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Chang Medical Electronics (A)


In 1972 Dr. Ahn Chang moved to Portland, Oregon, to provide consulting services to West coast electronics firms.  Dr. Chang, an MIT physics Ph.D., soon developed a proprietary health care product and his firm evolved into Chang Medical Electronics (CME).  Neither his son or daughter were interested in managing the firm, so in mid-1998 Dr. Chang agreed to sell CME to the LaSalle Group, a private equity investment firm.

LaSalle proposed to acquire CME by purchasing 10,000 shares of newly issued common stock for $1,000 per share and $40 million of newly issued 9% mandatorily redeemable preferred stock.  CME would then sell about $140 million of bonds to financial institutions through Rainier Capital, a small West coast investment-banking firm.  The new capital would be used to buy Dr. Chang’s 187,000 shares of common stock for $1,000 per share.  Since CME had adequate cash, LaSalle was unconcerned about the bond issue’s exact size.  


At the time, 6-year Treasuries yielded 4.78%, AAA rated 6-year corporate bonds yielded 6.05%, and Baa 6-year corporates yielded 6.98%.  John Tilden, LaSalle’s partner handling the CME acquisition, hoped to pay no more than 8.25%.  Susan Hupp, LaSalle’s Rainier Capital investment banker, believed the market rate was about 9.25% for a small issue by a highly leveraged firm.


“I put together three proposals,” Ms. Hupp said.   “1A is a 6-year 10% bond; 1B is a 6-year 9% bond; 1C is a 6-year zero-coupon bond (Exhibit 1).  Your effective interest rate will be about 9.14% with the 10% bond, 9.20% with the 9% bond, and 9.46% with the zero.”  I rounded each issue to the nearest $5 million so the amounts you receive under each issue differ slightly.


“Why the different effective interest rates?” John Tilden asked.  


“Investors receive the payouts sooner with a 10% interest payment than with a 9% payment so there is less risk.”  Ms. Hupp said.  “With a zero, they get nothing until the end so it is even riskier.”


“Which is best?”


“It depends on how long you need the funds.”

Required:

1. Prepare journal entries to record the November 30, 1998, interest payments under each of the three proposals.  Explain why the principal changes with each interest payment.  For example, explain why the principal for the zero increases from $140,706.073 to $147,361,470 between May 31, 1998 and November 30, 1998.

2. As a LaSalle partner, which of the three proposals would you prefer?  Explain.

3. If LaSalle need to raise about $200 million, how many $1,000 zero coupon bonds would it need to issue?
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