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V. RELATIONSHIPS WITH CAPITAL MARKETS

HOMESTYLE RECIPES FOR FINANCAIL MANAGEMENT


1.  The Capital Markets:

Benefits for Financial Managers

The analysis of capital markets has gradually increased in importance in Corporate Finance literature.  It is not the intent of this book to include an in-depth study of capital markets, but it is useful to review the principal aspects that financial managers must know.

In order to avoid one of the frequent invasions of lands carried out by the sciences, we will try to define the common areas in which relationships produce a healthy effect on Corporate Finance.

Capital markets offer great benefits to financial managers are great.  They have the potential to provide companies with funds, and provide a place for the transaction of securities.

FRESH FUNDS

The availability of new funds is much greater when an appropriate forum exists for trading stocks among investors.

Capital markets are also where bonds at varying maturities can be issued by companies.


 Long-term bonds only exist in very developed markets.  In Argentina, however, the medium term market has just begun to be developed through loans called “Negotiable Bonds” that mature between two and five years.

The market has timidly started to operate short-term loans that mature at between six and twelve months.  These new instruments are known as Commercial Papers.

CHANGE OF HANDS IN INVESTMENTS

Another great advantage of capital markets is the creation of a gigantic "fair" where buyers and sellers of securities come together.  This generates real liquidity for the investments that have been listed in the stock markets.

This possibility represents an improvement in the return on investment of a project, since it minimizes or eliminates the rate that penalizes the restriction on liquidity.

2. Establishing Security Pricing

The great advantage of capital markets is that they encourage the establisment of share prices, as well as prices for public and private bonds.

Consequently, in the opinion of investors, the capital of a company can be calculated in a very simple way: by multiplying the number of outstanding shares by their quoted price. If the future dividen flow is projected, the internal rate of return could also be determined.

In regard to bonds, it is much easier and more accurate to calculate their internal rate of return, since the future income flows are defined when they are issued. 

As for individual countries, the quote on public bonds makes it possible to quickly determine their IRR; and by their difference with the international risk-free rate–LIBOR, for example–to calculate the political risk rate.

Capital markets offer many other benefits to financial managers.  Their development goes hand in hand with capitalist economies.

While more than 140 years old, the Argentine market has not been able to develop efficiently because of the instability of Argentina’s economic system.  Forty-five years of erratic governmental intervention from 1945 to 1990 retarded its progress.

When one compars this to the two centuries of experience that the New York capital market has, the difference between efficient markets and emerging markets will become very clear.

3.  Book Value,  Market Value,

Legal Value,  Liquidation Value

MARKET VALUE

Market price is the daily quote that results from transactions between buyers and sellers.

BOOK VALUE

Book value is the result of dividing the net worth, as presented in the financial statements of a company, by the number of shares outstanding.  It is essentially the accounting value of a share.


LEGAL VALUE

The legal value of a share, generally $1, is the result of dividing the "Capital Stock" which appears in financial statements, by the number of outstanding shares.  This value coincides with the one that is expressed in the bylaws of a company, and is printed on the shares.

LIQUIDATION VALUE 

Unlike the previous definitions, in which the values are known through their publication in the financial press, the liquidation value is known only after assets are sold and liabilities are paid.  The resulting net value is divided by the number of outstanding shares.

Nevertheless, it is not necessary to wait until the end of the liquidation process to know this value.  It is possible to calculate the liquidation value at any time through a study that adequately assigns value to assets and liabilities in line with their realizable values.  This information does not generally stem from regular financial statements.

A company may be dissolved and liquidated for different reasons, such as the disappearance of the objective for which it was created.  This is the case of a construction project, or the rapid obsolescence of products like copper wires for telephones, or men’s hats.

In cases like these, the market quickly perceives the situation and consequently the price falls.  However, it may be that the value of assets becomes attractive during the "dismantling" process.

Oliver Stone’s movie ‘Wall Street’ recreated a case like this. Yuppies with confidential information acquired shares in large quantities until they obtained control of the company.  Then they rushed a dissolution of the company, and finally began the liquidation process.



4.  Accounting and Stock Exchange Profitability Ratios:

        Return on Equity and Price-Earnings Ratio

RETURN ON EQUITY (ROE) RATIO

Return on Equity is the result of dividing the annual profit shown in the financial statement by the organization’s net worth.

 Example:
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CLASH FLOW VS.  ACCOUNTING PROFIT

In capital markets, it is customary to add depreciation to the income shown in the profit and loss statement since depreciation reduces the income but does not imply a cash disbursement.

Consequently, some indicators are often calculated on a cash basis, using profit plus depreciation in their formulas.  The most popular cases are ROE and P/E.

Example:

CFROE(1) =
ROE  + depreciation 
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PRICE-EARNINGS RATIO (P/E)

This indicator measures the number of years that a stock exchange  investment takes to return as cash to the investor, based on its yield.

The expression “price earning ratio” literally denotes a profitability relationship.

You must have noticed a contradiction between the actual definition and terminology in use here.  The former indicates the time that it takes to recover the investment expressed in years, and the latter, the profitability relationship.  However, everything is clarified when it is understood that the time to recover the initial investment, which is expressed in years, is just the inverse on the annual profitability rate.

Thus, when it is said that a share has a P/E of 14 (years), it means that its yield is 7.14%, as shown in the inverse relationship below.
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The P/E of a share is the result of dividing the quote by the profit per share.  It is calculated as follows:

First.  Establish the earning per share (EpS) using the following equation.

EpS =
Annual profit


number of outstanding shares


 Example, given the following data:

Number of outstanding shares

  10,000,000

Annualized profit
$
   1,500,000    

Quote
$
              2.10

Then:   
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Second.
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Thus, it will take fourteen years to recover the investment on the basis of its annual income.

A SIMPLER WAY

Even though the above formula is the traditional method, the following methodology is preferable for purely pedagogic reasons.  First of all, establish the profitability of the stock investment, and then the number of years required for the investment to recover, as outlined in the steps below.

First: 
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 Second: 

Establish the time for the recovery of the investment, or P/E.
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ANNUAL PROFIT

Companies listing their shares on stock exchanges issue quarterly financial statements.  Subsiquent information published by the financial media does not necessarily coincide with the annual financial statement.  Therefore, the most recent available information could be a financial statement for only the first, second or third quarter.

Annualizing means adding the results of the last four quarters, even when the periods selected do not coincide with the fiscal year.   Below is an example and its graphical representation:

Accumulated profit on 09/30/01  (3 quarters)



1,190,000

Accumulated profit on 12/31/00  (4 quarters)

1,580,000



Accumulated profit on 09/30/00  (3 quarters)
(
1,270,000
)
310,000

Accumulated profit on 09/30/01  (4 quarters)



1,500,000

Graph

Financial statements closing on December, 31st 
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5.  Volatility and Beta Coefficients

VOLATILITY

Volatility is the price sensitivity of a quote.

This indicator is more commonly used for shares than for fixed-interest securities.  We could also say that it represents the state of nervousness in a security, which is closely related to its risk in all cases.

Thus, it is easily understood that high volatility implies greater risk since investors constantly vary their appraisals.  We should remember that a quote is the result of many opinions that are basically judging the present and past economic behavior of a company and its management, and that it is possible that a quote may or may not be constant in the future.

Volatility is measured by selecting a period and calculating the mean  (x) of a quote for a selected period.

Thereafter, variances are established.  They are built by the differences between each quote and its mean (x - x).  These magnitudes define volatility and consequently the risk of each share.  The standard deviation is a statistical calculation that captures this information and provides an indicator that characterizes its behavior
.

At the same time, the coefficient of variation that links the standard deviation with the mean facilitates its comparison with the volatility of other shares.


THE "BETA" COEFFICIENT

Analysts have created a risk index that stems from the relation of the volatility of a share to the volatility of all other shares.  In Argentina, the most widespread universe is the Merval; in the United States, the Dow Jones; and in Japan, the Nikkei.
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If the quotient is higher than one, the share under analysis is riskier than the universe of shares with which it is compared.  On the other hand, if it is less than one, it is the case of a low-risk investment.  A ranking of shares could be made ordering them on the basis of their degree of risk.

Table No. 11 is a model of two shares, "A" and  "B," of low and high volatility, respectively.

Stock “A” has a Beta (() less than one.  Consequently, its volatility is lower than the market as a whole.

Stock “B” is of a higher risk because its volatility is higher than the market average.  It is shown as greater than one.

If the ( of other shares were calculated, it would be possible to order them in a table by their degree of risk, and insert shares "A" and  "B" as follows:

Company Name 
(








Share “A”
0.77



Incape
0.92



Tecanor
0.98

Lower

Transreal
1.08

risk

Oceánica 
1.22



Cooperativa del Este 
1.35



Share "B"
1.49

Higher 

Zona patagónica
1.55

risk






Table No. 11.  Model of The Organization of Volatility Indexes.



Quotes


Sample 


Share

A

Share

B

MERVAL

Index










Day of the month







1
1.20

4.72

402


2
1.15

4.60

390


3
1.18

5.00

410


4
1.22

5.08

380


5
1.20

4.70

392


6
1.21

4.90

405


7
1.25

4.50

385


8
1.24

4.70

369


9
1.17

4.30

390


10
1.19

4.85

407









  Mean  x

1.20

4.735

393









  Standard deviation  (

0.0307

0.2345

13.07









  Coefficient of  

  variation
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6.  The Ex-Dividend Quotation

As one of their essential functions, companies must generate profits for their owners. 

Profits paid to shareholders are called “dividends.”   They can be in the form of cash, shares, or a combination of both.

When companies quote their shares in a Stock Exchange, the  "quote" is the essential player.  It is the result of appraisals of supply and demand, which are influenced by countless external and internal factors.

For the most part, the quote is a reflection of activity that companies themselves carry out.  The result of the activity of a company is profit reported in periodic financial statements.

However, this factor is not the only factor influencing the quote, since markets discount future events such as the greater or lesser stability of profit, risk, and the position of the company as compared to the latest technology or competitors.

Moreover, factors that companies cannot control also influence quotes.  These phenomena may be general such as in war and political turbulence; or specific, as in restrictions to foreign trade, environmental requirements, or changes in consumers’ preferences.

The payment of a dividend itself is purely incidental in companies.  It develops gradually, impelled by the continuous growth of net worth, which is the result of profit generation.


 CHRONOLOGY IN THE DETERMINATION OF A DIVIDEND

There are different stages in the development of a dividend.  First, there is the creation of the profit itself.  Because investors are informed by quarterly financial statements, it is only at these times that the dividend is publicly known.

Investors, however, generally have informal sources of information which allow them to estimate the results with some degree of certainty.  These, too, have an influence on quotes.

PROFITS ACCORDING TO YEARLY FINANCIAL STATEMENTS

The second stage takes place when the yearly financial statements and the profit distribution proposed by the Board of Directors are published.  Undoubtedly, the quote solidifies at this moment.  But this valuation is still subject to change, because many events permanently affect the quote.

THE SHAREHOLDERS’ MEETING

The third stage is at the shareholders’ meeting when the dividend is defined from a legal point of view.  This event is generally of little importance since the proposal, which the Board of Directors presents, is rarely ever modified.

SETTING OF THE DIVIDEND FOR PAYMENT

The fourth stage takes place when the Board of Directors decides to make dividends available to shareholders.  The chosen payment date is the time when the current quote is replaced by the ex-dividend or ex-coupon quote.


 Notice that when that this happens, profits and dividends to be paid have already been discounted by the market.  Moreover, markets continue registering external and internal events that influence the share value until the day before the dividend is set for payment.

DIVIDENDS IN CASH, AND/OR SHARES

Dividends can be paid in:

· cash

· shares

· mixed,   i.e., in cash and shares.

Proposed formulas






Symbols









In cash
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X = Ex-coupon quote

A = Previous quote

B = Dividend in shares(1) 

C = Dividend in cash(2)





































In shares
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BASES FOR THE PROPOSED FORMULAS

The formulas for calculating dividend payments are based on one fundamental truth: making a dividend available to shareholders does not alter the value of the shareholder’s investment before or after the divident payment occurs.

The basic equations for a dividend in cash, in shares, or mixed are as follows:















Exclusively 

in cash

Exclusively

in shares

In cash and 

in shares


Basic equations
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Algebrating to establish the value of x
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EXAMPLE

A company whith a share quoted of $2.30 is planning to pay a dividend using one of these alternatives.



- 10% in  cash



- 40% in shares


- 10% in cash, plus 40% in shares

APPLYING THE FORMULAS






In cash
In shares
In cash and 

in shares


x = 2.30 – 0.10
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x = 2.20
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PROOF

If the formula is correct, the subsequent value in the shareholders’ hands should be $2.30, i.e., equal to the previous quote.
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1 x 2.20 =
2.20

1.40 x 1.6429 = 
2.30


1.40 x 1.5714 =
2.20
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DISCREPANCIES BETWEEN THE MATHEMATICAL CALCULATION OF THE  EX-DIVIDEND AND THE ONE DONE ON THE BLACKBOARD

The ex-dividend value is a precise value, the result of a mathematical calculation demonstrating the equivalence between the price of a security before and after a coupon is torn off.  This is called the "parity price.”  

However, in real life, both negligible and significant discrepancies usually appear.  These occur, from our point of view, because of the circumstances outlined below.

First, observe that the information published in the financial papers quotes at closing time.  Consequently, twenty-four hours have elapsed between the previous quote and the ex-dividend figure published.  Nevertheless, the stock exchange also publishes for its members the quotes at the beginning of the session of the following day.  Therefore, if we pay attention to that information, there should be no difference between the mathematical calculation and the displays.

Secondly, the meaning of a share dividend is not clear for many people, especially in inflationary economies.  Remember that share dividends represent to investors no change in their own equity.  Moreover, when dividends originate from the reappraisal of fixed assets, it may happen that shares held by shareholders are multiplied five, ten or twenty times.  Suddenly, investors find themselves holding lots of paper and refuse to let go of the illusion of great wealth, which, in many cases, is simply the result of monetary inflation.

Nevertheless, authentic quote modifications are typically normal within a day, and even shorter time periods.

Finally, a basic understanding of the ex-coupon value mechanism does not exist in the population at large.


7.  The Futures and Options Market

FUTURES

Deferred contracts were known long ago, and were most widely used in the grain markets.

They are also known as “futures” and they consist of buying and selling consumable goods with their delivery and payment on future dates.  At maturity the agreed price is paid and the merchandise is delivered.

As time went on, an active market was developed for cash contracts  as well as for futures.  In the grain markets, cash transactions are called “available” inasmuch as the merchandise is in such a condition.  An extended market of future quotes is also developing.

This gathering of many buyers and sellers has created a solid reference point for the current and future contracts of a wide variety of consumable goods.

This development has also allowed that, when the future becomes the present, deferred contracts are not necessarily carried out and physically performed, but settled “by difference.”    This is just an abridged transaction in which one of the parties pays the other the difference between the agreed price when the contract was formalized and the price when the contract matures. 


 For example: On January 16th available wheat is quoted at $121 per ton, and the price for a ton on September 30th at $138. When initiating the transaction the buyer has no money and the seller has no wheat.  However, the buyer purchases the contract because he wants to set the price of $138, which will allow him to keep his flour mill operating during September.  This is the true objective of this contract.

On September 30th, the settlement date, wheat will have a price that could be higher or lower or on rare occasions equal to $138.

In the first case, if the price were $150, the seller would have to pay the buyer the difference of $12 so that he would be able to buy the wheat in the market at $150.  Thus, the buyer’s cost will be $138 as had been originally anticipated.

On the other hand, if on September, 30th wheat is quoted at $130, the buyer would have to give $8 to the seller so that he would be able to get the aspired $138 per ton, i.e. exactly the amount that he had in mind when the contract was drawn up.

Deferred contracts were a great advance toward limiting the risk of price fluctuation in commercial activities. Over time it became obvious that these instruments had a particular inflexibility, as contracts could only be settled on the agreed date.  Between both dates the parties were not able to do anything if some event encouraged them to back out of the contract, except draw up a new contract at a price which, combined with that of the previous contract, allowed the balancing of the final differences at settlement.


 OPTIONS

Options were created to provide flexibility to term contracts.  A premium allows the one who pays it to buy or sell consumable goods quoted at a fixed price, called the exercise price.  Thus, the loss is limited to the amount of the premium paid.  Options were created primarily for stocks, which are quoted in a stock exchange, and the most frequent contract is the option to buy (a “call” option).  However, options are widespread in many fields nowadays, including commodities, interest rates, and money exchange rates.

ELEMENTS OF AN OPTION

* Option Premium

The price paid to exercise the right to an option.

* Exercise or Strike Price

The price at which buyers or sellers can exercise their right     bacause a premium has been paid.

* Option Writer

The person who initiates the business and will consequently collect the premium.  The writer only earns the premium, but loses the opportunity of making a profit for the shares he offers to sell at a given price.

If the writer did not have ownership of the share, he could lose large amounts of money if he bought them for more than the exercise price when the call option was exercised.

* Term

The lapse of time within which the right can be exercised.  The European mode only allows the right be exercised at the expiration, while the American mode permits the right to be exercised at any time. Flexibility has favored the latter and displaced the prior.

* Option Drawee

The person who pays the premium and plays the game.  His role is to watch markets closely, triggering the contract at the most favourable moment, i.e., when he believes that quotes offer the best advantage to close the deal.

This situation can be compared to that of the fairs.  Drawees are like shooters who must fire at a continuously moving target.  There is a time when he must shoot; if he decides not to shoot within that time he will simply miss the target.  He will have wasted the opportunity of winning either the first prize or a consolation prize.  Success depends on his ability to shoot at the most opportune moment.

* Call Option 

On the shareholders’ side, call options are the most common, and the financial papers favor their publication.  In these cases, the writer takes the initiative.  What does this mean?  That the drawee will pay a premium and will have the right to purchase a block of shares of a given corporation, at an exercise price within a given period.

* Put Option

Put options are not as common as call options.  In this case, the writer offers the one who pays a premium the possibility of exercising the right to sell shares at a given price within a certain period.  They are more difficult to understand, and for this reason, the investor’s mind and reflexes are trained almost exclusively for call options.

* A multipurpose model

The model in table No. 12 is designed to be a visual aid to help explain of a call option, not only from the writer’s point of view but also from that of the holder.


The following can be seen in table No. 12

- The writer has the ownership of the offered shares.  He always earns the premium, but no more than that.  In this case it is $0.30 per share.

- The maximum loss for the drawee is limited to the premium that he has paid, but he may make a good deal if he succeeds in exercising the option at moments G, H, I or J.

- If the drawee had exercised his right at moments E or F, he would have only recovered the premium, inasmuch as the option was exercised when shares were quoted exactly at the exercise price plus the premium ($25 + $0.30).

- Between D and E, part of the premium of $0.30 would have been lost, inasmuch as the option was exercised when the quoted price was between $25.01 and $25.29.

- At moments A, B, C and D, it would not have been reasonable to exercise the right because the holder would have incurred an unnecessary loss.  At these points the holder must not do anything, and his cost is limited to the premium of  $0.30 per share.

- At moment K the share price dropped below the exercise price.  If the right to exercise has been wasted at point G, H, I or J, the profit opportunity will have been lost.  Nevertheless, the loss is limited to the premium paid per share.

 Table No. 12.  Model of a Call Option


Y.P.F. share   -    Sale date: August 15th 

Expiration Date: September 30th
Exercise price $25 – Premium $0.30

FOR THE WRITER

FOR THE  HOLDER




E y F
G
H
I
J
K

Premium
0.30

(0.3)
(0.3)
(0.3)
(0.3)
(0.3)
(0.3)

Difference (*)


0.3
1.0
2.0
1.5
4.0


Result
0.30

0.0
0.7
1.7
1.2
3.7
(0.3)

(*) Difference between the quote and the exercise price 

29

28

27

26

25

24

23

22






















It is wortheless to exercise 

the option:

only  the premium was lost
It makes no difference

If the option is exercised

there is a profit
The premium and  the profit opportunity 

were lost

August, 15th 






September  30th

8.  Bonds (1) 

Bonds are fixed interest securities issued by companies.  With these, corporations can raise funds through medium-term loans; that is, loans between two and five years.

Argentina has not yet mastered long-term loans (between ten and twenty years) like efficient capital markets have.

Bonds took a long time to establish themselves in the local market.  The first attempts date back to the 1970s when they were called Valores Empresarios Negociables (VEN),(2) and were unstable for a long time because of repeated disagreements between the authorities of the Banco Central(3), the Comisión Nacional de Valores(4) and the Dirección de Política Tributaria(5), all of which delayed their introduction for many years.  Today, they are regularly traded on the stock exchange.

9.  Mutual Funds

Thanks to Mutual Funds, investors have an extraordinary tool to invest their savings in securities, because common citizens normally lack experience in choosing securities in the stock exchange.

Mutual Funds are operated by investment companies and regulated by law.  They are large enough to diversify risks in an intelligent means by investments of different types.  This is known as a portfolio.

On this topic, there is specialized bibliography about the different ways of investing, and diversifying risks in a prudent but profitable way.


 CONTROLS

Argentine Law regulates both the limits of investment per company or per economic sector, and the proportion between national and foreign investments.  It also establishes limits according to the nature of financial assets: gold, foreign currencies, shares, and public or private bonds.

Legal procedures also set limits on the proportion of administration expenses and demand that the value of the share be calculated and published daily.  The Comisión Nacional de Valores(6) exercises the supervision of these funds.

ORGANIZATION

Mutual funds are organized on the basis of a functional division that is determined by law.  On the one hand, it consists of the Managing Society that is responsible for the management, and, on the other, the Deposit Society, that is in charge of the custody of the financial assets.  This function is generally performed by the Caja de Valores S.A.(7) in Argentina.

The Managing Society is responsible for the operation of the portfolio in order to obtain the maximum joint owners’ equity.  Its legal nature is that of an open joint ownership; the equity is divided in shares or quotas, and the investors are called “cuotapartistas,” meaning shareholders.

SOCIAL FUNCTION

Mutual Funds perform a remarkable function: involving a great number of investors, and keeping them invested over time.  The primary advantage of Mutual Funds to the individual (and frequently inexperienced) investor is that it keeps him away from speculative temptations.

The quotation of a share bears a certain similarity to general indexes such as the MERVAL.(8)  Thus, Mutual Funds reduce the sharp oscillations of individually selected stocks and bonds.


10.  Dividends Policy 

Dividends represent disbursements with which companies pay their shareholders.  They are essentially paid in cash, but sometimes they are totally or partially paid in shares.

STOCK DIVIDENDS

In inflationary economies like that of Argentina’s between the 1950s and the 1990s, stock dividends became a perverse way to gratify the shareholders.

Carelessly mixed with restatements of capital caused by a consequence of revaluation of fixed assets, stock dividends meant not only making payments in cash, but also laid a veil of darkness on their true revenue.

Inflation, the perverse phenomenon which transfigured every economic relationship, undoubtedly gave stock dividends a bad name.

Even in times of monetary stability, stock dividends are authoritarian on many occasions and conspire against healthy price quotations.

History generally gives better grades to companies that divide the paying of stock dividends into two steps: first, the payment of dividends in cash, and second, in a later step, by means of issuing shares inviting new or current shareholders to participate in new projects.

Decisions in shareholders’ meetings are made by the dominant group.  When they impose decisions on the rest, like the capitalization of the rents obtained by the corporation, minor shareholders feel imprisoned.  This fact tends to cause damage which markets eventually penalize.

More importantly, when it is necessary to determine the value of a company, the projected cash flows are evaluated based on the history of the dividends that have been paid in cash.

DIVIDENDS VS.  EARNINGS SHOWN IN FINANCIAL STATEMENTS

When speaking about the policy of profit distribution, the distinction between the dividends and profits of a company must also be considered.  Profits are shown in the annual financial statement.  Dividends, however, are a portion of the profits which are to be distributed among the shareholders.

Furthermore, dividends can be paid in shares on the profit of the previous fiscal year, even though there was no profit in the last fiscal year.  It is normal that shareholders, faced with so many possible combinations, and being by nature simple people, end up only valuing the cash dividends.

A dividend policy is subject to the following parameters: it is either linked to the results of the annual financial statements, or freed from this criterion, and profits are destined to a reserve.  Inversely, reserves from previous years may be used to pay dividends.

When dividends are taken from the reserves, they could consist of a fixed percentage of capital, a fixed sum, or any other parameter, or follow no policy at all.  At the same time, dividends can be paid in cash, in shares, or a portion of both.

EXISTENCE OR ABSENCE OF A POLICY

Companies are ultimately directed by the shareholders’ meeting, and one of its main responsibilities is the payment of dividends.  It  should be noted, however, that it is normal for companies to lack a long-term plan to guarantee a stable dividends policy.


 Financial analysts’ judgments are conditioned by what has happened in the past.  Shareholders and analysts pay attention to and extrapolate history.  Furthermore, they evaluate the philosophy that corporations have.  Big companies are used to long-term planning.  An intelligent strategy would therefore also be to develop a dividends policy.

11.  IRR of Fixed Revenue Securities

Bonds with these characteristics are issued either by private companies or countries.

In Argentina, BONEX are the most popular long-term governmental bonds, and the well-known  “Obligaciones Negociables” are private bonds at medium-term, from three to five years.

An essential difference between bonds and shares is that shares do not guarantee any yield.  The shareholders’ benefit is dependent on the company’s generation of profits.  Consequently, the risk is greater since the revenue depends on management.

RISKS

Fixed revenue securities are loans granted by investors to governments or companies.  The guaranteed revenue depends only on the issuers’ survival, and risks are centered exclusively on the payment of services.

“Political Risk” for the governmental securities–and “Financial Risk” for company bonds–emerge as natural terminology.  In other words, it is essential that governments honor their obligations in the first case and that companies survive and meet their commitments.


 In the case of government and private bonds, the risk that services will not be paid on time has a great influence on their quoted price.   Consequently, the market value of fixed revenue securities indicates the degree of confidence which an issuer has in the fulfillment of his obligations.  It does not predict the revenue, since this has been defined at the time of the issue.

It is easy to notice the difference in future cash flows between a share and a fixed revenue security.  The first demands a prediction of profits and is filled with many uncertainties.  The second one, instead, has clearly defined revenue, both in date and amount, that the investor will obtain.

IRR CALCULATION 

Fixed revenue securities always have a market price, which is the cash outflow for investors. On the other hand, the cash inflow is organized on the basis of coupons attached to each security.  Consequently, all the information for the calculation of the internal rate of return (IRR) is available, no matter what the date selected for the investment is.

THE POLITICAL RISK

The IRR of public bonds is a valuable indicator which makes it possible to monitor the political risk by a simple comparison  between the determined IRR and the risk-free rate in the international market, LIBOR being the most frequently used.

In Argentina, the BONEX ’89, the most representative public bond, had an IRR of 8.90% by mid-1994.  When LIBOR was at 4%, it could be asserted that the political risk at that time was at 4.90%.   This indicator is even more valuable because it can be analyzed and compared over time.

In April 1995, the shock wave of the Mexican financial crisis caused the political risk to rise to 8%.  Of course, this was strictly a natural consequence of the sharp rise of the IRR, as a result of the drop in the quoted price of that bond.


 LONG-TERM US TREASURY BONDS

Long-term, thirty-year bonds issued by the U.S. are a measure of the confidence in the economy of that country.

When worldwide investors are ready to buy a bond for less money than the previous day, the IRR increases.  This reveals a drop in confidence in that economy.  It is therefore understandable that the worldwide media follows, minute by minute, the behavior of that rate, since the American Economy is today the most important in the world.

Nowadays, this long-term interest rate is about 6%, and this is the result of the investor’s free expression. 

The discount rate used by the Federal Reserve has a different behavior.  It does not emerge from market forces, but it is handled by a Board of Governors and the Secretary of the Treasury in order to influence the pace of the economy.

THE FINANCIAL RISK

The technique for calculating the risk of private bonds is the same.   The only difference is that, instead of a political risk, there is a financial risk, that is the difference between the IRR that emerges from the market value of a bond, and the risk free rate in the presence of liquidity.
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(1) CFROE: Cash Flow Return on Equity 


� See  “En la Búsqueda del Futuro (In Search of the Future)”, a paper  published in Anales de las X Jornadas Anuales de la Sociedad Argentina de Profesores de Administración Financiera (SADAF)–(Annals of the 10th Annual Congress of the Argentine Society of Professors of Corporate Finance), Córdoba, Argentina; September, 1990; pages 121-123.


(1) If the dividend is 40% ( b = 0.40


(2) If the dividend is 10% ( c = 0.10


(1) Medium - term private bonds


(2) VEN: Negotiable Company Securities


(3) Banco Central: Central Bank 


(4) Comisión Nacional de Valores: Securities Exchange Commission


(5) Dirección de Política Tributaria: Political Tax Division or Internal Revenue Service


(6) Securities Exchange Commision 


(7) Caja de Valores: a corporation authorized for the custody of stocks.


(8) MERVAL. Buenos Aires Stock Exchange
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