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On July 1, Splish Brothers Inc engaged in a significant financing activity by borrowing $86,400 from
the bank through the signing of a promissory note. This note carries an annual interest rate of 10%,
and it is scheduled to mature in one year. This transaction is a common example of business
financing, illustrating how companies secure short-term or long-term funds to support operations,
expansion, or other financial needs. Understanding the details and accounting implications of this
borrowing is essential for stakeholders, including accountants, financial analysts, and business
owners.

Understanding the Details of the Borrowing
Transaction

Principal Amount and Interest Rate

Splish Brothers Inc borrowed a principal amount of $86,400, which is the face value of the note
payable. The note's interest rate is 10% annually, which determines how much interest will accrue
over the life of the note.

Term of the Note

The note is for a period of one year, starting on July 1 and maturing on June 30 of the following year.
This term impacts how the interest is calculated and how the liability is recorded in the company's
financial statements.

Interest Calculation

Interest on the note is calculated based on the principal, interest rate, and the duration of the loan:
e Interest = Principal x Rate x Time

e Interest = $86,400 x 10% x 1 year = $8,640

Note that for accounting purposes, interest may be accrued periodically, depending on the
company's accounting policies.



Accounting for the Borrowing Transaction

Initial Journal Entry

When Splish Brothers Inc signs the note and receives cash, the accounting entry reflects the
increase in cash and the creation of a liability:

e Debit: Cash $86,400

¢ Credit: Notes Payable $86,400

This entry recognizes the receipt of funds and the obligation to repay the principal.

Interest Expense Recognition

Over the course of the year, the company must recognize interest expense. If the company uses
accrual accounting, it will record interest periodically:

¢ Debit: Interest Expense $8,640

e Credit: Interest Payable $8,640

Alternatively, the company may record interest expense at year-end, depending on its accounting
policies.

Payment at Maturity

Upon maturity, the company will settle the note and interest:
¢ Debit: Notes Payable $86,400
e Debit: Interest Payable $8,640

e Credit: Cash $95,040

This payment clears the liability and settles the accrued interest.

Implications for Financial Statements

Balance Sheet

At the time of borrowing, the balance sheet reflects:



¢ Assets: Increase in cash by $86,400

 Liabilities: Increase in notes payable by $86,400

As interest accrues, liabilities increase by the amount of interest payable until paid.

Income Statement

Interest expense impacts net income:

¢ Interest expense of $8,640 reduces net income for the period

Proper recognition ensures accurate financial reporting.

Tax Considerations

Deductibility of Interest

Interest expense on the note payable is generally tax-deductible, which can reduce taxable income.
Businesses often consider this when planning financing strategies.

Reporting Requirements

Companies must disclose significant liabilities like notes payable in their financial statements and
notes to the financial statements, ensuring transparency for investors and regulators.

Strategic Considerations for Splish Brothers Inc

Advantages of Borrowing

¢ Access to immediate cash for operational needs or investments
e Potential tax benefits through interest deductions

e Maintaining ownership control without issuing equity



Risks and Challenges

 Obligation to repay principal and interest regardless of business performance
e Impact on cash flow due to debt servicing

e Potential covenants or restrictions imposed by the bank

Alternative Financing Options

While borrowing through a note payable is common, companies like Splish Brothers Inc might
consider:

e Bank overdrafts
e Lines of credit
e Equity financing through issuing shares

e Trade credit or supplier financing

Choosing the right financing depends on the company's financial position, growth plans, and risk
appetite.

Conclusion

The transaction where Splish Brothers Inc borrows $86,400 on July 1 by signing a $86,400, 10% one-
year note payable exemplifies a typical business financing activity. It involves careful consideration
of interest calculation, accounting treatment, financial statement impact, and strategic implications.
Proper recording and management of such liabilities are crucial for maintaining financial health,
complying with reporting standards, and making informed business decisions. As businesses
navigate their funding options, understanding these transactions' mechanics and consequences
ensures sound financial stewardship and supports sustainable growth.

Frequently Asked Questions

What is the significance of Splish Brothers Inc borrowing
$86,400 on July 1 with a 10% note payable?

This borrowing indicates that Splish Brothers Inc has taken a short-term loan of $86,400, which will
accrue interest at a 10% rate over one year, impacting their liabilities and cash flow management.



How does the interest on the note payable affect Splish
Brothers Inc's financial statements?

The interest expense from the note payable will be recorded on the income statement, reducing net
income, while the liability will be reflected on the balance sheet until paid.

What journal entries are required for Splish Brothers Inc
when recording the borrowing and interest expense?

At borrowing: Debit Cash $86,400 and Credit Notes Payable $86,400. At year-end or payment: Debit
Interest Expense (calculated as $86,400 x 10%) and Credit Interest Payable, then when paid: Debit
Notes Payable and Interest Payable, Credit Cash.

What are the key considerations for Splish Brothers Inc
regarding the terms of this note payable?

Key considerations include understanding the interest rate, repayment schedule, any collateral
involved, and ensuring sufficient cash flow to meet the repayment obligations at maturity.

How does the borrowing impact Splish Brothers Inc's liquidity
ratios?

Borrowing increases current liabilities, which can temporarily reduce liquidity ratios like the current
ratio, but increases cash assets, influencing overall liquidity analysis.

Additional Resources
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In the world of corporate finance, borrowing mechanisms are fundamental components that
influence a company's financial health and strategic options. Recently, an intriguing case has
captured the attention of financial analysts and accounting professionals alike: Splish Brothers Inc
Borrows $86,400 On July 1 From The Bank By Signing An $86,400.10% 1 Year Note Payable. This
transaction, seemingly straightforward at first glance, raises numerous questions about the terms of
the note, the implications for the company’s financial statements, and the broader context of
corporate borrowing practices. This article aims to dissect this transaction comprehensively,
exploring its details, underlying principles, and potential impacts.

Understanding the Transaction: The Basics of the Note



Payable

At its core, the transaction involves Splish Brothers Inc obtaining a short-term loan from a banking
institution. The key details are:

- Principal amount: $86,400
- Interest rate: 10%

- Term: 1 year

- Date of borrowing: July 1

The company signs a formal note payable, a legal obligation to repay the principal amount plus
interest over the specified period.

The Significance of the Principal and Interest Rate

The principal of $86,400 is the amount borrowed, which the company agrees to repay at the end of
the term. The interest rate of 10% per annum indicates the cost of borrowing. For a one-year note,
this rate translates to:

- Interest Expense: $86,400 x 10% = $8,640

This interest expense influences the company's profitability and cash flow.

Understanding the Note’s Terms and Conditions

While the core details are clear, the specifics of the note's terms—such as payment schedule,
whether interest is paid periodically or at maturity, and any collateral—are critical for
comprehensive analysis. Typically, notes payable can be:

- Interest-only notes, where interest is paid periodically and principal at maturity.
- Amortized notes, where both interest and principal are paid in installments over the term.

In this case, the description suggests a one-year note with interest accrued over the period, likely
payable at maturity.

Accounting Treatment of the Borrowing Transaction

Properly recording this transaction is vital for accurate financial statements. The initial journal entry
on July 1 would involve:

- Debit: Cash for $86,400
- Credit: Notes Payable for $86,400



This reflects the receipt of cash and the company's obligation to repay the note.

Interest Recognition and Accruals

Since the interest accrues over the year, the company must recognize interest expense periodically,
even if not paid until maturity. The accrued interest at any point is calculated as:

- Interest Expense to Date: Principal X Rate X Time elapsed
At December 31 (six months into the loan), the accrued interest would be:
- $86,400 x 10% x 0.5 = $4,320

The journal entry at year-end to record accrued interest (assuming no interest has been paid) would
be:

- Debit: Interest Expense for $4,320
- Credit: Interest Payable for $4,320

At maturity (July 1 of the following year), the company will pay the principal and interest, settling
the obligation.

Impact on Financial Statements

- Balance Sheet: Shows an increase in cash and notes payable at inception; at year-end, accrued
interest increases liabilities.

- Income Statement: Interest expense reduces net income.

- Cash Flow Statement: Operating activities reflect interest paid; financing activities reflect the
repayment of the note.

Potential Pitfalls and Considerations

While borrowing appears straightforward, several nuances warrant careful scrutiny.

Interest Rate and Its Implications

The stated interest rate of 10% aligns with market standards for short-term corporate loans, but the
notation "$86,400.10%" appears to be a typographical or formatting error. If the note's actual
interest rate is meant to be 10%, then the calculations are straightforward. However, if the rate is
slightly different (e.g., 10.10%), the interest calculations would be adjusted accordingly.



Key points:

- Confirm the accurate interest rate.
- Clarify whether interest is paid periodically or at maturity.
- Ensure the note terms are consistent with accounting standards.

Legal and Covenant Considerations

Borrowing agreements often contain covenants or conditions that could impact financial flexibility.
For instance:

- Restrictions on additional borrowing.
- Maintenance of certain financial ratios.
- Collateral requirements.

Reviewing the note's legal documentation would be essential to understand any such covenant
implications.

Implications for Corporate Strategy

A borrowing of this magnitude and structure reflects strategic financial planning. Possible
motivations include:

- Covering short-term operational costs.
- Financing expansion or capital investments.
- Refinancing existing debt at favorable terms.

Understanding the context of this borrowing within Splish Brothers Inc’s broader financial strategy
is crucial.

Broader Context: The Role of Short-Term Debt in
Corporate Finance

Short-term notes payable like the one borrowed by Splish Brothers Inc serve several strategic
functions:

- Liquidity Management: Ensuring sufficient cash flow for operational needs.

- Cost Management: Short-term borrowing can sometimes be cheaper than long-term debt.
- Flexibility: Allows companies to address immediate financial demands without long-term
commitments.

However, reliance on short-term debt also presents risks:



- Refinancing Risk: Potential difficulty in renewing or replacing debt.
- Interest Rate Risk: Fluctuations in market rates can affect borrowing costs.
- Liquidity Risk: Mismatch between debt obligations and cash flows.

Conclusion: A Closer Look at the Borrowing
Transaction

The transaction where Splish Brothers Inc Borrows $86,400 On July 1 From The Bank By Signing An
$86,400.10% 1 Year Note Payable encapsulates many vital aspects of corporate financing. It
highlights the importance of understanding loan terms, accurate accounting treatment, and
strategic implications.

While the basic details suggest a standard short-term borrowing, the nuances—such as the exact
interest rate, payment schedule, legal covenants, and company purpose—are critical for a
comprehensive assessment. Proper recording ensures transparency and accuracy in financial
reporting, which in turn informs stakeholders and supports sound decision-making.

As companies like Splish Brothers Inc navigate the complexities of financing, meticulous attention to
detail and thorough analysis are essential. Borrowing can be a powerful tool for growth and liquidity
management, but it must be managed prudently to safeguard financial stability and support long-
term success.

In summary, this case underscores the importance of understanding the mechanics of notes payable,
the strategic considerations behind short-term borrowing, and the need for precise accounting
practices. As financial landscapes evolve, such transactions serve as valuable lessons in corporate
finance management and transparency.
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