





Exhibit 8B





ANSWERS TO DEBT OR EQUITY DECISIONS





Example 1





Your company is considering issuing either debt or preferred stock to finance the purchase of a plant costing $1.3 million.  The debt position is currently very high.  The interest rate on the debt is 15%.  The dividend rate on the preferred stock is 10%.  The tax rate is 34%.





The annual interest payment on the debt is:


15% * $1,300,000 = $195,000





The annual dividend on the preferred stock is :


10% * $1,300,000 = $130,000





The required earnings before interest and taxes to meet the dividend payment is:


$130,000/(1-0.34) = $196,970





If your company anticipates earning $196,970 or more, it should issue the preferred stock because of its currently excessive debt position.








Example 2





Your company has sales of $30 million a year.  It needs $6 million in financing for capital expansion .  The debt/equity ratio is 68%, which is considered quite high in the industry.  Your company is in a risky industry, and net income is not stable.  The common stock is selling at a high P/E ratio compared to your competition.  The company is considering either a common stock or a debt issue.





Because your company is in a high-risk industry and has a high debt/equity ratio and unstable earnings, issuing debt may be costly, restrictive, and potentially dangerous to the company’s future financial health.  A common stock issue is recommended.








Example 3





Your company is a mature one in its industry.  It has limited ownership.  The company has fluctuating sales and earnings.  The debt/equity ration is 70%, compared to the industry standard of 55%.  The after-tax rate of  return is 16%  Since your company is in a seasonal business, there are certain times during the year when its liquidity position is inadequate.  Your company is unsure of the best way to finance.





Preferred stock is one possible means of financing.  Debt financing is not recommended because of the already high debt/equity ratio, the fluctuation in profit, the seasonal nature of the business, and the deficient liquidity posture.  Because of the limited ownership, common stock financing may not be appropriate because it would dilute ownership.








Example 4





A new company is established and plans to raise $15 million in funds.  The company expects to obtain contracts that will provided $1,200,000 a year in before-tax profits.  The company is considering whether to issue bonds only or an equal amount of bonds and preferred stock.  The interest rate of AA corporate bonds is 12%.  The tax rate is 50%.





The company will probably have difficulty issuing $15 million of AA bonds because the interest cost of $1,800,000 (12% * $15,000,000) on these bonds is greater than estimated earnings before interest and taxes of $1.2 million.  The issuance of debt by a new company is a risky alternative.





Financing with $7.5 million in debt and $7.5 million in preferred stock is also not recommended.  While some debt may be issued, it is not practical to finance the balance with preferred stock.  If $7.5 million of AA bonds were issued at the 12% rate, the company would be required to pay $975,000 in interest.  A forecaster income statement would look as follows:








Earnings before interest and taxes	$1,200,000


Interest				                      900,000


	Taxable income			             $   300,000


Taxes					             150,000


Net income				        $   150,000





The amount available for the payment of preferred dividends is only $150,000.  Hence, the maximum rate of return that could be paid on $7.5 million if preferred stock is .02 ($150,000/$7,500,000), which is too low to attract investors.  





The company should consider financing with common stock.












































Source:  Siegel, Joel G.  Financial Management.  Barrons Educational Services, 1991:  273-275.
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