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BESTS PRESCHOOL

In August, Mr. Sam Best, the Director of Bests Preschool, a non-profit

preschool with four school locations, approached Mr. Jones, a loan officer

of the First Savings and Loan Association, about financing a new school building.
First Savings and Loan was carrying the loan on one of the school’s new
buildings. Mr. Jones had indicated they were willing to finance the new

project several months ago when it was in the planning stages. Al that time,
interest rates on this type of project were approximately 8 1/2 - 8 3/4 percent
with a minimum down payment of 25 percent. The money market had tightened up
severely since then. The prime rate had risen to 9 1/4 percigr (an all time
high), and long term mortgage money was in short supply. Mr. Best expressed
concern over the high interest rates, but he felt that they should go ahead with

the project.

The schools had been in operation for eight years and had anrexcellent reputation.
They had begun by renting space at relatively low rates from churches. The *

space was generally in the basement area and sometimes was shared with the churches’
Sunday School programs. This necessitated moving the school materials each

weekend. The arrangements had helped the school get started through low overhead,

but it was the school®s long term goal to acquire its own structures.

It was felt that using church space tended to attach a denominational status to

the non-denominational school. The space, though adequate for its purposes, was un-
attractive because of its basement nature. There was no long term rental commit-
ment, and the rental charges had been rising. The popularity of day care, nursery,

and preschools had risen; and there was now more competition for the business.



To meet its long term goal, the school had built a new building (School /1)
three years ago. They had experienced excellent success with the project.
See the School #1 Income Statement in Appendix 1. First Savings and Loan had
lent the money for this building. The total development was capitalized at
$54,000 with a 20 year mortgage of $35,000 at 10 percent. The mortgage re-
quired a monthly principal and" interest payment of $.343.45. The loan had
been made in the credit crunch of 1970, under similar conditions "in the money

market as those present. The Savings and.Loan was well satisfied with the loan.

The school had bought another preschool and its physical plant. This location

was known as School I2 and was capitalized at $51,000. A $23,000, 6 percent,

11 year mortgage had been assumed on purchase from the existing owner. This
required a $136 monthly principal and interest payment. A _second mortgage for
$15,900 at 7 percent had been taken with the owner. It required remaining payments
of $5,300 by August 15, 1973 and $5,300 by August 15, 1974. fThe third location

was in a church basement, and there were no current plans to acquire a site Iw

that area.

The proposed building was to replace the existing rental space in a church
basement. The space was rented for $250 per month on an 11 month year. This u
was the school’s original site and had served them well. The School #2 location
was only 45 blocks from the church, and two of the classes had been moved to the

new location.

Mr. Best had done a good job on site selection. The land was under option for
$14,500. The proposed site was far enough from the School #2 location to prevent

the present overlap, and it was now felt that this could add to the capacity of the



IR school. Mr. Best had hired an architect to design a building for the
unusual lot he had in mind. The school was to be built in a residential
area and was designed, as was School #1, to be able to convert it into a
single family residence when its usefulness as a school was over. The plans
had been sent to the local contractors, and bids were expected in two weeks.
A schedule of the proposed costs is attached in Appendix 2. Tuition was
being raised by 3.75 percent for the coming year, and it can ;be assumed this
type of increase will become an annual event. With that in mind, Mr. Best
projected the income and expenses of the new school as shown iIn Appendix 3.
Mr. Best expressed his desire to refinance all the real estate into one
package, including the new building. He felt there was ample equity to meet
the 25 percent requirement that would allow him to finance the entire estimated

cost of $65,000 for the new school.

In addition to the proposed costs and expected income, Mr. Best gave Mr. Jones
comparitive summaries of the combined income statements and balance sheets for« all

four schools for the last three years (Appendixes 4 and 5).

Mr. Jones told Mr. Best that he would like a few days to review the situation
and would indicate at that time if his firm was interested in making the loan

and under what terms.

After Mr. Best had departed, Mr. Jones decided to calculate the equity position
of the schools to see if 100 percent financing for the proposed project was
feasible. After that, he thought he would prepare a five year cash flow analysis

to see if there would be enough revenue to make the payments.



Appendix 1
BESTS PRESCHOOL /71
Income Statement

Year Ending June 30, 1973

7 |

Income !F
Tuition 23,700
Other _ o0 -
-al 23,700
tenses
Mortgage Interest 3,371
Building Repairs 74
Public Relations 786
Practical Life Expense 53
Language 130
School Furniture & Fixtures 620
Depreciation 1,500
School Supplies 330
Utilities 1,092
Freight 65
Secretarial 32
Salaries 10,120
Insurance 538
Automobile 568
Dues & Taxes 28
Inservice Training 300
Office 490
Miscellaneous 203
Retirement Fund -Onm

Total 20,300

Income 3,400



Appendix 2

ESTIMATED COST OF PROPOSED SCHOOL

Land $14,500

Building ,» »,—45,000 r -

Architect Fees , 4,000 .IZI [ ] ,

Sewer Assessment 1,800 -",>
$65,300 |

Maximum acceptable budget was set at $75,000.
The architect was limited to a building maximum of $50*000.
A $65,000, 20 year Ipan at 10 percent would require monthly

principal and interest payments of $640.
X -



Appendix 3

Income
Tuition
Other

Total

Expenses
Mortgag

BESTS PRESCHOOL

ESTIMATED INCOME STATEMENT

PROPOSED SCHOOL T

YEAR END,JUNE 30, 1974

e Interest

Building Repairs

Public

Relations

Practical Life Expense
Language

School
Depreci
School

Furniture & Fixtures
ation
Supplies

Utilities

Freight

Secretarial
Salaries
Insurance

Automob
Dues &
Inservi
Office

ile
Taxes
ce Training

Miscel laneous

Retirem

Total

Loss

ent Fund

24,000
-0 -
24,000

6,500
100
786

75
100
600

2,500
300

i,000

50

75
10,500
500

1,500

-0 -
300
500
200

-0 -

25,586

(1,586)



Appendix 4

Combined

Year Ending June 30

Income
Tuition
Other

Total

Expenses
Mortgage Interest
Rent
Building Repairs
Public Relations
Practical Life Expense
Language Expense
Science Expense

Didactic Material Expense
School Furniture & Fixtures

Depreciation
Office Equipment Expense
School Supplies
Utilities
Freight
Secretarial
Salaries
Insurance
Automobile
Dues and Taxes
Inservice Training
Office
Miscellaneous
Interest
Retirement Fund
Total Expenses

Surplus

BESTS PRESCHOOL

1971

$89,707.77
-0 -
$89,707.77

5,823.00
2,067.50
-0 -
2,945.39

185.73
607 .07
140.00
-0 -
-0 -
2,245.58
-0 -
1,767.68
1,100.60
145.14
450.29
47,152.36
1,573.59
2,710.14
502.98
993.80
1,731.54
703.97
11.77
1,850.12
$74,708.25

$14,999.52

Income Statement, Schools 1-4

197.2

$96,432.80
283.32
$96,716.12

6,044 .00
5,046.28
68.95
2,723.54
153.85
502.21
65.69
-0 -
-0 -
6,757.26
-0 -
1,729.70
2,074.19
61.95
560.05
53,175.32
2,163.53
4,146.18
148.62
1,732.69
3,636.90
1,279.92
363.24
-0 -
$92,434 .07

$ 4,282.05

1973

; $99,968.70

539.48
$100,508.18

4,600.00
5,177.53
306.09

" 3,933.71
382.33
654.61
168.42

" 694 .37

257.93
5,872.52

T 213.62
1,664.99
2,540.74
159.61
323.21
51,496.38
1,446.40
3,841.89
20.79
1,466.20
2,451.23
1,015.19
13.82

-0 -
$88,701.58

$11,806.60



ppendix 5

BESTS PRESCHOOL

Combined Schools 1-4
Comparative Balance Sheets

urrent Assets
Petty Cash
Cash
Savings
Accounts Receivable
Stock
Total Current Assets

ixed Assets
School /1 at Cost

Less Allowance for Depreciation

School #2 at Cost

Less Allowance for Depreciation

School Furniture Net of Depreciation
Office Equipment Net of Depreciation
Didactic Materials Net of Depreciation

Total Fixed Assets

otal Assets

urrent Liabilities
Accounts Payable
Accrued Payroll Taxes
Advanced Tuition
Total Current Liabilities

ong Term Liabilities
Real Estate Mortgage
Notes Payable
Retirement Fund Reserve
Total Long Term Liabilities

urplus
Retained Income

otal Liabilities and Surplus

June 30

1971 "

$ 200.00
380.94
9,817.91
1,113.04
-0 -
11,511.89

50,610.10
-0 -
50,610.10

2,953.32
393.41
2,336.86
56,293.69

$67,805.58

) SURPLUS

$ 854.50
1,488.26

6,135.00
8,477.76

35,000.00
7,478.18
1,850.12

44,328.30

14,999.52

$67,805.58

-

$

3,

11
4,
91

54,
1,
52,
47,
2,
45,
3,

1,
103,

$113,

$

61
81

63,
19,

1,
85,

19,

$113,

1972 1973
200.00/ $ * 200.00
155.06 “\ 4,026.73

16.22 541.00
874.00 881.26
550.25 5,446.45
795.53 11,095.44
016.97 t 54,016..97
500.00 3,000.00
516.97 51,016.97
781.89 ; 51,030.53
140.00 4,280.00
641.89 46,750.53
201.37 2,125.37
349.70 . 305.99
963.35 850.54
673.28 101,049.40
468.81 $112,144.84
735.78 $ 2,006.41
803.37 800.91
885.00 6,335.00
424 .15 9,142.32
961.29 56,541.77
935.46 13,522.46
866.34 1,850.12
763.09 71,914.35
281.57 31,088.17
468.81 $112,144.84



TEACHING NOTES

There are two basic questions to be answered 1) How much will they be able

to finance? and 2) Do they have the cash flow to cover the payments?

1) The case stated this type of financing- required 25 percent equity. The

total value (original and estimated cost) of the thi/ee buildings is as follows :

School #1 $54,017
'% <
School #2 51,031
Proposal 65,000
Total $170,048

Since the mortgage market is tightening up, let’s calculate the maximum loan

values using equity percentages of:

25% 30% 33%

Maximum Loan $127,536 $119,034 $113,93-2

Less Existing Loans 56,541 56,541 56,541
Amount Available

to borrow 70,995 62,493 57,391
Needed to finance

estimated cost 65,000 65,000 65,000

$ 5,995 $ (2,507) $ (7,609)

We can conclude that with a 25 percent equity requirement the entire project

can be financed with no new equity capital. With a 30 percent equity requirement,
Mr. Best would have to come up with $2,507; with a 33 percent equity requirement,
$7,609.

2) The first requirement in a cash flow analysis is to estimate sales. To

develop a reasonable estimate we need to analyze the previous record. A per-



centage comparison of the comparative income statement is in Teaching

Note, Appendix 1.

In the three year period, expenses averaged 89 percent of sales. Sales grew
7.81 percent in 1971-72 and 3.92 percent in 1912-13. We know of a 3.75 percent

tuition increase and will use this as our compounded annual growth rate.
i :

We can calculate the additional expenses for the new pnject,,overyihe existing
rental as follows: - ]
Rental Proposed
Interest 0 6,500 i,
Depreciation 0 2,500 from estimated
utilities 0 1,000 income statement
*
Building Repairs 0 100
Rent 2,750 given in case -0- N
2,750 10,100
N.,.750
7,350
The 1974 estimated sales are $104,277
Times average expense 89
Total 92,807
Plus additional expense 7,350
Total Estimated Expenses $100,157

I-
IT we divide the new expense figure by sales, our total expense percentage

becomes 96. We will use this for the years 1974 through 1978.

By adding back in the depreciation from the income statement and estimated

income statement, we have completed the cash flow projection.



Let"s also add in the mortgage interest expense so we can compare it to the
yearly Principal and Interest payments when we calculate the cash requirements.
The 1973 income statement shows mortgage interest of $4,600; the new loan will
cost $6,500 per year in interest. This is an over simplification as the interest
will decrease each year. For our purposes though, since interest remains quite

-,
high during the early part of a monthly mortgage loan, the comparison is valid.

'c

We can now compare what we have to what we will need. See Teaching Note, Appendix 2

Conclusion: The school will be able to adequately cover the proposed mortgage
payments as outlined in the case. They will have a surplus of $4,859 in 1974.

The 1975 projected surplus will be $5,066, and it will increase to around $10,500
in years 1976-1978. This 1is primarily due to the cessation of the second mortgage

payments on School #2.

It may be of interest to mention that the lowest bid received, when the case was
written was $80,000. This was roughly 100 percent above the architect®s estimate,

and it now appears that the project will be dropped.



Teaching Note
Appendix 1

Sales

Rent

Public Relations
Depreciation
Salaries
Automobile
Office

All Other

Total Expenses

Surplus

BESTS PRESCHOOL

Comparative Income Statement Percentage

1973
$

100,508

9,777
3,934
5,872
51,496
3,841
2,451
11,330
88,701

11,806

% of
Sales

9.7

3.9

5.9

51.5

3.8

2.4

11.3

88.5

11.5

Percentage gain in sales 1971-72

Percentage gain in sales 1972-73

1972
$

96,716

11,090
2,723
6,757

53,175
4,146
3,636

10,022

92,434

4,282

‘l

% of
Sales

11.5
2.8
7.0

54.0
4.3
3.7

10.3

95.6

4.4

1971

89 ;707

7,890
2,945
2.,"245
47.152
2,710
1,731
10,035
74,708

14,999

% of
Sales

8.8

3.2

2.5

52.6

3.0

1.9

11.3

83.3

16.7



leaching Note
Appendix 2

Income -
Annual Increase 3.75%

Expenses 96 percent of sales
Surplus
Add Back

Depreciation

* Interest

Total Cash Floww In

Less Mortgage Payments

#1

#2

#2 Second Mortgage
Proposed

Total Cash Flow Out

Surplus Cash Flow

* Interest is added back in
(mortgage payments) which

BESTS PRESCHOOL

Estimated Cash Flow

1974

$104,277
100,157
4,120
8,372
11,100

23,592

4.121
1,632
5,300
7,680

18,733

4,859

to simplify the comparison of additional cash requirements

1975

$108,187
103,860

4,327

8,372
11,100

23,799

4,121
1,632
5,300
7,680

18,733

5,066

include principal and

1976

LT

$112,244
107,754
4,490
8,372
11,100

23,962

4,121
1,632

7,680
13,433

10,529

interest.

1977

"$11~,453
-111,795

4,658

~® 18,766

1

24,130

4,121
1,632

7,680
13,433

10,697

1978

$120,820
115,987
4,833
8,372
11,100

24,305

4,121
1,632

7,680
13,433

10,872
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