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J.C. Penney’s zero coupon bond

In 1981, J.C. Penney Company issued a $200 million, eight-year zero coupon bond that it issued to investors for about $68.8 million. If they issued such a bond today, interest would accrue for tax purposes (for both the buyer and the issuer) as it accrues economically, at a rate of about 14.27%. Zero coupon bonds issued before July 1, 1982, however, were taxed in a different manner. Both the buyer and the issuer accrued interest on a straight-line basis over the life of the bond. In either case, both the buyer and the issuer recognize $131.2 million of interest over the life of the bond.

Questions

1. Verify the effective interest rate of 14.27% on Penney’s 1981 bond.

2. How much interest would accrue for tax purposes in the first year using the old straight-line rule? How does that compare to the amount that accrued economically?

3. Is the after-tax internal rate of return to a buyer of a zero coupon bond higher under straight-line amortization or economic accrual?

4. Do you think the straight-line amortization rule encouraged, discouraged, or had no effect on the use of zero coupon bonds?  [Hint: why did Congress change the law in 1982?]

