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         Sources of Short Term Financing


Sources of 

Short Term Financing

Outline

· Types Short Term Funds

· Trade Credit from Suppliers

· Types of Short Term Loans

· Corporate and Foreign Borrowing

· Accounts Receivable Financing

· Inventory Financing

Types of Short Term Funds

·  Trade Credit from Suppliers_
·  Bank Loans_
·  Corporate Notes_
·  Bankers’ Acceptances_
·  Lines of Credit
·  Foreign Borrowing_
·  Loans against Receivables & Inventory_
Trade Credit from Suppliers

· Often a large source of  short term financing  for a firm

· Typically, it is a  30 – 60 day grace period  before a bill is due

·  Cash discount  is often given if payment is made within a specified time

· E.g.,2/10, net 30 What is the cost of not taking the discount?
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Trade Credit from Suppliers (cont’d)
E.g., cont’d, If yearly purchases = $8,760,000 what would be the dollar amount of payables with and without taking the discount?

Annual Purchases
Credit period/365

Average A/P balance

$8,760,000 x 98%
x

10/365


=
$235,200












$470,400

$8,760,000 x 98%
x

30/365


=
$705,600

Discount forgone by waiting 30 days = 2% x $8,760,000 = $175,200

and the annualized cost of that amount is $175,200/$470,400 = 37.24%

Calculator – set on “FIN”

PV     = -98
FV = 100

PMT   =  0 
n   =  20/365

Comp   i = 44.59%
Types of Short Term Loans

· Interest Rate terminology:
·  Prime rate – interest rate charged to bank’s best customers
·  Effective interest rate  – the actual interest rate including compounding
·  Line of credit
· Company is able to draw upon a yearly borrowing facility arranged in advance

·  Revolving credits  are for periods  longer than 1 year_ 
·  Transaction Loan_
· Short term loan for a specific purpose

Types of Short Term Loans (cont’d)

·  Compensating Balance_
· When a bank requires a minimum average account balance in order to qualify for a loan

· Can be thought of as a type of  collateral_
· May need to borrow  additional funds  to ensure the intended amount is available

· The interest rate on a compensating balance loan  is not  the same as a simple annual interest rate

· E.g., calculate the interest rate on a 1year, $1,000 loan with a 20% compensating balance with a 6% annual rate

Calculator – set on “FIN”

PV     = -800
FV = 860

PMT   =  0 
n   =  1

Comp   i = 7.5%
Types of Short Term Loans (cont’d)
· Installment Loans
· Requires a series of  equal payments (consisting of interest and principal repayment)  over the life of the loan
· As  principal  is being repaid over the life of the loan, there is no  principal balance to repay  at the end of the loan
· E.g., Calculate the annual effective interest rate charged on a 2 year, $1,000 installment loan with annual interest payments of $60.
Calculator – set on “FIN”

PV     = -1000


FV = 0

PMT   =  (1000 + 120)/24
 
n   =  24

             =  46.67

Comp   i = .927221972% (monthly rate) x 12 = 11.13% effective interest
Corporate and Foreign Borrowing
· Commercial Paper

·  Short term unsecured promissory note_
· Sold  at a discount  by large corporations in the money market
· Cheaper than bank loans
· Bankers’ Acceptances

· Short term notes,  backed by a bank , which are sold at a discount in the money market

· Lines of Credit

· Used to finance temporary cash needs
· Arranged on a  year to year  basis

· Interest rates are  floating  based on prime (e.g., prime + 1%)

Corporate and Foreign Borrowing (cont’d)
· Revolving Credit Agreements

·  Similar  to a line of credit, but are usually for periods  greater than 1 year_
· Cost or fee may be calculated differently (i.e.,based on a proportion of the unused credit)

· Eurodollar Loans

· Foreign currency denominated loans (usually US dollars)  from  foreign banks_
· Borrowers may be able to get  lower interest rates  by accessing the Eurodollar market

Accounts Receivable Financing
· Three basic types of accounts receivable financing

·  Pledging Accounts Receivables  as collateral for a loan

· E.g., may be able to borrow up to 75% of the value of accepted receivables

· Interest rates usually 1 – 3% over prime

· Processing Fee ~1% Account Receivables value

· An outright sale  (ie. factoring)  of receivables to a   factoring company_
· Factoring companies may carry out the accounts receivable management for their clients

· Can loan against accounts receivable

· Can purchase the accounts receivable at a discount

Accounts Receivable Financing (cont’d)
·  Assets backed securities  – sale of receivables by large corporations in public offerings

· Debt type securities backed by various assets such as  Account Receivables, credit card loans, car loans, mortgages, etc._
· Maturity ranges from less than  1 year  to over  5 years
· Securitization of assets

· Tends to be a relatively expensive source of financing

Inventory Financing
· Inventory may be assigned as  collateral security  against an operating loan

· Based upon  type  of inventory,  stage of production  and whether  control  can be exercised over the inventory

· E.g., Trust Receipt or Floor Planning
· Loan is based upon  specific products_
· When product is sold,  loan is prepaid_
· Used by firms selling goods e.g., car dealers, industrial equipment dealers, etc.
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