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~—Examples of short term financing inc
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Intermediate term sources include: Term Loans and Lease
Financing while long Term sources include: bonds or Long term
Debt, Preferred Stock, Common Stock, as well as Convertibles
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Ability 19 provide the necessaiy requirements fo

@ iy
secure the credit.

Short-Term Sources o

Trade Credit
This invoives the of selling goods on credit to

credit-worthy customers. The fimm in need of short-term finance —

amanges for credit by placing an order with one of its suppliers. If
the supplier is satsfied with the firm's credit, the goods will be
sent. Later, the purchasing firm will pay for the goods in
accordance with the supplier's credit terms.

Types of trade Credit
These can be categorized into three: N Ot
Trade Acceptances, (i) Notes Payable and (iii) Open

M

Account.
(). The Trade Acceptance %ﬁf_t_@gic_redil whereby
_the indebtedness of the buyer is stated in a2 formal agreement.
Here, the seller draws a bill on the buyer ordering him to pay the
bill_at some future date_ The selier will wait until the buyer

accepts the biil before releasing the goods. After the buyer has
signed the &dl, he wili designate a bank at which the draft will be
paid when it comes due. It is when this is done that the bill
becomes a tade acceptance. . {71

(i). Notes payable in fe&¥ Of, promissory notes can also be

used. Under this arangement, the buyer is required to sign a
note to show his indebtedness to the seller. The note will require

payment of the obligation at some specific future date.
Promissory notes are commonly used where the seller wants the

buyer to recognize his debt formally.

(iii). Open-Account is perhaps the commoneés
credit. In this mse.me\satl]:zghm/s_,igwdsfiib—"w&ﬂgmn/
an invoice that specifies W%Mﬁi
amount dug, and erms of the sale. '

et v o e i

it does notl require uie Suys
instrument evidencing the amount that he owes %3
Terms of Trade Credit  CCC |

Tygesof trade credit terms»include: "T:gw('yn_s -

i. Cash Discount:
h discount if the credit is settled

during the early part of the net period. It is usually specified as:
~2/10_net 30, indicating thWﬁﬁy within the
first 10 days, it will be offered a 2 per cent discount or else the full
“amount is due in 30 days. A cash discount is given as an

incentive to pay early.

_ treatment of buyers. In this case, the seller charges one type of
customer say a wholesaler a lower rice on_goods urchased
than he charge another type of customer like a retailer.
jii. Quantity Discount:

This is a credit term t iscount to a specific
»guanﬁtydgaad‘b,oyght. For instance, Ltwy_gjs,g‘ggrﬁc_e@a@
percentage of discount if he buys goods abovegwce_rtai\namount.
“iv. Cash on Delivery (COD): T
This_term specifies that payment must be made

_immediately.

v. Cash Before Delivery (CBD):
This specifies that payment musi be made before the goods
are eventually delivered to the owner.

Cost of Trade Credit

(a) Costto the buyer:
The effective annual cost of not taking the cash discount

can be calculated, using the formula:
dr X Yp

10G-dr cp-dp
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Discount rate -
One year period in days, (usua!fy 360)
Credit periog,

Discount period, =

Example: 3,1
Assume a casp discount of 2/10, net 3¢9 is given to 5

customer, calculate the cost:
Cost = 2 x 360 . 0 247 Xl

100-2 (30-10)

i3] LY
=36.7% e Sé 7 ZD
Thus, the effective cost of passing up the 20 per cent discount
for 20 days js 36.7%. Once the discount perioq Is passed jt is
advisable that the debt shoulg not be paijq before the final dye
date.

(b)  Costto Seller:
This can be calculateq using the formula-

Cost =P (1-dr) (K xdp)
. Yp .
Where P = price Per unit of the good
dr = Discount percentage offer (discount rate)
k = Company cost of capital
dp = Cash discount period.
Yp = Ope Year period in days (usually 360)
Example 3.2 ‘

Assume: Price per unit N30

Cash discount = 2%
Cost of capital of the company = 15%
= 10 days

Cash discount period
Ca lculate the cost to seller of the trade credit.
) Cost = 30(1 -.02) (0.15 X 10)
360

e,

- rﬁﬂ%.w—(%w;-wﬁg
T

4

&1 / 74‘[5- : Prineiples of Financial Mansgenznt

Significance of Trade Credit

| 2 The option to use-trade credit facility transfers some benefits to 4

g‘, the buyer e ;

i () ~The biyer has the opportunity of possession. before

f péyrmeht. o 3
(i) 1t avoids the risks, problems and complications of &

bofrowing from other source like commercial banks, —
Itrequires no f, greements for credit to be extended

(iii)  Itrequires no formal a
[v (iv) It aflows the amounrjf_e&@g@d_ecuo increase or
i decrease as the need arises,

(v) tis easily and conveniently obtained as a normal part of

the firm's operations,
i i -over-basis,
(vi) It can be usglon a cor:unuous or roll-over. S

Vo) ]

rates of interest on such loans depend o
cced[t,woghineis _of the borrower: ang
r:a_tia_,in,the,economy,as‘a‘@oje,

Line ¢ of_credit is a form. of bank_credit and refers to an
informal o gentlemen's agreement beMéen.the_bau&custqmer
and the bank with respect to the maximy, i
the bank wil provide the borrower._at,.any.ﬁ ne |

“agreement usually covers a perioq of one year, and state that

credit will be extended at % per cent over the bank's prime rate
of interest, it also re uires that the borrower should Maintain a
minimm bamfmr ughout the Ioan eriod s
Compensating balance. This suggests the main disadvantage sz

this Arrangement or this balance can increase the effective cost
of thezlaan. to. the borrower, if it js not his usuval practice to-
maintaiugf[g’thg(,bank deposit balance eq;)ial to or greater than the s
required Compensating balance. vaﬂ /95‘ bants Que. dn

- is

i T

Scanned by CamScanner



er2nt

) ,‘.zl..a;i‘n:l@,ﬂ;%-.;.;m,—_-vw S o A
| (es of Financial Mari7s

Princip

funds due to the 15%

Sources of Business Financing *

Cost of Short-Term Bank Credit
There are two main approaches:
i. Collection Basis Approach: —~

FOLARIX (Nig.) Ltd. has a N500, 000 line of credit with
PREMIX Bank Ltd., which requires a compensation balance equal
to 15 per cent of the loan amount. The company is required to
pay 10 per cent interest per annum-on the loan of N300, 000

~gemprise 85% of the total borrowed

compensating balance requirernent. .
. Fourth, to calculate the total borrowed fund (B):

A customer who borrows money for say 6 months is o 0.85B = N300,000

expected, at maturity, to pay back both the principal and the B . = N352 941

“interest expense together. = Fifth, the total interest paid on the borrowed fund (N352,
.l The cost of maintaining minimum balance of loan grant, calculated-as:
: say 10% with the bank can be calculated using the formula: o teeeme -352,941x0.10x %
: c = P = NA17,647
' P t Sixth, the effective annual cost of credit is calculated as:
i Where Cost = 17647 X 1
| C = cost of maintaining the minimum balance 300,000 180/360
i r = interest = 11.8%
‘: p = principal _Alternatively

; R Example 3.4
Example 3.3 If we relax the assumption that FOLARIX (Nig.) Ltd. does

not maintain deposit with PREMIX Bank and now assumes that
the firm keeps a minimum of 15 per cent of the needed amount
(N45, 000) in a demand deposit with the bank, then the cost of
the credit can be calculated as:

borrowed for a six-month period, and does not, at present have a Cost = 15,000 x 1
deposit with the PREMIX Bank Ltd. You are required to calculate 300,00 180/360
the effective cost of the short-term bank credit. - 10%

Solution:
To tackle this problem, the following steps can be taken.

First, note that the cost of the loan includes the interest
expense plus the opportunity cost of maintaining an idle cash
balance equal to the 15 per cent compensating balance. 2

Second, assume that since the firm does not have'a
deposit with the bank, it will have to borrow the compensating
balance. That is, the actual amount borrowed (B} will be more
than the needed N300, 000.

Third, note that the N300, 000 actually borrowed will

AR

ii. Discount Basis Approach —

Unlike the requirement of the payment of principal plus
interest at maturity, bank credit can also be extended on a
discount basis. This means that the loan interest will be deducted

fro an amount before the money is given to the borrower.

' Example 3.5

. {Refer to Example 3.2 assume the amount of interest of the
iod is deducted from the loan proceeds !?efqre the
sed, the effective annual cost of credit vc(lll now
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17,647 1

30000017647 e
" Jiew X 3

s 180/360
= 125%

This implies that the effect of discounting it was ¢
(o]

raise the cost of the loan from 11.8% to 12.5%
> ol 0.

Account Receivable Loans: do n s
e ans: el b2 <o
] is is type of secured sources o7 5 % edi
/ the borrower pledges its account ::hoﬂ-term 2 tWherEb
FaTear— ———————18c

_— H T,
Security fora Toan; ables #° “llatera]

There are two type .
receivables: ypes ofarmangement for financifd based on

(1) Pledging
(2) Factoring.

Pledging: Is an arra ent whereb le .
accounts rmﬁﬂm/”rmw%ges\ni
financial institution, The maximum amoumoafnhqialn'is”u‘rg‘mi»
set as a per cent of the total face value of tho the loants‘ ! fually
rates on account receivable loans are usua”e ?CCOUZ %ty g_rgst
cent rjligher than the bank’s prime lendin E{JQUL i R0
he lender also charges 3 handlingya. .+ . .
of the face value of the re(s:;eivable procgsf: e which is © PSr cent
The effective cost of using this soy

calculated using the familiar formula:
c = 1 x 1
p t

ed.
rce of financ® an pe

Where
C. 1, pandt are as defined earlier.

Principles ot Financral Managemen

ple 3.6
City Nig. Ltd. sells books and stationery to schools and

Jjes on terms of net 60. The company's average monthly
salesare N10, 000, thus, given the firm's two months credit terms,
average receivables balance is N20, 000. The company
pledges all of its receivables to the UBA Ltd., Ife-Ekiti branch,
W ich in turn advances up to 75 per cent of the face value of the
Eceivables at 4 per cent over the bank's prime rate and with 2
er cent processing charge on all receivables pledge. City Nig.
.Ltd. maintains the practice of borrowing the maximum amount
"*ﬁossibre, and the current prime rate is 12 per cent.
Calculate the cost of using this source of financing for a full

year.

Solution:
Step (1)  Calculate the total Naira cost of the loan
5.16 Annual interest expense + Annual processing fee
(0-15x 0.75 x 20,000) + (0.02 x 10,000 x 12 months)
= (2400) + (1200)

3600
Calculate the amount of credit extended

0.75 x N20,000

N15,000

Calculate the effective cost, using the
formula:

N2400+N1200 1

N15, 000 360/360

N3600 X 100
N15, 000

24%

Step (2)

Step (3)

1]

“Factoring
_Factoring is an arrangement whereby accounts regeifable
2.firm are s61d involves the outrightly sale of  firm's account
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Saurces of Business Financing

The firm can borrow money 'frBHﬂFe—fEEtoripending the
payment for its factored accounts. The total loan the firm can
obtain is equal to the face value of its factored accounts less the
factor's fee (usually between 1 ang 3 per cent) less a reserve
(from 5 to 10 per cent) less the interest on the loan.

of gg]i\egtjgﬂ and for a fee; ‘services the accounts

Example 3.7
Assume that N1 0, 000 in receivables of Exce| Nig. Ltd. is

factored which carry net 60, a2 % per cent factor's fee, 3 5 per
cent reserve an interest at 2 per cent per month on advances,
calculate the maximum loan or advance the firm can receive,

Solution
Step 1;  First calculate the maximum advance in naira as
follows:
N N
Total receivables factored 10,000
Less:Factor's fee (0.025 x 10,000) 250
Reserve (0.05 x 10,000) . 500
Interest  (0.02 x7259 x2) s 370
qaat 1,120

N8,880
(Note that interest s calculated based upon a maximum
amount of funds available for advance (i.e. N10,000 - N250 -

N500 = Ng250).

Step 2: Then, calculate the effective cost of credit as follows:

Cost = N370 + N250 X 1
N8,880 60/360

= 419%

- Medium-Term Sources of Finance

Types of medium-term financing include (1) leasing and (2)

- [z

0 a factor. In this.regard, a | factor is & fipan iy o -
-acquires-the receivable of other firms, anﬁ]ﬁ?,: g:g:ztlt%r;t:sak{ =

X

Principics of Fraancial Mariazerre:

term loans; ameng others. These two can be discussed in turn:

(i) Leasing
Leasing can be described as a form of intermediate-term
finance where a company obtains the use of an asset for a
€ legal ownership of that asset remains

period of fime, whereas th leg :
with th r.:It provides an alterative to buying an asset in

‘orderta acquire its services.
ease contract is usually provided in lease financing which

s_té;g,sﬂ;f_tfg@-nature of the obligations of the lessor and the lessee.
.+ - Lnormally contains the following:

\(:a?;.ﬂ ;:g;"l:;ne d’wmgﬁwcheasg)g non-cancelable and

() The é_mﬂjﬂt_s_aud_timing . of periodic rental payments during

500 per month ‘orgrantor.

the basic lease period, pay N
(c) . Estibility,otre@MQg VthglgaAsgg(Apurchasiﬂg_t_rle asset at

the end of the lease period.
maintenance

(d) How payment is to be made for the costs of |

-and repairs, taxes, insurance, and other expenses.

Types of Lease Arrangements:
Three major types of lease arrangements exist. Direct

leasing, sale and leaseback, and leveraged leasing. Any of these

mﬁcan take one of two options

() Financial Lease
This_r_efgg_ﬁ_o\a situation where the lessor transfer,
§~ubs,tan_ti,ally_aI_LmEJWMMM]mQL anassetta
the lessee. The rental payable will be sufficient to repay the
equipment. The lessee is responsible for

lessor cost of the
maintenance and insurance throughout the lease period. The term
of the lease is for the major part of the useful economic life it is_
for eventual transfer of ownership to lessee.

Itis a non-cancelable contractual commitment on the part

of the lessee to make a series of payments to a lessor for the use

of an asset. i
=
P
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ources of Bustiness Financing

Operating Lease
Thag quers from }he financial lease only with respect td?s\
cance{ablhty and maintenance of asset and insurance. An
operatinglease-can be cancelled after proper notice to the leésbr

_gryﬂmeﬂuﬁngahewg,ﬂggthe lessor is responsible
_for maintenance and insurance. Therefore, operating lease is b
its ver_y nature a source of short-term financing. Thefinancia! leasc)al
remams the source, which provides the firmwith a form of
intermediate-term financing most comparable to debt financing.
n.llerits of Leasing as Financing Option
0] It is advantageous for companies with liquidity problems
since jLinvolvéS & Tower initial cash outflow when
compared with other sources of finance. "

[

(ii) It conceals_the indebtedness of the company, especially
 theoperatinglease.
(in) It helps in reducing the problem of obsolescence of\

equipment in the face of rapid change in technology.
(i) It allows lessor to gain tax advantage, which also pass on

to lessee as low rental changes.
Leasing is more attractive than outright purchase

(operating lease) due to problemof scarcity of spare parts
and maintenance facilities for the equipment.

Demerits of Leasing as Financing Option L3

0] Seizure: Default in rental payment may lead to seizure of
the_equipment and this may greatly disrupt the
production process of the company.

Forfeiture of flexibility: It-may-readto a forfeiture of the
benefits accruing to personal ownership of equipment. For
example, modification and amendmentof the equipment
to suit specific purpose, usage of equipment as collateral.
(i) Liquidity problems: Inaccuracies in cash flow prediction of

v)

(i)

the future years could create liquidity problems for the |

continuing payment of agreed lease rentals.

The lessor may also sell b

Prnciples of Fi rancriai Mar

(iv) Cancelable lease: If a lease agreement is canceiled hali
way, the consequence may be a disruption of production

_—

process.

Direct Lease
This involves a firm acquiring the services.o asset it did
t is_such-that the lessor

_not previously own. The arrangemen

rchases the asset and leases it to the lessee. This type of
leasing is available through a number of financial institutions
including banks, fiancé house, leasing companies and

manufacturers. .,

Sale and Leaseback

This arrangement occurs when a firm sells asset that it
already own to a lessor and simultaneously enters in to an
agreement to lease the property back for a specific period under
specific terms. The lessee receives cash in the amount of the
sales price of the asset$ sold and the use of the asset over the
term of the lease. In addition, the lessee must make periodic
rental payments throughout the term of the lease and give up

any scrap value to the lessor.

Leveraged Leasing
This arrangement involves three parties: (1) the lessee, (2)
the lessor and (3) the lender. The added party, the lender, helps.
in providing finance for the acquisition of the asset to be leased.
The significant point to note in this type of leasing concerns the
method of financing used by the lessor in acquiring asset. The7
lessors usually supply equity funds to 20-30 per cent of the

purchase price and borrow the remainder from a third-party lender.{
onds, which are guaranteed by the
hus. the

ssee. Such guarantees serve to reduce the risk and t
st of the debt.

Lease-Versus-Purchase Decision:
The Ieas/e—vs~purchase problem is a capi

ital-budgeting ™ix

Gz
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FADJOSHUA CONCEPT

WE DEAL IN SALES OF DATA BUNDLES. ALL NETWORK AT A LOW PRICE

> CHEP\TN 1GB @ 550, 2GB @ 1050, 5GB @ 2500.

» @‘.‘) GLO 2GB @ 950, 4.5GB @ 2200, 7.2GB @ 2500.

” 2 SMOBILE 500MB @ 550, 1GB @ 1050, 1.5GB @
1300, 2.5GB @ 2200, 4GB @ 3000.

s QairtElAIRTEL 1.5GB @ 1000, 3.5GB @ 2000, 7GB @

3400, 10GB @ 5000.

08100743089 08152181754
BANK TRANSFER ONLY. FADARE JOSHUA 15T BANK 3087857743,
JOSHUA FADARE WEMA BANK 0237370091
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FADJOSHUA CONCEPT

WE DEAL IN SALES OF DATA BUNDLES. ALL NETWORK AT A LOW PRICE

> CHEP\TN 1GB @ 550, 2GB @ 1050, 5GB @ 2500.

» @‘.‘) GLO 2GB @ 950, 4.5GB @ 2200, 7.2GB @ 2500.

” 2 SMOBILE 500MB @ 550, 1GB @ 1050, 1.5GB @
1300, 2.5GB @ 2200, 4GB @ 3000.

s QairtElAIRTEL 1.5GB @ 1000, 3.5GB @ 2000, 7GB @

3400, 10GB @ 5000.

08100743089 08152181754
BANK TRANSFER ONLY. FADARE JOSHUA 15T BANK 3087857743,
JOSHUA FADARE WEMA BANK 0237370091
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