnings per share since the earnings per share depends solely on the net income generated and the number of the outstanding shares. In contrast, the prices are determined by the reaction of the investors based on the ability to maximize wealth by holding a stock as reflected by the earnings per share it realized.
6. The term anti-dilution is a provision that protects the investor from possible equity dilution due to issuance of stocks in the future at a lower price than the price one paid originally. An example of an anti-dilution is the weighted-average provision that offers an investor the right buy shares at a price that compensates the change of the old stock’s price due to new issuance prices.
7. The anti-dilution is determined by considering the loss in the diluted earnings per share if the original outstanding shares had been employed compared to the new outstanding shares.
BE
BE16-5 (L02)
Fair value of bond without warrant---------- = (2,000 * $98) = $196,000
Bond purchase price --------------------------- = (2,000 * $101) = $202,000
Fair market value of warrant ----------------- = ($202,000 - $196,000) = $6,000
Bond payable------------------------------------- = (2,000 * 100) = $200,000
Discount on bond payable--------------------- = $200,000 - $196,000 = $4,000
Journal entry
	
	Debit 
	Credit

	Cash 
	$202,000
	

	Discount on bond payable 
	$4,000
	

	Bond payable 
	
	$200,000

	Paid-in Capital-stock warrants 
	
	$6,000




BE16-6 (L03)
	January 1, 2017
	
	Debit 
	Credit

	
	Cash (10,000 * $50)
	$500,000
	

	
	Paid-in-capital-stock options 
	$150,000
	

	
	Common stock (10,000 * $5)
	
	$50,000

	
	Paid-in Capital in Excess of Par
	
	$600,000

	December 31, 2017
	Compensation fee
	$75,000
	

	
	Paid-in Capital-stock options
	
	$75,000

	December 31, 2017
	Compensation fee
	$75,000
	

	
	Paid-in Capital-stock options
	
	$75,000


Exercises 
E16-1 (L01,2) EXCEL
1. cash received (0.99 * $20,000,000)---------------------- = $19,800,000
Bond’s payable discount ($20,000,000 - $19,800,000) = $200,000
Bonds payable----------------------------------------------- = $20,000,000
	
	Dr
	Cr

	Cash 
	$19,800,000
	

	Discount on payable bond
	$200,000
	

	Bonds payable
	
	$20,000,000


2. journal entry
Value of bond and warrants = 0.98 * $20,000,000 = $19,600,000
Value of stock warrants = $4 * 200,000 = $800,000
Value of bonds = $19,600,000 + $800,000 = $18,800,000
Discount = $20,000,000 - $18,800,000 = $1,200,000
	
	Dr
	Cr

	Cash 
	$19,600,000
	

	Discount on payable bond
	$1,200,000
	

	Bonds payable
	
	$20,000,000

	Paid in capital for stock warrants
	
	$800,000


3. journal entries 
	
	Dr
	Cr

	Bonds payable
	$10,000,000
	

	Debt conversion expense
	$75,000
	

	Cash 
	
	$75,000

	Common stock
	
	$1,000,000

	Discount on bonds payable 
	
	$55,000

	Excess of par paid in capital
	
	$8,945,000



E16-2 (L01)
(a) interest payable  = $200,000 * 2/6 = $66,667
Interest expense = $200,000 * 4/6 = $133,333 + amortized discount
Cash = ($4,000,000 * 10%)/2
Bond par value = $4,000,000
Bond purchase price = $3,920,000
Discount on bond payable = $4,000,000 - $3,920,000 = $80,000
Months remaining are 118
Monthly discount allocated = $80,000/118 = $678
Thus, amortized discount = $678 * 4 = $2,712
	
	Dr
	Cr

	Interest payable 
	$66,667
	

	Interest expense
	$136,045
	

	Cash 
	
	$200,000

	Discount on payable bond
	
	$2,712


(b) Common stock = $20 * 30,000 = $600,000
Discount of bonds payable = $80,000 * 3/8 = $30,000
Amortized discount = ($30,000/118) * 10 = $2,542 
Unamortized bond = $30,000 - $2,542 = $27,458
	Paid in capital = ($1,500,000 – $27,458) – $600,000 = $872542
	
	Dr
	Cr

	Bonds payable
	$1,500,000
	

	Common stock
	
	$600,000

	Paid in capital
	
	$872,542

	Discount on bonds payable
	
	$27,458


E16-3 (L01)
Preferred stock = $50*500*20 = $500,000
	
	Dr
	Cr

	Bonds payable
	$500,000
	

	Premium on bonds payable
	$7,500
	

	Preferred stock
	
	$500,000

	Paid in capital over par
	
	$7,500
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