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Abstract. The paper approaches some aspects regardingeha the borrowed capital by the companies, in
the light of the effects generated by it in relatio their own activity. The treatment of thesecef$ starts
from the premise that, beside the effect of indrgathe total capital of which the company can d&p by
obtaining loans, there are complementary effeath s1$ increasing of costs, financial leverage amahtial
risk, which are analyzed in terms of the specifiplications on the company’s activity. There afetainto
consideration some particularities and their imgilins which come from the formation of the borrdwe
capital for the company, determined, in princifl,the use of the bank loans, respectively theafisbe
bond loans, inclusively in relation with the useeqfity.
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1 Introduction

The formation of a part of the necessary monetapital for companies, for developing economic g7
activities, through loans or credits obtained frother individuals or legal persons, primarily from
commercial banks, represents a normal phenomentn objective nature. It gives the necessary
support in carrying out the overall economic precés which the resources and their selection dress
alternatively, various natural-material forms, raspvely a monetary one. This process induces the
disengagement and the accumulation of availablesgnon the level of some structural components of
the economy, for longer or shorter periods, white ather structures appear additional needs for
resources in monetary form.

Transferring of available money amounts from theiwners to the disposal of the companies
requesting them in order to complete their equityheir funds attracted on other ways, in order to
cover the higher needs determined by their devedopror carrying out their current activities, is

made based on certain principles, under the foremdically called) of the loan or credit. Such a
transfer requires the presence of credit relatinetsveen the two parties involved, one in a debtor
position, considered by us to be the company aadtiher as a creditor, which can be an individual o
a legal person, usually a bank. But, mostly comiaktzanks are lenders, which in fact intermediate
(arrange) redistribution under certain conditiofidimancial resources become available, within the
specific process of bank lending, implying as baers, mainly, the companies. This process
generates, in turn, multiple complementary effecespectively various implications, sometimes
contradictory, not only in the debtor companiedhdties, but also in the creditor’'s (bank’s) one.

Therefore, we propose ourselves, first, to outlime main points of the formation and use of the
borrowed capital by companies, along with equityt bBlso with the resources attracted at their
disposal, objectively, from persons (entities) witthom they come into various financial

relationships, including with the state. Our apptoaims, from this perspective, the need and
possibility of linking up the processes of formatiand use of company’s capitals, primarily of the
borrowed ones, in terms of adapting their global atructural dimensions to the real needs of the
company, according to the aspirations of its finanstructure optimization. In this respect, in the
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paper, it is approached, comparatively, the sjpecdst of each source of funding, which are tretate
in detail in the scientific literature (Stancu, Z0®realey & Myers & Allen, 2010) , aiming deepemin
of some particular aspects of the borrowed ressuaoel, in an original approach, it is sustained the
similar treatment those considered distinctivelyatismacted resources, especially under the comditio
of their more intensive use, on the backgrounddk lof liquidity at companies’ level.

In the same context, it is aimed the deepeninghef abservations on the content and way of
manifestation of the effects of using the borrowagitals by companies, including that of the specif
cost expressed by the related interest paymentdakéeinto account, thus, the increase of the ¢loba
dimensions of capital, production and turnover, gh@wth of the market value of the company, tax
savings, financial leverage, etc.., but also tmarftial risk, considered both from the companies’
perspective, which may go bankrupt, and from thekbaone, who may suffer important losses.

2 General overview on the effects of the formation ahe borrowed capital

From the perspective of the debtor company it mayobtlined, in the foreground, the global
favourable effect, consisting in the purchase oddditional amount of money compared to the capital
owned, which is necessary for making some essaxjmnses for the development of its activity and
for achieving of certain objectives, such as growtbreasing the company’s value, making profit, et
Simultaneously, it is obvious also another effeath inverse impact, on the financial state of the
debtor company, which lies in the cost regardirgylttan, supported and materialized on the payment
of interest and fees to the creditors, without rgmg neither the obligations of reimbursement fog t
loans received, on the agreed deadlines, avoidénglpes or loss of related securities etc. Withis
context, it has to be revealed the fact that ticugion of the received loans in the economic bessn
cycle of the debtor company presumes also ensthiegorerequisites necessary for unfolding thegg
financial circuit of the borrowed amounts, so thathe terms of repayment, they can return to the——
legal starting point (the creditor). From here cema¢éso the need for the debtor company to use the
borrowed capital only under the condition of itsaeery by ensuring the collection the value of the
goods (products) or services supplied to its custspensuring also the achievement of a satisfactor
profitability, as to permit the cover of the spexcifdditional credit costs and making a profit.the
same context enrols also the selection of the rm#&ins given to the loans vs. the terms for which
they were contracted, preventing spending shom temounts received for accumulating of fixed
assets that require longer recovery periods anchatoallow reimbursement to the established
maturities (Modigliani & Miller, 1958).

Therefore, it is necessary that, within the finahechanagement of the company, to use loans for
setting up the necessary capital, under the comditiof creating an optimal financial structure.
However, this involves judicious selection of tteable sources of funding, including the proportions
held by each of them in firm's total capital forifoatand between financial structure optimization
criteria a place of the foreground is to minimike &wverage cost of the total capital used (Halgern
Brigham & Weston, 1998). In this regard, it is Woaccepting, especially in theory, the idea that
financial resources usable in the firm consisthef dwn funds (equity) and borrowed ones (borrowed
capital) and its financial structure optimizatiomiplem is treated, usually, only through the foriorat

of equity, on one hand, and the borrowed capitathe other hand, with all their specific implicats,
mainly, of the related costs (Crouhy & Galai & Ma2k00).

In our opinion, however, the presence of financedources, belonging to third parties (workers,
suppliers, clients, state etc.), existing in thengenic circuit at the level of the companies, izality
growing stronger through the proportions held 3nthitogether with the own resources and borrowed
ones, which justifies taking them into considematadso within the framework of the analysis on
optimizing the balance between equity and borrovagital.
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However, if we accept as a necessary and repreisenfaerequisite for the company making the
decision to apply for loans, the creation of aniropt financial structure, if only in terms of
proportions incumbent on the two basic componemtequity and borrowed funds, we find that
classical or traditional financial theory (Harris Raviv, 1991; Stancu, 2006) in this area has come
with the theory that the optimal applicable criveriis that of minimizing capital costs. Accordirg t
this theory, both the shareholders of a companyitsncreditors do not want debts coming from very
large-scale loans, the first ones fearing reduatiodividends they may obtain and second onesrfgari
the possible inability of the debtor to honour paytobligations (repayments, interest).

The issues raised above are manifested largely, @kssently, but in the current financial theory
(Chew, 2000), the references on optimal finandraicsure of firms and implicitly on the use of citsd
have become more complex. It went, thus, to astessmpact of funding source used, not only
regarding the cost but also the value of the compaiming to ensure an increase of this value.

Thus, it is noticed that within the framework oethhanges occurred in the theory of the company's
financing sources appears relevant the reconsiderat some theses of the first version of Milleda
Modigliani's theory, respectively that the finan@&ucture should not influence the market valéie o
the company. But, on the subsequent version ofrtfwatel, by taking into account the impact of the
use of loans by companies, in the case of incondiipafter taxation and under the conditions of
state acceptance of related interest expensestil@lityc it led to the conclusion that by usingglas it
may be achieved also an increase of the compavadsé. From the same perspective there are of
interest also the more recent approaches in tefnpsederential capital structures of firms (Myers,
2001). This highlights the shape of certain prefees such as the one towards the increase of the
proportion of funding from internal sources, whidbes not generate costs of interest kind or of
issuing with priority of bonds instead of issuingaees, etc. So, in both alternatives, optimizing th
company's financial structure makes indispensdidestaluation of the cost of each of the two major
components of capital that the company can obfEtiis, without neglecting either the presence of
some features with differentiated impact in theeaaissome distinct forms (within each one) as dfat
the credit (loan) bond compared to the bank loan.

So, it is recognized in principle that the dividendihich have for the shareholders the significasfce
earnings expected on account of the capital theydiit, represent for the company the cost of the
equity purchased by issuing and selling shares;hwiill be supported from the profit, resulted unde
the conditions of using this capital in developprgfitable activities.

3 Complementary effects of loans’ use

Regarding the cost of capital borrowed by a companyanother, there may appear significant
differences in size, resulting inclusively fromaglely different levels of interest rates on lodimsn
banks compared to the results obtained by issuidgselling bonds on financial markets. Moreover,
in the usual case of companies making profit, efenrespective cost is directly determined by the
interest rate agreed with creditors, this diminsshmplying another effect of tax savings realibgd
the debtors on the account of the interest expemsdeans used deducted from gross profit, which
may be accepted by state, in principle, in ordestitoulate the development of national economy.

Therefore, the real percentage of the actual eggicted by the company in the normal case ofa loa
presence and so of the borrowed capital used ifitaise activities can be expressed by a formula of
the following form:

C =i*@-t) (1)
Where:
Cr - real cost of borrowed capital expressed asregmtage,
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i - Nominal interest rate,
t — Tax rate.

It is obvious that the tax saving involved by usiogns, obtained by the companies in the most
comprehensive form, that of bank loans, as welhasreduction of the related costs varies in size,
depending on several factors. Between them theve ha be remarked the size of the borrowed
capital, that of the nominal interest rate andhef tepayment period, but also the financed busgess
financial results (profit, loss), including the siaf the obtained profit.

But, in a global approach, the amount of the tasinga(fiscal economy) obtainable by using a credit
by a company can be expressed by the following di¢aim

T,=D,*t 2)
Or

T, =(i*O)~t (3)
where:
Ts = tax saving related to borrowed capital,
D, = total amount of interest paid by the companyudéed from gross profit,
t - income tax rate (percent),
i - nominal interest rate,

C - credit (borrowed capital) used by firms

In the context of the approached subject it appearg revealing also the generation of leverage,
materialized in changes at the level of the returrequity, based on the efficient use of (bankhsoa 70
into their own business, respectively of the boedvwcapital. Naturally, such changes should take
place only in a positive direction, meaning ther@ase in rate of return on account of additionafipr
obtainable by the company by using borrowed ressurSuch leverage (L) is determined as the
difference between the economic rate of returnthednterest rate paid for borrowed capital, and it
limits itself to equity, because of some specifiterdependencies. Thus, if we admit that a company
uses total capital (; composed of equity gcand borrowed capital ¢f; achieving an economic rate

of return (g), which diminishes under the impact of interest 1@n loans (i), having as correspondent a
profit (P), interdependencies leading to productibrieverage (L) and, thus, its dimensions can be
expressed by the following formulas:

P=(C.*r) +Cy(r. —i) (4)

where:

L=r,—i (5)
and

C.*L=C, *(r,-1) (6)
resulting

C,*(r,—i
L=—" ¢~ ((: ) (7)

e

Since the return of borrowed capital, resultinghia difference between the economic rate of return
and the interest rate, is transferred as finahew@rage expression on the existing equity, permine
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available for the company, the latter records audative rate of return {, based on both categories
of capital, which can be rendered as follows:

r,=r+L (8)

The leverage involved by using bank loans or baah$ by the companies can be and, usually, is
positive and its achievement depends primarily len grofitable nature of the economic activity. It
becomes even greater as the economic rate of risthigher, the interest rate charged for the kexki
loans is lower and the proportions of the useddaars higher.

There is not excluded either the situation that effect resulting from lending companies to be
negative if their activity becomes unprofitable atietrefore, the interest rate may not find coveriag

the economic rate of return and the costs relatélde loans to generate losses, phenomenon known as
"the club effect."

Simultaneously, an important contribution to mastifegy leverage is due to the interest rate for the
loans granted to the companies, whose size isndigted, in principle, by the relations that are
established on the financial-monetary market betwsgpply and demand for loan capital. In this
regard, mutations that occur are caused by vafiact®rs, sometimes subjective, including by the
promotion of certain government policies of circtamsial nature, as is the case of recession or
economical-financial crisis of today (Marrison, 200Thus, there may be noted the concerns and the
measures initiated to stimulate investment andeemse the number of jobs at the level of the
companies, consisting also in reducing of interatds in order to facilitate access to new bankdpa
but also in the implementation on large-scale sfroeturing of economic activities. It appears, so,
more obvious the need for approach related to ehganies’ interests and to the banks’ ones in order
to prevent bankruptcies and stimulate the recogépconomic and financial activities.

Within the same framework it is placed also thecpice under certain conditions, of partial or
complete subsidization of interest on bank loahis, involving the reduction or annihilation of the 71
credit cost, respectively of the borrowed capitakdi by the companies, which creates also the
possibility of amplifying the leverage.

A distinctive effect due, usually, to the creditat@nships practice on the market economy is the
financial risk. Regarding its meanings, it has ¢osignalled the fact that, on the conceptual ptas,
suggested, often, the idea according to which tmosure to this risk is concerning the lender,
threatened not to be able to recover the grantasl@and to cash the corresponding interest. But, in
fact, the financial risk has a wider range of egpien, being present in almost all relationshiata
place in monetary form between participants aett@nomic and social life, which are exposed at risk
firstly, in terms of receivables. At the same time appreciate that the exposure to financial issk
present also in the debtor’'s case, in relatioris@ncumbent payment obligations towards the owners
of receivables, primarily, towards its creditorsyeg also the latter rights to exploit the guaraste
brought by the debtors for ensuring the recoverthefamounts owed to the creditors, including the
application of other legal sanctions on the debtor.

Consequently, a company's financial risk is matef@dy the inability of making repayments due on
the pre-established deadlines (maturities), beinghasized, especially, through unpaid principal on
credit due and unpaid interest due towards theitored The generation of this risk through the
accumulation of a large amount of unsettled matulelots may lead the company to insolvency or
bankruptcy, with loss of assets, respectivelyobivn capital.

In a synthetic way, the higher or lower level otlswa risk depends on the dimensions of the debts
accumulated by the company, on one hand, and ilisyaio pay on account of the performance of
profitable activities, which bring benefit (profitin this context, it is enrolled also one of the
alternatives of expression of the financial riskeérms of level of interest coverage from the oisdi
benefit or profit for the loans used by the companitich can be synthetically represented in the
following formula:
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L, =—+ ©)

in which:
Lic — the level of interest coverage out of the besiefi
B — total benefit before tax and interest;
A; — the amount of the interest to be paid

Calculating such an indicator is useful to assessisk assumed, attached both by the creditotiand
debtor, in terms of the latter's ability to obtaufficient high new value, out of which to be pbési
the recovery of the costs regarding interest paynigat although its calculation is necessary, we
consider that the representativeness of this ibtoliceemains relatively low compared to the
manifestation area of the financial risk. As a hgdar a more comprehensive characterization o th
risk in terms of company, we appreciate that it rhbayof interest taking into account also of other
indicators that reflect ability to pay, liquiditgplvency, including the calculation of the indelness
rate of the company, according to the structurasslets and the total debt amount of it Baw,
2007).

From the same perspective of our approach therefardgerest also the strategic options of various
companies on the initial purchase and subsequerdase of capital, consisting in choosing between
issuing and selling shares, respectively bondselltion to decisions applied in this respecthases
also a different financial structure, in which tbleange of the proportions held by the two major
components of the used capital by a company othanatetermines various implications, which have
to be evaluated, inclusively under the aspectsipusiy envisaged.

It appears, therefore, of interest, a computestithtion of possible options for a company thatdsee 5
for example, 30 million USD and can choose for getlyg them between a bond issue with interest of7
6% and the issue of shares at a price of 10 USBIe.

Based on the calculations made it comes to resiidts reveal, in graphical form, the foreseeable
evolution of the obtainable benefit per share /hamnd, by admitting the solution of purchasing such
capital by issuing shares and increasing equityppared to the version of issuance of bonds and
increase of borrowed capital, as shown by the twees in Figure 1.

4 . , N

==@==Shares =ill=Bonds

Figure 1 Obtainable profit per share / per bond
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Both curves represented in the graphic providesitige outlook on the evolution of profitabilityhé
benefit per share / per bond going to grow underabtion of issue and sale of both actions and
obligations. But at the same time, it results timathe case of the sale of bonds, the profitability
increase will be higher than for issuing shareshSasituation can be explained in terms of respons
of the potential investors also under the unceiisrcoming from confrontation with phenomena such
as recession or crisis, they counting more on btaimable income, as interest for the loans gratged
the companies, lower but safer.

Also, the calculations regarding financial riskahxed for the same two usable alternatives in otder
purchase that capital, risk considered in termpasisibilities to cover the specific expenses, agh
the payment of interest on received loans by thepamies, led to the graphical representation of the
perspectives of interest coverage out of the beaefieved, shown in Figure 2.

- ™
nterest coveragerela O Obtainable profit per snare/ per bon

//

/ -

73

=@—"Shares =fli=Bonds
& J
Figure 2 Interest coverage related to obtainable profitghere / per bond

According to the curves represented in the grapthie, interest coverage out of benefit tends to
increase, both in the case of increasing the dapytassuing and selling shares and in the case of
receiving a new loan due to the sale of bonds. Sitigtion is explained primarily by the increage o
the interest to be covered, under the conditionth®iuse of the new loan, compared to the absdnce o
this growth in the other version.

4 Conclusions

Overall, it can be concluded that the judicious aseompanies' capital loan is, fundamentally, not
only a possible solution, but an objective necgsdit particular, it favours the adaptation and
optimization of the dimensions and the structurethe global capital used by enterprises, under
practical conditions of conducting economic andficial activities, without ignoring the advantade o
obtaining income (interest) by the creditors antezithe positive impact on the general development
of economy and society. In this respect, we comgideessary the firms concern for assessing tlee siz
of the financial resources attracted outside crediitionships from various entities (state empésye
etc..), for a more efficient management of the rentiapital. Also, we appreciate that for these
resources could be applied a treatment similaheddans one, at least for amounts (often veryelarg
due to the state by various companies.

The most direct effect is materialized in obtainbygthe companies of the money amounts temporary
necessary over the level existing at their disptmwathe moment. Beside it, there are producingeoth
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effects of cost, leverage or financial risk type.gehaving major implications on the companies’
functioning and on the financial results of thetiaties.

From the case study presented in the paper ittegsalso that, compared to capital formation based
issuing shares, obtaining loans through bonds afé#s the company the possibility to achieve a
higher return.

Although the interest is presumed as supplemermasy element, the judicious use of the loans may
contribute to the growth of the company’s retumpeéneficiating also by the leverage, which is
normally reflected in a higher return on equity.

It remains of real interest for companies, achigviax savings, obtainable by using of borrowed
capital, which has positive impact on the profito® distributed, including on the development &f th
debtor company.

Likewise, by appealing to loans the companies assuevitably also the financial risk which comes
from an inefficient use of the capital, respectyvef the borrowed one. This imposes a performing
financial management for achieving of an optimalaficial structure, avoiding insolvency or
bankruptcy.
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