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Tetiana Konieva (Ukraine)

THE IMPACT OF FINANCING
POLICY ON THE COST OF DEBT

Abstract

The cost of debt is a key element to define the amount of the regular interest payments
of a company and its business value. It is used for indicators that warn of the economic
crisis, which is relevant for the countries where most companies are financially depen-
dent on liabilities. The formalized criteria for the types of financing policy, improved
procedure for the cost of debt calculation make it possible to reveal policy with the
capital structure that minimizes the cost of debt.

The study is based on Ukrainian food processing companies for the period 2013-2020.
The studied database was distributed by the types of financing policies: 22% of the cases
have a conservative policy, 15% — moderate, 26% — aggressive, 37% — super-aggressive.

The results show that the highest weighted cost of debt (24.1%) belongs to the conser-
vative policy, which replaces negative equity by the expensive long-term debis, as well
as super-aggressive policy (20.8%) with trade payable that is near half of the capital,
and long days payable outstanding. A company can reduce the cost of debt relying
on non-interest-bearing liabilities and trade payable if its days payable outstanding
are kept at the industrial level or below. Moderate and conservative financing policies,
which are based on equity and avoid debts, provide the lowest weighted cost of debt:
2.1% and 1.2%.

Thus, choosing the desired type of financing policy for the company, it is possible to
form a capital structure that will reduce the cost of debt.

Keywords interest-bearing liability, trade payable, weighted cost
of debt, conservative, moderate, aggressive policy, food
processing industry, Ukraine

JEL Classification G21, G32,L66, 016

INTRODUCTION

When a company implements a conservative, moderate or aggressive
financing policy, it varies the sources and amount of the liabilities. This
determines their cost and affects the capital and business value in gen-
eral. The cost of debt forms those borrowing costs that must be paid
regularly and on time, regardless of the financial result. The determina-
tion of the cost of debt is especially relevant for Ukrainian enterprises,
which are characterized by the super-aggressive financing policy and
form their financial resources mainly through debts (as of June 30, 2020
- 72% of the capital) (State Statistics Service of Ukraine, n.d.a).

The interest coverage ratio (EBIT-to-financial expenses) (Bafos-
Caballero et al., 2014) as well as debt service ratio (financial costs-to-
profit) are considered indicators of the enterprise’s creditworthiness.
Besides, the debt service ratio is capable to signal the upcoming finan-
cial crisis at the macroeconomic level. This indicator can be the basis
for improving country’s monetary policy (Drehmann & Juselius, 2012).

Aggressive policy is relatively cheaper to service debt than the con-
servative one. It relies on the short-term liabilities, whose interest rates
are lower than the cost of the long-term bank loans or equity as sourc-
es of the conservative policy (Ross et al., 1996).
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However, the details necessitate further investigations of the financing policy’s impact on the cost of
debt. Firstly, it concerns the improvement of the procedure for its calculation. Usually, it is based on
the company’s financial costs as a result of the interest rates on loans, bonds, etc. The trade payable is
a non-interest-bearing liability, so it is ignored. However, the previous studies provide the method of
calculating its cost through the lost discount and the potential penalties.

Secondly, the variety of conservative, moderate and aggressive financing policies is identified depend-
ing on the capital structure. Thus, there are variants of the conservative policy, which can lead to in-
creasing and decreasing of the cost of debt. It also applies to moderate and aggressive policies. Therefore,
it calls into question the unambiguous conclusion on the expensiveness of conservatism and cheapness
of aggressive financing policies.

Revealed details determine the relevance of the clarification of the cost of debt and the impact of differ-
ent variants of financing policies on it. Thus, the financial manager will be able to choose the type of

policy with the appropriate capital structure to minimize the cost of debt.

1. THEORETICAL BASIS

The investigation of the impact of financing pol-
icy on the cost of debt requires the formalization
of its type. The conservatism, moderation, or ag-
gressiveness of policy depends on the ratio of the
long and short-term capital in the assets financing
(Brealey et al., 1995).

Nevertheless, assessing the influence of policy on
theenterprise’sactivity, currentstudies use only the
components of the working capital’s management
and financing. Thus, the days payable outstanding
are used as an indicator for analysis of financing
policy of American firms (Cumbie & Donnellan,
2017). The degree of conservatism (aggressiveness)
of financing policy for firms listed in the Tehran
and Colombo Stock Exchange, companies from
Malaysia, Germany, Austria, and Switzerland is
determined by the duration of the cash conversion
cycle (Musazadeh et al., 2014; Mohamad & Saad,
2010; Arachchi et al., 2017; Hofmann & Martin,
2016). In the case of Indonesian firms, the finan-
cial leverage is defined for this purpose (Sianipar
& Prijadi, 2019). However, the participation of the
capital directly in the assets financing cannot be
traced.

Previous studies formalized the type of financing
policy that will be used in this study. The method-
ology is based on the share of net working capital
(the difference between current assets and current
liabilities) in the current assets of the enterprise. If
the share of net working capital (NWC) is equal to
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or more than 60% of the current assets, it comes
to a conservative policy. If the share is within 40-
59%, the company has a moderate policy, if it is
less than 39% - aggressive. There is a super-ag-
gressive financing policy when the enterprise is
characterized by the negative NWC.

Usually, under the conservative policy, the com-
pany borrows long-term debts in an amount more
than necessary. This leads to higher overall costs.
In the case of the aggressive policy, permanent
assets can be financed at a lower interest rate on
current liabilities. However, there are uncertain
future financial costs (Panigrahi, 2014).

Different factors influence the type of financing
policy: the enterprise’s size; access to external
long-term debt and equity sources; seasonality; in-
dustry; and possibility of inter-business financing.
These factors explain why small business some-
times is forced to finance its permanent assets by
current liabilities (Andrews et al., 1959). In the case
of Bulgarian companies, there were changes in the
capital structure during the crisis and post-crisis
period (2007-2015). Due to the retained earnings
and debts to related parties, they provided inde-
pendence and flexibility, decreasing the average
cost of working capital financing (Raykov, 2017).

The previous results revealed different variants
for implementing the same type of financing
policy. For example, there is a conservative poli-
cy with a high degree of financial independence,
which minimizes the amount and cost of debt.

http://dx.doi.org/10.21511/imfi.18(4).2021.16
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And vice versa, the conservative policy exists
with negative equity, which is offset by the rais-
ing of expensive non-current debts. Similarly, an
aggressive policy that focuses on a cheap short-
term bank loan or non-interest-bearing liabilities
is possible along with an aggressive policy, which
attracts trade credit with long days payable out-
standing. It leads to the lost discount and the
likelihood of penalties.

Therefore, to identify different variants of the con-
servative, moderate and aggressive financing pol-
icy, the structure of their financial resources will
be additionally defined.

There are theoretical approaches that determine
the impact of the capital structure on the cost
of debt in different ways. According to the Net
Income and Net Operating Income Approaches
by Durand (Block & Hirt, 1989), regardless of the
amount of the borrowed capital, the cost of debt
remains constant. All changes are reflected in the
cost of equity and WACC. In the case of the tra-
ditional approach, the critical level of the debt’s
share is determined. After its passing, the cost of
debt, as well as the capital, begins to grow.

Modigliani and Miller insist that there is no link
between the cost of capital and its structure at the
enterprise (Block & Hirt, 1989). As long as the cost
of debt is cheaper than equity, the increase of the
debt amount is always offset by the growth of the
cost of equity. Moreover, due to the tax savings’ ef-
fect, the cost of debt is able to reduce.

There are some points of view concerning the de-
termination of the cost of debt. It can be defined
by the financial expenses divided by the inter-
est-bearing debts (Septian & Panggabean, 2016).
On the other hand, the cost of debt is the inter-
est rate including the tax-saving — after-tax cost of
debt. In the case of bonds, the cost of the debt can
be determined through the yield to maturity (Ross
etal., 2013).

According to Damodaran (2012), the cost of debt,
in particular for companies in the emerging mar-
kets, depends on such variables as the riskless rate,
country default spread in the emerging markets,
company default spread, and tax advantage asso-
ciated with debt.

http://dx.doi.org/10.21511/imfi.18(4).2021.16

Trade payable is considered a non-interest-bearing
liability because it does not generate any cost. It
is ignored when calculating WACC (Damodaran,
n.d.; Kratz & Kroflin, 2016). Despite this, trade pay-
able is an important source of debt for enterprises
all around the world. In particular, in Ukraine, it
is 30% of the companies’ capital (State Statistics
Service of Ukraine, n.d.b). Previous studies pro-
vided suggestions for calculating the cost of trade
payable. It is pay-free. However, in the case of its
attraction, the enterprise refuses early prepayment
and loses the discount. It is a hidden cost of trade
payable that can adjust the procedure for deter-
mining the cost of debt.

In this regard, guided by formalized criteria for
the type of the financing policy and improved pro-
cedure for the cost of debt calculation, this study
aims to reveal the financing policy with a relevant
capital structure that minimizes the cost of debt.

The borrowed capital is presented by three sec-
tions in the balance sheet of Ukrainian enterpris-
es: long-term and current liabilities, provisions;
liabilities directly associated with assets held for
sale (Ministry of Finance of Ukraine, 2013). The
long-term and short-term bank credits, other
long-term and short-term liabilities are the inter-
est-bearing liabilities. They generate the financial
costs. According to the international and domes-
tic accounting standards, the borrowing (finan-
cial) costs include interest on bank overdrafts and
borrowings, finance charges on finance leases
(Deloitte, n.d.), which determine the cost of rais-
ing and servicing of the interest-bearing liabilities
of the enterprise. The ratio of the financial costs
to the interest-bearing liabilities, adjusted for the
tax shield, can determine the cost of this source of
debt (Formula 1):

FC

cost, = E

(1-T),

where cost,,, - the cost of the interest-bearing li-
abilities, F'C - financial costs, IBL - the amount
of the interest-bearing liabilities, including the
long-term and short-term bank credits, other
long-term and short-term liabilities, 7" - tax profit.

O

The cost of trade payable is defined as the average
lost discount (ALD) calculated by the method of
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failing to take a cash discount and method of the
effective annual rate.

Formula 2 shows the potential penalties to the cost
of trade payable:

PPz(DDR-TP-TLPj 1P, ()
365

where PP -level of the potential penalties, DDR
- double discount rate, TP - trade payable, TLP -
term of late payment as a difference between days
payable outstanding of the enterprise and average
days payable outstanding in the industry.

Thus, if the term of late payment is positive, the
days payable outstanding of the enterprise is
longer than in the industry. If it is not an indi-
vidual agreement with the supplier, this compa-
ny can expect potential penalties for such delay.
The amount of the penalties is set by domestic law.
In Ukraine, it is the double discount rate of the
National Bank of Ukraine for each day of delay
(The Verkhovna Rada of Ukraine, 1996).

To unite the interest-bearing liabilities and trade
credit into one cost of debt, the principle of WACC
calculation is used. Thus, the weighted cost of debt
is calculated by Formula 3:

WC,pp = BL costy, -(1-T)+
C
TP ®
+F-(PP+ALD),

where wc,,, - weighted cost of debt, C - total
capital, ALD - average lost discount.

Thus, the weighted cost of debt depends on the
share of the particular liability in the capital and
its cost. So-called non-interest-bearing liabilities
(accounts payable by the budget, insurance, wages;
current provisions; accruals and deferred income)
is not included in wc,,,.

2. RESULTS

45 companies from the food processing industry
of Ukraine were selected for the analysis. 22 of
them are the producers of the bread and bakery
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products; cakes for the short-term storage; prod-
ucts of the flour and cereal industry; hard chuck
and biscuits; flour confectionery, cakes, and pas-
tries for the long storage; cocoa, chocolate, and
sugar confectionery. 23 enterprises belong to the
dairy industry (milk processing, production of
butter, cheese, and ice cream). The analyzed firms
offer the consumer goods that are in demand not
only among the population of the country but also
exported abroad. The study is conducted based on
the annual financial statements of the chosen com-
panies for 2013-2020, which are publicly available
(Stock market infrastructure development agency
of Ukraine, n.d.a). Thus, the number of selected
enterprises and the period of their financial report
provide the database of 318 cases.

The average level of NWC in the current assets
among the enterprises from the database is nega-
tive (-34%), which means a super-aggressive poli-
cy. At the same time, domestic companies are try-
ing to maintain a high level of equity, about 46%
of the financial resources. The long-term debts
account for 10%. The predominant role among
the debts belongs to the current liabilities — on av-
erage 44% of the total capital. It should be noted
that 20% are formed by trade payable and 13% by
non-interest-bearing liabilities.

The average share of the NWC in the current as-
sets is 79% under the conservative policy (22%
of all cases). The share of equity in the financial
resources is 73%. This policy has approximately
the same shares of the current and long-term li-
abilities in the capital (13% and 14% respectively).
Trade payable forms a small part — 8%. The aver-
age days payable outstanding is 34.

Two main variants can be distinguished among
the cases of the conservative policy:

1. 59 of 71 cases are implemented due to the sig-
nificant role of equity in the capital (variant
1.1, Table 1). The average share of equity — 82%
of the capital.

2. However, conservatism can be ensured not
only by equity. Thus, 11 of 71 cases are secured
by the raising of the long-term debts — on av-
erage 57% of the capital. At the same time, the
equity is only 27% (variant 1.2, Table 1).

http://dx.doi.org/10.21511/imfi.18(4).2021.16
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Table 1. Variants of the financing policy implementation

Source: Calculated by the author.

Average share of the total capital, %:

_ NWC/ | § § Non- Daystrade \\ iohted
Type/variant of : : : Interest- . payable

. i Cases ;. CA, ! . . Trade interest- . cost of

the policy . g1 Equity CL> LT®  bearing - outstanding, = . . o

v liabilities P2Y2Ple  bearing days o2

liabilities®
I 9 .10
. L B T . 4o L34
JVariant1.l 159 = 4 S L33
JVariant1.2 AL .16 157 LAt 3 .36
25 176 14 1 K
. a8 L3118 L7 10 . 195
Variant21 038 65 .29 1.6 .19 6. L9
Variant22 i 09 i 48 . 26% 1 41 ¢33 L9 29 . 825
23 94 '.‘10 1 ) 58
. .82 .38 .48 1 14 .22 14 . o9
Variant3.1 13928 53 4 .7 .23 8 .68
Variant3.2 A3 19 .25 1055120 221 20 . Lol
Variant3.3 .25 37 5A s 408 10 . 100
JVariant3.4 G012 0018 G 24 .62 14 W12 42r L3
4. Super-aggressive: | 117 : -174 & 30 .i.66 @ 4 .28 LY ..265
Variant4l .36 7281 65 1333 18 10 . J122
JVariant4.2 G071 7 19 76 S .30 22 . 355
Variant43 i 10 i —45 0 -15% 1111 ¢ 4 a8 5. L4l
Variant4d G55 T8 G 8 7705 a7 1 . 480
Variant45 022 G 701 G 19 0. 73...8 ) 57T .87
zn/:'rictl‘; pge:;]lcctlzs 318 | -34 46 ¢ 44 110 21 20 13 150 6.163

Note: 1 —net working capital/current assets; 2 — current liabilities; 3 —long-term liabilities; 4 — those cases are selected, where
equity is positive, but less than 40% from the total capital; 5 — column 9 = 100% — column 4 — column 7 — column 8; 6 — those
cases are selected, where trade payable is equal or more than 30% from the total capital; 7 — those cases are selected, where
non-interest-bearing liabilities are equal or more than 30% from the total capital; 8 — those cases are selected, where equity
is negative.

The moderate policy (15% of all cases) is character- Under the aggressive policy (26% of all cases), en-
ized by the increase of the current liabilities - on  terprises form half of the financial resources at the
average 31% of the financial resources. The trade expense of the current liabilities, in particular 22%
payable’s share is growing — up to 17% and its days ~ with the help of trade payable. The average days
payable outstanding - up to 195 days. payable outstanding are 59 days. There are next
variants of the aggressive policy:

The moderate financing policy is also implemented

in different ways. There are 38 of 48 cases, which 1.
are more focused on equity (variant 2.1, Table 1).
The average share in the capital is 65%, as long as

the share of trade payable — near 19%. 9 cases of
the moderate policy have equity, which share is
less than 40%. This situation is offset by the long-
term debts — 33% of the financial resources (vari-
ant 2.2, Table 1).

If the aggressive policy (39 cases from 82) sup-
ports a high level of equity (on average 53%
of the capital), it provides an opportunity to
avoid expensive long-term sources of fund-
ing. At the same time, 40% of the financial re-
sources are formed by current liabilities (vari-
ant 3.1, Table 1).

2. 43 of 82 aggressive cases compensate reduc-
tion of equity (down to 25% of the capital) at-
tracting long-term bank loans — 20% of the fi-
nancial resources and current liabilities - 55%
(variant 3.2, Table 1).

One of the conservative and one of the moderate
cases are characterized by negative equity, so the
long-term liabilities reach respectively 76% and 94%
of the capital (variant 1.3 and variant 2.3, Table 1).
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Table 2. The cost of the interest-bearing liabilities of Lagoda

Source: Calculated by the author.

Interest-bearing liabilities, thousand

i Financial costs, thousand UAH :

Costs of interest-bearing

UAH liabilities, %
1 2 3 : 4
..2013 o M5431 . LBESS o ASSTS
,,,,,,,,, 2014 15,302 T NN -2 AN
2015 20,559
oo s Tase
,,,,,,,,, 2017 R A3
2018 33,752 3,892
o e S
2020 46,138 5,154 9.1601

Note: Column 2 —total amount of long-term and short-term bank credits, other long-term and other current liabilities; column
4 is calculated by formula 1; in 2013 tax profit in Ukraine — 19%, since 2014 — 18%.

3. Among the variants of the aggressive policy
considered above, next can be additionally
distinguished:

4. 25 of 82 cases with the aggressive policy at-
tract the trade payable in amount 40% of the
capital. Such a share can significantly influ-
ence the activity of the enterprise (variant 3.3,
Table 1).

5. 12 cases form about 42% of the financial resourc-
es due to the non-interest-bearing liabilities to
reduce the cost of debt (variant 3.4, Table 1).

The super-aggressive policy (37% of all cases) is
characterized by an insignificant volume of the
long-term borrowed capital and the prevalence
of the current liabilities (66% of the financial re-
sources). In particular, trade payable forms 28%.

One-third of the super-aggressive cases (36 of
117) try to keep financial independence (variant
4.1, Table 1). Their average share of equity in the
capital is 65%. 19% are formed by trade payable.

If the super-aggressive policy has equity less
than 40%, it relies entirely on the current lia-
bilities — up to 76% (71 of 117 cases, variant 4.2,
Table 1).

10 cases have negative equity that is why the
current liabilities reach 111% of the capital (var-

iant 4.3, Table 1).

While the super-aggressive policy avoids long-
term debts, special attention can be paid to the
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influence of trade payable. From the cases with-
in variants 4.1, 4.2, and 4.3, 55 have the average
share of trade payable — 47% and days payable
outstanding — 480 days (variant 4.4, Table 1).

22 of 117 cases with super-aggressive policy
managed to attract non-interest-bearing liabil-
ities. Therefore, variant 4.5 has 57% of the capi-
tal, composed of such sources.

Considering the aim of this study, it is neces-
sary to define the weighted cost of debt. The
procedure of its calculation is illustrated in the
example of the company Lagoda (Stock market
infrastructure development agency of Ukraine,
n.d.b). During 2013-2020, this company is char-
acterized by the financial costs that can be the
result of the raising of the interest-bearing lia-
bilities (Table 2).

The cost of trade payable is based on the average
lost discount (Table 3).

Based on the average days payable outstanding
in the industry, it is possible to define the term
of late payment of a particular company. During
this term, potential penalties, which threaten
the business entity, can be accrued (Table 4).

The same procedure, presented in Tables 2-4,
is made for every of 22 enterprises (producers
of the bread and bakery products; cakes for the
short-term storage; products of the flour and
cereal industry; hard chuck and biscuits; flour
confectionery, cakes, and pastries for the long
storage; cocoa, chocolate, and sugar confection-

http://dx.doi.org/10.21511/imfi.18(4).2021.16
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Table 3. Lost discount of Lagoda

Source: Calculated by the author.

P Days payable . Lost discount by the | Lost discount by
i Discount : . i Interest rate on : o H
: . i outstanding of the . method of failingto | the method of verage lost
Year : period, . ! : short-term bank : . : . -
enterprise (final due . i take a cash discount, | effective annual : discount, %
days loanin UAH, % i i
: date), days : % : rate, %
L2013 3L 38 : L0272 0.251 :
201 34 46 0.522 048
L2016 1 26 85 2B 28
L2017 A 20 2B i 233
L2018 23 87 308 285
L2019 19 103 2395 3586
2020 . 27 9% 1.85 1.75

Note: Column 2 — minimum days payable outstanding in the industry; column 4 —annual interest rate on short-term bank loan
in UAH, % (National Bank of Ukraine, n.d.); column 5 is calculated by:
discount,% 360

100% — discount,% final due date — discount period ’

it is equated to the amount in column 4; column 6 is calculated by:

- L

. compounding periods per year
effective annual rate = (1 + percentage mte)

where: compounding periods per year = 365/(final due date — discount period); percentage rate = discount/(1 — discount); effec-
tive annual rate is equated to the amount in column 4; column 7 is the average value of lost discount from column 5 and column 6.

Table 4. Potential penalties of Lagoda

Source: Calculated by the author.

Days payable Trade Double discount
Average days payable A Double
S outstanding of Term of late . payable, rate for the term
Years outstanding in the > discount
industry, days the enterprise, | payment, days rate. % thousand of late payment,
' days ’ UAH %
S S-S S SN S I N ? 6 ' I
L2018 ....108 38 -0 135 ... 21468 -
2014 19 VA 73 i 21956
ok T = S SN2 S S 5318 ....52433
...2016 LB L85 -8 346 .....5%273
L2017 LA . 1 644 i...83051
2 S N . SN SR < N U 3462 i..52,069
o AU WS AU S - b 3338 55065
2020 106 96 -10 . 1475 . 52,487 . -

Note: Column 4 = column 3 — column 2; column 5 — double discount rate is a level of the penalties for the late payment
according to Ukrainian legislation; column 7 is calculated by formula 2.

Table 5. Constants for determining the cost of trade payable in the dairy industry

Source: Calculated by the author.

Years : Discount period, days : Average days payable outstanding in the industry, days
1 . R 2 H
2013 . 8
2014 . d
2015 . e
2016 I 10
2017 i b 11
2018 i 13
2019 . LA
2020 : 16

ery) and 23 enterprises, that belong to the dairy 2020. Table 5 shows the constants-discount pe-
industry (milk processing, production of butter, riod and the average days payable outstanding
cheese, ice cream) for the selected period 2013- in the industry.

http://dx.doi.org/10.21511/imfi.18(4).2021.16 /l 83
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Table 6. Weighted cost of debt of Lagoda

Source: Calculated by the author.

. Share of interest- Costs of . Share of trade ' . Double discount
Years bearing liabilities interest- payablein Average lost | rate for the term | Weighted cost
in the capital bearing the capital discount, % of late payment, of debt, %
(decimal) liabilities, % (decimal) %
1 2 3 4 5 6 7
..2013 059 A5 009 0262 T 29436
2014 0.14 35.4537 0.2 0.501 - 4.9385
..2015 013 156230 039 1915 T 27082
....2016 025 81303 B A i 28821
2017 0.24 0.34 - 2.7652
.28 021 94556 .03 12641 33092
..2019 026 loosa i .03 .38 1...23818 45362
2020 0.26 9.1601 0.29 1.8 : - 2.8813

Note: Column 3 = column 4 from Table 2; column 5 = column 7 from Table 3; column 6 = column 7 from Table 4; column 7 =
column 2 * column 3 + column 4 * column 5 + column 4 * column 6.

Using these components, it is possible to deter-
mine wc,,, for Lagoda (Table 6).

According to the procedure, given in Tables
2-6, the weighted cost of debt of all 318 cases is
calculated.

3. DISCUSSION

It is revealed that each type of financing policy has
different variants of implementation, depending
on the structure of financial resources. Thus, 83%
of the cases of the conservative policy, 79% of the
moderate, 48% of the aggressive, and 31% of the
super-aggressive policy have a significant part of
equity in the capital. The rest of the cases compen-
sate for the lack of equity by long-term or short-
term liabilities.

As long as aggressive and super-aggressive poli-
cies are mainly based on the current debts, there
are variants that attract the trade payable in
amount more than 30% from the total capital
(30% of the cases of the aggressive and 47% of
the super-aggressive policy).

In the same way, 15% of the cases of the aggressive
and 19% of the super-aggressive policies raise the
non-interest-bearing liabilities, which form more
than one-third of their financial resources.

12 of 318 surveyed cases have total financial de-

pendence from debts as a consequence of uncov-
ered losses and negative equity.
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Based on the financial report of Lagoda it can be
observed, that in 2020 the company raised the in-
terest-bearing liabilities in the amount of 46,138
UAH (Table 2, column 2). They contained short-
term bank loan and other current liabilities, which
generated the financial costs of 5,154 UAH (Table
2, column 3). The ratio of the financial costs to
these liabilities, adjusted for 18% of tax profit,
defines the costs of this capital’s source - 9.16%
(Table 2, column 4). Such a procedure can be ap-
plied for each of 318 cases.

Results of the determination of lost discount for
Lagoda (Table 3) can be interpreted in the follow-
ing way. Lagoda is a producer of bread and bakery
goods. For example, in 2020 the minimum term
of days payable outstanding among enterprises in
this industry was 27 days. It is equated to the dis-
count period and is a constant for any analyzed
company from this industry in 2020. Such con-
stants for other years are presented in column 2,
Table 3. The fixed figure will be also the interest
rate on an alternative source of financing - a short-
term bank loan (Table 3, column 4). The actual
days payable outstanding of Lagoda (Table 3, col-
umn 3) determines the individual cost of its trade
payable. Thus, taking into account 96 days paya-
ble outstanding in 2020, the level of lost discount
for Lagoda by the first method is 1.85% (Table 3,
column 5), by the method of the effective annu-
al rate - 1.75% (Table 3, column 6), the average -
1.8% (Table 3, column 7). The defined amount of
lost discount is its marginal level, at which it will
not be profitable for the company to apply to the
bank. In that case, the company refuses any possi-
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bility to borrow cash in the bank for providing the
early payment and that is why loses the discount.

During 2013-2017 and 2020, days payable out-
standing of Lagoda was less than the average level
in the industry, so there were no potential penal-
ties. Since 2018, the positive difference is growing.
For example, in 2019 days payable outstanding of
the company are 103 days, while in the industry -
78 days. 103 days can be an individual agreement
between suppliers and Lagoda, but 25 days of de-
lay can be a signal to the company about potential
penalties. Based on domestic legislation, the lev-
el of penalties is established as a double discount
rate for the period of late payment. In 2019, it was
2.3318% (Table 4, column 7).

In the same way, the lost discount and potential
penalties are calculated annually for each en-
terprise. Herewith, the main constants for this
are discount period and average days payable
outstanding, defined in the surveyed industry.
Lagoda belongs to the producers of bread and
bakery products; cakes for the short-term storage;
products of the flour and cereal industry. In 2020,
the discount period was 27 days, and average days
payable outstanding - 106 days. Compared to 2013
there are no significant changes in these constants
(Table 3, 4, column 2).

In the dairy industry the discount period and aver-
age days payable outstanding, despite the growth
during 2013-2020, are shorter. In 2020, they were
16 and 45 days respectively (Table 5).

Table 6 presents the example of the calculation
of the weighted cost of debt. During 2013-2020
Lagoda did not change its wc,,, much. Its aver-
age rate was 2.8441. The exception is 2014, 2018,
and 2019. In 2014, it was connected with the high
cost of interest-bearing liabilities. 3.3% in 2018
and 4.5% in 2019 were explained by long days pay-
able outstanding of the enterprise, which gener-
ated potential penalties for late payment and en-
larged wc,,,, (Table 6, column 7)

Further study will analyze the impact of different
variants of conservative, moderate, aggressive fi-
nancing policies on the weighted cost of debt of
the food processing industry in Ukraine. The level
of wc,,, among the studied database is 6.163%
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(Table 1, column 11). There is an insignificant re-
lationship between the share of NWC in the cur-
rent assets and wc,,,. The correlation coeflicient
is 30.5% and negative. As long as the conservative
financing policy predominantly is based on equity
and avoids debts, the increase of NWC leads to de-
clining of wc,,, .

The weighted cost of debt among cases of the con-
servative policy is 2.4345%. At the same time, the
correlation coefficient between NWC shares and
we,,, is inversely proportional (-34%).

However, if considering variants of the conserva-
tive policy, the result will be different. The insig-
nificant share of debt in the capital explains low
we,,, in variant 1.1 of the conservative policy
- 1.1874. The replacement of equity with a long-
term debt to ensure the conservative policy causes
a significant increase in the weighted cost of debt
in variant 1.2. On average 60% of these enterprises’
capital is raised by the interest-bearing liabilities,
so wc,,,, for this variant — 7.1573. Interest-bearing
liabilities in variant 1.3 reach 85% and wc,,, is
the highest — 24.0588 (Table 1, column 11).

The weighted cost of debt under the moderate pol-
icy is slightly higher — 3.2814. The average days
payable outstanding is long - 195 days.

As the companies from variant 2.1 support inde-
pendence from debts and control the term of days
payable outstanding (on average 49 days), they
manage to decrease wc,,, to 2.0997.

However, when 35% of the capital belongs to in-
terest-bearing liabilities and the trade payable has
a long days payable outstanding, these cause high
we,,, — 7.8498 (variant 2.2).

Variant 2.3 has significant wc,,,, —7.0693 and the
interest-bearing liabilities exceed total capital due
to the negative equity.

All the cases of the aggressive policy have on av-
erage 25% of the interest-bearing liabilities in the
financial resources, which influences wc,,,, nega-
tively. It is 3.7385.

Variant 3.1 of the aggressive policy supports a high
level of equity that reduces wc,,, to 2.5952. The

185



Investment Management and Financial Innovations, Volume 18, Issue 4, 2021

companies, which belong to variant 3.2, accumu-
late interest-bearing liabilities up to 33% of the
capital. This leads to the growth of wc,,, -4.7754.

When the enterprises under the aggressive policy
avoid significant long-term liabilities and focus on
trade payable, the reduction of wc,,, is possible
(variant 3.3, Table 1). Despite the long period of
days payable outstanding (100 days), the weighted
cost of debt is 3.3479. Variant 3.4 of the aggres-
sive policy forms 42% of financial resources due
to non-interest-bearing liabilities. Although, it did
not significantly reduce wc,,,, .

The super-aggressive policy has the longest days
payable outstanding, compared to other types of
financing policy - 265 days. Such a term certainly
indicates that the companies, attracting trade pay-
able, lost the opportunity to receive the discount
and increased the likelihood of penalties for late
payments. There is a significant level of weight-
ed cost of debt — 11.307. However, there can be
variants.

The financial independence of variant 4.1 helps to
reduce wc,,, to 2.9618 under the super-aggres-
sive policy. Another possibility to decrease the
weighted cost of debt is the attraction of non-in-
terest-bearing liabilities. If there is a majority of
such debts (57% of the capital), wc,,, is 3.4618
(variant 4.5).

Variant 4.3 is characterized by a negative amount
of equity, so the current liabilities-to-capital ratio
is near 111%. Interest-bearing liabilities are half of
the financial resources as well as trade payable. In
this case, the days payable outstanding reaches 141
days on the average, and wc,,,, is 6.4661.

When the companies have both interest-bearing
liabilities and trade payable with long days pay-
able outstanding (355 days), these lead to wc,,,,
- 16.22 (variant 4.2). The enterprises, which form
around half of their capital at the expense of trade
payable (47%), accompanied by significant days
payable outstanding, have large wc,,, - 20.7724

(variant 4.4).

According to the results, the list of the financing

policies by the reducing of the weighted cost of
debt is as follows:
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Variant 1.3 (conservative policy).
Variant 4.4 (super-aggressive policy).
Variant 4.2 (super-aggressive policy).
Variant 2.2 (moderate policy).
Variant 1.2 (conservative policy).
Variant 2.3 (moderate policy).
Variant 4.3 (super-aggressive policy).
Variant 3.2 (aggressive policy).
Variant 3.4 (aggressive policy).

. Variant 4.5 (super-aggressive policy).

. Variant 3.3 (aggressive policy).

. Variant 4.1 (super-aggressive policy).

. Variant 3.1 (aggressive policy).

. Variant 2.1 (moderate policy).

. Variant 1.1 (conservative policy).

m2 0 0 N oYU R w N

— = =
Ul = W N

If the calculation of weighted cost of debt involves
trade payable and takes into account the lost dis-
count and the probability of potential penalties,
they have a significant impact on this element of
WACC. Variants 4.4 and 4.2 of the super-aggres-
sive policy with a high share of the trade payable
and long days payable outstanding are character-
ized by the high weighted cost of debt.

In addition, variants of the conservative and mod-
erate policy can be observed, which have a small or
negative amount of equity and attract long-term
liabilities in order to ensure a significant share of
NWC in the current assets. They generate finan-
cial costs that lead to increasing of wc,,, (vari-
ants 1.3, 2.2, 1.2, 2.3).

When a company cannot avoid an aggressive or
super-aggressive policy, the weighted cost of debt
can be reduced by maintaining a significant share
of equity in the capital, minimizing interest-bear-
ing liabilities as well as days payable outstanding,
attracting various non-interest-bearing debts (4.3,
3.2,34,4.5,3.3,4.1, 3.1).

The lowest wc,, objectively belongs to those
variants of the conservative and moderate fi-
nancing policy, which provide financial in-
dependence, try to keep the days payable out-
standing at the average industrial level and be-
low (variants 2.1, 1.1).

Obviously, conservative, moderate as well as ag-

gressive financing policies influence wc,, differ-
ently. The raising of interest-bearing liabilities,
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including long-term and short-term bank loans, payable outstanding reduces the likelihood of ear-
their predominance in the capital lead to the in- ly or timely payment, which leads to the loss of the
crease of the weighted cost of debt under any fi- opportunities to save money and even accrue the
nancing policy. As well as slowing down the days additional expenses for the company.

CONCLUSION

According to the purpose, the results of the study gave the possibility to reveal the type of financing
policy with a relevant capital structure that minimized the cost of debt.

There are variants of conservative and moderate policies that can be implemented due to the significant
role of equity in the capital (more than 40%). When there is a lack of equity, the implementation of
these policies can be provided by the raising of long-term debts. Usual cases of aggressive and super-ag-
gressive financing policies rely on the current borrowed capital, including trade payable and non-inter-
est-bearing liabilities. However, aggressive as well as super-aggressive policies can also seek financial
independence.

Improved methodology for estimating the weighted cost of debt, based on the share and cost of inter-
est-bearing liabilities and trade payable, allow assessing the impact of conservative, moderate and ag-
gressive financing policies on it.

The highest weighted cost of debt belongs to the variant of the conservative policy, which replaces neg-
ative equity with long-term interest-bearing debts. It is also high under the super-aggressive policy,
which has a significant share of the trade payable and long days payable outstanding.

The aggressive policy can reduce the weighted cost of debt, diversifying the financial resources, relying
on the interest-bearing liabilities, trade payable, days payable outstanding of which are kept at the in-
dustrial level or below.

Smaller weighted cost of debt may be within such variants of aggressive and super-aggressive policies
that maintain a significant share of equity in the capital and attract various non-interest-bearing debts.
The lowest weighted cost of debt belongs to moderate and conservative financing policies, which are
independent of debts.

Using obtained results, it is possible to identify the relationship between the cost of debt and the cost
of equity within any type of policy. It is important to reveal the influence of conservatism (modera-
tion, aggressiveness) of financing on the weighted average cost of capital and other value indexes of the
enterprises.
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