Chapter 8

Problems
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[image: image2.png]2. Regis Clothiers can borrow from its bank at 11 percent to take a cash discount.
The terms of the cash discount are 2/15, net 60. Should the fim borrow the
funds?




[image: image3.png]3. Simmons Corp. can borrow from its bank at 12 percent to take a cash discount.
The terms of the cash discount are 1.5/10, net 60, Should the firm borrow the
funds?




[image: image4.png]4. Your bank will lend you §2.000 for 45 days at a cost of $25 interest. What is
your effective rate of interest?




[image: image5.png]5. A pawn shop will lend $100 for 10 days at a cost of $5 interest. What is the
effective rate of interest?





[image: image6.png]6. Sol Pine is going to borrow $3,000 for one year at § percent interest. What is
the effective rate of interest if the loan is discounted?




[image: image7.png]7. Mary Ot is going to borrow $5.000 for 90 days and pay $140 interest. What is
the effective rate of interest if the loan s discounted?




[image: image8.png]Dr. Ruth is going to borrow $5,000 to help write a book. The loan is for one
‘year and the money can either be borroswed at the prime rate or the LIBOR.
Fate. Assume the prime rate is 6 percent and LIBOR 1.5 percent less. Also
assume there will be a $40 transaction fee with LIBOR (this amount must be
added to the interest cost with LIBOR). Which loan has the lower effective.
interest cost?




[image: image9.png]9. Talmud Book Company borrows $16,000 for 30 days at 9 percent interest. What
i the dollar cost of the loan?

Dollarcost _ Amount _ Tnerest  Days loan s cutstandi
ofloan = bomowed * rate ™ Days in the year (360)





    [image: image10.png]‘MeGriff Dog Food Company normally takes 20 days to pay for average daily

eredit purchases of $9,000. s average daily sales are $10.000, and it collects

accounts in 25 days.

. Whatis its net credit position? That s, compute its accounts receivable and
accounts payable and subiract the ltter from the former.

Average daily credit sales X
Average collection period

Accounts reccivabl

Average daily credit purchases X
‘Average payment period

Accounts payable =

b, If the firm extends it average payment period from 20 days to 32 days (and
all else remains the same), what is the firm’s new net credit position? Has it
improved its cash flow?




	
	

	
	

	
	


[image: image11.png]11, Logan Drilling Corp. plans to borrow $200,000 for one year. Norther National
Bank wil lend the money at 10 percent interest and require a compensating bal-
ance of 20 percent. What i the effective rate of interest?




	
	

	
	


[image: image12.png]12, Computer Graphics Company needs $250,000 in funds for a project.
4. With a compensating balance requirement of 20 percent, how much will the
firm need to borrow?
b, Given your answer to part @ and a stated interest rate of 10 percent on the
fotal amount borrowed, what is the effective rate on the $250,000 actually
being used?




	
	

	
	


[image: image13.png]‘The Dade Company is borrowing $300,000 for one year and paying $27.000 in
interest to Miami National Bank. The bank requires a 20 percent compensating
balance. What is the effective rate of interest? What would be the cffective rate
ifthe company were required to make 12 monthly payments (o retire the loan?
‘The principal, as used in Formula 8-6 on page 230, refers o funds the firm can
effectively utilize (Amount borrowed — Compensating balance).




[image: image14.png]Randall Corporation plans to borrow $200,000 for one year at 12 percent from
the Waco State Bank. There is a 20 percent compensating balance requirement.
Randall Corporation keeps minimum transaction balances of $10,000 in the
normal course of business. This idle cash counis toward mesting the compensa.
ing balance requirement, What is the effective rate of interest?




[image: image15.png]‘The treasurer for the Macon Blue Sox baseball team is seeking a $20,000
loan for one year from the 4th National Bank of Macon. The stated interest
rate is 10 percent, and there s a 15 percent compensating balance require-
ment. The treasurer always keeps a minimum of $1,500 in the bascball
team’s checking accounts. These funds count toward meeting any compen-
sating balance requirements. What will be the effective rate of interest on
this loan?




	
	

	
	

	
	


[image: image16.png]16. Your company plans to borrow 35 million for 12 months, and your banker gives
‘oua stated rate of 14 percent interest. You would like to know the effective
ate ofinterest o the follawing types of loans. (Each of the following parts
Stands alone.)




[image: image17.png]a0 Ta

Simple 14 percent interest with a 1 percent compensating balance.
Discounted interest.

Aninstallment loan (12 paymens).

Discounted interest with 5 percent compensafing balance.




[image: image18.png]If you borrow $4,000 at $500 interest for one year, what is your effective interest
ate for the following payment plans?
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Annual payment
‘Semiannual payments.
Quarterly paymens.
Monthly payments.




[image: image19.png]Zerox Copying Company plans to borrow $150,000. New Jersey National Bank
will lend the money at one-half percentage point over the prime rate at the

time of 8 1/2 percent (9 percent total) and requires a compensating balance of
20 percent. The principal in this case will be funds that the firm can effectively
use inthe business. This loan i for one year. What i the effective rate of inter-
est? What would the effective rate be if Zerox were required to make four quar-
terly payments to retire the loan?




[image: image20.png]Lewis and Clark Camping Supplies Inc. is borrowing $45,000 from Western
‘State Bank. The total interest is $12.000. The loan will be paid by making equal
monthly payments for the nex three years. What is the effective rate of interest
on this installment loan?




[image: image21.png]20 Mr. Hugh Warner is a very cautious businessman. His supplier offers trade credit
terms of 3/10, net 80. Mr. Waner nevr takes the discount offered, but he pays
his suppliers in 70 days rather than the 80 days allowed so he is sure the pay-
ments are never late. What is Mr. Wamer's cost of not taking the cash discount?




[image: image22.png]‘The Reynolds Corporation buys from its suppliers on terms of 2/10, net S5.
Reynolds has not been uilizing the discounts offered and has been taking
55 days to pay ts bills.

Mr. Duke, Reynolds Corporation vice president, has suggested that the com-
pany begin to take the discounts offered. Duke proposes that the company bor-
fow from its bank at a stated rate of 14 percent. The bank requires a 20 percent
compensating balance on these loans. Curent account balances would not be
available to meet any of this compensating balance requirement

Do you agree with Duke’s proposal?




[image: image23.png]22 In Problem 21, if the compensating balance requirement were 10 percent instead of
20 percent, would you change your answer? Do the appropriate caleulation.




[image: image24.png]23. Neveready Flashlights, Inc., needs $300,000 to take a cash discount of 2/10, net
70. A banker will loan the money for 60 days at an interest cost of §5.,50.

b

‘What i the effective rate on the bank loan?

How much would it cost (in percentage terms) if the firm did not take the
cash discount, but paid the bill in 70 days instead of 10 days?
‘Should the firm borrow the money to take the discount?

fthe banker requires a 20 percent compensating balance, how much must
the firm borrow to end up with the $300,0007




[image: image25.png]‘What would be the effective interest rate in part 4 if the interest charge
for 60 days were 36,8507 Should the fim borrow with the 20 percent
compensating balance? (The firm has no funds to count against the
compensating balance requirement.)




[image: image26.png]Harper Engine Company needs $600.000 to take a cash discount of 1.5/10, net
60. A banker will loan the money for S0 days at an interest cost of $12,100.

b

‘What i the effective rate on the bank loan?

How much would it cost(in percentage terms) if Harper did not take the
cash discount, but paid the billin 60 days instead of 10 days?

‘Should Harper bortow the money to take the discount?

If another banker requires a 10 percent compensating balance, how much
‘must Harper borrow to end up with $600,0007

‘What would be the effective interest ate in part d if the interest charge
for S0 days were $8,3007 Should Harper borrow with the 10 percent
compensating balance? (There are no funds to count against the
compensating balance requirement.)




[image: image27.png]‘Summit Record Company is negotiating with two banks for a $100.000 loan.

Fidelity Bank requires a 20 percent compensating balance, discounts the loan,

and wants to be paid back in four quarterly payments. Southwest Bank requires.

10 percent compensating balance, does not discount the loan, but wants to be.

paid back in 12 monthly installments. The stated rate for both banks is O per-

cent. Compensating balances will be sublracted from the $100,000 in determin-

ing the available funds in part .

4. Which loan should Summit accept?

b Recompute the effective cost of interest, assuming that Summit ordinarily
‘maintains at each bank $20,000 in deposits that will serve as compensating
balances.

¢. Does your choice of banks change if the assumption in part b is comect?




[image: image28.png]26 Charmin Paper Company sells to the 12 accounts listed below.
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[image: image29.png]Capital Financial Corporation will lend 90 percent against account bal-
ances that have averaged 30 days o less: 80 percent for account balances
betseeen 31 and 40 days: and 70 percent for sccount balances between 41 and
45 days. Customers that take over 45 days to pay their bills are not considered
acceptable accounts fora loan
‘The current prime rateis 8.5 percent, and Capital charges 3.5 percent over
prime to Charmin as its annual loan rate.
4. Determine the maximum loan for which Charmin Paper Company could
qualify.
b, Determine how muuch one monthy's interest expense would be on the loan
balance determined in part .
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