Chapter 14

Planning Debt Financing

Questions

1. What term refers to the amount the borrower will repay the lender?

2. What rate is used to determine the cash interest the borrower pays?

3. What type of note is a debt instrument that contains a promise to make a series of equal payments consisting of both interest and principal at equal time intervals over a specified time period?

4. What type of note is a debt instrument that contains a promise to pay a specific amount of money at the end of a specified period of time?

5. What type of note is a debt instrument that combines periodic payments and a final lump-sum payment?

6. What term refers to the excess of the face value of a note over its present value (cash proceeds)?

7. What term refers to the amount that the present value (cash proceeds) of a note exceeds its face value?

8. What is a long-term debt instrument issued by corporations to raise money from the public?

9. What type of lease is a rental agreement for a period of time substantially shorter than the economic life of the leased asset?

10. In what type of lease does a company acquire such a substantial interest in the leased property that, for all practical purposes, the lessee company owns the asset?

Exercises

E14.1
On June 1, 2003 Masie Company borrowed $200,000 at 9 percent on a five-year installment loan.  Annual payments starting on June 1, 2004 are $51,418.  How much of the first $51,418 is principal and how much is interest?  How much of the second $51,418 is principal and how much is interest?  Describe the cash inflows and outflows associated with the note.

E14.2
On September 1, 2003 Foley Company borrowed $12,000.  Foley signed a two-year installment note that calls for 8 quarterly payments and a 10 percent interest rate.  How much cash will Foley pay each quarter?  How much of the first payment will be interest expense and how much will be principal?

E14.3
On January 1, 2003, Strong Industries borrowed $100,000 for six years.  Strong signed a noninterest-bearing note.  Assuming that the market rate of interest is 7 percent on the date the note is made and that interest is compounded annually, what is the face value of the note?  What is the amount of interest expense shown on the budgeted income statement for 2003 and 2004?  Describe the cash inflows and outflows Strong must plan for with this note.

E14.4
On January 1, 2003, Croucher Company wants to borrow $175,000 and use a noninterest-bearing note with a four-year life.  If the market interest rate is 8 percent and the interest is compounded semiannually, what is the face value of the note?  How much interest expense will Croucher show on its budgeted income statement for the first year of the note’s life?  Describe the cash inflows and outflows Croucher must plan for with this note.

E14.5
Boal Construction is planning to issue $400,000 in 5-year, 7 percent bonds.  The bonds are dated March 1, 2003 and interest is payable annually on March 1.  If the bonds are sold on March 1, 2003, to yield the 9 percent market rate of interest, how much cash will Boal raise by issuing the bonds?  How much interest expense will Boal incur during the first year of the bond’s life?  How much cash will the corporation pay out during the first year of the bond’s life?  Describe the cash outflows of the bond for the life of the bond issue. 

E14.6
Using the information in E14.5, how much cash will Boal receive if the bonds are issued to yield a 5 percent market rate of interest?  How much interest expense will Boal incur during the first year of the bond’s life?  How much cash will the corporation pay out during the first year of the bond’s life?  Describe the bond’s cash outflows for the life of the bond issue.

E14.7
Determine the cash received from a $100,000 bond issue if the bonds were issued at each of the following prices:

A. 102 ¼

B. 98 5/8

C. 104 ½

D. 91 7/8

E14.8
The Springsteen Company has issued bonds with a face value of $500,000 that are convertible on a 25:1 basis (25 shares of common stock for one bond) and have a call price of 102.  Describe the cash flows if the bonds are called when their carrying (book) value is $487,500.  Describe the cash flows if the bonds are instead converted to common stock.

E14.9
Collier bonds have a face value of $750,000 and a call price of 101.  On April 1, 2003, the bonds have a carrying value of $675,000 on Collier’s books and a market price of 99 ¼ in the secondary market.  If Collier wants to retire the entire bond issue, how much will it have to pay if it calls the bonds?  How much will it pay if it buys the bonds in the secondary bond market?

E14.10
On August 1, 2003 Beumee, Inc. plans to sign a capital lease for equipment with a fair market value of $345,000.  The company will pay $70,000 when the lease is signed and payments of $68,875 per year for five years starting one year from today. The interest rate is 8 percent.  What is the amount of the liability generated by this capital lease?  How much interest expense will Beumee incur in the first year of the lease?

Problems

P14.1
On November 30, 2003 McQuire Manufacturing Co. plans to purchase a piece of equipment costing $475,000.  McQuire will make a 10 percent down payment and sign a 10-year installment loan contract with interest at 10 percent annually for the balance.  Monthly payments will be made starting on December 31, 2003.  McQuire prepares its budgeted financial statements on a calendar year basis.  


Required:

A. What are the financing cash flows shown on the budgeted statement of cash flows for 2003?

B. How much cash will the company pay over the life of the note?

C. How much interest expense will be shown on the budgeted income statement for 2003?

D. What is the carrying value of the note shown on the budgeted balance sheet for 2003?

P14.2
On August 1, 2003 Friess Construction Company plans to acquire a backhoe loader that has a list price of $71,000.  Friess will make a $13,500 cash down payment and sign a five-year, $90,993.14 noninterest-bearing note.  The market rate of interest is 11 percent, compounded annually.  Friess prepares its budgeted financial statements on a calendar year basis.  

A. What price did Friess pay for the machine?

B. How much interest will Friess pay over the life of the note?

C. What are the financing cash flows shown on the 2003 budgeted statement of cash flows?

D. What is the interest expense shown on the 2003 budgeted income statement.

E. What is the carrying value of the note shown on the budgeted balance sheet for 2003?

P14.3
The local school district plans to finance capital improvements on various school buildings by issuing $90,000 in 20-year, 8 percent bonds.  The bonds will pay interest semiannually.  Assuming the market interest rate is 9 percent, answer the following questions concerning the impact of the bonds.

A. What are the cash inflows from the note?

B. What are the cash outflows associated with the note each year?

C. What is the interest expense for the first year of the note?

D. How does the carrying value of the note change over the life of the note?

P14.4
Refer to P14.3.  Assuming the market interest rate is 7 percent, answer the following questions concerning the impact of the bonds.

A. What are the cash inflows from the note?

B.
What are the cash outflows associated with the note each year?


C.
What is the interest expense for the first year of the note?


D.
How does the carrying value of the note change over the life of the note?

P14.5
Mills Manufacturing needs computerized equipment costing $275,000 for its production process and is considering leasing the equipment.  The lease term is for 7 years and calls for Mills to make seven annual payments of $52,820.  Mills will be responsible for all repairs and maintenance on the equipment during the lease period.  Assuming the interest rate is 8 percent, answer the following questions concerning the impact of this lease.

A. What is the value of the equipment and the amount of the liability generated by this transaction?

B. What are the cash flows associated with the first two years of the lease?

C. What is the interest cost incurred in each of the first two years of the lease?

D. How does the lease liability change over the first two years of the lease?

Case

Dori Distributing Company has decided to expand operations.  This decision, made after a capital budgeting analysis, will require the purchase of new equipment.  The equipment can be purchased for $200,000.  The cost for installation and testing of the new equipment will be 10% of the purchase price.  Dori plans to use debt financing for this purchase; however, the company is evaluating how each financing alternative will impact the financial statements.  The market rate of interest is 8 percent.

Required:

A.
If Dori finances this purchase with a 5-year noninterest bearing note of $220,000, how will the company’s pro forma income statement, statement of cash flows, and balance sheet be impacted?

B.
If Dori finances this purchase with a 5-year installment note making monthly payments, how will the company’s pro forma income statement, statement of cash flows, and balanced sheet be impacted?

C.
If Dori finances this purchase with a 5-year bond issue of $220,000 paying 9 percent semiannually, how will the company’s pro forma income statement, statement of cash flows, and balance sheet be impacted? 

