On January 8, Lowrence Co. Issued A $63,000,
120-day Discounted Note To Raines Bank. The

Discount Rate

On January 8, Lowrence Co. Issued A $63,000, 120-day Discounted Note To Raines Bank. The
Discount Rate marks a significant financial transaction that involves various accounting and financial
concepts crucial for understanding short-term borrowing, discounting notes, and the implications for
both the issuer and the bank. This transaction provides an excellent case study to explore how
companies utilize discounted notes to meet cash flow needs, the mechanics behind discounting, and

how the discount rate influences the transaction's outcome.

Understanding the Discounted Note Transaction

What Is a Discounted Note?

A discounted note is a promissory note sold or discounted by the issuer before its maturity date at a
price less than its face value. In this arrangement, the bank or financial institution (Raines Bank, in this
case) provides immediate cash to the issuer (Lowrence Co.) and deducts interest or discount upfront,

earning profit when the note matures.

Key characteristics of a discounted note:
- Face value: The amount payable at maturity ($63,000).
- Term: The duration until maturity (120 days).

- Discount rate: The annual rate used to calculate discount.



- Proceeds: The cash received immediately by the issuer after discounting.

The Role of Raines Bank

Raines Bank acts as the financial intermediary, purchasing the note at a discounted price, thus
providing liquidity to Lowrence Co. The bank earns revenue through the discount, which is based on

the discount rate and the note’s term.

Calculating the Discount and Proceeds

The Discount Rate and Its Significance

The discount rate is an annualized rate used to determine the discount amount on the note. It reflects
the bank’s cost of funds and desired profit margin. The rate influences the amount Lowrence Co.

receives upfront and affects the bank's earnings.

Formula for discount:
\[
\text{Discount} = \text{Face value} \times \text{Discount rate} \times \frac{\text{Time in days}}{360}

\]
(Note: 360-day year convention is often used in financial calculations)

Note: If the actual discount rate is provided, it can be plugged into the formula to find the discount

amount.



Calculating the Proceeds

The proceeds Lowrence Co. receives from the bank are calculated as:
\[
\text{Proceeds} = \text{Face value} - \text{Discount}

\

This upfront amount is crucial for the company’s short-term cash needs.

Step-by-Step Calculation Example

Suppose the discount rate is 8% annually. To determine the amount Lowrence Co. receives, follow

these steps:

Step 1: Calculate the Discount

\[

\text{Discount} = \$63,000 \times 8\% \times \frac{120}{360}
\]

\[

=\$63,000 \times 0.08 \times \frac{120}{360}
\

\[

=\$63,000 \times 0.08 \times 0.3333

\

\[

=\$63,000 \times 0.026666

\]



\
=1$1,680
\

Step 2: Calculate the Proceeds

\[
\text{Proceeds} = \$63,000 - \$1,680 = \$61,320
\

Interpretation: Lowrence Co. receives $61,320 upfront from Raines Bank, with the bank earning $1,680

as discount income over the 120 days.

Accounting for the Discounted Note

For Lowrence Co. (Issuer)

When Lowrence Co. issues the discounted note, it records a liability equal to the face amount of
$63,000. The initial cash received ($61,320) is recorded as a debit to cash and a credit to notes
payable. The difference ($1,680) is not recorded immediately but reflects the interest expense over the

note’s period, which is recognized as the note approaches maturity.

Journal Entry at issuance:

- Debit Cash: $61,320

- Debit Discount on Notes Payable (contra-liability): $1,680
- Credit Notes Payable: $63,000



Interest Expense Recognition:

Over the 120 days, the company recognizes interest expense proportional to the discount.

For Raines Bank (Investor)

The bank records the note at its purchase price ($61,320), with the discount representing interest

income earned over 120 days.

Journal Entry at purchase:
- Debit Notes Receivable: $63,000
- Credit Cash: $61,320

- Credit Discount on Notes Receivable (interest income): $1,680

Impact of Discount Rate Changes

Higher Discount Rate

- The discount amount increases.
- Lowrence Co. receives less cash upfront.

- Raines Bank’s income from discounting increases.

Lower Discount Rate

- The discount amount decreases.
- Lowrence Co. receives more cash upfront.

- Raines Bank’s discount income decreases.



Effect on Company and Bank:
Adjusting the discount rate directly influences the cost of borrowing for Lowrence Co. and the earnings

for Raines Bank, making it a critical factor in short-term financing negotiations.

Implications of the Discounted Note Transaction

For Lowrence Co.

- Provides immediate liquidity to fund operations or investments.
- Incurs interest expense reflected in the discount rate.

- Must consider the impact on financial ratios such as debt-to-equity and liquidity ratios.

For Raines Bank

- Gains interest income upfront through discounts.
- Assumes credit risk of Lowrence Co.

- Benefits from the difference between purchase price and face value.

Conclusion

The January 8 transaction between Lowrence Co. and Raines Bank exemplifies the practical
application of discounted notes in corporate finance. Understanding how the discount rate affects the
proceeds and earnings is vital for both companies and financial institutions. By accurately calculating
discounts and recognizing their impact on financial statements, businesses can better manage their
short-term financing strategies, and banks can optimize their interest income. This transaction
underscores the importance of careful rate selection and precise accounting to ensure transparency

and informed decision-making in short-term credit arrangements.
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Frequently Asked Questions

What is the significance of a discounted note issued by Lowrence Co.
to Raines Bank on January 829

The discounted note signifies that Lowrence Co. borrowed $63,000 from Raines Bank, agreeing to
repay the amount after 120 days, with the discount rate determining the interest earned by the bank

upfront.

How does the discount rate affect the amount Lowrence Co. receives
from the note?

The discount rate determines the interest deducted from the face value of the note upfront; a higher

rate results in a lower amount received by Lowrence Co., while a lower rate increases the proceeds.

What is the calculation process to find the proceeds Lowrence Co.
receives from the discounted note?

Proceeds = Face Value - Discount; where Discount = Face Value x Discount Rate x (Time/360). For
example, if the discount rate is known, you can compute the discount and subtract it from $63,000 to

find the proceeds.

What are the journal entries for Lowrence Co. upon issuing the



discounted note?

Lowrence Co. would debit Cash for the amount received (proceeds) and credit Notes Receivable for
$63,000, recording the note issued at face value. The difference between face value and proceeds is

recognized as a discount asset.

How is the interest expense recognized over the 120-day period for
Lowrence Co.?

Interest expense is recognized using the effective interest method, amortizing the discount over the life

of the note so that interest income matches the earned interest during the period.

What does the 120-day term imply about the maturity date of the
note issued by Lowrence Co.?

The note matures 120 days after January 8, meaning it will be due around May 8, and Lowrence Co.

will need to settle the face value with Raines Bank on that date.

Why might Lowrence Co. choose to issue a discounted note instead of
a regular promissory note?

Lowrence Co. might issue a discounted note to obtain immediate cash flow, while Raines Bank earns

interest upfront through the discount, which compensates for the risk and time value.

Additional Resources

On January 8, Lowrence Co. Issued A $63,000, 120-day Discounted Note To Raines Bank: An In-

Depth Analysis of Discount Rates and Financial Implications

Introduction



The issuance of financial instruments such as discounted notes plays a pivotal role in corporate
finance, providing businesses with immediate liquidity while offering banks and financial institutions a
mechanism for earning interest income. On January 8, Lowrence Co., a mid-sized manufacturing firm,
issued a $63,000 discounted note payable to Raines Bank, with a maturity period of 120 days. Central
to understanding the financial impact of this transaction is the concept of the discount rate applied by
Raines Bank, which determines the effective cost of borrowing for Lowrence Co. This article aims to
examine the nuances of this transaction, explore the significance of discount rates, and analyze their

implications for both the issuer and the bank.

Background of the Transaction

On January 8, Lowrence Co. entered into a financial agreement with Raines Bank by issuing a
discounted note payable of $63,000. The note has a maturity of 120 days, meaning the principal
amount will be due approximately four months later, on May 8. The transaction involves the bank
deducting a certain discount upfront, providing Lowrence Co. with immediate funds, while the bank

earns interest income upon maturity.

Understanding Discounted Notes

A discounted note is a promissory note issued at a price less than its face value. The difference
between the face value and the discounted amount represents the interest or cost of borrowing,
effectively paid upfront by the issuer. The key features include:

- Face Value: The amount payable at maturity ($63,000 in this case).

- Discount Rate: The rate at which the present value is reduced to determine the proceeds received.

- Discount Period: The duration until maturity (120 days here).

The transaction's accounting treatment reflects the receipt of cash equal to the discounted amount,

with the discount representing interest expense over the period.

Calculating the Discount Rate



The discount rate applied by the bank is crucial; it influences the amount Lowrence Co. receives
upfront and the total cost of the borrowing. The formula to determine the proceeds (the amount
Lowrence Co. receives) is:

Proceeds = Face Value - Discount

And the discount itself is calculated as:

Discount = Face Value x Discount Rate x (Time Period / 360 or 365 days)

Given the details, the key questions include:

- What is the specific discount rate applied?

- How does this rate compare to prevailing market rates?

- What is the effective interest rate paid by Lowrence Co.?

Assuming the bank's discount rate is provided or can be inferred, we can proceed with calculations.
Example Calculation (Hypothetical Discount Rate)

Suppose Raines Bank applied a discount rate of 8% annually. The calculation would be:
Discount = $63,000 x 8% x (120 / 360)

Discount = $63,000 x 0.08 x (120 / 360)

Discount = $63,000 x 0.08 x 0.3333

Discount L $63,000 x 0.0266667 L $1,680

Proceeds received by Lowrence Co.:



$63,000 - $1,680 = $61,320

In this scenario, Lowrence Co. receives $61,320 upfront but owes $63,000 at maturity, effectively

paying an implicit interest of $1,680 over 120 days.

Interpreting the Discount Rate

The actual discount rate applied can vary based on:

- Creditworthiness of Lowrence Co.

- Bank’s risk assessment.

- Prevailing interest rates in the market.

- Negotiations between the parties.

If the actual discount rate were higher, the cost of borrowing would increase, reducing proceeds and

raising the effective interest rate for Lowrence Co. Conversely, a lower rate would be more favorable.

Implications for Lowrence Co.

The use of a discounted note allows Lowrence Co. to access immediate funds without increasing its

debt obligations on the books until maturity. However, the cost of this financing, reflected in the

discount rate, impacts profitability and cash flow planning.

Advantages include:

- Quick access to liquidity.

- No need for collateral (depending on bank policies).

- Flexibility in managing short-term cash needs.

Disadvantages include:



- Higher effective interest cost compared to traditional loans if the discount rate is high.

- Obligation to repay the full face value at maturity, potentially straining cash flow.

Implications for Raines Bank

For the bank, issuing discounted notes is a way to generate interest income with relatively low risk,
especially if the borrower’s creditworthiness is strong. The discount rate functions as the bank’s yield

on the instrument and reflects the risk premium.

Factors influencing the bank’s discount rate:

- Credit risk of Lowrence Co.
- Market interest rates.
- Liquidity considerations.

- Regulatory requirements.

The bank’s profit from this transaction hinges on the difference between the discount rate and its cost

of funds, along with the risk profile of the borrower.

Market Context and Rate Trends

Understanding the broader market environment during January is crucial. In early 2024, interest rates

were influenced by:

- Federal Reserve policies.
- Inflation trends.

- Economic growth indicators.

If the prevailing market rates were around 6-7%, an 8% discount rate on the note suggests a risk

premium or additional costs. Alternatively, if rates were higher, the 8% would be competitive.



Deep Dive: Factors Affecting Discount Rate Decisions

1. Borrower’s Creditworthiness

A strong credit rating allows for lower discount rates, reducing costs for the borrower and increasing

bank competitiveness. Conversely, higher perceived risk results in higher rates.

2. Term of the Note

Longer-term notes typically attract higher discount rates due to increased exposure to risk. A 120-day

term is relatively short, often associated with lower rates.

3. Economic Conditions

In times of economic uncertainty, banks charge higher premiums to compensate for increased risk.

4. Market Competition

Multiple financial institutions vying for short-term lending can influence rate levels.

5. Regulatory Environment

Capital and liquidity requirements can impact the rates banks charge.

Case Study: Hypothetical Variations

| Discount Rate | Proceeds to Lowrence Co. | Total Repayment | Effective Interest Rate |

| | I | |
| 6% | $62,820 | $63,000 | ~3.17% (over 120 days) |

| 8% | $61,320 | $63,000 | ~4.76% (over 120 days) |
| 10% | $60,300 | $63,000 | ~6.67% (over 120 days) |



This table illustrates how the discount rate impacts proceeds and the borrower’s effective cost.

Accounting and Financial Reporting

From an accounting perspective, Lowrence Co. would record:

- The cash inflow: proceeds received ($61,320 in the example).

- The note payable: the face value ($63,000).

- The discount: as a discount on notes payable, amortized over the period.

At maturity, the company recognizes the full liability and the interest expense, adjusting for any

amortization of the discount if applicable.

Conclusion

The issuance of a $63,000, 120-day discounted note by Lowrence Co. to Raines Bank encapsulates
fundamental principles of short-term financing and interest rate determination. The discount rate
applied not only influences the immediate cash inflow for the borrower but also dictates the overall cost

of borrowing and financial health implications.

Key takeaways include:

- The importance of understanding how discount rates translate into effective interest costs.

- The strategic considerations for firms when choosing short-term financing options.

- The role of market conditions and credit risk in rate determination.

As corporate finance continues to evolve in a dynamic economic landscape, such financial instruments
remain vital tools for liquidity management. Analyzing the specifics of transactions like Lowrence Co.’s

discounted note offers valuable insights into credit markets and financial decision-making processes.

In future evaluations, stakeholders should carefully scrutinize the applied discount rate, compare it with



prevailing market conditions, and assess the long-term impact on financial stability and profitability.
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