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Distinguish between a Chapter 7 and a Chapter 11 bankruprey.
Describe the five priority categories of unsecured claims and list the order
in which they are settled.

®e

Distinguish between a voluntary and involunrary bankruptey pertition.

@6

Distinguish among fully secured, partially secured, and unsecured claims of
creditors,

@

Describe contractual agreements that the debtor and its creditors may enter
into outside of formal bankruptey proceedings to resolve the debtor’s
insolvent position.

©®

Describe the ways debt may be restructured in a reorganization.

“It's bankrupt. Its reputation is in tatters. And it has been forced from its plush
headquarters building. Yet working for Lehman Brothers Holdings Inc.—what
remains of it—has become one of the hottest jobs onWall Street. That's
because Lehman, though a shadow of its former self after selling many of its
businesses ... retains a broad patchwork of assets””’

During November 2008, the CEOs of General Motors (GM), Ford, and Chrysler
flew in separate corporalte jets to Washington, D.C.. to request $25 hillion in federal
bailout loans. This event turned into a public relations nightmare for the auto com-
panies seeking relief from poor economic times. For the third quarter of 2008, GM
posted a $2.5 billion loss. General Motors stated in its quarterly report that during
the first half of the next year (2009), its liquidity would fall significantly short of the
amount needed to continue operations. GM announced a 10% cut in salaried
employment costs, staffing reductions, and incentive pay cuts. Further steps (o save
cash included cutting planned capital expenditures by $2.4 billion. Clearly, GM
hoped to weather the downturn on a government bailout. When the CEOs returned
to Washington in December, the GM CEO drove a hybrid Chevrolet Malibu. On
December 11, 2008, the Senate rejected legislation that would have provided
$14 billion in federal loans to keep GM afloat.

On June 1, 2009, General Motors (GM) filed for Chapter 11 reorganization in
the Manhattan, New York, federal bankruptey court. The filing reported $82.29

Y Wit Street fournal, “Now Hiring: Lehman,” by Peter Lattman, p. Al, February 2, 2008,
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billion in assets and $172.81 billion in debt. This was the 4th largest bankruptey
in U.S. history. GM was organized into the “new” GM with the U.S. and Canadian
governments owning a little over 70% of the company. Brands such as Hummer,
Pontiac, and Saturn were discontinued and athers such as SAAB were sold. The
number of dealerships was reduced by over 15% with long-term intentions o
reduce the number by 30%.

After filing for Chapter 11, GM qualified for “fresh start” reporting (ASC 852-10-
45-19). The new GM reported on February 24, 2011, that the company had returned
to profitability with reported earnings of $4.7 billion, and had achieved four consec-
utive quarters of profitability. In addition, cash from operations was $6.8 billion.

Previous chapters have treated problems relating to the expansion of business
activity through mergers and stock acquisitions, as well as the procedures followed
in reporting the effects of the expanded operatons. But just as some companies
expand, others face linancial circumstances that cause contraction or cessation of
business activities. Every year many businesses, small and large, encounter financial
difficulties, and many are lorced to seek relief through accommodations with credi-
tors or some form ol reorganization in order to survive, Those that are unable to
obtain such relief generally terminate operations by liquidating the business unit.

This chapter deals with the various reliel procedures available to an insolvent
debtor. Insolvency refers to the inability of a debtor to pay its obligations as they
become due. Our discussion includes relief procedures not requiring court actions,
as well as the legal procedures available under the Bankruptey Reform Act of 1978,
relevant pravisions of which are discussed in later sections of this chapter. Although
the Bankruptcy Reform Act provides for reliel’ of all types of insolvent debtors,
including individuals, our discussion will concentrate on the provisions of the act
dealing with insolvent business entities.

{nsmm CONGEPTS

This view could fuel
added scrutiny of the
auditor's role in
assessing going
concern likelihood.

A new view of insolvency, sometimes referred to as deepening insclvency, focuses
on the cases where (a) a company incurs debt that would be beyond its ability to
repay in the future—cash flow insolvency, or (b) a company engages in a transaction
or business that its capital base cannot support—low capital insolvency.?

When a business hecomes insolvent, it generally has three possible courses of
action: (1) the debtor and its creditors may enter into a contractual agreement,
outside of formal bankruptey proceedings: (2) the debtor or its creditors may file a
bankruptey petition, after which the debtor is liquidated under Chapter 7 of the
Bankruptey Relorm Act; or (3) the debtor or its creditors may file a petition for
rearganization under Chapter 11 of the Bankruptey Reform Act.

CONTRACTUAL AGREEMENTS

L@ Contractual

agreements.

A business that is unable to pay its obligations as they mature may attempt to reach an
accommodation with its creditors without recourse to legal action. The procedures
are relatively simple. The debtorand its creditors meet and develop a voluntary agree-
ment or plan for settlement of obligations. The possibilities generally include (1) an

2 : ] S T ' .
= “Deepening Insolvency: An Ewerging Thieat?" by Kelly Hnaw, Jowrnal of Aecountaney, February 2008, p. 41,
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extension of payment periods, (2) composition agreements, (3) formation of a credi-
tors’ committee, or (4) a voluntary assignment of assets.

Extension of Payment Periods

When the insolvency results trom temporary financial difficulties and the debtor is
expected to operate profitably in the future il it receives some minor relief] its credi-
tors may find it advantageous in the long run to extend the period of payvment of out-
standing debts. In this situation, the debtor continues to manage the business with
the expectation of ohtaining sufficient profitability and financial strength to settle
existing debts in [ull. Such an agreement is often effective for a business with few
creditors. No particular accounting problem is encountered, in that interest on the
debt normally continues at the originally contracted rate(s) and is paid or accrued
periodically. No accounting entries are needed to reflect the extension of the pay-
ment period(s), although the nature of the new agreement should be disclosed in
notes to the [inancial statements. FASB ASC paragraph 470-50-40-6 provides that
where a debt restructuring involves only a modification of terms of payment, the
debtor should account tor the effects of the restructuring prospectively from the time of
restructuring and should not change the carrying amount of the pavable, unless the
carrying amount exceeds the total future cash payments of principal and interest spec-
ificd by the new terms.” Thus, no gain is recognized when the restructuring involves an
extension of the payment period only.

Composition Agreements (Creditors Accept Less Than Full Amount)

A composition agreement is an agreement between the debtor and its creditors un-
der which the creditors agree to accept less than the full amount of their claims. In
addition, accrued interest is sometimes canceled or the interest rate lowered. Cred-
itors are often given some immediate cash payment, and the amount of the re-
maining debts and their interest rates are renegotiated. The benefit to the creditors
is that they receive an immediate cash pavment and expect to eventually receive
more than they would if the debtor were forced to liquidate. The benefit to the
debtor, of course, is that it can continue to operate with the expectation of return-
ing to profitable operations and, therefore, survive.

Formation of a Creditors’ Committee

The debtor and its ereditors may agree to the formation of a creditors’” commit-
tee that is responsible for managing the debtor’s business affairs for the period
during which plans are developed to rehabilitate, reorganize, or liquidate the
business. Often, an extension of payment periods for debtor obligations is
agreed to while the committee deliberates the ultimate disposition ol the busi-
ness. If the decision is to rehabilitate the business, the agreement may include
the cancellation or restructuring of existing debts and possible infusion of new
capital by the creditors, When the rehabilitation plan is completed, operating
control of the business is generally returned to the debtor. If the decision is to re-
organize or liquidate the business, the debtor’s property may be turned over to a
trustee who is responsible for conducting the affairs of the business during the
period of reorganization or liquidation.

TFASHE ASC paragraph 470-60-35-0 (Statement of Financial Aceonnting Standards No 13, *Accounting by
Debtors and Creditars for Tronhled Debt Restructurings” (Norwalk, CT: FASB, 1897), par. 16).
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Voluntary Assignment of Assets

A debror may elect to place its property under the control of a trustee for the ben-
efit of its creditors. The purpose of the assignment is to permit the trustee to sell
the property and distribute the proceeds among the creditors. I’ the creditors
agree, the assignment results in the full discharge of the debtor'’s obligations to
them. If there are proceeds remaining after payment of the creditors, they are re-
turned to the debtor.

Chrysler said the company would likely have to file for Chapter 11 protection if it
doesn’t get additional loans from the government and concessions from unions,
creditors, and dealers. Chrysler said it would need $24 billion in financing if the
campany were to file for bankruptcy. Company officials, however, did not believe
that Chapter 11 filing was necessary for Chrysler’s survival.

The number of failed banks in 2008 totaled 25 equaling then cumulative number
of bank failures since 2001. In addition, the FDIC included 27 more financial
institutions on a “problem list” which totaled 117 by the end of the second quarter
of 2008. The FDIC also noted that, in the second quarter of 2008, insured
institutions added twice as much in loan-loss provisions than they actually wrote
off but that the amount of loss provisions still grew at a smaller rate than
noncurrent loan balances.®

Personal Bankruptcy Filings by State
Top and Bottom Four States®

State Change from 2009 to 2010
Tennessee -7.2%
WestVirginia -71%
South Carolina —-41%
lowa -3.6%
Arizona 23.9%
Utah 24.4%
California 25.0%
Hawaii 28.9%
BEANKRUPTCY
Article 1, Section 8 of the U.S. Constitution gives the Congress authority to enact

uniform bankruptey laws, Congress passed the first bankruptey law in 1800 and has
repealed and enacted new laws on several occasions since that time. The most sig-
nificant revision is the Bankruptey Reform Act of 1978 (hereafter referred to as the
Reform Act), which became effective in October 1979, The Bankruptey Act was
amended in 1984, 1988, 1990, and 1994, The Reform Act consists ol eight chapters:

s, Wednesday February 18, 2009, *GM 1o End Brands, Cut 47,000 More Jobs,” page Al
S EDIC Quarierly 2, no, 3, 2008,

 National Bankruptey Research Center, WS/ January 3, 2011, “Personal Bankrupteies in 2010, by State,”
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Chapter | General Provisions

Chapter 3 Case Administration

Chapter 5 Creditars, the Dehtor, andd the Estate

Chapter 7 Liquidation

Chapter 9 Adjustment of Debts of a Municipality

Chapter 11 Reorganization

Chapter 12 Adjustment of Debts of Family Farmers with Regular Incame
Chapter 13 Adjustment of Debis of an Individual with Regular ]n(nmc*?

Chapters 1, 3, and 5 cover general issues, a description of the administrative
process, and definitions of various terms that apply to bankruptcy proceedings. The
Reform Act provides that a bankruptey petition may be filed under one of Chapters 7,
9, 11, 12, or 13. Chapter 9, which applies to municipalities seeking voluntary relief,
and Chapter 13, which applies to bankruptcy petitions by individuals, will not be dis-
cussed here. We will concentrate on petitions by business entities under Chapter 7
(Liquidation) and Chapter 11 (Reorganization).

Provisions of the Reform Act apply to individuals, corporatons, and partner-
ships, all of which are referred to as persons, as well as to municipalities seeking val-
untary relief from their creditors (municipalities cannot be forced into bankruptcy
proceedings). Insurance companies and most financial institutions are excluded
because they are covered by other specific statutes.

As mentioned earlier, when a business is unable (o pay its obligations as they ma-
ture, it may attempt to negotiate some type of contractual agreement with its credi-
tors without initiating a bankruptey proceeding. If a satisfactory agreement cannot
be reached, a legal petition for bankruptey will be initiated by either the debtor (a
voluntary petition) or its ereditors (an involuntary petition). The Reform Act uses
the single term debtor to refer to the subject of a hankruptey proceeding.

In 2004, approximately 1.6 million debtors—representing 70% of all bankruptcies—
filed for Chapter 7 relief. They walked away fram lilerally billions of dollars of debt.
A new law passed in 2005 requires debtors to first undergo a "means” test and
credit counseling before they are permitted to file under Chapter 7. The result is
likely to be a decrease in Chapter 7 filings and an increase in Chapter 13 filings,
which require the debt to be repaid over time.?

The 2005 revision of the bankruptcy statute was designed to make it more difficult for
consumers to shed their debts. It aimed to steer more debtors into Chapter 13, where
debtors work out a repayment plan, instead of Chapter 7, where filers forfeit their assets
and their debts are forgiven. But only about a third of debtars file under Chapter 13.

The bankruptcy law was passed prior to the housing slump and the deep reces-
sion that pushed unemployment to nearly 10%. Combined with tightened access to
cansumer credit, which tends to spur a rise in bankruptcies, the downturn has
pushed filings to levels higher than backers of the law anticipated.®

7 Several revisions to the bankrupiey statute over time have resulted in the elimination of some chapters
by their consalidation with others. For example, Chapters VIII, X, X1, and XII (before the Reform Act,
Roman numerals were used) were consolidated into Chapter 11 of the Reform Act.

¥ Journal of Accauntaney, *Bankrupiey Reform 1s Here,” by Lawrence Clark, Randall Hanson, and James
Smith, 11/05, p. 51,

WS/ “Bankrupiey Filings Leapt 9% Last Year,” by Sara Murray, 1/4/11.
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In April 2005, the Bankruptey Abuse Prevention and Consumer Protection Act
ol 2005 was signed; it became cffective in October 2005, The aim of this law is o
protect credirors from abuses related to Chapter 7 hankruptcies. Mast debts have
been discharged completely under Chapter 7 in past years; while attractive to strug-
gling debtors, creditors view this lenieney as an invitaton to abuse. The allernatives
under Chapters 11 and 13 focus instead on helping the debtor to work out realistic
payment plans and become financially stable rather than discharging their debts
with ease. However, the major changes under the 2005 act relate to individual
debtors rather than to businesses.

Voluntary Petitions

L@ Voluntary vs.
invaluntary
petitions.

A debtor may file a voluntary perition with a bankruptey court for liquidation under
Chapter 7 or tor reorganization under Chapter 11. Filing of a voluntary or involun-
tary petition conslitutes an order for relief, which prohibits the start or continualion
of legal action against the debtor by its creditors. The bankruptcy judge, however,
may refuse a voluntary petition if refusal is considered to be in the best interest of
the creditors,

The bankruptey petition (either voluntary or involuntary) is an official form
that initiates bankruptey proceedings and establishes an estate consisting of the
debtor’s assets. The debtor must file a form listing all its property (at current mar-
ket values) and its debts. This form, called a Statement ol Assets and Liabilities, con-
sists of the following separate schedules:

Schedule A, Statement of All Liabilities of Debtor

Schedule A-1, Crediters Having Priority (with amount of claims)
A-2, Crediters Holding Security (with market value of security
and amount of claims)
A-3, Creditors Having Unsecured Claims without Priority

(with amount of claims)
Schedule B, Statement of All Property of Debtor.

Schedule B-1, Real Property (with market values)
B-2, Personal Property (with market values)
B-3. Property Not Otherwise Scheduled
(property discovered later)
Schecdule B-4. Property Claimed as Exempt (pertains to individuals only)

In addition, the debtor must complete a questionnaire, called a Statement of
Affairs, containing questions concerning all aspects of its financial condition
and operations,

The expected bankruptcy filing, which is believed to be more than 1,000 pages
long, will list WorldCom'’s top 20 creditors, although the list will be subject to
revision. Bondholders are the dominant creditors and will have one of the lou
dest voices in determining the company’s fate. Major bondholders are believed
to include pension funds, insurance companies, mutual funds, and distressed-
debt investors."

" WS/, “WorldCom Plans Bankruptey Filing,” by Shawn Young, Carrick Mollenkamp, Jared Sandberg,
and [enny Sender, 7,/22/02, p. A3,
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Involuntary Petitions

In an involuntary proceeding, creditors initiate the action by filing a petition for
liquidation or reorganization with the bankruptey court. If there are 12 or more
creditors, the petition must be signed by 5 or more such creditors whose claims
aggregate at least $13,475 more than the value of any liens on the property of the
debtor'! If there are fewer than 12 creditors, the petition may be filed by one or
more such creditors whose claims aggregate at least $10,000 more than the value of
any liens on the debtor’s property. Involuntary petitions may be filed under either
Chapter 7 or Chapter 11 of the Reform Act. The bankruptcy court will generally
enter an order for relief against the debtor only if evidence indicares that the
debtor, in fact, has not been paving its debts as they become due.

Secured and Unsecured Creditors

L@ Secured and

unsecured
creditors.

l‘@ Five priority

categories for
wnsecured claims,

Creditors are classified by law as secured or unsecured. Secured creditors are those

whose claims are secured by liens or pledges of specific assets. It the proceeds from the

sale of a pledged asset(s) exceed the secured claim, the excess proceeds are available
for distribution to unsecured creditors, If the secured claim exceeds the proceeds
from the sale of a pledged asset(s), the remaining claim constitutes an unsecured
claim. Unsecured creditors do not have claims to proceeds received from the sale of
specific assets but are paid from whatever total money remains after secured creditors
have been satisfied. That s, secured creditors are paid first with the proceeds from the
sale of specifie assets upon which they have liens. Thereafter, unsecured creditors, in-
cluding those having priority, are paid [rom whatever proceeds remain from the real-
ization process. Thus, it is probably better to classify claims as fully secured, partially
secured, or unsecured. Fully secured claims are those with liens against assets whose
realizable value is equal (o or in excess of the claim. Partially secured claims are those
with liens against assets whose realizable value is less than the amount of the claim.

The Reform Act assigns priorities to certain claims, and cach rank must be
satisfied in full before the next-lower rank is paid. The following order of priority for
unsecured creditors is specified as follows:

1. Administration expenses, lees, and charges incurred in administering the bank-
rupt’s estate.

2, Unsecured claims for wages, salaries, or commissions earned by an employee
within 90 days before the date of filing of the petition, but limited to the extent
of $4,650 per employee,

3. Unsecured claims for contributions to employee benefit plans from services ren-
dered within 180 days before the date of the filing of the petition, but subject to
certain limitations,

4, Unsecured claims of individuals, ro the extent of $2,100 for each such individual,
arising from the deposit of money in connection with the purchase, lease, or
rental of property or services that were not delivered or performed.

5. Unsccured claims of governmental units for unpaid taxes.

After all these priorities have been satislied, any remaining unsecured creditors
participate pro rata in any remaining realizaton proceeds. The distribution 1o unse-
cured creditors is termed a dividend and is generally expressed in terms of the

leo - . - .
" Section 104 provides for an adjustment every three years,
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percentage of the total unsecured claims that will be paid. For example, if $100,000 of
proceeds remains alter all secured claims and claims having priority have been paid,
and roral unsecured claims amount o 5400,000, each unsecured creditor will receive a
25% dividend.

Ten Largest Bankruptcies

Company Date Filed Assets
Lehman Brothers Holdings 09/15/08 3691 billion
Washington Mutual 09/26/08 $327.9 billion
WorldCom 07/21/02 $103.9 billion
General Motors 06/01/09 $91 billion
CIT 11/01/09 571 billion
Enron 12/02/01 $656.5 billion
Consecao 12/17/02 $61 billion
Chrysler 04/30/09 $39 billion
Thornburg Mortgage 05/01/09 $36.5 billion
Pacific Gas and Electric Co. 04/08/01 $36 billion

Source: “The 10 Largest U.S. Bankruptcies: From Lehman to Texaco: The Mighty Have Fallen,
Teking Down Billions and Billions withThem,” by ChristopherTkaczyk, money.cnn.com
(Fortune), 6/1/09.

In Figure 10-1, the number of non-business bankruptcies filed between 2007
and 2010 arce listed.

FIGURE 10-1
MNon-Business Bankruptcies by Chapter
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LIQUIDATION (CHAPTER 7)

"@ Chapter 7 versus

Chapter 11,

{_RELATED CONCEPTS

A primary
underlying concept
in accounting has
traditionally been
historical cost. This
principle only makes
sense if the going
concern assumptian
is met. For instance,
depreciation
allocations do not
make sense if the
firm is not expected
to continue to exist.

In addition to a voluntary assignment of assets, which constitutes a liquidation with-
out bankruptcy proceedings, a voluntary or involuntary petition for liquidation may
be filed under Chapter 7 of the Reform Act. Upon filing, the bankruptey court must
decide whether to accept or dismiss the petition. Although dismissals occur infre-
quently, the debtor may dispute an involuntary petition, in which case a trial will be
held to determine whether the petition should be dismissed.

If the petition is accepted, an order for relief is entered and the bankruptey
court will appoint an interim trustee to oversee activities until a permanent trustee
is selected. In addition, the court must call a meeting of the debtor’s ereditors, who
will select a trustee and elect a creditors” committee (o assist the trustee in the ad-
ministration of the estate. If the creditors cannot agree on a trustee, the interim
trustee becomes the trustee, Only creditors who have filed a claim at or before the
meceting are entitled to vote. The interim trustee examines the claims and accepts
them or, if improper, disallows them. The debtor must attend the creditors’ meeting
to answer questions by the creditors and the wustee, to clarify the contents of the
Statement of Affairs included with the petition, and to generally assist the trustee in
the preparation of an inventory of property and the examination of claims.

VisionAire Corp., the Chesterfield company that has spent millions of dollars to
develop a cheaper business jet but hasn't sold a plane, admitted that it's in a cash
crunch after creditors filed an involuntary petition last week to force the company
into Chapter 7 bankruptey. The five creditors, who filed the petition at U.S. District
Court in St. Louis, have had court judgments against VisionAire, or they are seeking
reimbursement on a letter of credit. They are owed nearly $688,000, the filing said.
VisionAire has until August 6 to file a response.'?

Duties of the Trustee

The duties of the trustee in liquidation are specified in the Reform Act. The trustee shall:

1. Collect and reduce to money the property of the estate.

. Account for all money and property received.

- Investigate the financial affairs of the debtor.

- Examine claims and disallow any that are improper.

Furnish reasonable requests for information about the estate and its administra-

tion Lo parties of interest.

6. Operate the business of the debtor during the liquidation period if authorized
by the court, and file periodic reports and summaries of operations.

=L -]

A

7. Pay creditors as promptly as possible, giving due regard to secured claims and
priorities.

8. File a final report on the administration of the estate, including a statement of
receipts and disbursements.

In addition, the trustee has the authority to hire attorneys, accountants, appraisers,

and other professionals to assist in carrying out his or her duties.

ligy. f.uuif.f).".\"m.'('h. “Five Creditors Seek to Foree VisionAire into Bankruptey,” by Chern Yeh Kwok, 7/25,/02, p-Cl
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REORGANIZATION UNDER THE REFORM ACT (CHAPTER 11)

"@ Chapter 7 versus
Chapter 11,

Creditors of an insolvent debtor may believe that their long-range interests
would be better served by rehabilitating or reorganizing the debtor than by having
it liquidated. In such a case, the creditors and debtor may agree to a plan for re-
organization without recourse to the judicial process by employing one or more of
the contractual agreements discussed earlier in this chapter. Alternatively, the
debtor or creditors may prefer (o file with the bankruptey court a petition for re-
organization under Chapter 11 of the Reform Act. The company has the exclusive
right to develop its reorganization plan within the first 120 days, after which any in-
terested parties may propose a bankruptey plan. The court can extend the exclu-
sivity period, but the exclusivity period cannot extend beyond 18 months.

The Reform Act provides that, as soon as practicable after the acceptance of a
petition for reorganization, the court shall appoint a committee of creditors
holding unsecured claims, ordinarily consisting of those holding the seven largest
claims against the debtor. The court may appoint additional committees of creditors
or of stockholders if necessary to assure adequate representation of creditors and
stockholders. If a committee of stockholders is appointed, it will normally consist of
the persons who hold the seven largest amounts of equity securities.

The committee appointed by the court has the following powers and duties:

1. Select and authorize the appointment of one or more attorneys, accountants, or
other agents, to represent or perform services for the committee.

2. Consult with the trustee or debtor concerning the administration of the case.

3. Investigate the acts, conduct, assets, liabilities, and financial condition of the debtor,
the operation of the debtor’s business and the desirability of the continuance of such
business, and any other matter relevant to the case or to the formulation of a plan.

4. Participate in the formulation of a plan, advise those represented by the com-
mittee of the committee’s recommendations as to any plan formulated, and col-
lect and file with the court acceptances of a plan.

5. Request the appointment of a trustee il a trustee has not previously been ap-
pointed in the case.'”

6. Perform such other services as are in the interest of those represented.

The court may permit the debtor to maintain possession of its assets and conduct
the affairs of the business, or it may appoint a trustee. If a trustee is appointed, his
or her primary duties in reorganization are:

1. Be accountable for all property received.

Examine claims and object to the allowance of any claim that is improper,

3. Turnish such information concerning the estate and the estate’s administration
as is requested by a party in interest.

4. If the business of the dehtar is authorized to be operated, file with the court and
with any governmental unit charged with responsibility for collection of any tax
arising out of such operation, periodic reports and summaries of the operation
of the business.

5. If the debtor has not done so, file with the court a list of creditors, a schedule of
assets and liabilites, and a statement of the debtor’s financial affairs.

A wrustee must be appointed if the debtor’s debis (other than debts for goods, services, or taxes)
exceed 35,000,000,
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6. File a plan of reorganization.
7. After confirmation of a plan, file such reports as are required by the court.

The reorganization plan may propose the alteration of legal, contractual, and
equity interests ol any class of creditors or equity security holders. Unsecured cred-
itors will generally accept payment of a portion of their claims and cancellation of
the remainder of their claims. The plan must be equitable to all parties by provid-
ing for the same treatment for cach claim or interest of a particular class, The plan
must also contain adequate means for its own execution; that is, it must contain
specific provisions for such things as (1) the retention of any property by the
debtor, (2) the transfer of property to other entities, (3) the merger or consolida-
tion of the debtor with another company, (1) the sale of property or the distribu-
tion of property to parties of interest, and (5) the issnance of securities of the
debtor for cash, property, or existing securities of the debtor. After the plan is filed
with the court, it must be accepted by two-thirds in amount and one-half in num-
ber of the allowed claims of each class of creditors, and by two-thirds in amount of
the allowed interests of cach class of stockholders. In addition, the court must ap-
prove of the overall fairness of the plan before it will be accepted.

When a firm files for bankruptey, one of the first things that it will do is to ask the
bankruptcy-court judge to approve a loan in the form of senior secured debtor-
in-possession financing. This type of debt provides the banks a ‘superiority’ status,
which means that they will be paid far new loans before anyone else.™

TEST
YOUR KNOWLEDGE

Chapter 11 Proceedings

“Accounting Standards Codification (ASC) 852, ‘Reorganizations’, is applicable to
entities operating under Chapter 11 of the Bankruptcy Code. ASC 852 generally does
not affect the application of U.S. GAAP followed to prepare prior consolidated financial
statements, but it does require specific disclosures for transactions and events that
were directly related to the Chapter 11 proceedings, as well as transactions and
events that resulted from ongoing aperations!’ ™

NOTE: Solutions to Test Your Knowledge questions are found at the end of each chapter before
the end-of-chapter questions.

Multiple Choice

1. The highest priority for payment of unsecured claims in a bankruptey proceeding is
a. Wages up to $4,650 earned within three months before the petition
b. Unpaid federal income taxes
c. Administrative expenses of the bankruptey

d. Wages owed to an insolvent employee

WS “WorldCom Plans Bankruptey Filing,” by Shawn Young, Carrick Mollenkamp, Jared Sandberg,

and Henny Sender, 7/22/02, p. AL
BGM 10K, 12/51/10, p. 154,
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True or False
2. ____Insolvency means that a debtor has more current liabilities than current
assets.

3 If an insolvent debter has more than 12 creditors, an involuntary peti-
tion must be signed by at least 3 of those creditors.

4, Unsecured creditars with priority will receive full satisfaction before se-
cured creditors are paid.

5, Either a debtor or its craditors may file a petition for reorganization un-
der Chapter 11 of the Reform Act,

Fresh Start Accounting and Quasi Reorganization

In 1990, the AICPA released Stuiement of Position (SOP) 90-7 providing guidance on
reporting standards for firms in bankruptey and emerging from bankruptey (now
incorporated in FASB ASC topic 852 [Reorganizations]). When firms emerge from
bankruptey (also referred o as confirmation of the plan of reorganization), FASB
ASC paragraphs 852-10-45-19 to 20 provide for fiesh start accounting. Basically,
the implication is that a new [irm exists, Because of this, assets and liabilities are re-
ported at fair values and beginning retained earnings is reported at zero (the prior
balance, positive or negative, is eliminated). Two conditions must exist before [resh
start accounting can be used. The fair value of the assets must be less than the post
liabilities and allowed claims, and the original owners must own less than 50% ol the
voting stock alter reorganization.

While fresh start accounting applies only to firms emerging from bankruptcy, a
less formal procedure, know as quasi reorganization, is often applied in periods of
declining prices. Three steps are required:

1. Authorization from creditors and stockholders is required.
2. All assets are revalued to fair values with losses recorded in retained earnings.

3. The deficitin retained earnings is eliminated by charging to (reducing) paid-in
capital.

If paic-in capital is not sufficient to eliminate retained earnings, the capital stock account
is reduced, thus causing a reduction in the par value of the stock. No retained earnings
can be created in a quasi reorganization, and retained earnings must be “dated” for
10 years. This means that the firms disclose on the balance sheet that the balance in re-
tained earnings has only been accumulated since the date of the quasi reorganization.

Fresh Start Accounting and General Motors

The first step atter filing for Chapter 11 is that the company must reorganize, Then,
depending on the circumstanees, the firm might qualify for fresh start accounting.
Fresh start accountingis exactly what the name implies. The company provides a fresh
presentation of newly valued assets and adjusted liabilities. Basically, it cleans up the
balance sheet, eliminates accumulated losses, and improves the chances of survival
for the new company coming out of bankruptey.

Two conditions must be met in order to qualify for fresh start accounting (FASB
ASC paragraph 852-10-45-19):

I. The reorganization value of the assets of the emerging entity immediately before
the date of confirmation is less than the total of all postpetition liabilities and
allowed claims.
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2. The holders of existing voting shares immediately before confirmation receive
less than 50% of the voting shares of the emerging entity.

If the firm qualifies, the company’s reorganized value is assigned to the entity’s
assets and liabilities in accordance with FASB ASC subtopic 805-20 (Business
Combinations—Identifiable Assets, Liabilities, and any Noncontrolling Interest).

Additionally, the effects of the adjustments on the reported amounts of individ-
ual assets and liabilities resulting from the adoption of fresh start reporting and the
elfects of the forgiveness of debt shall be reflected in the predecessor entity's final
statement of operations. Forgiveness of debt, if any, shall be reported as an extin-
guishment of debt and classified in accordance with FASB ASC subtopic 225-20 (In-
come Statement—Extraordinary and Unusual Items).

Adopting fresh start reporting results in a new reparting entity with no begin-
ning retained earnings or deficit. When fresh start reporting is adopted, the notes
ta the initial fresh start financial statements shall disclose the following additional
information (FASB ASC paragraph 852-10-50-7):

a. Adjustments to the historical amounts of individual assets and liabilities

b. The amount of debt forgiveness

c. Significant matters relating to the determination of reorganization value, in-
cluding all of the following:

1. The method or methods used to determine reorganization value and factors
such as discount rates, tax rates, the number of years for which cash flows are
projected, and the method of determining terminal value

2. Sensitive assumptions—that is, assumptions about which there is a reasonable
possibility of the occurrence of a variation that would have significantly al-
fected measurement of reorganization value

3. Assumptions about anticipated conditions that are expected to be different
[rom current conditions, unless otherwise apparent

-

As a result of fresh start accounting, GM reduced its liabilities by $93.4 billion and
increased its assets by $34.6 billion. One interesting (and rather ironic) aspect of
GM’s fresh start was the creation of additional recorded goodwill of $30.2 billion,
This asset results from the application of several accounting rules. For instance, in
valuing liabilities, the [irm’s creditworthiness must be considered. Since GM’s credit-
worthiness was considered somewhat problematic, higher discount rates are used (o
value liabilities, resulting in lower valuations [or liabilities and higher goodwill
amounts. Similarly, lower tax asset carrying values (which are lower than market)
also contributed to higher goodwill amounts.

Accounting for Reorganizations—Troubled Debt Restructurings

Standards followed in debt restructurings are contained in FASB ASC subtopic 310-40
(debt restructuring by creditors) and FASB ASC subtopic 470-60 (debt restructuring
by debtors). The standards deal primarily with valuation problems, the recognition
of gain or loss on restructuring, and general disclosure requirements. In general,
these subtopics do not apply to bankruptcy cases where there is a general restate-
ment of liabilities; they apply only when dealing with individual ereditors or debtors,
In the appropriate section below, we highlight the primary differences between a
bankruptcy and a nonbankruptcy. FASB ASC subtopic 310-40 dictates the account-
ing for a creditor in a debt restructuring,
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L{é) Debt

restructuri g,

Debt may be restructured in any one (or a combination) of the following methods:

[y

. The debtor may transfer assets in full settlement of the payable.

]

. The debtor may give an equity interest in its firm in full settlemenr of the payable.

o2

. The creditor may modily terms of the payable.

Transfer of Assets A debtor that transters assets to a creditor in full settlement of a
payable recognizes a gain on the restructuring. The gain is measured by the excess of
the carrying value of the payable over the fair value of the assets transterred. The car-
rying value ol the payable is the [ace amount increased or decreased by applicable ac-
crued interest and applicable unameortized premium, discount, finance charges, or is-
sue costs. The fair value of the assets transferred is the amount that the debtor could
reasonably expect to receive in a carrent sale between a willing buyer and a willing
seller, that is, other than in a lorced sale. The diflerence between the fair value and
the carrying amonnt of the assets transferred is a gain or loss on the transfer of assets
and is reported as a component of net income for the period of transfer. The gain on
restructuring is included in netincome in the period of restructuring. Assume, for ex-
ample, that a debror transferred land with a cost of $20,000 and a fair value of $§15,000
to a creditor in tull settlement of a $25,000 payable. Ignoring income tax elflects, the
debtor would report a $3,000 loss (520,000 — $15,000) from the transfer of assets and
a $10,000 ordinary gain ($25,000 — $15,000) [rom debt restructuring.

Grant of an Equity Interest A debtor that issues an equity interest in its firm to a
creditor in [ull settlement of a payable shall account for the cquity interest at its fair
value. The difference between the fair value of the equity interest issued and the car-
rying amount of the payable is reported as a gain on restructuring. The debtor de-
termines its gain based on undiscounted cash flows.

Modification of Terms A debtor, in a troubled debt restructuring involving only
modification of terms of a payable, accounts for the effects of the restructuring
prospeciively from the time of restructuring. ‘The carrying value of the payable is not
changed at the time of restrueturing unless the carrying value exceeds the total furure
cash payments specified by the new terms. That is, the ellects ol changes in the
amounts or iming (or both) of future cash payments designated as either interest or
face amount are reflected in future periods. Interest expense is computed in such a
way that a constant ellective interest rate is applied to the carrying value of the
payable at the beginning of each period between restructuring and marurity. The new
effective interest rate is the discount rate that equates the present value of the future
cash payments specified by the new terms with the carrying value of the payable. This
is the approach that is followed in bankruptcy regardless of whether the total tuture
cash payments exceed the existing carrying value of the debt plus acerued interest.

If, however, in an nonbankruptcy case, the total future cash payments specitied
by the new terms, including both payments designated as interest and those desig-
nated as fuce amount, are less than the carryving value of the payable, the debtor
should reduce the carrying value to an amount equal to the total future cash pay-
ments specilied by the new terms and recognize a gain on restructuring., Thereafter,
all cash payments under the terms of the payable should be accounted for as re-
ductions of the carrying value of the payable, and no interest expense should be rec-
ognized on the payable for any period between the restructuring and maturity.

A restructuring may involve a combination of asset transfer, grant of an equity in-
terest, and modification of terms. In those cases, assets wansferred or the equily in-
terest given are treated first and measured as described earlier. The carrying value of
the pavable is reduced by the total fair value of the assets transterred or equity interest
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given, and a gain or loss on the transfer of assets is recognized for the difference be-
tween the fair value and carrying value of the assets wansferred. A gain on restructur-
ing is then recognized only if the remaining carrying value of the payable exceeds the
total future cash payments specified by the terms of the debt remaining unsettled.'®

A creditor in a maodification of the terms computes the loss by discounting all
the future cash flows (face value and interest) using the original effective interest
rate. If this amount is less than the carrying value of the existing debt (plus accrued
interest), the difference is charged to bad debt expense with a credit to a valuation
allowance account (less accrued interest). Then, as interest payments are received,
the valuation allowance account is amortized and the cash interest receipts are
recorded as interest revenue over the remaining life of the debt.

For cash-strapped companies in bankruptcy proceedings caught in the balance
between staying open and shutting down, debtor-in-possession loan agreements have
become the lifeline that keeps employees paid, vendors delivering, and the doors open.

Such loans, known as DIP financing, have gained more attention as household
names in Chapter 11, such as retailer Kmart Carp., with $2 billion in DIP financing,
and cable company Adelphia Communications Corp., with a $1.5 billion DIP loan,
have secured this type of lending to stay afloat.”

Restructuring lllustration

To illustrate the accounting process, assume that Box Company filed a petition far
reorganization with the bankruptey court. The reorganization plan has been ap-
proved by the parties of interest and the court. Box Company’s balance sheet on
April 30, 2009, prior to reorganization, is shown in lllustration 10-1.

ILLUSTRATION 10-1
Box Company Balance Sheet April 30, 2012

Current Assets

Cash S 86,000
Accounts Receivable $120,000
Less: Allowance lor Uncollectibles 15,000 107.000
Inventories 142,000
Total Current Assets 555,000
Plant and Equipment 680,000
Less: Accumulated Depreciation 275,000 405.000
Land Held as an Invesument 80,000
Total Assets $820.000
Current Liabilities
Accounts Payable—Secured by Inventory $ 60,000
Accounts Payable—Unsecured 154,000
Notes Payvable—Unsecured 200,000
Acerued Expenses—with Priority 24,000
Accrued Interest Payable 50,000
Total Current Liabilities 468,000
Bonds Payable—Unsecured 450,000
Tortal Liahilities 918,000
Stackholders’ Equity
Common Stock, $1 par value S$500.000
Retained Earnings (deficit) (598.000)
Total Stackholders’ Deficiency {98,000)
Excess of Liahilities over Stockholders” Deficiency $820 .UI_PQ

" FASD ASC paragraph 470-60-35-8 (Statement of Financial Accounting Standards No. 13, Par. 19).
' The Wall Street fournal, “Debior Loans Help Cash-Poor Firms,” by Marc Hopkins, 7/24/02, p. B3G.
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Provisions of the reorganization plan and the appropriate journal entries to

account for the restructuring follow:

1.

Creditors represented by the unsecured accounts pavable agree to accept the
accounts receivable ol Box Company in full settlement of their claims. The fair
value of the receivables, which is not guaranteed by Box Company, is $100,000.
CV indicates carrving value, while FV indicates fair value.

Allowance for Uncollectibles 15,000
Loss on Transter of Assets (CV less I'V) 7.000
Accounts Receivable 20,000

To reduce the receivable to fair value.

Accounts Payable—Unsecured 134,000
Accounts Receivable (at fuir value) 100,000
Gain on Restructuring of Debt B4, 000

To record the seulement of the payable with the receivable.

Notice thar a loss an transfer of assets is recognized [or the dillerence belween the
book value of the receivables ($107,000) and their fair value ($100,000). A gain
on restructuring is then recognized for the difference between the carrying value
of the pavable (§134,000) and the fair value of the receivables ($100,000).

Accrued expenses with priority are paid in full.

Accrued Expenses 24,000
Cash 24.000

A creditor holding a $120,000 note from Box Company agrees to accept the land
held as an investment in full setlement of the note plus accrued interest of
$8.000. The land has a fair value of $95,000.

Land (increase 1o Fair value) 15,000
Gain on Transter of Assets (FV less CV) 15,000
Notes Payable (at carrying value) 120,000
Accrued Interest Payable 8.000
Land (at Fair value) 95,000
Gain on Restructuring of Debr 33,000

The land is increased to its fair value and a gain on transfer of asscts is recog-
nized in the amount of §13,000. The land and payable are then written off and a
gain on restructuring is recognized for the difference between the carrying value
ol the payable ($128,000) and the fair value of the land ($95,000).

A creditor holding a 149%, $80.000 note from Box Company (on which $4,000 in-
terest has accrued) agrees to extend the maturity date of the note for two years
(until April 30, 2014) and reduce the interest rate to 8%.

Note Pavable 80,000
Accrued Interest Payahble 1,000
Restructured Debr 34,000

Since the total future cash payments of §92,800 (principal of $80,000 and interest of
512.800) exceed the carrying value of the debt ($84,000), no gain on restructuring
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is recognized. Interest expense is recorded in the [uture by computing the effective
interest rate that, when applied to the carrying amount of the payable at the begin-
ning of the period, will amortize the debt over the period to maturity.

5. Bondholders agree to accept an equity interest in Box Company of 150,000
shares of common stock in exchange for the par value of the bonds. Accrued in-
terest of $38.000 is to be paid in cash by January 1, 2013. The market value of the
common stock is $1.25 per share.

Bonds Payable 450,000
Common Stock (150,000 X §1) 150,000
Other Contributed Capital {150,000 X $,25) 37,500
Gain on Restructuring of Debt 262 500

Since the carrying value of the bonds payable exceeds the fair value of the equity
interest given, a gain on restructuring is recognized.

6. Bankruptey administration expenses totaling $16,000 are paid in cash.

Bankruptey Administration Expenses 16,000
Cash 16,000

The net gain on ransfer of assets (£15,000 — $7,000) will be reported as a part
of operations on the income statement, and the gain on restructuring of debt of
$329,500 ($34.000 + $33,000 + §262,500) is reported in net income. If the condi-
tions are met, the gain on restructuring may be reported as an extraordinary item.
After giving effect to the reorganization entries, Box Company’s balance sheet will
be as shown in Hlustration 10-2.

Notice that, although the stockholders’ deficiency has been eliminated, there is
still a retained earnings deficit. If desired by the parties of interest, the reorganiza-
tion plan could have included a provision to decrease the par value of the common
stack and eliminate the accumulated deficit.

ILLUSTRATIOM 10-2
Box Company Balance Sheet May 1, 2012
Current Assets

Cash < 46,000
Inventories 142,000
Total Current Assets 188,000
Plant and Equipment $680,000
Less: Accumulated Depreciation 275,000 405,000
Total Assels 5593.000
Current Liabiliues
Accounts Payable £ 60,000
Accrued Interest Payable (due 1/1/2013) 38,000
Total Current Liabilities 98,000
Restructured Debi—due 4/50,/14 REX
Total Liabilities 152,000
Stockholders’ Equity
Common Stock, $1 par value S6A0,000
Other Contributed Capital 57,500
Retained Earnings (deficit) (3598,000 + 16,000 — 8,000 (276,500)
$329.500) B
Total Stackholders’ Equity 411,000

Total Liabilities and Stockhalders’ Equity 3 543,000
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Midway through 2002, the number of firms converting Chapter 11 bankruptcies into
Chapter 7 almast doubled compared ta the previous year. Under Chapter 11, debtors
have the right to propose a plan of rearganization and this plan can be expensive
because of the administration costs and the costs of the professionals needed to
help reorganize the firm. Often debtor companies compare the expected cash from
Chapter 11 reorganization with the liquidation values expected under Chapter 7.
Debtor firms know that once they declare Chapter 7, the prices of the assels
decrease as buyers then know that the firm has to sell the assets."®

TEST
YOUR KNOWLEDGE

NOTE: Solutions to Test Your Knowledge questions are found at the end of each chapter hefore
the end-of-chapier questions.

Short Answer

Assume that a debtor owes a creditor a $10,000 note payable with $2,000 accrued
interest. Determine the amount of the gain or loss included in ordinary income and/or
the amount of the gain or loss from restructuring.

Assume that land with a book value of $8,000 and a fair value of $3,000 is given in
full payment of the amount owed.

The “Accounting” Statement of Affairs’®

The Reform Act provides that a plan for reorganization will not be approved by the
court unless it can he shown that creditors will receive at least as much as they would
receive il the debtor were liquidated. Consequently, it is important that the esti-
mated amounts 1o be received by all parties be determined befare filing either a lig-
uidation or reorganization petition with the court. 'The Statement of Affairsis a report
designed to show the estimated amount that would be received by cach class of
claim in the event of liquidation. Itis essentially a balance sheet prepared on the ba-
sis of an assumption of liquidation rather than on the going-concern assumption.
The appropriate emphasis is no longer one of reporting residual costs, but one of
reporting on the legal status ol resources and claims against those resources. Thus,
assets are reported at their expected realizable values, rather than ar book values.
In addition, the current/noncurrent distinction is set aside, and assets are segre-
gated into those that are pledged with fully secured creditors, those that are pledged
with pardally secured creditors, and those thatare essentially “free” and therefore avail-
able to settle unsecured claims. Likewise, the current/noncurrent distinction for lia-
bilities is meaningless; that is, if the company liquidates, all liabilities are current. Thus,
liabilities are classified on the basis of their legal status as those having priority, those
that arc fully sccurced, those that are partially secured, and those that are unsccured.
In summary, the Statement of Affairs is an accounting report that is designed to
permit the user to determine the total expected amounts that could be realized on

HD(H\'JD]H":R Corporate Filings Alert, “Canversions of Chapter 11 Cases to Chapter 7 Liquidations on
Rise," by Tom Becker, 7/25,/02.

" Thiz statement is an accounting report and should not be confused with the Statement of Atfairs the
Bankrupuey Relorm Act requires from the debtor company, which is simply a scries ol questions con-
cerning the debtor company’s financial position,
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the disposition ol the assets, the priorities in the use of the realization proceeds in
satisfying claims, and the potential net deficiency that would resultif the assets were
realized and claims liquidated. In that respect, stockholders’ or owners’ equity bal-
ances have no significance.

{llustration of a Statement of Affairs  As an illustration of a Statement of Affairs, as-
sume that the Preston Company had the following balance sheet on April 30, 2012,
at which time the company is contemplating filing a petition for liquidation or re-
organization.

Additional information concerning estimated realizable values and other bal-
ance sheet relationships follows:
1. The notes receivable are expected to be fully realized, and they have been

pledged as collateral on a bank note in the principal amount of $20,000 plus
accrued interest of $600.

2. Accounts reeeivable have an estimated collectible value of $28,000,
3. Inventories have a realizable value of $102,280,

Preston Company
Balance Sheet April 30, 2012

Assels
Cash 5 8,200
Notes Receivable 24,000
Accounts Reccivable (net) 47,000
Inventories 119,000
Prepaid Expenses 1,200
Investment in Beta Company Stock, 1,000 Shares at Market Value 26,500
Land 42,000
Buildings (net) 198,000
Machinery and Equipment (net) 93,000
Total Assets $558,900

Liabilities and Stockholders’ Equity

Bank Notes Payable § 32,000
Accounts Payable 195,000
Accrued Salaries and Wages 13,500
Accrued Interest

On bank notes 1,100

On mortgage note 2,500
Mortgage Note Payable 200,000
Capital Stock 250,000
Retained Earnings (deficit) (141,200)

Total Liabilities and Stockholders” Equity $5558,900

4. The recovery value of prepaid expenses is $600.

5. The Investment in Beta Company stock is pledged as collateral on a bank note
payable in the principal amount of $12,000 plus accrued interest of $500.

6. Land and buildings have an appraised value of $140,000 and serve as collateral
on the mortgage note payable.

7. The machinery and equipment have an estimated disposal value of $38,000.
The Statement of Affairs for Preston Company, along with a deficiency account

summarizing estimated gains and losses on the realization of assets, is presented in
[Hlustration 10-5.



ILLUSTRATION 10-3

Preston Company Statement of Affairs April 30. 2012

Lok
Vil

Assets

Realizable
| :flf e

fi )n'ﬁrf‘mrr'.‘

Aceount

Assets Pledged with
Fully Secured Creditors

(Loss) /Gain

S 924,000 Notes Receivable S 24,000
Bank Note Payable $20,000
Accrued Interest GO0 20,600 S 3,400
26,500 Investment in Stock of Beta Company 26,500
Bank Note Payable S12.000
Accrued Interest H0 12,500 14,000
Assels Pledged with FA73 Al=d iy
Partially Secured Creditors
240,000 Land and Buildings 140,000 (100.000)
Mortgage Note Payable 200,000
Accrued Interest 5,500 208,500
Unsecured amount (sce below) (68.500)
Free Assets
2,200 Cush 8,200
47,000 Accounts Receivable 28,000 (19,000}
1,200 Prepaid Expenses 600 (BO0)
119,000 Inventories 102,280 (16,720}
93,000 Machinery and Equipment 38,000 (55,000}
Total Net Realizable Value 194,480
Liabilitics having Priority—
Salaries and Wages 13,500
Net Free Assels 180,980
Estimated Deficiency to Unsecured
- Creditors (balancing amount) 82,520
£558,900 S5265.500 (191.320)
Buok Unsecared
Vilue Lqutities Liabilitios
Liabilities Having Priority
S 13,500 Accrued Salaries and Wages
Fully Secured Creditors
32.000 Notes Payvable 32,000
1,100 Acerued Interest 1,100
Partially Secured Creditors e
200.000) Mortgage Note Payable 200,000
8,500 Accrued [nterest 3,500
Total 208,500
Land and Buildings 140,000 5 68,500
Unsecured Creditors
195,000 Accounts Pavable 195,000
Stockholders’ Equity
250,000 Capital Stock 250,000
(141,200) Retained Farnings (deficit) = (141,200)
_$558,000 $263,500 108,800
Estimated deficiency $(82,520)
Preston Campany
Deficiency Account April 30, 2012
Estimated Losses Estimated Gains
Accounts Receivable S 19,000 Capital Stock $250,000
Inventory 16,720 Rewined Earnings (141,200)
Prepaid Expenses 600 Estimated Deficiency 1o
Land and Buildings 100,000 Unsecured Creditors 82 520
Machinery and Equipment 85,000
Total §1491,32 Tatal $191,320
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Several comments concerning Ilustration 10-3 should be noted:

I. Assets pledged with fully secured creditors—notes receivable and the investment
in stock of Beta Company—have realizable values in excess of the secured debts
in an amount of $17,400, which becomes available for distribution to unsccurcd
creditors.

2. Assets pledged with partially secured creditors—Iland and buildings—have a re-
alizable value that is $68,500 less than the total related debt, Thus, mortgage
holders have a $68,500 remaining claim that ranks as an unsecured one.

3. Free assets are those that have not been pledged with specific liabilities and are,
therefore, available to satisfy general unsecured creditors. Note that the “free”
assets include the excess of the realizable value of pledged assets over the related
debts of fully secured creditors,

4. In the Deficiency Account, the capital stock and retained carnings deficit are in-
cluded in the estimated gains column only to indicate the extent to which total
potential deficiency is covered by stockholders” equity.

=1

» The linal settlement with the unsecured creditors can be computed by dividing
the “net free assets” by the total amount owed to unsecured creditors:

S180,880 . :
— = 068.7%
$263,500
Thus, itis estimated that cach unsecured creditor will receive approximately 69% of

the amount due under the claim.

In rare cases, DIP (debtor-in-possession) lending is provided by the company buying
the assets of the firm in bankruptcy proceedings, as in AMR Corp.'s purchase,
through its American Airlines unit, of Trans World Airlines for $500 million. “They
provided the DIP so they could get the transaction done;” said Harvey L. Tepner, an
attorney with Loeb Partners Corp., an investment and merchant-banking firm in

New York City. “In that case, the exit strategy was [American Airlines] would pay
themselves back through the operation of the airline,” he said. "Chapter 11 is a great

marketplace for M&A activity”2°

R R R

TRUSTEE ACCOUNTING AND REPORTING

As indicated earlier, a trustee is often appointed to assume the responsibility of man-
aging the debtor’s business for the period during which a reorganizarion plan is de-
veloped or the business is liquidatec. The trustee takes title to the debror’s assets
and is accountable to the court, the creditors, and other parties ol interest [or the
subsequent utilization or realization of the assets, From an accounting standpoint,
two main approaches are available to the trustee. He or she may continue to use the
debtor’s accounting records, which is the approach often used when it is expected
that the business will be rehabilitated and returned to the control of the debtor ar

= The Wall Strvet Jowrnad, “Debior Loans Help Cash-Poor Firms,” by Mare ITopkins, 7/24/02, p. B3G.
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some future date or when the business is expected to be sold as an operating unit.
Or the trustee may open a new set of books, the approach frequently used when the
assets are to be realized and liabilities liquidated. In either case, the better approach
is probably to open a new set of books, because it will make it easier to distinguish
berween rthe assets and liabilities of the debtor that existed hefore the appointment
of the trustee and those arising after his or her appointment,

When new books are opened, the trustee records, at their book values, the assets
(as well as any related valuation accounts) that have been placed under trustee con-
trol, The net credit in the entry is to an account normally titled with the name of
the debtor company and the term “in receivership,” for example, “Axon Company—
In Receivership.” No existing liabilities are recorded by the trustee, but liabilities
incurred later are recorded. Although liabilities existing at the date the trustee takes
control are not recorded, the trustee may pay these liabilities in the course of operat-
ing the company or as part of the realization and liquidation process, This payment
of preexisting debts, of course, reduces the assets for which the trustee is accountable.

The transfer of the assets to the trustee is recorded on the debtor’s books by cred-
iting the various asset accounts (with debits to related valuation accounts) and debit-
ing an account in the name of the trustee. Subsequent activities engaged in by the
trustee are recorded on the trustee’s books with entries on the debtor’s books where
appropriate, for example, to record the pavment of preexisting debis by the vrustee.

As an example of the accounting procedures used where the trustee opens a
new set of books, assume that Axon Company has the following account balances on
October 1, 2012, at which time Gary Trent was appointed trustee.

Cash S 6,400
Receivables 32,000
Inventory 48,600
Property and equipment 120,000
Total
Allowance for uncollectibles 5 24900
Accumulated depreciation 44,100
Accounts payable 75.000
Capital stack 150,000
Retained earnings (deficit) (95.000)
Total 5207.000

During the period from October 1, 2012, through December 31, 2012, the following
ransactions occurred:

(1) All Axon Company’s assets were transferrved to the trustee.

(2) Additional merchandise inventory was purchased by the rustee on
account in amount of 326,000,

(4} Sales for the periad were: on account, §32,000; cash, 7,000,

(4) Cash was collected by the trustee on

Accounts receivable (ald) S18.000

Accounts receivible (new) 46,000
(4) Payments were made by the trustee for

Accounts payable (old) S45.000

Accounts payable (new) 14.000

0[)131';1[1113_; CXPeTSes 10,500

Trustee’s expenses 2,000
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(6) Adjusting entries recorded by the trustee on December 31, 2012 were:
Estimated uncollectibles on

Accounts receivable (old) 3 8,500
Accounts receivable (new) 400
Accounts receivable written off

on accounts receivable (ald) 4,500
Depreciation expense 7,600

(7) The merchandise inventory balance on December 31 was 342,000,

Lntries to record the ellect of these transactions on the trustee’s and the debtor’s
books are presented in MNustration 10-4. In order to prepare financial statements for
Axon Company on December 31, 2012, the trustee’s accounts must be combined
with Axon Company's accounts. A combining workpaper for this purpose is pre-
sented in Hlustration 10-5.

ILLUSTRATION 10-4

Journal Entries

Trustee's Books Axon Company’s Buoks
(1) Cash 6,400 Gary Trent, Trustee 160,000
Receivables {(old) 32,000 Allowance for Uncollecubles 2,900
Inventory 48,600 Accumulated Depreciation 44,100
Property and Equipment 120,000 Cash 6,400
Allowance for Uncollectibles 2,900 Receivables 32,000
Accumulated Depreciation 44,100 Inventory 48,600
Axon Company—in Receivership 160,000 Property and Equipment 120,000
(2} Purchases 206,000 No entry
Accounts Payable (new) 26,000
(3) Cash 7,000 Nao entry
Accounts Receivable (new) 52,000
Sales 55,000
(4) Cash G:4,000 Nao entry
Accounts Receivable (old) 18,000
Accounts Receivable (new) 46,000
(3) Axon Company—in Rurtl.-iv.’urslﬁp 45,000 Accounts Payable 43,000
Accounts Payable (new) 14,000 Gary Trent. Trustee 43,000
Operating Fxpenses 10,500
Trustee’s Expenses 2 000
Cash 69,500
(G) Bad Debts Expense 3,000 No entry
Depreciation Expense 7.600
Allowance for Uncollectibles (old) 3,500
Allowance for Uncollectibles (new) 400
Accumulated Depreciation 7,600
Allowance for Uncollectibles (old) 4,500 No entry
Accounts Receivable (old) 4,500
(7) Sales 59,000 Gary Trent, Trustee 2,400
Inventory 6,600 Income Summary 2,400
Purchases 26,000 Income Summary 2,400
Operating Expenses 10,500 Retained Earnings 2,400
Trustee’s Expenses 2.000
Bad Debis Expense 3.900
Depreciation Expense 7.G00
Income Summary 2,400
Income Summary 2,400

Axon Company in Receivership 2,400
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ILLUSTRATION 10-5

Axon Company—in Receivership Combining Workpaper
December 31, 2012

Adjustments and

Trial Balanece Eliminaiions Clambiined
Axon Tncome Baiance
Dehits Trustee Ca mifiany D Cr. Statement Sheet

Cash 7.900 7.900
Accounts Receivable [old) 9,500 9,500
Accounts Receivable (new) 6,000 6,000
[nventory 48,600 (1) 65,600 42 000
Property and Equipment 120,000 120,000
Purchase 26,000 (1) 26,000
Operating Expenses 10,500 10,500
Trustee Expenses 2,000 2,000
Bad Debts Expense 3,900 3,000
Depreciation Expense 7,600 7,600
Cost of Goods Sold (1) 32,600 32,600
Gary Trent, Trustee 117,000 (2) 117,000

Towl 242,000 117,000 56,600 185,400

Credits

Allowance for Uncollectibles (ald) 1,900 1.900
Allowance for Uncollectibles (new) 400 400
Accumulated Depreciation A1.700 51,700
Accounts Payable (old) 32,000 32,000
Accounts Pavable (new) 12,000 12,000
Capital Stock 180,000 180,000
Retained Earnings (deficit) (95,000) (95,000)
Sales 59,000 59,000
Axon Company, in Receivership 117,000 (2) 117,000

Total 242 000 117.000 149,600 149,600 59,000
Net Income N T T 2,400 2,400

Toual 46,600 185,400

(1) To adjust inventory and set up cost of goods sold.
(2) To eliminate reciprocal accounts,

I —

REALIZATION AND LIQUIDATION ACCOUNT

When a trustee is appointed to handle the affairs of a company in financial diffi-
culty, the court expects to receive periodic reports summarizing the realization and
distribution activities of the ﬁ(lll(ti;ll'y,m Although the traditional linancial state-
ments may be prepared by the fiduciary, court officials are interested primarily in
the changes that have occurred in the monetary items during a period. The legal
form used to report these acrivities is termed a realization and liquidalion account.
The report has three main sections—assets, liabilities, and revenues and expenses.
The asset section consists of four parts, illustrated as follows:

Assets
Assets to be realized Assets realized
Assets acquired Assets not realized

VA fduciany is o person o whom property is entrusted 1o hold, control, or manage for anather.
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The assels to be realized part identifies the individual assets to which the trustee
has taken ritle from the debtor. Cash is not included in the report because it is al-
ready realized. Although cash is excluded, the court is given a copy of the cash ac-
count of the trustee, which shows the beginning amount received from the debtor,
as well as all the individual receipts and disbursements for the period covered. The
assets acquired part itemizes the assets either discovered or received from operating
activities during the period. The assets realized part identifies proceeds received
from the conversion of specific assets. The assets not realized part identifies the assets
remaining with the trustee at the end of the reporting period.

In a similar manner, the liabilities section consists of four parts, as indicated below:

Liabilities
Liabilities liquidated Liabilities to be liquidated
Liabilities not liquidated Liahilities incurred

The liabilities to be liguidated part identifies the liabilities that the trustee ook
responsibility for at the date of appointment. Liabilities incurred reflect the liabilities
incurred by the trustee for operating activities during the period. Liabilities liqui-
dated identify specific liabilities paid by the trustee, and labilities not liguidated re-
flect those that remain to be paid by the trustee.

The revenues and expenses section of the report lists the supplementary ex-
penses incwrred and revenues received by the trustee during the period, as follows:

Revenues and Expenses

Supplementary charges Supplementary credits

The realization and liquidation account is prepared in the typical account form
with debits on the left side and credits on the right side ol the account. Any figure
needed to balance the account reflects a gain or loss for the reported period.

As an example of a realization and liquidation account, assume IHlustration 10-5
concerning the receivership of Gary Trent for Axon Company. The realization and
liquidation account is presented in Tlustration 10-6.

A copy of the Cash account of the trustee that would be included with the re-
port is presented below:

Cash
Balance, 10/] 6,400 Accounts payvable (old) 43,000
Sales 7,000 Accounts pavable (new) 14,000
Accounts receivable (old) 18,000 Operating expenses 10,500
Accounts receivable (new) 46,000 ~ Trustee’s expenses 2,000
Balance, 12/31 7,900

Note that the balancing figure (labeled “net gain®) in the realization and
liquidation account is the same as the $2,400 net income reported for the period
October 1 to December 31, 2012, in Hustration 10-5, This is as it should be, since no
assets were realized during the period except through normal operating activities.
If assets had been realized by other than normal operating activities (for example,
the sale of land), any gain or loss would increase or decrease the net gain reported
in the Realization and Liquidation account. The transaction could be treated in one
of two ways. Assets realized could be reported at the amount received from the
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ILLUSTRATION 10-6

Axon Company. Gary Trent, Trustee, Realization and Liquidation Account, October 1, 2009,
to December 31, 2012

Assets ta Be Realized

Assets Realized

Receivables (old) § 22,000 Accounts Receivable (old) S 18.000
Less: Allowance for Uncollectibles 2900 § 29,100 Accounts Receivable (new) 46.000
Il]\-'(tmm'y 48,600
Property and Equipment 120,000 Assets Not Realized
Less: Accumulated Depreciation 44,100 75,900 Accounts Receivable (old) 5 9.500
Less: Allowance for Uncollectibles 1,800 7.600
Assets Acquired Accounts Receivable (new) 6,000
Accounts Receivable (new) 52,000 Less: Allowance for Uncollectibles 400 5,600
Inventory 42 000
Supplementary Charges Property and Equipment 120,000
Purchases 26,000 Less: Accumulated Depreciation 51,700 68,300
Operation Expenses 10,500
Trustee’s Expenses 2,000 Supplementary Credits
Sales 59,000

Liabilities Liquidated
Accounts Pavable (old)

45,000 Liabilities to Be Liquidated

Accounts Payable (new) 14,000 Accounts Payable (old) 75,000
Liabilities Not Liquidated Liabilities Incurred
Accounts Payable (old) 32,000 Accounts Pavable (new) 26,000
Accounts Payable (new) 12,000
Net Gain 2400

Total $347,500 Total $347,500

——

sale of the assct (the traditional approach), or they might be reported at the book
value of the asset sold and any gain or loss on the sale reported as a supplemental
credit or supplemental charge. For example, assume that the property and equip-
ment account of Axon Company included a parcel of land that cost $25,000 and
that the parcel was sold by the trustee for $335,000. The traditional approach would
report asscts realized at $35,000 with a decrease in assets not realized of $25,000.
The 510,000 difference between the two would be reflected as part of a net gain of
$12.400, rather than the $2,400 in Hlustration 10-6. The items that would he different
in Hlustration 10-6 are:

Assets Realized

Property and Equipment $35,000

Assets Not Realized

Praperty and Equipment (120,000 — $25,000) 805,000
Less: Accumulated Depreciation 51,700 43,300
Net Gain 12,400

The basic weakness in this approach is that the components of the “net gain” or “net
loss” are not disclosed,

An alternative is to report the sale of the land as assets realized at book value,
$25.000, a decrease in assets not realized of $25,000, and a supplementary credit
“Gain on sale of land” of $10,000. Although the net gain needed to balance the ac-
count is still $12,400, the reader of the report is able to identify the components of
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the net gain. The items that would be different in Hustration 10-6 under this
approach are:

Assels Realized

I'roperty and Equipment S25,000

Assets Not Realized

Property and Eguipment (§120,000 — 525,000) 505,000
[ ess: Acenmulated Dt-’|11‘(-‘r‘i:11inn 51,7000 43,300

Supplementary Credits

Gain on Sale of Land 10,000

Net Gain 12,400

Similar alternative treatments could be afforded the favorable or unfavorable liqui-
dation of liabilities.
Other items on the realizaton and liquidation account deserve comment:

1. Note that we have elected to show sales of merchandise as supplementary cred-
its and purchases of merchandise as supplementary charges. As an alternative,
the trustee might report sales of merchandise as assets realized and purchases of
merchandise as assefs acquired. We believe our treatment is more informative be-
cause it separates operating effects from nonoperating effects, although the
latter treatment is more common in practice.

2. Expenses representing cost allocations (such as depreciation) and estimated bad
debts expense are not reported separately. These expenses are reflected in the
report, however, as increases in accumulated depreciation and allowance for un-
collectibles in the assets not realized part of the report. Thus, because the net gain
(loss) for the period is a balancing figure, these expenses are lactors in the
determination of that net gain (loss).

Bankruptcy Prediction Models

{__I_IELATED CONCEPTS
One assumption
underlying the
financial statements
is that the firm will
continue as a going
concern.

Perhaps, one of the most eritieal tasks of an audit team lies in assessing a client’s like-
lihood of continuing as a going concern. When the auditors deem the likelihood o
be low, the opinion issued in conjunction with the audited financial statements must
reflect this assessment. Because clients are resistant to such an opinion, guidance for
the decision is clearly needed. Furthermore, researches have found [requent errors
in both directions; that is. going concern audit reports issued for firms that do not
later fail, and client failures where no going concern report was issued by the audi-
tor. SAS No. 59, “Awditor’s Consideration of an Entity’s Ability tv Contiveue as a Going Con-
cern,” provides guidance to the auditor in conducting an audit of financial statements
in evaluating whether there is substantial doubt about the entity’s ability to continue
as a going concern. The auditor has a responsibility to evaluate whether there is sub-
stantial doubt about the entity’s ability to continue as a going concern, The auditor’s
evaluation is based on his knowledge of relevant conditions and events that exist at,
or have occurred prior to the completion of fieldwork. Information about such con-
ditions or events is obtained from the application of auditing procedures planned
and performed to achieve audit objectives that are related to management’s asser-
tions embodied in the financial statements being audited, as described in SAS
No. 31, Evidential Matter (AICPA. Professional Standards, vol 1. AU Section 3206).
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The auditor should evaluate whethier there is substantial doubt ahout the en-
tity's ability to continue as a going concern for a reasonable period of time in the
following manner:

a. The auditor considers whether the results of his procedures performed in
planning, gathering evidential matter relative Lo the various audit objectives,
and completing the andit identify conditions and events that, when considered
in the aggregate, indicate there could be substantial doubt about the entity’s
ability to continuc as a going concern for a reasonable period of time. It may
he necessary to obtain additional information about such conditions and
events, as well as the appropriate evidential matter to support information that
mitigates the auditor's doubt.

b. If' the auditor believes there is substantial doubt about the entity’s ability to
continue as a going concern for a reasonable period of time, he should (1) ob-
tain information about management’s plans that are intended to mitigate the
effect of such conditions or events, and (2) assess the likelihood that such
plans can be effectively implemented.

¢. After the auditor has evaluated management’s plans, he concludes whether he
has substantial doubt about the entity’s ability to continue as a going concern
for a reasonable period of time. If the auditor concludes there is substantial
doubt, he should (1) consider the adequacy of disclosure about the entity’s pos-
sible inability to continue as a going concern for a reasonable period of time,
and (2) include an explanatory paragraph (following the opinion paragraph)
in his audit report to reflect his conclusion. If the auditor concludes that sub-
stantial doubt does not exist, he should consider the need for disclosure.

The auditor is not responsible for predicting future conditions or events. The fact
that the entity may cease Lo exist as a going concern subsequent to receiving a re-
port from the auditor that does not refer to substantial doubt, even within one
vear following the date of the financial statements, does not in itself indicate in-
adequate performance ])}’ the auditor Accordingly, the absence of reference to
substantial doubt in an auditor’s report should not be viewed as providing assur-
ance as to an entity’s ability to continue as a going concer.

Altman’s Z2-Score Bankruptcy Model

In 1968, Altman developed the most widely used model for bankruptey prediction,
the Altman Z-score model. In estimating this model, Altman started with 22 commeon
ratios from five categories covering liquidity, leverage, profitability, activity, and sol-
veney. Using multiple discriminate analysis, he estimated the best model that distin-
guished bankrupt firms from nonbankrupt firms. His model was originally estimated
for manufacturing firms but is generally applied to all types of firms. His model is:

7=12x + Ldx + 3.8% + 0.6x, + 0.990x;
where:

x) = (current assets less current liabilities) / total asscts

Xy = retained earnings/total assets

x; = earnings before interest and taxes/total assets
x; = market value of equity/tolal liabilities

x5 = sales/total assets
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FIGURE 10-2

General Motors Z-Score 2000-2008
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If the calculated z-score is below 1.8, the firm is classified as a distressed firm.
Firms with z-scores between 1.1 and 2.675 are considered in the “gray zone,” and
z-scores above 2,99 are considered safe.

In Figure 10-2, General Motors’ z-score is computed for the years 2000
through 2008. The zscore has been decreasing over time (with the exception of
2006) and is in the "bankrupt” zone in virtually every year. GM’s market cap in
2008 fell to around $4 billion down from a high of $§52 hillion in 2000. While there
were some modest increases in revenues over this period, the firm earned a net
loss every year after 2004,

The auditor has a responsibility to evaluate whether there is substantial doubt
about the entity’s ability to continue as a going concern for a reasonable period of
time. Reasonable period of time is defined as a period not to exceed one year beyond
the date of the financial statements being audited. Currently, AU Section 341, The
Auditor’s Consideration of an Entity’s Ability to Continue as a Going Concern, of the
AICPA Codification of Statements on Auditing Standards contains the guidance
about the going concern assessment. The Public Company Accounting Oversight
Board (PCAOB) adopted AU Section 341 on an initial transitional basis.

Conditions and events that may raise a substantial doubt about an entity’s abil-
ity to continue as a going concern include negative financial trends such as recur-
ring operating losses, working capital deficiencies, negative cash flows from opera-
tions, and/or adverse key financial ratios. Other indications of possible financial
difficulties might include such events as defaulting on loans, having not paid divi-
dends, seeking new sources of financing, selling assets, or restructuring debt.

FASB issued an exposure draft in October, 2008 on “Going Concern.” The
Board decided to carry forward the going concern guidance from AU Section 341,
subject to several modifications to align the guidance with International Financial
Reporting Standards (IFRSs). One modification is to change the time horizon for
the going concern assessment. AU Section 341 states that there is “a responsibility
to evaluate whether there is substantial doubt about the entity’s ability Lo continue
as a going concern for a reasonable period of time, not to exceed one year bevond
the date of the financial statements being audited.” International Accounting
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Standard (TAS) 1, Presentation of Financial Statements, requires that an entity
considers “all available information about the future, which is at least, but is not
limited to, twelve months from the end of the reporting period” when assessing
whether the going concern assumption is appropriate. The Board decided to use
the time horizon in IAS 1 because it avoids a bright-line time horizon that might al-
low significant events or conditions occurring just beyond the one-vear time hori-
zon not to be disclosed. The other modifications to align the going concern guid-
ance with IFRSs include using the wording in TAS 1 with respect to the type of
information that should be considered in making the going concern assessment
(all available information about the future) and requiring an entity to disclose when it
does not present financial statements on a going concern basis.

E N SUNMMARY

1. Distinguish between a Chapter 7 and a Chapler 11 bank-

3

rupicy. In a Chapter 7 bankruptcy, the company
ceases operations and the assets are generally sold
by a trustee. In a Chapter 11 bankruptey, the busi-
ness is reorganized and the creditors agree on a
plan for payment of their claims.

Descrvibe the five priovity categories of wnsecured claims
and list the ovdler in which they are settled. The five car-
egories listed in order of priority are: (a) adminis-
tration expenses, fees, and charges incurred in ad-
ministering the bankrupt’s estate; (b) unsecured
claims for wages, salarics, or commissions earned by
an employee within 90 days before the date of filing
of the petition; (¢) unsecured claims for contribu-
tions 10 employee benefit plans from services ren-
dered within 180 days before the date of the filing
of the petition; (d) unsecured claims of individuals
arising from the deposit of money in connection
with the purchase, lease, or renwl of property or
services that were not delivered or performed; and
(e) unsecured claims of governmental units for un-
paicl raxes.

Distinguish between a voluntary and mvaluniary bank-
rufitey petition. A debtor may file a voluntary petition
with a bankruptey court for liquidation under Chap-
ter 7 or for reorganization under Chapter 11, In an
involuntary proceeding, ereditors initiate the action
by filing a petition lor liquidation or reorganization
with the bankruptey court. Filing of a voluntary or
involuntary petition constitutes an order for relief,
which prohibits the start or continuation of legal ac-
ton against the debtor by its creditors,

4.

5

=21

Distingnush among fully secured, partially secured, and
wnsecured claims of creditors, Fully secured claims are
those with liens against assets whose realizable value
is equal to or in excess of the claim. Pardally se-
cured claims are those with liens against assets
whose realizable value is less than the amount of
the claim. Unsecured creditors, including those
having priority, are paid from whatever proceeds re-
main from the realizaton process.

Describe conlractual agreements that the debtor and
its ecreditors may enler into outside of formal bank-
rupdey proceedings to vesolve the debtor’s insolvent
position. These agreements genemll}' mclude (a)
an extension of payment periods; (b) composi-
tion agreements where the creditors agree to ac-
cept less than the full amount to their claims; (c)
formation of a creditors’ committee where the
parties agree to the formation of a creditors’ com-
mitiee that is responsible for managing the
debtor’s business affairs for the period during
which plans are developed to rehabilitate, reorga-
nize, or liquidate the business; or (d) a voluntary
assignment of assets where the debtar may elect
to place its property under the control of a wrustee
for the benefit of its creditors.

Describe the ways debt ey be vestructured in a reoiga-
nization. In reorganization, debt might be restruc-
tured using one of the following: (a) the debtor
may transfer assets in full settlement of the
payable; (b) the debtor may give an equity inter-
est in its firm in full settlement of the payable; or
() the creditor may modify terms ol the payable.
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TEST
YOUR KNOWLEDGE
SOLUTIONS
10-1 1. c
2. False
3. True
4. False
5.True
10-2 Ordinary gain on revaluation of land is $1,000 and the restructuring gain is
$3,000.
QUESTIONS

L@ 1. List the primary types of contractmal agreemenis
between a debtor company and its creditors and
briefly explain what is involved in each of them.

H@ 2. Distinguish between a voluntary and involuniary
bankruptey petition,

3. Distinguish among [ully secured, partially se-
cured, and unsecured claims of creditors.

L@ 4. Five priority categories ol unsecured claims
must be paid before general unsecured creditors
are paid. Briefly describe what makes up
each category.

L@ 5. Whatare "dividends™ in a bankrupley proceeding?

6. For each of the fellowing debt restructurings,
indicate whether a gain is recognized and, il s0,
how the gain is measured and reported.

(a) Transfer of assets by the debtor to the creditor,

(b) Grant of an equity interest by the debtor o
the creditor.

(c) Modification of the terms of the payable,

L@ 7. What is the purpose of a Statement of Affairs?

L 8. One of the officers of a corporation that had just
received a discharge in bankruptey said, "Goad,
now we don’t owe anyone.” Is he correct?

L@ 9. What are the duties of a trustee in a liquidation
proceeding?

!-.@10. What is the purpose of a combining workpaper
prepared by a trustee?

ANALYZING FINANCIAL STATEMENTS

AFS10-1 Circuit City versus Best Buy

@ 11. Whar is the purpose of a realization and liquida-
tion account?

Business Ethics
From an ethical perspective, some believe that it is never
justifiable for an individual or business to declare bank-
ruptey. Others believe that some actions arc appropriate
only in extreme circumstances. Without question, as
stated in the Jowrnal of Aceountancy, November 2005,
page 51, “the ease with which dehtors have been able to
walk away from debt has frustrated creditors [or years.”
L. Deseribe the differences between Chapter 7 (lig-
uidations) and Chapter 11 (reorganizations)
[rom an ethical standpoint. Who is most likely to
be hurt by a Chapter 7 bankruptey?

I

Discuss the Bankruptcy Abuse Prevention and

Consumer Protection Act of 2005. Do you be-

lieve the changes wrought by this act will serve to

protect creditors?

3. The Protection Act of 2005 requires individuals,
but not businesses, 1o undergo a “means” test
before they can seek Chapter 7 reliel. Do you
believe this change should be applied to busi-
nesses as well> Why or why not?

4. Do you think that you would ever resort to filing

for bankruptey relief yourselt? Why or why notz

In the following table, cight vears of data for Best Buy and Circuit City are presented. Evalu-
ate the performance of the two companies over time (see Appendix A in Chapter | for a
structured approach). In addition, compute the zscore to determine the likelihood of bank-

ruptcy. Comment on your analysis.
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Blockbuster versus Netflix

AFS10-2

In the following table, nine years of data for Blockbuster Video and Nedlix are presented.

Evaluate the performance of the two companies over time (see Appendix A in €
a structured approach). In addition, compute the zscore 1o determine the likelihood of

bankruptey. C
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EXERCISE 10-1  Multiple Choice L91) 192} L93) 1d5)

Select the best answer for each of the following:

1.

o

Johnson joined other ereditors of Alpha Company in a composition agreement seeking 1o

avoid the necessity of a bankruptey proceeding against Alpha. Which statement describes

the composition agreement?

{a) It provides that the creditors will receive less than the full amount of their claims.

(b) It provides a temporary delay, not to exceed six months, insofar as the debtor’s oblig-
ation to repay the debts included in the composition is concerned.

{c) It must be approved by all creditors,

(d) It provides for the appoinunent of a receiver to take over and operate the debtor’s
business.

I'reeman Company ceased doing business and is in bankruptey. Among the claimants are

emplovees seeking unpaid wages. The tollowing statements describe the possible status af

such claims in a bankruptey proceeding or legal limitations placed upon them. Which

ane is an ineorrect statement?

(a) The amounls of excess wages not entitled 1o a priority are mere unsecured claims.

(b) Such claims include wages carned within 180 days before the filing of the bankrupiey
petition, but not o exceed $4,650 in amount,

() Such claims are entlided Lo priority.

(d) Ifa priority is afforded such claims, it cannot exceed 54,650 per wage earner.

Which of the entides listed is not subject to an involuntary bankrupicy petition?

(a) A municipality.

(b) A partnership.

(c) A wholesaler company.

(d) A retailing corporation,

The highest priority for payment of unsecured claims in a bankrupiey proceeding is:

(a) Wages up to 54,650 earned within three months before the petition,

(b) Unpaid federal income raxes.

(c) Administrative expenses ol the bankruptey.

(d) Wages owed o an insolvent employee.

Which of the following situations that arise because of a debtor’s linancial difficulties and

would not otherwise be acceptable to the creditor must be accounted for as a troubled

debt restructuring?

(a) As part ol'a negoliated settlement designed to maintain a relationship with a debtor,
a creditor reduces the effective interest rate on debt outstanding Lo reflect the lower
market interest rate currently applicable 1o debt of that risk class,

(b) Because of a court order, a creditor reduces the stated interest rate for the remaining
vriginal life of the debu,

(c) Because of a court order, a ereditor accepts as full satistaction of its receivable a build-
ing the fair value of which equals the creditor’s recorded invesunent in the receivable.

(d) As part ofa negatiated settlement, a creditor accepts as [ull satslaction of its receivable
a building the fair value of which equals the debtor’s carrying amount of the payable.

EXERCISE 10-2  Truc or False Qﬁl:‘ uf‘é:] !@VE_‘)

Indicate whether each of the following is true or false. IFan answer is false, explain why.

1. Insolvency means that a debtor has more current liabilities than current assets.
2. Voluntary bankruptey petitions may be filed under either Chapter 7 or Chapter
11 of the Reform Act.
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EXERCISE 10-3

EXERCISE 10-4

EXERCISE 10-5

EXERCISE 10-6

Chapter 10 Insolvency—Liquidation and Reorganization

3. Ifan insolvent debtor has more than 12 creditors, an involuntary petition must be
signed by at least three of those creditors,

4. Unsecured creditors with priority will receive full satislfaction before secured
creditors are paid.

5. Either a debtor or its creditors may file a petition for rearganization under Chap-
ter 11 of the Reform Act.

6. In areorganization involving a transfer of assets, the debtor will recognize a gain
on restriucturing measured by the excess of the carrying value of the payable set-
tled aver the hook value of the assets transferred.,

7. Restructuring gains that arise from troubled debt restructurings are reported hy
the debtor as extraordinary gains.

8. The statement of affairs is a report designed ra estimate the amount expected to
he earned by a debtor company during the time period needed o complete a re-
organization.

Transfer of Assets L@

Bar Company, which is in financial difficulty and in the process of a voluntary reorganization,
has agreed to transfer to a creditor a copyright it owns in full settlement of a $150,000 note
payable and $15,000 in accrued interest. The copyright, which originally cost S100,000, has
an accumulated amartization halance of $55,000 and a current fair value of 595,000,
Required:

A. Prepare the journal entries on Bar Company's books to record the transfer of the copyright.
B. Explain the proper treatment of any gain or loss recognized in (A).

C. Assuming the fair value of the copyright was $30.000, repeat the requirement in (A).

Modification of Terms 1¢1)

Lake Company, a major creditor of financially troubled Spain Company, has agreed to modify

the terms of a debr owed to Lake Company. The debt consists of a $900,000, 129 note that is

due currently along with accrued interest of $95,000. Lake Company agreed ta extend the due

date of the note and accrued interest for three vears and o reduce the interest rate to 5% per

annum (on both maturity value and acerued interest), with interest to he paid annually.

Required:

A. Should a gain on restructuring be recognized by Spain Company? Explain.

B. Prepare the entry that should be made on Spain Company’s books on the date of
restructure.

Modification of Terms _|.
Assume the same situation described in Exercise 10-4 except that the terms of modification
of the debt are

1. Accrued interest of 95,000 is 1o be canceled.

2. The face value of the note is reduced o $600,000, pavable at the end of three years.
Interest on the new face value at 8% is to be paid annually.

Required:

A. Should a gain on restructuring be recognized? Fxplain.

B. Prepare entries on the books of Spain Company to record the restructuring,

C. Prepare the entry on Spain Company’s books to record the interest payment at the end of
the first year after restructuring.

Settlement of Priority Claims L
The following data are taken from the statement of affairs of the Monroe Company. (Assume
that the realizable values of assets are accurate.)
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EXERCISE 10-7

EXERCISE 10-8

Assets pledged with fully secured creditors
{realizable value, $150,000)

Assets pledged with partially secured creditors
(realizable value, $90,000)

Free assets (realizable value, S102,000)

Fully secured creditor claims

Yartially secured creditor claims

Unsecured creditor elaims with priority

General unsecured creditor claims

Required:

Compute the amount that will be paid to each class of creditor.

Statement of Affairs 191)

$240,000

110,000
160,000
91,000
120,000
30,000
350,000

579

Ball C(llTlpllIl}’ is facing bankruptey proceedings. A halance sheet dated June 30, 2012, and

other information are presented below:

Ball Company Balance Sheet
June 20, 2012

Cash

Accounts Receivable (net)

Inventory

Property and Equipment (net)
Total Assets

Accounts Payable

Accrued Wages

Notes Payable

Common Stock

Retained Earnings (deficit)
Towal Equities

Estimated realizable values of the company’s asscts are:

Accounts Receivable
Inventory
Property and Equipment

§ 20,400
170,000
130,000
430,000

$800,100

$350,000
120,000
200,000
400,000

(269,600)

S800.400

S 95,000
110,000
20,000

Accounts receivable and inventory are each pledged as security on individnal naotes

pavable in the amount of 5100,000 each,

Required:

Prepare a statement of affairs and determine the esimated setdlement per dellar for general

unsecured creditors. (Assume that all accrued wages are priority items.)

Reorganization Balance Sheet .L.@

The following balance sheet was prepared for Crane Company on December 31, 2012:

Crane Company Balance Sheet
December 31, 2012

Cash

Accounts Receivable 552,500

Less: Allowance for Uncollectibles
Inventory
Property and Equipment (net)
Goodwill

Total Assets

Accounts Payable
10% Bonds Payable, due 6/30/15
Common Stock, $20 par, 10,000 Shares Ouistanding
Retained Earnings (deficit)
Total Equities

5 35,000

48,700
71,000
142,000
20,000
$314,700
£ 66,000
130,000
200,000
(81,300)
$314,7
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EXERCISE 10-9
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Crane Company has had operating difficulties, accumulating a delicit over several years be-
fore 2012, During 2012, however, Crane reported a significantly lower operating loss, and
prospects for the future are relatively bright. Although management and stockholders are
optimistic about the future. it is almost certain that the company will lack the necessary

working capital to handle existing obligations and expected future growth, In light of these
facts, Crane has filed for reorganization under Chapter 11 of the Bankruptcy Reform Act

of

1978. The reorganization plan, the provisions of which are set out below, has received

the approval of stockholders, creditors, and the court. Provisions of the reorganization
plan are as follows:

1. Accounts receivable are o be written down to $40,000 to reflect their current expected
realizable value.

2. Inventory is fairly valued, but goodwill is to be written off, and property and equipment is
to be written down to its fair value of $118,000.

3. The 520 par value common stock is 1o be replaced with §4 par value common stack on a
share-forshare basis in order to create some reorganization capital, which will be used to
eliminate the deficit.

4. The bondholders agree to exchange their bonds for new 8% bonds in the same maturity
amount, but with a due date of June 30, 2019, and 6,000 shares of §4 par value common
stock. The stock will be divided ratably among the bondholders. The fair value of the
common stock is equal to its par value.

5. Accounts payable are expected o be paid in full, although creditors have agreed 1o ex-
tend due dates by as much as six months,

6. Any accumulated deficit is to be eliminated.

Required:

A. Prepare journal entries to record the effects of the reorganization plan.

B. Prepare a balance sheet as it would appear immediately after the reorganization,

Trustee Accounting LQE}

TRX Company has heen forced into receivership, and you have been appointed trustee.
You decide to open your own set of books in order to distinguish more clearly between trans-

actions occurring before and alter your appointment. The following account balances were
reported on September 1, 2012:

In

—

.

Cash S 26,700
Accounts Receivable 130,400
Inventory 191,900
Property and Equipment 590,400
Tonal $939,400
Allowance for Uncollectibles 5 16,000
Accumulated Depreciation 211,500
Accounts ayable 308,400
Capial S1ock 300,000
Rewined Earmings (deficit) (596,500)
Total

the four months immediately after vour appointment, the following transaction occurred:

Sales were made in the amount of $296,000, of which $31,500 were cash sales.

Receivables were collected in the following amounts:

Old receivables $ 76,800
MNew receivahles 242,200

Additional inventory was purchased on account in the amount of $127,500.
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4. Cash payments were made as follows:

On old accounts payable S206,500)
On new accounts payable 61,600
For operating expenses 46,000
For wrustee fees 13,000

5. Journal entries were made to record:
(a) Bad debr expense of 521,600, of which $8,600 related to new accounts receivable.
(b) Depreciation expense of $52 400.
() Write-ofl of ald accounts receivable of 21,000,
The inventory balance at the end of your first four months as wustee (the end of the fiscal
year for TRX Company) was $149,700,
Required:

Prepare journal entries to record the [oregoing on your set of books, Include appropriate
closing entries,

EXERCISE 10-10  Combining Workpaper L@’ij

ASC Exercises:

ASC10-1

ASC10-2

ASCI10-3

ASC 104

ASC 10-5
ASC 10-6

PROBLEMS

Use the data provided in Exercise 10-4,

Required:
Prepare a comhining workpaper for TRX Company as ol the end of the first four months of
receivership (December 31, 2012).

For all ASC exercises indicate as part of your answer: the Codification topic, subrapie,
seetion, and paragraph upon which your answer is based (unless otherwise specitied).
All ASC questions require access to the FASB Codilication.

Presentation A sometimes-confusing aspect of the definition of curent assets is the in-
clusion of prepaid items. Prepaid expenses are not usually converted into cash in the
current period. How do GAAP rationalize this classification issue?

Disclosure Must a firm separately disclose the cash flow pertaining to extraordinary
items or discantinued items in operating activities?

Scope Must a delined pension plan that presents financial information in accordance
with the pravisions of topic 960 provide a statement of cash [lows?

General List all the topics found in topic 400—Liabilities. (Hini: There are nine top-
ics.) ASC 405-10 provides the overall guidance for liabilites. What is the overall objec-
tive of this section?

Glossary What is a troubled debt restructuringr

Presentation Describe fresh start accounting and the conditions under which it is ac-
ceptable under current GAAP.

PROBLEM 10-1

e
Journal Entries for Reorganization 191}
On Febrnary 1, 2012, Clover Company filed a petition for reorganization under the bankruptey
statutes. The courtapproved the plan on September 1, 2012, including the following provisions:
1. Unsecured creditors of open accounts amounting to 571,600 are paid 42 cents on the
dollar in full settlement.

2. Clover Company is to exchange accounts receivable in the face amount of 392,000 and an
allowance for uncollectible accounts of 319,450 for the full settlement of $132,400 owed
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PROBLEM 10-2
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on open account to one of its major unsecured creditors. The estimaied fair value of the
receivables is 369,000,

3. Accrued expenses of 314,620, representing priority items, are to be paid in full.
Clover Company’s only other major unsecured creditor agreed (o a five-year extension of
the $300,000 principal owed him on a 10% note payable. Accrued interest on the note on
September 1, 2012, amounts ta $27.000, one-third of which is to he paid in cash and the
remainder canceled, In addition, no interest is 10 be charged during the remaining five
years to maturity of the note.

Required:

Prepare journal entries on the books of Clover Company ta give effect 1o the fore going

provisians.

Reorganization Entries and Balance Sheet l_@

On September 30, 2011, SRP Company filed a petition [or reorganization with a bankruptey
court. The plan was approved by the court and all parties of interest on January 2, 2012, when
SREP Company’s balance sheet was as follows:

SRP Company Balance Sheet
January 2, 2012

Cash
Accounts Recevable

Less: Allowance lor Uncollectibles

% 71,450
16,750

$ 32,200

54,700

Inventorics 126,600
Plant and Equipment 322 000
Less: Accumulated Depreciation 130,700 141,300
Land 20,800
Patents 92,000
Total Assets 3467,600
Current Liabilities
Accounts Payable—Unsecured S142,700
12% Notes Payable—Unsecured 57,000
Accrued Wages—with Priority 11,500
Accrued Interest Payable 58,400
Total Current Liabilities 250.000
10% Note Payable—Unsecured 54,400
9% Morigage Note Pavable—Secured by Equipment 30.000
Stockholders’ Equity
Common Stock, $.50 par value, 2,500,000
Shares Authorized, 480,000 shares issued and Outstanding 240,000
Remined Earnings (deficit) {156,800)
Total Equitics $467,600

The terms of the reorganization plan are as follows:

1.

Creditors represented by $69,000 of the unsecured accounts payable agree Lo accept the
accounts receivable of SRP Company in full settlement of their claims. The fair value of
the receivables is 551,000,

Creditors represented by 554,000 of the unsecured accounts payable agree 1o accept a patent
with a book value of $42,000 and a fair value of $50,000 in full settlement of their cluims,
Creditors of the remaining unsecured accounts payable agree o accept $.60 on the
dollar. Cash is paid to these creditors and to the creditors with priority.

The creditor halding the 12%, $57,000 note (on which there is 36,000 accrued interest)
agreed to extend the due date for two vears from January 3, 2012, and to reduce the
interest rate w 6% on the current carrving value of the debt ($63,000), payable annually.
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5. The holder of the 10%, 354,400 unsecured note (on which there is 311,900 accrued
interest) agreed o cancel the accrued interest and $14,400 of the principal; interest on
the new note at 10% is due annually, with the principal due an January 3, 2015.

6. The holder of the 9%, $80,000 mortgage note (on which there is §20,500 accrued inter-
est) :1g|';:nri Lo accept 100,000 shares of common stack in t_:xc‘.h:mg(: far full satstaction of
the debt. The common stock has a fair value of 3.59 per share.

7. The par value ol the common stock is reduced to §.10 per share and any remaining
accumulated deficit is eliminated.

Required:

A. Prepare journal enties w give effect to the reorganization.

B. Prepare a post-reorganization balance sheet dated January 2, 2012,

C. Prepare journal entries to accrue interest on December 31, 2012, and 1o record the

payment of interest on January 2, 2018,

Statement of Affairs and Deficiency Account L@
Prost Company has filed a bankruptey petition. Its account balances at December 31, 2012,
are presented here:

Cash $ 2,500
Notes Receivable 60,000
Accounts Receivable (net) 76,000
Inventorics
Finished Goods 43,000
Work in Process 60,000
Raw Materials 51,000
Prepaid Expenses 4,000
Investment in Stock 12,000
Land 140,000
Property and Equipment (net) 400,000
Goodwill 10,000
Total S85H,500
Accounts Pavable §220.,000
Acerued Wages (all with priority) 45,000
Bank Notes Payable 225,000
Morigage Pavable 350,000
Common Stock 380,000
Rewined Earnings (deficit) (361,500)
Total S858,500

The following additional information is available:

1.

All notes receivahle with the exception of one for $2,600 are expected to be collected.
The notes receivable are pledged as security on the bank notes pavable,

Of the toral accounts receivable, 555,000 is expected to be collected. The accounts
receivable are also pledged as security on the bank notes pavable.

Finished goods can be sold at 30% above cost. Selling expenses will be approximately
15% of selling price. Work in process is 1o be completed at an additional cost of $30.000,
al which $19,000 represents the cost of raw materials. The expected selling price of the
work in process (alter completion) is 10% above cost, with selling expenses of 15% of
selling price. Unused raw materials can be sold for $18,000.

Prepaid expenses are fully recoverable,

The investment in stock consists of 100 shares of MBI Company with a current market
value of $19.000,
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6. Land is appraised at 5200,000, and plant and equipment is appraised at $205,000, The
land and plant and equipment serve as collateral on the mortgage payable. Accrued but
unrecorded interest on the mortgage payable amounts to S$5,000.

Required

A. Prepare a statement of affairs, including a deficiency account.

B. Compute the estimated dividend to be paid general unsecured creditors.
PROBLEM 10-4  Realization and Liquidation Account 191)

A balance sheet for Bran Company on June 30, 2012, the date Jim Brown was appointed
trustee, is presented here:

Bran Company Balance Sheet
June 30, 2012

Cash 3 15,000

Accounts Receivable S 45,000

Less: Allowance for Uncollectibles 6,000 39,000

Inventor 104,000

Plant and Equipment 215,000

Less: Accumulated Depreciation 70,000 145,000
Total Assets $503,000

Accounts Payable $145,000

Common Stock 295,000

Retained Earnings (deficit) (67.000)
Total Liabilities and Equities 8505.000

The following information concerning the period [rom June 30, 2012, (0 December 31, 2012,
is also available:

L. All Bran Company's assets were tansferred 1o the wustee.

2. Sales for the period were $130,000, of which $30,000 were cash sales,

3. Receivables collected by the trustee in cash were:

Ol recevables $38,000
New receivables 85,000
4. Merchandise inventory was purchased on account by the trustee in the amount of

555,000,
5. Cash payments were made by the trustee for:
(a) Accounts payable (old), $110,000
(h) Accounts payable (new), 30,000
(c) Operating expenses, $47,000
(d) Trustee expense, 52,000
6. Adjusting entries recorded by the wustee on December 31, 2009, were:
(a) Estimated uncollectibles
Accounts recetvable (old) $ 1,000
Accounts receivable (new) 2,000
(b) Accounts receivable written off (old), $7,000
(c) Depreciation expense, 510,000
7. The merchandise inventory balance on December 31 was $75,000.
The plant and equipment included a parcel of land and a piece of equipment, both of
which were sold by the trustee for cash. The land cost S14,000 and was sold for $25,000.

The equipment, which had @ book value of $25,000 (cost, $50,000; accumulated depreci-
ation, 525,000), was sold for §13,000.



Problems

PROBLEM 10-5

PROBLEM 10-6

585

Required:

Prepare a realization and liquidation account, including a copy of the cash account, for the
period June 30, 2012, 1o December 31, 2012, Use the alternate appreach for reporting
the components of the net gain or loss on the sale of lTand and equipment.

Trustee Accounting and Combining Workpaper 147)
Plum Company has been in receivership for the past fve months. At the beginning of this
period, the following trial balance was taken from Plum Company’s books.

Cash 5 4500
Accounts Receivable 15,000
Inventor 142 650
Property and Equipment 90.600

5952 750
Allowance for Uncollectibles § 5,750
Accumulated Depreciation 36,825
Accounts Payable 143,175
Capital Stock 155,000
Retained Earnings (delicit) (66.000)

32562750

The trustee, P Smith, who was appointed to manage the debtor’s business during the period
of liquidation, opened a new set of books and ook title to Plum Company's assets on June 1,
2012, The activities of the trustee during the five-month period ended October 31, 2012, are
as [ollows:

ot

. The trustee sold all Plum Company's inventory for $153,000, of which $75,000 represented
credit sules,

2. Cash was colleeted on old receivables, $11,250, and on new receivables, $64,500.
3. Expenses paid during the period were

Operating expenses $11,850

Trustee expenses 5,000

4. The wustee recorded depreciation expense of $5,250.

5. 'The rustee paid off all the accounts payable.

f. Estimated uncallectibles on the new acconnts receivable were 52,250: the trustee wrote
off all the remaining old accounts receivable.

7. The trustee sold all the property and equipment for 543,500.

Required:
A. Prepare journal entries to record the effects of these wansactions on the books of both
the trustee and Plum Company.

B. Prepare a combining workpaper at the end of the five-month period, October 31, 2012,

Realization and Liquidation Account L 1)
Use the data provided in Problem 10-5,

Required:

Prepare a realization and liguidation account for Plum Company o cover the [ive-month
period of receivership (June 1, 2012, to October 31, 2012). Use the alternate approach to
present the components of the net gain or net loss, and include a copy of the trustee’s cash
account for the period.
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PROBLEM 10-7

PROBLEM 10-8

Chapter 10 Insolvency—Liquidation and Reorganization

Statement of Affairs and Deficiency Account l-@

Miner Company is being forced inta bankruptcy. The company’s ereditors and stockholders
have requested an estimate of the results of a liquidation of the company. Miner's trial
balance follows:

Miner Company Trial Balance
May 31, 2012

Debiit Credil
Cash S 6,000
Accounts Receivable 63,000
Allowance for Bad Debts $ 2,000
Notes Receivable 50,000
Accrued Interest on Notes Receivable 1,200
Inventory 60,000
Buildings 182,000
Accumulated Depreciation—DBuildings 63,000
Equipment 14,600
Accumulated Depreciation—Equipment 1,400
Prepaid Insurance 1,100
Goodwill 8,500
Accrued Wages—uwith Prioriry 6,000
‘Taxes Payable—with Priority 2,400
Accounts Payable 170,000
Notes Payable 80,000
Accrued Interest Payable 1,600
Common Stock 110,000

Retined Earnings (deficit)

5456.400

The assets are expected to bring cash on conversion in the following amounts:

Accounts receivable £50,000
Nates receivable including $1,000 accrued interest 40,800
Inventory 30.000
Building 75.000
Equipment 4,200
Prepaid insurance 400

The notes receivable are pledged as securily on a note payable of $40,000. A note payable of
$20,000 is secured by a lien on the building, and the equipment is pledged as security on a
note payable of $10,000. One-half of the interest pavable relates to the $40,000 note payable;
the ather hall of the interest payable relates to the $20,000 note payable. There is no acerued
interest on the other notes payahle.

Required:

Prepare a statement of affairs as of May 31, 2012, Include a deficiency account, and determine
the estimated dividend rate ta the general unsecured creditors.

Statement of Affairs and Deficiency Account L
A receiver was appointed by the court to manage the affairs of Davis Manufacturing Company
on March 31, 2012. On this date, the following balance sheet applied:
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Davis Manufacturing Company Balance Sheet
March 31, 2012

Cash £ 22500
Accounts Receivable 115,500
Notes Receivahle 60,000
Accrued Interest on Notes Receivable 1,875
Inventories
Finished Goods 140,000
Waork in Process 97,500
Raw Materials 60,000
Supplies 7,750
Prepaid Expenses 3,000
Investment in Stock 66,250
Land 105,000
Buildings (ner) 495,000
Equipment (net) 232 500
Tonal 51,406,575
Notes Payable $ 195,000
Accounts Payable 537,500
Wages Payable (all with priority) 33,750
Payroll Taxes Payable (all with priority) 5,250
Accrued Interest Pavable
On Notes Payable 2,750
On Morigage Note Pavable 21,250
Maortgage Note Pavable 440,000
Common Stock 469,000
Retained Earnings (deficit) ~ (549,125)
Total $1.406,875

Additional Information:

1. The cash account includes a 3500 travel advance that has been spent.

2. Of the total accounts receivable, $75,000 is believed to be collectible. The remaining
accounts are doubtful, but it is believed that about one-third of these will be realized
eventually. The accounts receivable are pledged as security on a $10,000 note payable,

3. Notes receivable of $50,000 have been pledged as security on a note payable of $45,000.
This portion of the notes receivable has an estimated realizable value of $35,000. The
remaining notes receivable, including the acerued interest, are expected to be fully
collected. The 545,000 note payable has accrued interest due of $1,000.

4. The finished-goods inventory is expected to sell at 20% above its cost, with expenses
invalved in its disposition approximating 10% of selling price. The work in process
inventory can be completed at an additonal cost of 355,000, of which 340,000 represents
materials used from the present raw materials inventory, The completed work in process
should then sell for $145,000; the remaining raw materials should sell for one-half their
cost. Supplies are expected to realize §1,300.

5. The investment in stock consists of 2,000 shares of Monelli Vineyards. The stock has a
current market value of $50 per share and is pledged as security on a note payable of
$41,000. Interest accrued on the note payable amounts to $1,750.

6. The land and buildings have been appraised al $165.000 and $260,000, respectively. They
are pledged as collateral on the mortgage note payable,

7. The equipment is expected to realize $100,000.

8. Prepaid expenses are nonrealizable.

Required:

A. Prepare a statement of affairs,

B. Prepare a deficiency account detailing estimated gains and losses.

C. Calculate the dividend rate per dollar of unsecured liabilities,
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