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Purpose: The purpose of the article is to review two important issues within management and
quality sciences, namely capital management and risk management.
Design/methodology/approach: Due to the cognitive nature of the article, the aim of the work
will be achieved using the method of analyzing the literature on the subject. Literature studies
include Polish and foreign publications.

Findings: The conducted literature analysis has shown that sources dealing with capital
management issues and the cost of capital treat the problem of risk very casually. Similarly,
in publications referring to the issue of risk, it rarely refers to capital and its cost. This paper
indicates the need for a comprehensive approach to these two issues, indicating the close
relationship between them that occurs in the field of management and quality sciences.
Research limitations/implications: The research presented in the article is theoretical and may
contribute to further empirical research.

Practical implications: The practical implications of the conducted research are associated
with the possibility of their application for the needs of management decisions in enterprises.
Originality/value: A review of the literature on the subject shows that the issues of capital
management and risk management are often treated separately and undertaken as independent
research areas. This article indicates the need for a comprehensive approach to capital
management and risk management and their consideration. The author proves that management
decisions regarding raising capital result in a specific cost of capital. This in turn largely
depends on the level of risk associated with investing in the enterprise.
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Category of the paper: General review.

1. Introduction

Management is a complex process that constitutes one of the most important factors in
economic growth. The theory of management reaches back to the 18th century. The precursors
of management science are thought to be A. Smith, R. Owen and Ch. Babbage. The dynamic
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development of management was a result of the industrial revolution. At the end of the
19th century, management became a scientific discipline, and its beginning is assumed to be
the date of publication of the first papers related to the trend of scientific work organization.
Among the founders of management theory related to this trend, one should mention
F.W. Taylor, H.L. Gantt, F.B. Gilbreth (the representatives of American scientific centers),
H. Fayol and H. Le Chatelier (the French scholars) and K. Adamiecki (Polish development
center of management Sciences).

In the Polish legal system, management sciences were initially classified as economic
sciences. Over time, the interdisciplinarity of this scientific discipline and the practical approach
to management have begun to be emphasized. The consideration of, in particular,
the psychology and other social sciences and humanities used in management has resulted in
a dichotomous approach to management sciences. The discipline is included in two areas of
science: economic sciences and humanities (Resolution of the Central Commission for Degrees
and Titles of 23 June 2003; Act of 14 March 2003). From 2018, management science has been
transformed into a management and quality science discipline which is in the field of social
science (Regulation of the Minister of Science and Higher Education of 20 September 2018).
Placing among social sciences clearly indicates that management and quality sciences are linked
to the activities of people, and more specifically of people and institutions created by them
(Drucker, 1980). The management process takes place through people’s reactions and actions,
which lead to changes in specific states of affairs. For example, we deal with “enterprise
management”, “capital management” or “risk management”. The management process always
consists in activity of people who operate in these areas and who want to achieve specific
objectives in these areas.

Capital management and risk management belong to those management areas where
decisions contributing to the achievement of common goals are made. These two areas of
management are interdependent. If management decisions concerning capital are considered in
isolation from other factors, they are assumed to be intended to minimize the cost of capital.
Similarly, the purpose of risk management, with consideration of other fixed factors, is its
minimization. The combination of these two management areas means that, if the cost of capital
is considered to be the overriding premise of management decisions, the management objective
will be to achieve a minimum cost of capital at an acceptable level of risk. In turn, if risk is to
be the overriding premise of the decisions, the objective of management in these areas will be
to minimize risk at an acceptable level of cost of capital. As one can see, capital and risk
management cannot be limited to minimizing cost of capital and minimizing risk. The problem
is far more complex. Both those parameters — cost of capital and risk — are strongly correlated
and they cannot be analyzed in isolation. In the management process, one needs to choose which
of the parameters is more relevant from the perspective of optimizing its value, and which can
be left on an acceptable level. For example, by reducing risk, we engage capital by hedging
against risk, agreeing to a certain cost, and by minimizing the cost of capital, we accept a certain
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level of risk. Both of these management areas need to be defined and clarified. The purpose of
this article is to indicate the need for a comprehensive approach to capital management and risk
management. The article is cognitive in nature and the basic research method is the analysis of
literature on the subject.

2. Institutional and functional contexts of management

Management has been defined in literature many times and in several different ways.
But its essence always boils down to the implementation of basic functions, which should be
fulfilled in every enterprise, on every level and in all its areas, i.e. in the area of production,
finances, research and development, marketing, and others. These functions include planning,
organization, leadership, motivation and control. One can find institutional and functional
approaches to management in literature. Management in the institutional sense refers to a group
of people who are entrusted with decision making and giving orders to other employees of
an organization. In the functional sense, management is a set of tasks which have to be executed
in order to run a system. The functional approach refers to all the activities necessary to carry
out the organization’s tasks, which must be executed in order to achieve its objectives.
In the functional approach, management is seen as administration of the use of resources.
Management, therefore, occurs in all areas of the enterprise’s activity, in the form of
management of supplies, human resources, projects, finances, physical resources, as well as
capital and risk. Each use of resources (human, physical or information resources) in particular
areas is understood as a set of actions aimed at achieving the organization’s objectives
in an efficient and effective manner.

3. Capital management issues

The management of capital in an enterprise’s activity is multithreaded and complex
(Michalak, 2011, p. 267-276). It is defined as raising capital, managing it rationally, efficiently
and effectively, as well as using it to multiply the value of an enterprise in conditions of
acceptable risk (Borowiecki, 1993). Capital management is concerned with investment and
financial decisions of the enterprise, especially long-term decisions related to the long-term
development strategy of the enterprise (Brealey, Myers, 1991; Bernstein, 2007; Kapil, 2011).
An important element of capital management process is the methodology of cost of capital
calculation. It has not only an important scientific significance, but also application
significance, influencing rational decisions in enterprises and their efficient functioning, as well
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as contributing to the achievement of their goals. The use of information on the cost of capital
in the decision-making process in an enterprise is, therefore, closely related to the need of
application of appropriate methods of its estimation (in order to manage something, one has to
measure it). This is an important feature of issues within the field of management sciences
(Sudot, 2016, p. 4-11) and it locates decisions concerning capital and determining the cost of
capital in the area of capital management.
With regard to capital management issues, the core management functions can be specified
as follows:
e planning the demand for capital and planning the capital structure, together with
corresponding cost (budgeting),
e organizing capital by raising it on a financial market and within an enterprise (providing
financing),
e control, monitoring of capital deployment.
Determining the cost of capital is one of the long-term financial decisions of an enterprise,
which belong to the area of enterprise capital management (Jajuga, 1993, p. 9).

4. Cost of capital as a management instrument

The literature defines the cost of capital as rate of return on capital invested that is
expected by investors (both owners and creditors) with a given level of risk (Alexander, 1995).
The significance of risk in defining the cost of capital should be highlighted. Undertakings with
the same risk profile have the same cost of capital and the rate of return expected by investors
should be at least equal to the highest total return that investors would expect if they had
invested in an alternative undertaking with the same risk profile (Duliniec, 2012, p. 1-18;
Byrka-Kita, 2008, p. 26). According to this approach, the cost of capital results from the relation
between the risk and rate of return. The riskier the enterprise’s activities, the higher the rate of
return it has to generate and the higher the cost of capital (Garber, Hammitt, 1998; Jonek-
Kowalska, 2019; Jonek-Kowalska, and Nawrocki, 2019). The cost of capital is therefore
determined by the expectations of creditors and owners as to the rate of return on the assets held
by the enterprise (Haugen, Senbet, 1978, p. 26).

The cost of capital is a research problem that arises in various fields and disciplines and in
economic practice. It is also present in the management and quality sciences. Management and
quality sciences are, most of all, applied sciences. In their areas, theoretical generalizations are
formulated for enterprises based on practical actions. Research conducted in this area is of
an application nature and aims to formulate practical directives (Lichtarski, 2007, p. 59-60).
In the field of management and quality sciences, not cognitive results, but methodological
results are sought. Cognitive results consist in developing a model of a certain reality, which
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allows to predict the future, i.e. to explain the laws governing this reality (nature, economy,
society). The essence of a scientific cognitive result is discovering a law that governs the reality,
which is of a universal nature and can serve for prediction (laws can be formulated in the form
of research hypotheses). Methodological results consist in developing a method for solving
a particular scientific problem (the scientific method makes it possible to construct the future,
is universal in nature and serves as a predictive tool, and therefore meets the conditions of
a scientific result). Management and cost of capital take place in already existing reality, which
is governed by certain laws. The methodology of capital management, together with methods
of calculating the cost of capital, focus on the methodological aspect of science (Grabowski,
Pratt, 2008). The complexity and broad scope of this issue should be highlighted. It raises
a very important methodological question, which needs to be answered at the beginning of the
considerations carried out in this area. This question is a kind of dilemma, that has already been
raised in the literature on the subject. It concerns the extent, to which an enterprise has
an influence on the cost of capital, whether it is a parameter or an instrument in the hands of
managers. A clear position on this issue is taken by Prof. B. Wloszczowski, who asks a question:
“Cost of capital: a parameter of calculation or management instrument?” (Wioszczowski,
2005, p. 45). He submits to methodological considerations the problem of whether the cost of
capital is an independent parameter in calculations made in various circumstances (estimation
of value, calculation of profitability of investments etc.) or whether it is one of the instruments
of enterprise management. A parameter is defined in the area of economics and organization
of an enterprise as an economic value on which enterprises cannot exert a noticeable influence.
Thus, parameter is seen as an independent (external) variable, to which decisions and actions
are adjusted. The change of parameters usually requires launching adaptation processes in
enterprises. Examples of parameters include competitive market equilibrium prices, exchange
rates, stock prices, interest rates of the National Bank of Poland, tax rates etc. Instruments,
on the other hand, are seen as the opposite of parameters. They can be defined as a deliberately
shaped economic value, which is used to achieve the intended effects in the process of enterprise
management. Instruments include corporate prices, terms and conditions for entering into
agreements and lending, cost levels, dividends etc. Some researchers regard the cost of capital
as an objective parameter deriving directly from the capital market (Michalak, 2013). However,
if we assume that the cost of capital is more than just a rate of return for investors on the capital
market, being a remuneration for incurred non-diversified systematic risk (market, general
economy risk), then it acquires the characteristics of an instrument used in the process of
managing the enterprise. If we look at the cost of capital through the prism of systematic risk
(on which an enterprise has no influence) and specific risk (internal, individual, which can be
shaped by an enterprise) then the cost of capital depends, to some extent, on decisions made by
the owners and management (Groth, 1997). Management decisions will decide on its final
shape, through the influence of factors dependent on the enterprise (generating specific risks).
Thus, one can assume that when we see the cost of capital through the prism of systematic risk,
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I.e. calculate it using traditional methods of capital asset valuation, e.g. CAPM (Capital Asset
Pricing Model), we are dealing with a parameter (McGoun, Zielonka, 2000). By contrast,
the instrumental approach to the cost of capital arises when, from an objective calculation
parameter external to the company, the cost of capital is transformed into an instrument for
managing the enterprise, shaped not only by external factors (systematic risk), but also by
internal factors dependent on the enterprise (specific risk). The instrumentalization of the cost
of capital consists in including specific risk in the methods of its calculation. This demonstrates
the close relationship between the cost of capital and risk and justifies the need for
a comprehensive approach to capital management and risk management.

5. Issues of risk in capital management

Several different factors influence the cost of capital in an enterprise. The most important
one is considered to be the business risk of the enterprise or the risk inherent in the assets of the
enterprise in the conditions where debt is not used. Business risk can mean uncertainty about
the amount of future cash flows, sales volumes, delivery liquidity and many other factors.
Risk management literature relates risk to many aspects of economic activity (Slade, 2020;
Katanaeva et al, 2020; Gonzi et al, 2019). One of them is the cost of capital. As this risk
increases, so does the rate of return required by investors and, at the same time, the cost of
capital. Risk as an economic phenomenon is determined by a number of different factors
(Jonek-Kowalska, Turek, 2011) which shape its level and, at the same time, influence the cost
of capital. The source of the specific risk can be the company management manner, liquidity,
financial leverage and operational leverage, availability of raw materials and other factors
(Bijanska, Wodarski, 2014). Since the sources of the specific risk originate in an enterprise or
industry, it is generally believed that, under conditions of capital investment in listed shares,
this risk can be reduced or even eliminated by the investor by constructing a diversified
portfolio of securities. However, this rule cannot apply to entities whose shares are not listed
and in conditions where the capital investor does not diversify its investment portfolio and
becomes, for example, a strategic investor in a given enterprise. In such conditions, the specific
risk has a particular significance of the investor (Rydzewska, 2018).

In turn, the systematic risk refers to general economic conditions, it is a result of external
forces, which are beyond the control of an entity subject to the risk. It is related to
macroeconomic factors, such as economic situation, monetary and fiscal policy, social
situation, legal system etc. This risk applies to all entities operating in a given market and is not
diversified.
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In view of the specific and systematic risks involved, the cost of capital should include
a specific risk premium and a systematic risk premium. A lot of attention is paid to this issue in
the area of capital management, considering risk as one of the most important determinants of
the cost of capital.

Due to the significant role of risk — not only in the field of capital management, but also in
other enterprise management areas — it became a separate area of management (Bizon-Gorecka,
2005).

The main objective of risk management in an enterprise is:

e identification of risk sources,

e estimation of risk,

e developing appropriate strategies for action.

Thus, depending on the context, a two-pronged approach to risk is possible. It can be one
of the factors that determine management decisions in other areas of enterprise management,
e.g. in the area of capital management. It can also be the subject of management in the area of
enterprise risk management. The wide scope of this issue makes it difficult to define boarders
of these two contexts of risk. At the same time, there is a problem with the perception of risk
management in management and quality sciences. There is still no clear definition of this issue
as a sub-discipline of management and quality sciences. Risk management is often perceived
as an element of strategic management, value management, crisis management or business
continuity management (Staniec, 2012, p. 259). In practice, risk management is often confused
with risk hedging. Risk management should be oriented at the positive and negative side of risk
and its aim should be to exploit the positive side of risk and to secure and prepare for the
materialization of negative risk. Unfortunately, this perception of risk management is not yet
widespread enough. Two trends in the approach to risk management can be found in the
literature on the subject (Staniec, 2012):

1) risk management as a synonym of insurance management, deals only with negative
effects of risk, which are most often subject to insurance (narrow risk perception and
limited risk management),

2) risk management through shaping risk policy in order to lower the cost of capital and
treating risk as an element of the organization’s decision-making process.

6. Conclusions

Management sciences are concerned with the creation, functioning, transformation,
development and cooperation of business organizations. Capital is an inherent element of each
of the above areas. It is necessary to finance the assets constituting the first equipment of
a newly established enterprise, it determines its functioning by shaping its production capacity
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(production, trade, service capacity) during its operation, enables financing of development
projects and even liquidation of the enterprise (especially in sectors where the liquidation
process may be more capital-intensive than the establishment process). Without capital with
an appropriate structure and cost, it is impossible to shape the value of an enterprise.
Having the role of capital in the process of sustainable development of an enterprise in mind,
it is necessary to identify capital with the element determining the economic existence of the
enterprise. It is, therefore, a subject of research in the field of management sciences. Methods
of calculating the cost of capital also have their place in management sciences. Management is
a science “which results in socially useful knowledge in the form of established regularities of
economic or social life and theories which explain a particular field of reality, provide projects
to be applied and help rationalize this reality” (Sudot, 2007, p. 8). Methods of calculating the
cost of capital are those “projects to be applied”, which take into account the effects of risk
management in the enterprise, present certain regularities and help rationalize decisions taken
in the sphere of capital management.
The issue of the cost of capital and risk may be considered in management sciences in
several ways, perceived according to various criteria (Sudot, 2012, p. 37), among others:
e according to type of organization — on the level of enterprise management,
e according to management function — on the level of planning and organizing financial
capital,
e according to processes — on the level of basic process, consisting in financing the core
operational activity of an enterprise,
e according to areas of activity — on the level of capital management,
e according to resources — on the level of financial resources,
e according to management levels — on the level of strategic management (refers to long-
term capital) and operational management (short-term capital).
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