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When managing a company's cash flow and supplier relationships, understanding the
strategic use of bank loans and trade discounts is critical. Problem 8-23 centers around
the Reynolds Corporation, which is evaluating whether to secure a bank loan to take
advantage of cash discounts offered by its suppliers. This scenario highlights key concepts
such as trade discounts, cash discounts, the cost of financing, and their impact on the
company's financial decisions. In this comprehensive guide, we will delve into the details
of this problem, exploring how Reynolds can optimize its purchasing strategy by analyzing
the costs and benefits associated with taking cash discounts using bank loans.

---

Understanding the Context: Reynolds
Corporation's Purchasing Strategy

Suppliers and Payment Terms
Reynolds Corporation relies on multiple suppliers for its inventory and raw materials.
Suppliers often extend discounts to encourage early payments, which can significantly
reduce costs if managed properly. The typical payment terms involve:
- The list price of goods
- A cash discount (e.g., 2/10, net 30), which indicates a 2% discount if paid within 10 days
- The net amount payable after the discount period

For example, a supplier might state:
"2/10, net 30"
meaning the buyer can take a 2% discount if paid within 10 days; otherwise, the full
amount is due in 30 days.

The Challenge: To Take or Not to Take the Discount?
Reynolds faces the decision of whether to:
- Pay early within the discount period, or
- Wait until the due date, possibly using a bank loan to cover the payment if cash is
insufficient

The decision hinges on analyzing the cost of borrowing versus the benefits of the discount.



---

Analyzing the Cash Discount and Bank Loan
Options

Trade Discount vs. Cash Discount
- Trade Discount: A reduction in the list price offered by suppliers, often based on volume
or customer loyalty.
- Cash Discount: A reduction offered for early payment, which directly affects the purchase
cost.

In this scenario, the focus is on the cash discount, which Reynolds can leverage by paying
early, possibly facilitated through a bank loan if it lacks sufficient cash reserves.

Cost of Borrowing Through a Bank Loan
When Reynolds considers taking a bank loan to pay within the discount period, it must
evaluate:
- The interest rate on the loan
- The loan term (duration)
- The fees associated with the loan

The goal is to compare the effective cost of borrowing with the discount benefit.

Calculating the Cost of Taking the Cash Discount

Step 1: Determine the Discount Percentage and Period
Suppose the terms are 2/10, net 30:
- Discount offered: 2%
- Early payment window: 10 days
- Full payment due: 30 days

Step 2: Calculate the Annualized Cost of Not Taking the
Discount
If Reynolds decides not to pay early and misses the discount, the cost of not taking the
discount can be expressed as an annualized percentage rate.

Formula:



\[
\text{Cost of forgoing discount} = \left(\frac{\text{Discount percentage}}{1 -
\text{Discount percentage}}\right) \times \frac{365}{\text{Difference in days}}
\]

Applying the numbers:

\[
\left(\frac{2\%}{98\%}\right) \times \frac{365}{20} \approx 0.02041 \times 18.25 \approx
37.24\%
\]

This indicates that not taking the discount equates to an annual cost of roughly 37.24%,
which is high compared to typical bank loan interest rates.

Implication:
If Reynolds's cost of borrowing is less than this annualized rate, it might be advantageous
to use a bank loan to pay early and take the discount.

Step 3: Determine the Cost of Using a Bank Loan
Suppose Reynolds borrows the amount needed and the interest rate on the loan is 8%
annually.

- Interest cost over 20 days (the period between the discount window and the net due
date):

\[
\text{Interest} = \text{Principal} \times \text{Rate} \times \frac{\text{Time in
days}}{365}
\]

If the purchase amount is $100,000:

\[
\text{Interest} = 100,000 \times 8\% \times \frac{20}{365} \approx 100,000 \times 0.08
\times 0.05479 \approx \$439.18
\]

- Cost per dollar:

\[
\text{Interest rate for 20 days} = \frac{\$439.18}{\$100,000} \approx 0.439\%
\]

- Effective annual interest rate:

\[
0.439\% \times \frac{365}{20} \approx 8\%
\]



which matches the nominal annual rate, confirming the cost of borrowing.

Comparison:
Paying early with a bank loan costs about 8% annually, while the cost of not taking the
discount is roughly 37.24%. Since 8% < 37.24%, using a bank loan to pay early and take
the discount is financially advantageous.

---

Strategic Recommendations for Reynolds
Corporation

Optimal Payment Strategy
Based on the calculations, Reynolds should consider:
- Taking the cash discount if it can secure a bank loan at an interest rate lower than the
annualized cost of forgoing the discount.
- Using internal cash reserves if available, as it might be cheaper than borrowing.
- Negotiating better terms with suppliers or exploring alternative financing options if bank
interest rates are high.

Advantages of Taking the Discount Using a Bank Loan
- Cost Savings: Reduces purchase costs significantly.
- Improved Supplier Relationships: Consistent early payments foster good relationships.
- Better Cash Flow Management: Aligns payments with cash inflows if the company’s cash
reserves are tight.

Risks and Considerations
- Interest Rate Fluctuations: If bank interest rates increase, the cost of borrowing could
outweigh the discount benefit.
- Loan Fees: Some loans have origination or service fees, which can increase effective
costs.
- Cash Flow Constraints: Ensure the company’s cash flow supports short-term borrowing
without impacting other operations.

---

Conclusion: Making the Most Informed Financial
Decision



In managing accounts payable, Reynolds Corporation must weigh the benefits of early
payment discounts against the costs of short-term financing. By calculating the effective
annualized cost of forgoing discounts and comparing it to available bank loan interest
rates, the company can make informed decisions that optimize cash flow and reduce costs.
Typically, if the cost of borrowing is less than the annualized discount cost, leveraging a
bank loan to pay early and secure discounts is a financially sound strategy.

In this scenario, careful analysis shows that taking the discount using a bank loan is
advantageous if the interest rate is below the calculated annualized cost (~37.24%). This
approach not only saves money but also strengthens supplier relationships and improves
overall financial efficiency.

---

Additional Tips for Effective Cash Discount
Management
- Maintain Good Credit: Ensure the company's creditworthiness is high to secure favorable
loan terms.
- Monitor Payment Terms: Regularly review supplier terms to identify opportunities for
discounts.
- Plan Cash Flows: Coordinate payments with cash inflows to minimize borrowing needs.
- Negotiate with Suppliers: Seek better terms or larger discounts for volume purchases or
early payments.

By applying these principles and calculations, Reynolds Corporation can improve its
accounts payable strategy, leading to cost savings and better financial health.

---
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Frequently Asked Questions

What is the main focus of Problem 8-23 regarding the
Reynolds Corporation's bank loan and cash discounts?
The problem focuses on analyzing how the Reynolds Corporation manages its bank loans
in relation to taking advantage of cash discounts offered by suppliers, including the
financial implications of such discounts.

Why is taking advantage of cash discounts important for



Reynolds Corporation?
Taking advantage of cash discounts helps Reynolds Corporation reduce its purchase costs,
improve cash flow, and enhance overall profitability.

How does a bank loan influence Reynolds Corporation's
ability to take cash discounts?
A bank loan provides the necessary liquidity for Reynolds Corporation to pay suppliers
early and secure cash discounts, thereby reducing the cost of purchases.

What are the key factors to consider when deciding
whether to take a cash discount?
Factors include the discount percentage, the period of the discount, the cost of the bank
loan, and the company's cash flow position to determine if taking the discount is
financially beneficial.

How does the timing of payments affect Reynolds
Corporation's decision to take cash discounts?
Paying early to take advantage of the cash discount can save costs, but it must be
balanced against the company's cash availability and the cost of financing via a bank loan.

What accounting entries are typically made when
Reynolds Corporation takes a cash discount?
The entries usually involve recording the purchase at gross amount, then adjusting for the
discount received, and recording any related bank loan interest if financing is used.

How can Reynolds Corporation evaluate whether to use
a bank loan to take advantage of cash discounts?
The company should compare the cost of the bank loan (interest expense) against the
savings from the cash discount to determine if the transaction is financially advantageous.

What impact does taking cash discounts have on
Reynolds Corporation's cash flow management?
Taking cash discounts can improve cash flow by reducing overall expenses, but it also
requires timely payments and sufficient liquidity to avoid penalties or missed discounts.

In what scenarios might Reynolds Corporation decide
not to take a cash discount despite it being available?
If the company's cash flow is tight, or the cost of financing the early payment exceeds the



discount benefit, the corporation might opt not to take the discount.

How does understanding Problem 8-23 help in
improving financial decision-making for businesses like
Reynolds Corporation?
It enhances understanding of trade-offs between early payment discounts and financing
costs, enabling better cash management and cost control strategies.

Additional Resources
Problem 8-23: Bank Loan To Take Cash Discount – The Reynolds Corporation Buys From
Its Suppliers

In the realm of corporate finance and accounts payable management, understanding the
strategic decisions companies face when dealing with supplier discounts is crucial.
Problem 8-23 concerning the Reynolds Corporation provides a comprehensive case study
on how a company evaluates whether to take advantage of a cash discount offered by a
supplier through a bank loan. This problem exemplifies key concepts such as cash
discount terms, cost of borrowing, and the decision-making process involved in optimizing
cash flow and profitability.

---

Overview of the Scenario

The Reynolds Corporation is engaged in purchasing inventory from its suppliers. The core
issue revolves around whether Reynolds should:
- Pay early to take advantage of the supplier’s cash discount, or
- Pay later without the discount, possibly utilizing a bank loan to finance the early payment
if necessary.

The supplier offers terms that include a cash discount, typically expressed as "2/10, net
30". This indicates:
- A 2% discount if payment is made within 10 days,
- The full invoice amount is due within 30 days if the discount isn't taken.

Reynolds must analyze whether the savings from the discount outweigh the additional
costs incurred by borrowing money to pay early.

---

Fundamental Concepts and Terminology

Before delving into the detailed analysis, it’s important to clarify key concepts:

Cash Discount Terms
- Discount Rate (e.g., 2%): The percentage reduction in the invoice amount if paid within



the discount period.
- Discount Period (e.g., 10 days): The window during which the discount is available.
- Net Period (e.g., 30 days): The maximum credit period for payment if the discount isn't
taken.

Cost of Borrowing
- When Reynolds needs to borrow funds to pay early, the interest cost of the loan becomes
a critical factor.
- The annualized cost of borrowing reflects how expensive it is to finance the early
payment through a bank loan.

---

Analyzing the Cost-Benefit of Taking the Discount

The decision involves comparing:
- The cost of borrowing to pay early, against
- The benefit of the discount obtained if paid early.

Step-by-step approach:

1. Calculate the Discount Percentage and Timing:

- Discount offered: 2%
- Discount period: 10 days

2. Determine the Effective Cost of Not Taking the Discount:

- The cost of forgoing the discount can be expressed as the annualized cost of not paying
early.
- Using the formula:

\[
\text{Cost of forgoing discount} = \frac{\text{Discount percentage}}{100 -
\text{Discount percentage}} \times \frac{365}{\text{Difference in days between net
period and discount period}}
\]

- Example: For a 2% discount over 10 days, the annualized cost is:

\[
\frac{2\%}{98\%} \times \frac{365}{20} \approx 0.0204 \times 18.25 \approx 37.2\%
\]

- This indicates that if Reynolds can borrow funds at an interest rate less than 37.2%
annually, it is advantageous to pay early and take the discount.

3. Compare with Actual Borrowing Rate:

- Determine Reynolds’s current cost of borrowing (e.g., bank loan interest rate).
- If the bank’s interest rate is less than the annualized cost of forgoing the discount, then



Reynolds should pay early and take the discount.
- If the bank’s interest rate is higher, then it is better to pay later without the discount,
possibly financing the payment through an alternative source or using cash reserves.

---

Detailed Calculation Example

Suppose the following data:

- Invoice amount: $50,000
- Cash discount: 2% if paid within 10 days
- Payment if discounted: $49,000 ($50,000 - 2%)
- Payment if not discounted: $50,000 after 30 days
- Reynolds can borrow funds at an annual interest rate of 12%

Step 1: Calculate the cost of borrowing to pay early.

- To pay within 10 days, Reynolds needs to borrow $50,000 (or the amount necessary to
fund the early payment).
- The interest on a loan of $50,000 for 10 days at 12% annual rate:

\[
\text{Interest} = \text{Principal} \times \text{Rate} \times \frac{\text{Time}}{365}
\]

\[
= 50,000 \times 0.12 \times \frac{10}{365} \approx 50,000 \times 0.12 \times 0.0274
\approx \$164.38
\]

- The effective cost per dollar borrowed:

\[
\text{Cost per dollar} = \frac{\$164.38}{\$50,000} \approx 0.00329 \text{ or } 0.329\%
\]

- Annualized, this is approximately:

\[
0.329\% \times \frac{365}{10} = 0.329\% \times 36.5 \approx 12\%
\]

which aligns with the bank’s interest rate.

Step 2: Determine if taking the discount is financially advantageous.

- Discount rate: 2%
- Cost of borrowing to pay early: approximately 12%

Since the cost of borrowing (12%) is less than the annualized cost of forgoing the discount



(~37.2%), it is cost-effective for Reynolds to borrow at 12%, pay early, and take the 2%
discount.

---

Practical Implications and Strategic Considerations

While the calculation suggests that taking the discount is financially sound under these
assumptions, real-world decision-making involves additional factors:

- Cash Flow Constraints: Does Reynolds have enough liquidity to pay early without
borrowing? If not, borrowing might be necessary regardless.
- Availability of Financing: Is the bank willing to lend at the stated interest rate? Are there
other financing options with lower costs?
- Operational Factors: Are there discounts for larger purchases or other suppliers offering
better terms?
- Impact on Credit Rating: Frequent borrowing to take discounts could impact Reynolds’s
credit profile.
- Supplier Relations: Consistent early payments could foster better supplier relationships
and possibly lead to negotiated better terms in the future.

---

Broader Impacts on Financial Management

This problem exemplifies a broader theme in financial management: cost of capital versus
opportunity cost. Companies constantly weigh the benefits of early payments (discounts)
against the costs of financing them, aligning their working capital policies with overall
financial strategy.

Key takeaways include:

- The importance of understanding the cost of debt relative to the benefit of discounts.
- The role of interest rate analysis in procurement decisions.
- The significance of cash flow management in maintaining liquidity while leveraging
discounts.
- The strategic use of short-term financing to optimize working capital.

---

Conclusion and Final Thoughts

Problem 8-23 offers a comprehensive view of how a company like Reynolds evaluates its
payment decisions in the context of supplier discounts and financing costs. The core
takeaway is that companies should perform quantitative analyses to determine whether
the financial benefits of discounts outweigh the costs of borrowing.

In this case, if Reynolds can borrow at a rate lower than the annualized cost of forgoing
the discount, and if it has sufficient liquidity, it should take the discount. This decision
ultimately enhances profitability and optimizes cash management.



This problem underscores the importance of integrating cost analysis, financing
strategies, and operational considerations into decision-making processes within
corporate finance. It highlights that effective working capital management is not just
about cash conservation but about making informed, strategic choices that balance risk
and reward.

By mastering these analytical techniques, financial managers can ensure that their
companies capitalize on available opportunities to reduce costs and improve financial
health.

---

In summary, Problem 8-23 is an excellent illustration of the interplay between supplier
terms, borrowing costs, and corporate financial strategy. It demonstrates that a thorough
understanding of these dynamics can lead to more informed decisions, ultimately
contributing to the company's profitability and operational efficiency.
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