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HOMESTYLE  RECIPES FOR FINANCIAL MANAGEMENT 


1. An Old Rule

The basic relationship from which most business administration problems emerge is as old and simple as the relationship between revenue and the capital that produces it.

This is nothing more and nothing less then the interest rate.  It unquestionably constitutes the essence of corporate finance.

Over time, things got more complicated, and, therefore, revenue was renamed “income flows,” and capital was called “investment.”

2. Time

Administration is directly tied to a concept that always accompanies it: time.  The broader vision of Corporate Finance constantly looks to the future.  It tries to discover, create, organize, and even control it.

Time also exercises inevitable control on the use of money.  For the best results, the time frame for every activity must be compressed, because yield is inversely related to the length of time the funds are used.

The management of working capital is an attempt to minimize the amount of resources used.  Doing this requires a decreased time frame in the production process: better inventory turnover, just-in-time techniques; and a faster manufacturing.
3. Interest Rate: That Great Arbitrator

If we look at the past, we will see times where interest was considered little less than a crime.  Time has helped people to realize that interest exists and has rational foundations because it obeys the impulses of human behavior.

THE NATURAL RATE OF INTEREST

A simple explanation is that interest is the reward for the delay of consumption, and it is generally conceived in a risk-free context.

Here is a simple example: two people finish a foot race, exhausted and thirsty. One has a soda.  The other asks him for it, and promises to pay him back two sodas the following week. The first one agrees.  In a risk-free context and in the absence of charity, it is normal for the beneficiary to pay a reward to the first.  This is called the “natural interest rate.”

THE RISK

If in the previous example certainty is eliminated, risk emerges; it is the probability that the borrowed soda will not be returned.  In this case, it is logical for the expected compensation to increase.  Thus far, we can note at least two components of the interest rate: the natural rate of interest, and a compensation rate for risk.

The natural interest rate and compensation for risk, therefore, are the key factors in the construction of the interest rates for investment.

LIQUIDITY

There is a third element. It has to do with an increase or decrease in liquidity that an investment requires.  It is evident that when facing similar risks, investors do not always behave in the same way, depending on the time that their funds are unavailable for convertion to cash.

An example of this is seen when a financial institution offers different yields for deposits in savings accounts (4%) or certificates of deposit (7%).  It is clear that the difference is a direct result of the funds not being available to the investor at any moment.  That is why, in our example, the investor is rewarded with an extra 3%.

Little by little, a more analytic view of the interest rate has developed.  As the business world grew more complicated, decisions developed into difficult encounters between investors and investment opportunities.  As a result, the interest rate has gradually become an authentic and reliable arbitrator of decisions.  

THE COST OF CAPITAL

For a long time, the cost of capital was considered a universal value, capable of arbitrating a great number of investment decisions.  However, it can be shown that the cost of capital is only a theoretical barometer that early corporate finance authors used to employ as an analysis of financial statements. 

They asserted that the cost of capital was a mixture of one’s own capital plus the borrowed capital.  The resulting formula is:

K0  = (K1.W1 ) +  (K2.W2)

 Where


Ko
=   Total cost of capital


K1
=   Cost of one’s own capital


K2
=   Cost of the borrowed capital


W1
=   Relative participation of one’s own capital


W2
=   Relative participation of the borrowed capital

The proposition K0 = (K1  W1 ) + (K2  W2 ) originated in an accounting-type analysis, when the first constructed ratios on financial statement data gave birth to the initial rudiments of finance. Over time, however, we have seen its limitations.

In effect, the relative proportions of one’s own capital (W1 ) and borrowed capital (W2) emerged from the relationship between the “Net Worth” and “Indebtedness” of a company, as published in a particular financial statement.

Therefore, the cost of indebtedness (K2 ) was obtained by relating  all of the financial expenses shown by the income statement to the total indebtedness.

The cost of one’s capital (K1) became a mystery that tortured researchers for many years.  This topic can be explored in the article Tribulaciones de un Duende1  (Tribulations of an Elf) presented by the author in the IV Annual Congress of the Argentine Society of Professors of Corporate Finance (SADAF) in Córdoba (Argentina), September, 1986

Devotion to this formula generated a phenomenal confusion that is still in effect today.  It also introduced a serious disorder in the analysis of the leverage effect, which we will study later.

A MORE RATIONAL PROPOSAL ABOUT THE COST OF CAPITAL
Subsequent ideas were built based on the cost of money in a free financial market, adding interest rates to cover risks and the restriction to liquidity.  A rate calculated that way is, in fact, the cost for an investor.  This allows us to compare it with the return of a project and, finally, to analyze the wisdom of each investment.

That is why, for many years, we have kept our distance from the expression “cost of capital” as a mixture of one’s own capital and borrowed capital.  We have proposed, instead, the “reference rate,” which is really just the interest rate desired by the investor who faces a particular investment decision.

When considering investment projects, the “reference rate” demands a detailed analysis in the case of the individual investor, as well as a company, when choosing among investment projects submitted for their consideration.  A proposed investment will not be accepted if it falls below a minimum rate of return.

Consequently, if we talk about the minimum level that an investment should return, the investor is still forced to face to a true case of indifference.  For example, if a project offers an annual interest rate of 19%, and the reference rate is 19%, it is evident that nestling in the risk-free rate or throwing himself to adventure provides the same rate of return.

Therefore, it is necessary to have an incremental profitability rate for the investor to take the leap.  That rate is nothing other than the rate that each investor will internally establish as the minimum generalized condition to invest in projects with his savings.

Consequently, before each project is presented to an investor, it is necessary to meticulously calculate the “reference rate,” composed of the following elements:

1. the natural interest rate: the magnitude with scarce variations in time and space, that constitutes the reward for deferring consumption in a safe context.

2. Rate of risk, that is the sum of various specific risks i.e., risk of the project itself, industry risk, country risk, and financial risk.

3. Rate of restriction to liquidity, consisting of a smaller or greater reward, according to the greater or lesser possibility that an investment will return to the investor in its original state of liquidity.  

4. Incremental yield desired by the investor. 

In sum, the whole secret is in organizing information so that the investment and the investor will meet, if it is convenient for both of them.  There are two arithmetic ways to visualize the encounter between investment and investor. 


1st way

Investment 

net yield

2nd way

Reference rate for the 

investor (*)








Gross yield of the project
19,0




Circumstances that penalizes the gross yield





   Risk of the project
  ( 1,5 )

 ( 1.5 )


   Financial risk
  ( 0,5 )

 ( 0,5 )


   Country risk
  ( 2,5 )

 ( 2,5 )


   Sector risk
  ( 0,5 )

 ( 0,5 )


   Restriction to liquidity
  ( 1,5 )

 ( 1,5 )


Net yield of project
12,5




Intended rate and overate free of risk 





   Natural interest rate
  ( 4,0 )

   4,0


9%

   Overate intended by the investor
  ( 5,0 )

   5,0




Reference Rate
      

 15,5 %
 (*)

Gross yield of the investment


19,0








Net yield for the investor
    3,5%

     3,5%


This presentation allows us to rediscover the true cost of capital which, in the end, is none other than the risk-free interest rate which the investor would like to get on his or her savings in every circumstance.  It is the sum of the risk-free interest rate offered by the financial market plus an additional rate that is essentially subjective.  In our example it is 9%.

4. Risks

Risk is the probability that what is expected will not occur, and it is expressed as a percentage.  Certainty is 100%; the impossibility is 0%.  Somewhere between both extremes, we find the probabilities of occurrence.

For example, what is the probability of the sun rising every morning? One hundred percent; then there is certainty.  What is the probability of death not reaching us? Zero; therefore, it is impossible.  Which is the probability of rain in the next twenty-four hours? Meteorologists could predict 35%, for instance.

Now, in the context of an investment project, quantitative techniques will be able to determine that its profitability is 30%.  Can we be certain of it? Obviously not.

Then, someone will estimate and say that there exists a 75% probability that it will occur and 25% that it will not.  Consequently, the rate of risk will be 7.5% (25% of 30%).  Thus, when making the decision, the investor would simply do the following calculation:

Yield of the project

30.0%
 

Risk
(
7.5%
)

Yield netted of risk

22.5% 


But we have barely scratched the surface of the concept of risk, whose nature is undoubtedly deep.  A careful self-examination will allow us to distinguish between risks that are measurable and risks that are intangible.
MEASURABLE RISKS

Measurable risks are those that can be quantified through various means, such as the adjustment of future cash flows.  For this, we use statistical techniques, like regression, market analysis, or expected value.  The latter makes it possible to perform sensitivity analysis on the numerous variables comprising each cash flow, such as sales volume, selling price, input cost, value of services, taxes, and labor costs.
INTANGIBLE

If it is possible to minimize risk by organizing the flow of funds through sensitivity analysis the risk of the project can be reduced in a reasonable way.  Also, if we add the country risk, which can be calculated by the difference between the yield of the most representative public bond of a country and the free international rate of risk (LIBOR, for example), the intangible risk would remain limited exclusively to the industry risk and the financial risk.

POLITICAL RISK

Political risk is well-known within the multinational context of investment.  It represents a qualification that international organizations or private consultants establish on the basis of multiple components, such as: protection for people and goods, monetary stability, the reliability of the judicial system, simplicity and certainty of taxation, social security and labor regulations, the ease of transfer of wealth, political stability, freedom of capital and dividend repatriation, alignment to an open economic system, social peace, the size and role of the State, civilized distribution of GNP, and the absence of racial and religious conflicts.

Political risk is considered not only by investors when analyzing situations abroad, but also in their own countries.  Moreover, in a  world-wide investment context, it is not rational that an investor should needlessly bear the risks of his own country, without penalizing them by demanding an increased rate or migrating to another area.

INDUSTRY RISK

Called “Beta” (ß), the industry risk identifies the risk to which an activity is exposed as compared to other industries.

An investment in a public service concession with a captive market and a garanteed rate (i.e., power generation) cannot be compared to petroleum exploitation.  Obviously, the latter will have considerably more risk than the former due to the industry to which it belongs.

FINANCIAL RISK

An investment in a focused project is much less risky than an investment in a larger or more general company: the latter has much more uncertainty surrounding it. There is an added financial risk when an investment becomes a prisoner of a larger organization and absorbs all of the organizational risks.
 5. The Investor’s Behavior

In this section, we will scrutinize the logic, motivation that prompt the investor’s behavior.  Even though the investor is often seen as an individual who is a daily participant in a stock exchange, human beings are not classified according to the particular methods with which they invest their money.  Investors have universal behaviors that are imperative to understand.

Let us suppose that our investor is the owner of a small industry with available funds.  He has, therefore, three options: to invest in his own production, in other corporations, or in the financial market at large (e.g., a certificate of deposit).

INVESTMENT IN OTHER COMPANIES 

As a general rule, when investing in other companies, there is no other agreement between the investor and the manager; the resources are given an economic organization where the investor is deprived of taking part in the administration.  Only a participation  in the institutional government through the directors is retained  (i.e., the same role that citizens play in the community: they may change the government but cannot administer by themselves.)

In these cases, investment is made through the acquisition of shares, which may be done in two ways.  The first is the restricted market made of companies owned by members of a family or friends with common interests, and secondly, the open market.

OPEN CAPITAL MARKET

In an open market, shares are quoted and investors are free to buy or sell their investment because, in general, other investors wish to take their place.  The quotation is the arbitrator of the transfer.

The open capital market is divided into primary and secondary markets.  Primary markets represent the authentic link between savings and productive activities, seen in the issuance of new shares. Secondary markets do not involve the transfer of new capital to the production process.  They are in themselves typical commercial activities where the goods bought and sold are the shares themselves.  Nevertheless, because they generate liquidity, secondary markets add a fundamental attribute that favors the development of the primary market.

GENERAL PROFITABILITY IN AN ECONOMIC SOCIETY

When general economic activities lack a healthy profitability, the attraction for investing in the financial market clearly emerges.  This shift is often caused by general inefficiency and the low productivity of the economic system as a whole.

In scenarios like these, the battle is won by the financial sector that, when it is exhausted, like a pump sucking resources, connects with the international financial market.  In other words, savings are sent to the economies that better reward the investment.

The essential factors which are primary reasons for the low profitability of the economy are:

disproportionate difficulties for the transfer of asset; and

abnormal degree of risk.

The former is evident when the transfer of wealth is difficult.  Examples of this are obstacles to the transfer of property, vehicles, and other assets; an abnormal cost of employee (skill) relocation, and the inefficiency of government bureaucracies.

The greatest degree of risk originates when there is a generalized aversion to capital.  That feeling frequently results in threats to the legal, labor and tax systems.

In such an economic environment, the only possible productive investment is one that has a quick return. In this cases, that is the only way to minimize risk.  Under these circumstances, long-term investments must seek privileges from the State, i.e., abnormal tax advantages, as well as monopolistic or oligopolistic prerogatives.

Essentially, the investor will place his funds in a productive activity only if it is much more profitable than the financial one, such that it allows him  to alleviate the two disadvantages which he faces: the restriction to liquidity for his savings, and the greater risk of this activity, as compared to the financial one, which regularly offers better guarantees.

Unquestionably, the economic context conditions the investor’s behavior, and it helps explain the periodic rivalry between capital markets and financial ones.







1 Tribulaciones de un Duende: Tribulations of a Fairy, published in La Información with the title Dificultades en la Determinación del Costo del Capital    (No. 1, Extra T. 3, Buenos Aires, September, 1987, pp. 255 - 261).
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