G @ | TOGETHER

!{’\N i D/? L&y

=S~ vears | for a sustainable future
OCCASION

This publication has been made available to the public on the occasion of the 50" anniversary of the
United Nations Industrial Development Organisation.

’-.
Sy
B QNIDQI
s 77

vears | for a sustainable future

DISCLAIMER
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intended for statistical convenience and do not necessarily express a judgment about the stage
reached by a particular country or area in the development process. Mention of firm names or
commercial products does not constitute an endorsement by UNIDO.
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For an industrial eompany the problem of finencing via long or short term deot is
most often solved by the structure and composition of the assets; type of debt
oarried depends upon the nature of the uses of funds. Carried to an extreme this
axiom of lending stipulates that short term borrowings are properly made to finance
sbort term uses. Similarly long term borrowings are properly rads to finance long
term uses. The discussion which ‘ollous is therefcre organized arcund the definition
of three common uses of funds and the criteria for establishing their related debpt
structures,

I. Seagonal Uses

Seasonality may be defined ag e periodic bulge in the working assets of a
company which is necessary to support its normal operations. Typically, tnis bulge
is identified with the expansion of inventory a.nd/or receivables or eitier of two
reasonst 1) sales predioctably are greater during one period of the yoear than
another, 2) purchsses and/or production of inventory is prediotsbly greater in one
period of the year despite ooustant periodic saless The first type of seasonali ty,
commonly called seasonal sales, is largely dependent upon the nature of the market
demand for the product. The second tyre, inventory or production seasonality, is
dspendent upon either the supply of raw materials or the supply of labor nocessary
for the mamufaoturing operation.

In both cases the bulge in working aseets is expected to be temporary. In the first
example inventory is built up in anticipation of the increase in sales. As the
periodic sales temporarily increase inventory shrinks anc reoceivables bulge.
Eventually the receivables are collected. In tha second case inventory is built up
in one period and gradually worked down over the fisocal period as sales ooour. Be-
cause of the oonstant sales volume, no bulge in receivables normally ocours. In
essence the seasonal need for funds is self-liquidating as the inoreased inventory
and reoeivables are converted to cash. A4s o result short term debt is the proper
finanocing vehicle for seamonal needs. The seasonality is prediotable and the funds
neceseary to repay the loan are automatically gensrate? by the normal converasion of
the assets. The company need not make any profit to repey this loan, Broeskeven
operations and asset conversion are sufficient for loan repayment.




If, on the other hand, long teim cebt waore to be usez;, the company at its seasonal
low point would pay interest for funds i+ did not at that time reed. Moreover,
the temptation to put these excess funds to work in other earning assets would
limit the long term lender's ocontrol over tie torrover. If the lender, however,
were to use 90 day or demand notes it oould eflectively repossess its monay until
the next seasonal bulge occurred, thereby preventing misues of funds.

While the primary determinant of the type of debt for seasonal uses Las beoin defined,

the question of how much to lend remains. If the lender is certein ti-t the
borrower can oonvert the 2ssets at par, there is no reason vwhy he should not lend

100% of the seasonal inorease in assets. Unfortunately, beoause of the time faotor,

there will usually be uncertainty. The lender oommonly hedges this rick by
establishing lending margins in proportion to the risks of conversion. he :identifies

and evaluates these risks by examining virtually all of the marketing and pro-
duction aspeots of the company, among them the followingt volatility of market
demand, supply of substitute products, oredit wortiiness of customars, terms of
sale, length of and value addad during the production cycle, quality control, life
of the produots, delivery schedules, bottlenocks in the prodistion oysle, teoh-
rologioal innovations in the mamfacturing prooess, product standardization, eto.

Insight to these risks of operations oan be achieveld to a certain extent by the
application of "statement logio". By examining the nistorical financial trends
of the company through finanoial ctatoments and in comparison with industry
statistios, the risks inherent in oonversion of recsivebles to cash, for example,
oan be both identified and quantified. The tools of analysis here might include
historioal receivable turnover oompared to terms of sale, delinquency anl loss
figures if available compared to acequacy of the ieserve for doubtful accounts.
This qualitative approach to the risks of conversion ie essential in the deter—
mination of how muoh short term debt the oompary oan safely maintaine.

In marginal situatiéns lenders often kedge thair short temm risks by takirg
seourity for their loans. If asset protectiion is to be obtained by teking
collateral in a seasonal situation, however, the collateral ought not o be the
8easonal assets. If the primary risk is the inebllity to convert assets, then the
Pledge of those very same unconvertible assets adds no monetary value to the loanj



if the borrower who ig in business to convert those assets cannot convert them,
how oan the lender, whose primary business is lending money, possibly hope to

fure any better. In short, if the assets ara not convertible to cash, what purpose
does taking them as collateral serve? The answer is control, not moretary values
Assuming the lender properlyr polices its security, it increases its atility to
gear loans to asset conversion. Theilwfore, seasonal assets are taken not to
offoet risks of oonversion but rather to maintain some oontrol over management.
Additionally, the taking of seourity also prevents the borrower from pledging those
assets to another lender, thus avoiding doutle financing of the assets irn question.

1I. P Use

Unlike seagonal uses of funds, the inveatment in plant is generally long terme.

The specifio assets are not, striotly speaking, converted to cash thirough sale of
the assets; rather, they are consumed in the manufacturing process through wear
and tear over extensive time periods. Therefore funds borrowed to finance this
group of assets cannot be considered self-liquidating. Repayment of these funds
must come from the cash flow from operations (profits and depreciation). Since
this cash flow can be expected to accrue over a period of yearw, logically the
repayment schedule should also be stretched over & mumber of years; hence, long
term debt is the proper vehicle of financinge.

Often the question is raised, "Why not finanoe fi:ted assets by constantly rolling
over short term debt?" Since ultimate repayment must come from the operational
cash flow, the ability to refinance is still tied to profits and depreoiztion.
Moveover, if short term funds are rolled over, merageuent assumes the additional
risk of not obtainirg the funds each time it goee to the market due to monetary
oonditions.

Unlike the determinant of how rmch to lend for seascnal needs, the basis in long
term loans is that cumulative cash flow which can reasonably be expeoted to acorue
for debt service over a mumber of years. Profitability, howsver, is not solely

based on the oontribution of plant to the mamufacturing cycle; if assets are not
oonverted, there will te no caeh flow. Therefore ell the considerations discussed
in making seasonal loana also epply to long term loans. Add to these the question
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of ocash flow and compliocate it further by the prodblem of how many years out one
oan projeat these cash flows, and it becomes olear why long term debt is more ex-
pensive than short term debt; its repayment is leses certain and depends upon a
greater mumber of variables.

The value of security here is clear. S£inoe fixed assets are less easily oonverted

to cash than most ourrent assats, it can be assumed that related security is most
often taken as a control factor and is not relied upon as the ultimate souios of

repayment.

ITI. Pernapent Woridng Invewiment Uges

Working investment may be disoribed as the investment necessary in the working
assets (Receivables and Inventory) net of related financing (payables and acoruals)

vhich is always necessary tc support a given level of operations. If sales are
expanded, working investmsrt will expand to support the inoreased level of operations.

If sales contract, less working investment will be needed. In short, the relation-
ship between working investment and sales is relatively oonstant. However, since
even in seascnal operations some volume of business is always being generated, there
will always be & need for some Working Investment. This base invesiment is called
the permanent working investment need.

Based on the foregoing, if a company is experiencing a secular increase in its
level of operations, it will also experience an increased need for permenent
working investment. The question arises as tc what kind of dedt should bLe used to
finanoe this permenent increase. On the one hand, this investment is always
neocessary tc support sales. Therefore, unlike seasonal bulges in working investment,
it is not self-1iquidating. On the other hand, the nature of permanent working
investment is quite unlike fixed assets; like water flowing through a section of
pipe, the working investwment 1s oonstantly being refreshed. And yet it is alwvays
there. It is more liguid than fixed assets, tut just as permensent to a going
conoern. While funds are always slowing through working investment, the absolute
amount, or net working investment, remains relatively oonstant. The solution to
the dilemma 1ies in the ultimate source of repayment. Like fixed assets, sinoce
the net working investment is not converted to oash in the normal course of
operatinna, repayment of debt must oome form cash flove Therefore long tem dedt




is the proper dsbt.instrument.

IV. Evbrid Use
In some cases the distinction between types of use is ill defined, and certain
hybrid debt instruments have developed. For example, if the permanen$ porticn

of woridng investment oonsists primarily of receivables, a revolving oredit may

be oalled for.®* In the normal course of operations a revolving credit is
permanent and repayment comes from oash flow. But the revolving oredit ocan alsc

be self-liquidating if operations oease. As the receivgbles are collected, the

prooesds oan be used to repay the loan. As & rest, revolving credits have the
charscteristios cf both long and short term debt by asset usage and source of

repayment.

Sonclusions

The question of long term or short term debt is primarily resolved by the nature
of cash needs through the method of repayment available for the debt. The amounts
to be lent depend upon the risks of conversion and the risks of cash flow from
operations.

# A pevolving credit is & legal commitment to lend up to a maximum stipulated
amount for a period in excess of cne year. Unlike long term loans, re-
volving credits do not gensrally oontain fixed amortigation schedules.

The borrower can take dowm the funds as he needs them and repay the dedt
whenever he likes without prejudioing his ability tc reborrow the funds within
the time limitation of the revolving oredit agreement.
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