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Abstract. Existing financial theory originated by Modigliani and Miller
(M&M) prescribes that the capital structure of a firm does not matter,
i.e. the cost of capital is the same irrespective of the way the firm
chooses to structure its capital. The M&M propositions have been
modified to suggest that inclusion of i) the tax shield and ii)
bankruptcy or financial distress costs modify this conclusion to suggest
an optimal capital structure does exist. However, financial leverage is
too narrow a concept. Hence the study’s approach via total leverage. In
any case the extension noted above is still inadequate since it fails to
allow for other important considerations such as cultural influences on
international capital structure. This suggests that the optimal capital
structure will vary accordingly. The M&M indifference in the face of
the real world appears untenable, in particular as pertains to
multinationals. A number of studies have been conducted on the
impact of various factors on international capital structure. This thesis
presents the results of empirical study of the debt-to-equity structure of
87 firms in 19 industries headquartered in 29 countries. The resuilts
tend to agree with the hypothesis that cultural differences are
correlated with the significant country grouping and minimal industry
influences which are found. Additionally, there appear some country
influences based on the underlying cultural patiermns of a few specific
countries.
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CHAPTER I

INTRODUCTION

1. Aims of the Study

Perhaps one of the themes most discussed at present in financial theory
is that of leverage and international capital structure. The assumption
frequently made is that important factors influencing a firm's capital
structure are its levels of debt, growth and Research and Development
(R&D). To the extent that an optimal capital structure exists,
management need only finance these proportions optimally to assure
an optimal capital structure at minimum capital cost. However, in an
international environment this subject becomes much more
complicated given that the different substructures of the multinational
operating in different markets may require different levels of debt.
Management needs to know how to plan for a most optimal financing
of the parent multinational, its foreign subsidiaries, or the group as a
sum of the parts. The aims of this study are to investigate leverage in
the context of international capital structure, indicating defects and
filling a gap with existing theory.

Before continuing this introduction with the central theme of the
study, it is necessary to provide brief definitions of operating leverage,
financial leverage and total leverage. These are as follows:

Operating Leverage
The degree to which a firm relies on fixed costs, the risk being the
business risk



Financial Leverage
The extent to which fixed income securities can be relied upon in the
capital structure, the risk being the financial risk.

Total Leverage

The effective or potential change in value brought about by operating
leverage in the face of financial leverage, the actual gains (or losses)
resulting from a combination of the financial and business risks.

2. Central Theme

The central theme of the research is that of leverage as relates to an
optimal capital structure for multinationals. The multinational is
defined here as a Company that operates in more than one country, ie.
beyond mere export activities, and in a way deemed material to both its
revenue volume and profitability. This type of firm was selected for
study because it seeks to maximise results on a multinational basis
rather than treat international activities as a portfolio of diverse and
separate country companies. In this context, geographical expansion
perhaps can be seen as a form of financial diversification. Motivations
vary; e.g. the domestic market for the firm’s products being too
restricted, shareholders expecting higher investment returns from
overseas activities, management seeking economies of scale and
improved earnings from international operations. From observation it
would appear that multinationals offer the most rewarding scope for
optimal capital structures.

3. Problem Definition

The most immediate problem has been to extend the existing literature
on leverage and cultural influences on international capital structure
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of firms headquartered in different cuitural realms. This problem can
be broken down in four distinct parts:

31  To specify leverage as total leverage, i.e. in the accounting as well
as socio-economic sense so as to include cultural influence. To apply
this debt-to-equity ratio, in short the debt ratio, consistent with cross-
cultural characteristics of a database of multinational firms.

3.2  Tobuild a significant empirical database of debt ratios in terms of
participating firms and industries, as well as of geographical coverage,
countries and country groupings. Such a database did not exist
elsewhere and therefore had to be built.

3.3 Toincorporate factors of R&D and growth into the database for
further comparative analysis. To interpret for post-merger or
acquisition influences of leverage as may impact levels of R&D in
relation to the debt ratios. To identify areas for further research. -

3.4  To conduct an examination of differences in debt ratios between
companies in different countries and industries, and the effect of
cultural influences on capital structure.

4. Scope

The study extends the existing literature dealing with leverage and
international capital structure of multinationals headquartered in
different cultural realms. In this respect the scope of the study is
twofold:

4.1 The literature survey encompassed a full examination of the
capital structure propositions and invariances put forward by
3



economists Modigliani and Miller (M&M), [1958]. These are generally
viewed as formal financial theory as exists on the subject. The
literature was then analysed for any other aspects relevant to the
central theme which firstly seeks to identify existing economic
variables related to an optimal but international capital structure. The
combination of these variables was then complimented with findings
on cultural influences that may affect international capital structure.

4.2 Extensive examinations were conducted of the differences in
capital structure between multinationals headquartered in different
countries, operating in different industries. Various aspects on this
theme have been studied in a humber of previous studies. The
hypotheses adopted to test differences between and within cultural
groupings of countries were first used by Collins and Sekely [1987].
These hypotheses had until then not been addressed directly in
previous literature. In this study, as an important improverﬁent on the
Collins and Sekely study, they are based on primary data.

5. Limitations

5.1 The study does not attempt to predict success of investors. Nor
does it seek to simulate price/earmings ratios, securities valuations of
future and current cash flow streams or market size assessments. This
encompasses any impact of inflation and nominally denominated debt
contracts on the valuation of corporate equity.

Where reference is made to value-maximisation this is intended in the
sense of corporate performance at the level of the firm with the
purpose to attain an optimal capital structure, ie. not in the sense of
stock market performance with the purpose of securities valuation.
The latter is not the subject of this study. Put differently, the study is
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primarily concerned with the value of a firm's income as a function of
cash flow, not of the forms in which the different parts are packaged
and priced on the market.

5.2 For the purposes of this study the use of the generic words
“company", "corporation” or “firm" is interchangeable except where
the legal meaning is intended.

53  The thesis does not as such study the subject of culture. Where
the notion of culture is referred to in the context of total leverage, this
is done on the basis of geographical areas of financial diversification.
Multinational companies sampled conduct their business in these
areas subject to the cultural influences on international capital
structure. This is reflected by the effective level of leverage by sample
firm and the aggregate of all firms compared between cultural realms
of defined country groupings. '

The cultural variant determines a broad cultural influence on capital
structure beyond the country and industry difference. Culture here is
not the entire set of a population’s perceived norm, behaviour and
belief system in a given country. What is meant is primarily material
culture as most closely relates to capital structure patterns in that
country or group of countries. Thus, the cultural influences reflect
societal tendencies. These in turn exhibit differences in fiscal
regulations, the legal system and importantly the treatment of property
rights as relate to debt and equity.

5.4 The study does not measure R&D but uses published R&D figures.
Measurement would be beyond the scope of the study which focuses on
leverage. However, the question frequently arises as to what would
happen in the case of a merger or acquisition. One assumption often

made is that this would increase debt levels and as a consequence there
5



could be a tendency to economise on R&D. This study surveys for
possible influences of leverage, following mergers and acquisitions as
may affect levels of R&D in relation to the debt ratios. R&D is defined
as the cost of basic research as well as product development expended
against profit.

The purpose, as in the foregoing points, is to enable the reader to draw
meaningful interpretations and conclusions from the results of the
study within these constraints.

6. Work Plan

To achieve the aims of the study the following work plan was adopted.

6.1 Literature Review (Chapter II)

The literature survey encompasses a detailed review. The outline is as
follows:

6.1.1 Different types of leverage

6.1.2 Formal theory of M&M propositions

6.1.3 Different aspects of total leverage

6.1.4 Determinants of debt capacity

6.1.5 Cultural influences on international capital structures

An indication of the gaps and defects in the literature sets the
framework of the study.

6.2 Methodology (Chapter I11)

The chapter sets out the study’s analysis including the data collection. It
6



specifies the research procedure followed including why the particular
procedure was followed and indicates problems and solutions as well
as any remaining pitfalls.

6.3 Results (Chapter V)

This chapter essentially constitutes a statement of the processed results
of the quantitative and qualitative study.

6.4 Interpretation and Conclusions (Chapter V)

The concluding chapter distinguishes between interpretation and

conclusions.

6.5 Recommendations for Future Research (Chapter VI) -

This chapter provides evidence of further thought.

7. Importance

The importance of the study can be summarised as follows:

A number of studies have been carried out before on the impact of
many different factors on financial structures. Yet no prior study has
established a significant relationship between any economic variable
and international differences in capital structure. Thus, there must be
other influences. This study examines for evidence of cultural
influences on international capital structure.



The concern of this study is not with the determinants of aggregate
economic investment by the business sector. The thesis takes further
Miller's unfinished work on capital structure at the level of the firm. It
then examines its findings within an international context.

8. Contribution

The study’s contribution is fourfold as is set out below:

8.1  The literature survey answers the question ‘what is leverage?'. It
defines what constitutes leverage, specifying the concept of total
leverage. It brings together from an incoherent universe the various
economic and management variables as may determine and stimulate
leverage. It categorises the interrelationship of these variables. In doing
this it answers the next question, ‘what does leverage mean?’, i.e. in
terms of international capital structure. ‘

8.2 The study validates the underlying assumption of cultural
influences on international capital structure. It identifies the
significance of industry, country and country grouping that exist and
may affect capital structure.

8.3  Where cultural influence is significant among cultural realms,
this is reflected in the similarities of capital structure in the
multinationals located in geographical regions with similar
backgrounds. The debt patterns that emerge from this will help
managers determine the nearest or near-perfect situation of what an
optimal capital structure could be in an international operating
environment.

8.4  This original contribution on the topic of leverage and optimal
8



capital structures further closes the gap between established theory on
the M&M theme and practical requirements as relate to financial
planning and capital provisions for multinationals.

9. Summary

The foregoing constitutes a number of interesting research challenges
which can be summarised as set out below. The first two items listed
can be seen as the main issues to be attended to during this research:

91 To close the gap between existing theory on the subject of
leverage and practice as prevails in the real world of multinationals.
The latter, however, prerequisites the development of a unique data
bank and the undertaking of empirical research based on this data
bank

92  To examine for any industry or country influences that would
explain the differences between various capital structures of
multinationals. Only one previous study exists that has researched
these variables, that of Collins and Sekely [1983] but only secondary data
were used.

9.3 To demonstrate on the basis of primary data, any evidence of a
link between optimal capital structure and the cultural influences on
international structure.

9.4 To provide as a result, a direction of guidance on the above
subject which, as a pattern, is of immediate practical use to the
international manager.

The last two items are a consequence of the first two items listed. The
9



assumption made here is that as multinationals gain in size and
importance, the findings of this study will also help international
managers to be better equipped to understand how capital structure can
differ internationally.

The main research questions therefore can be formulated as follows:

1. How can an optimal capital position be defined and
structured? In the event, how can the economic and cultural variables
involved best be measured and this consistently so across various
industries and countries in which multinationals operate?

2. Do firm-specific decisions result in different capital structures
for firms in the same industry and/or country but these differences
being less than the differences one finds across all industries or
cauntries? In the event, is there a discernible pattern by industry or

~ country groupings?

3. Is there an indication of direction in the pattern of cultural
influences on international capital structure? In the event, does it
appear clear and significant?

10



CHAPTERII

LITERATURE REVIEW

The prime objective in this study is to assess whether there is any
relation between the debt ratio of firms and their industry or country
association. This requires an analysis of the debt structure, and further,
an examination of any industry or country differences as may affect
such a structure.

In studying the suitability of existing theory, this required a broadly
based critical analysis on the theme, supported by the detail. This work
details the literature fully, allowing the methodology and research to
flow out of the previous research in the area. At the end of this chapter,
having examined the literature, one will be able to appreciate the
methodological issues, how the work relates to the main body of the
literature and why a particular methodology is decided upon to
complete the research.

Meanwhile, the discrepancies between theory and practice appear
significant. The truth of this can be seen if one looks at the conditions
that prevail. For example, banks now judge a firm more on its ability to
manage a given level of debt operationally and generate cash than to
create assets. This view has been supported for example by Rybczynski
[1989]. Rybczynski observed that banks, lenders and the equity investing
institutions were increasingly lending not against assets but against the
cash flow generating ability of client operations based on the level of
debt that could be acquired (pp. 3-11), i.e. covenanted loans. This view
is often taken as Rybczynski said regardless of where the operations
that have to produce this cash flow are geographically located. This
study focusses on the capital structure of multinationals. We will
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therefore come back to this geographical issue as well as related cultural
issues later in the text.

To start with, the thesis discusses the three different stages or types of
leverage; “operating" (first stage leverage), “financial" (second stage
leverage) and “total" (third stage leverage). It is useful at this point to
provide a further description of these various stages of leverage and to
compare these with existing theory. Comparisons have been made
with the theory as described, for example by Solomon and Pringle [1986]
(pp- 138-142). It is also important to explain in simple language what
the three main concepts behind these stages entail. This is set out as
follows:

1 Different Types of Leverage

1.1 Discussion of Operating Levera'ge

To specify operating leverage, a simple statement explaining this can be
made. A high proportion of fixed costs means that a firm'’s profits are
very sensitive (responsive) to variation in sales. This incidentally, is
the same effect as that derived from the so-called value chain discussed
later.

Operating leverage is an important and necessary concept to (a)
appreciate fully the role of financial leverage as explained in the next
subsection and (b) understand total leverage as set out thereafter. Total
leverage, as will be discussed in detail further in this text, combines the
concept of operating leverage with the financial leverage formula.

Operating leverage as stated earlier represents the degree to which a
firm relies on its fixed costs. There is of course a certain risk in this in

12



that the costs must be matched with revenues leaving sufficient
operating profits before income tax. One has therefore to bear in mind
that any firm has a certain amount of risk inherent to its operations.
This is its business risk (not the financial risk) as defined by the
uncertainty inherent in projections of the operation’s pretax future
earnings. Capital intensive firms naturally may tend to have a higher
degree of operating leverage than firms with low fixed costs but what is
crucial is to measure to what extent costs at any level could be held as
fixed, while increasing revenues from operations. The question can be
asked as to what the results would be if quantity sold were to rise by e.g.
10%. To understand the concept of operating leverage, a simple
numerical example referring to the H ] Heinz Company sample is
added:

In 1989 the H ] Heinz cost of goods sold was $3.5BIn, on woridwide revenues of $5.8BIn.
Cost of goods sold thus represented 60 percent on a consolidated basis. The estimated
average selling price of certain canned products at one of its foreign subsidiaries is the,
equivalent of $1.2 per can. Given fluctuations in worldwide prices f01: raw materials and
commodities, variable costs are assumed to be 67%, allowing for 33 cents in the dollar
for fixed costs. With variable cost of 80 cents per can, an estimated fixed cost of $345.000
per annum and depreciation of 13%, the break-even level in accounting terms is
$390.000/0.40 = 975.000 cans. At this level, operating cash flow equals depreciation of
$45.000. Returning to our question as regards operational leverage, we wish to know
what the increase in operating cash flow will be if the quantity sold were torise to e.g
10 percent above the break-even, ignoring taxes. For this we need to define the degree of
operating leverage (DOL). This is a standard formula:

DOL =1+FC/OCF

Note:
FC = Fixed costs. OCF = Operating cash flow. OCF is calculated as 975.000 x 0.40 -
345.000 = $45.000

DOL =1 + $345.000/$45.000
=86

13



Thus, a 10 percent improvement in the number of cans sold will increase operating cash
flow significantly, ie. by 86%. Put differently, if sales rise by 10 percent, quantity of
cans sold effectively rises to 975000 x 1.1 = 1.072.500 cans. Pre-tax cash flow from
operations then becomes 1.072.500 x 0.40 -345.000 = $84000. When compared to the
previous cash flow of $45000, this is 86% more, i.e. $84.000/45.000 = 1.86.

Source: H | Heinz Company, Profit and Loss Statement (Appendix A), General
Appendix

This example immediately indicates the importance of the operating
relationships between market size, volume and cash flow as well as the
necessity to take into account the capital structure of the firm.
However, these complex relationships in e.g. the multi-country, multi-
cultural setting of a multinational, would be difficult to quantify
without taking into account the cultural determinant. When
conducting business on a geographically diversified basis, as the study
will show, cultural influences on international capital structure tend to
play an overriding role. The intention therefore is to derive at least a
sense of direction set by these influences and to allow managers of
multinationals to identify some pattern amongst debt-to-equity ratios,
geographically and culturally, as may affect their international
operations.

To achieve this, the debt-to-equity relation of leverage must be
calculated on such a basis that the resulting debt ratio not merely
reflects long-term debt funding or the advantage of short-term finance
but also those advantages that come with (a) the effective day-to-day
management of those multinational operations in their respective
environments and (b) their related returns on investment. Such
calculation is set out in Section 1.4, subsection 1.4.1, where debt-to-
equity under total leverage is applied. In that section Digital Equipment
Corporation (DEC) is used as a case sample, illustrating how total
leverage is calculated. A comparative sample calculation on the total
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leverage position of, for example, Avon Products Inc, then
demonstrates differences in interpretation of different total leverage
ratios. In the next section however, it is important to first review and
understand the workings and influence of financial leverage on total
leverage

1.2 Discussion of Financial Leverage

Financial leverage (or second stage leverage), in the UK also referred to
as gearing, is the extent to which fixed income securities (debt and
possibly preferred stock if convertible) can be relied upon in the capital
structure. Financial leverage thus directly reflects the financial risk
being taken. This is quite different of course from operating leverage
which as was said, is concerned with the business risk. If a company
decides to borrow large sums, it can do so expecting to éxpand its
- tradihg or business operations without necessarily increasing its equity. -
Put differently, it is then effectively undertaking a iarge amount of
trading with relatively little equity. When “trading on equity” as
described above, the percentage of debt relative to total capitalisation
will increase. This forms the essence of the theory of financial leverage.
In the event, corporate managers or business leaders consider taking
the risks associated with debt financing which are absent in equity
financing. Obviously, the willingness of firms to face financial risk is
aided and stimulated in line with opportunities present to take
advantage of those tax savings associated with debt financing, as
compared with financing with common or preferred stock.

However, from a legal and ownership paoint of view, the foregoing is
not without any downside. When the firm is financing its business
exclusively with proprietary capital, the owners have sole rights and
thus potential claims on all of the earnings and assets. On the other
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hand, from the moment the firm starts borrowing, it is “trading away”
to creditors these rights of owners to its earnings and assets. Hence the
position of equity holders becomes less important as the business goes
further into debt. It can be argued therefore, that when funds are
borrowed by a business undertaking, the conditions under which
capital is supplied by creditors and received by the equity owners, must
be such that its use can be put to mutually advantageous resuilt.

In practice, debt financing or trading on equity will tend to magnify
potential gains or losses of the firm. Further, the extent to which a
company undertakes debt financing relative to equity depends on the
stability of its income. A significant aspect of trading on the equity here
remains the leverage factor, ie. the larger the proportionate change in
retum to common stock when there is a change in operating income.
An example will illustrate this :

Assume two firms earming12 f;ercertf pre-taxon c':ap‘ftal cohsisting of £14M net worth'in = -
both situations. This would mean the following:

FIRMY
Balance Sheet

-0- Total debt -0-
-0- Net worth £1.400.000
total Assets £1.400.000 Total Claims £1.400.000
FIRMZ

Balance Sheet

-0- total debt -0-
-0- Net worth £1.400.000
total Assets  £1.400.000 Total Claims £1.400.000
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Now, if firm Y in the same example is to purchase £700.000 worth of treasury stock ( ie.
shares of its own common stock), replacing capital by e.g floating a 6 percent bond issue

of identical value, the new balance sheet appears as:

FIRMY
Balance Sheet

-0- Total debt £700.000
-0- Net worth £700.000
Total Assets £1.400.000 £1.400000

Assuming the same pre-tax eamings between both companies, i.e. £168.000, the pre-tax
eamings assignable to common stock would be:

FIRMY FIRMZ
Total debt (interest 6%) £700.000 -0-
Capital and retained earnings ~~ °~ £700000 - ° ° £1.400.000
Total liabilities and capital £1.400.000 £1.400.000
Eamings £168.000 £168.000
Less interest £42.000 -0-
Total earnings £126.000 £168.000
Percent eamed on total capital 18% 12%

Total eamings have now gone down by one quarter but the percentage retum on equity
has increased by a half.

For some time, the increased leverage, as illustrated above, allows
management to increase the rate of return on equity capital. However,
when the increase in the cost of borrowing and the increase in the cost
of equity exceeds the expected return from new funds, trading on equity
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will no longer be attractive. Again, a practical example will best
illustrate this:

Assume firm Y now is to pay 13 percent on borrowed funds instead of 6 percent. As
depicted below, the leverage effect is no longer favourabie. In fact, the percentage
return on equity of the levered firm Y is less than the percentage retum on equity of the
unlevered firm Z

FIRMY FIRMZ
Total debt (interest 13%) £700.000 -0-
Capital and retained earnings £700.000 £1.400.000
Total liabilities and capital £1.400.000 £1.400.000
Eamings £168000 . £168.000
Less interest £91.000 -0-
Total earnings £77.000 £168.000
Percent eamed on equity 11% 12%

Here, leverage does not work to the advantage of the owners of firm Y.

The above shows that the leverage factor can work both ways. When in
a negative way, leverage will affect a greater proportionate decrease in
return on common stock than the decrease in operating income
already being experienced

Hence, it makes little sense to leverage a firm where maximised
increases in operating income are still in doubt. Conversely, where
operating income is being maximised, the effects of financial leverage
tend to lead to a larger proportionate increase in return on common
stock than the actual increase in operating income.

Using the DEC example referred to earlier, the application of financial
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leverage is shown in Section 14, subsection 1.42. By using debt and
convertibles as financial leverage, the firm concentrates its risk on the
shareholders. It can be said in this context that the financial risk
resulting from financial leverage is the portion of the shareholders'
risk over and above the firm's business risk. On the same basis, it could
be argued that as far as strictly financial leverage goes, if willing to take
the risk (regardless of the operating leverage situation), a firm might
take all of its money as available and yet borrow additional money.
What this means, and therefore its relevance, can be understood in the
context of a situation where a firm takes advantage of some, hopefully
profitable opportunity, but the risk is very high. There would in the
event not necessarily be the underlaying foundation of operating
leverage to reduce this risk. This exempilifies to some extent the variety
of forms leverage can take. However, the additional issue of cultural
influences on international capital structure will prove to be a
recurrent and in the end overriding theme.

1.3 Discussion of Total Leverage

At the third stage, the concept of total leverage comes into being. Here
the two types of leverage (operating, financial) do not merely
interrelate. Rather, the notion of total leverage based on "value-added"
is created. What value-added means in this context is explained further
below. The concept of value-added itself is explained under Different
Aspects of Total Leverage, Section 3, subsection 3.1.

Whilst the theory of finance has not developed to the point where
optimal levels of operating and financial leverage can be specified
simultaneously so as to capture value-added, one can start observing
and analysing how these types of leverage interact within the concept
of total leverage. Total leverage as proposed, becomes the change in
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value brought about by operating leverage in the presence of financial
leverage and must be assessed as such. This is done at the level of the
firm, i.e. not in isolation from its operations, and geographically by
cultural realm. As to the latter, what is being studied here is the capital
structure of multinationals. Referring once more to the previous
example, Section 1.4, subsection 1.4.1 sets out how total leverage is
applied to DEC. This section illustrates how the concept of operating
leverage in combination with financial leverage, can lead to a debt-to-
equity position under total leverage. Another practical example used
previously, Avon Products Inc, is then studied. This sample was
selected because it shows some of the balance sheet intricacies that can
occur when applying total leverage.

Total leverage (i.e. third stage leverage) thus occurs when the
combination of operational and financial leverage results in “value-
added”. This “value-added” is the amount or measure of “more
value” that has been obtained above that of either operational or
financial leverage in isolation. This needs further explanation, which
will be found in this section and the next two subsections. In practice
for example, if financial leverage were applied non-sequentially, this
would mean that the firm did not start the process of value-added
creation with operating leverage. Put differently, value-added cannot
totally be created by the application of operational or financial leverage
only.

The above further explains why in this study a debt-to-equity
calculation under total leverage is favoured to support the hypotheses
(Ch. III Methodology). In creating more value, the result of total
leverage invariably is experienced in terms of cash flow in excess of
operating requirements. Again, this is how value capital is created.
After all, an investment is worth undertaking or pursuing only if it
creates value for its owners in line with expectations of value-
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maximisation. Ross, Westerfield and Jordan [1991] claimed that in the
most general sense, one creates value by identifying an investment that
is worth more in the market place than it costs to acquire. How
something can be worth more than it costs Ross explained, lays in the
fact that it is a case of the whole being worth more than the cost of the
parts (a. p. 196) but this, as is well known, is subject to the effective
operational realisation of such an opportunity.

It is precisely this opportunity or “value window" of imperfections in
the market that is widely regarded as the capital value incentive which
keeps businessmen going. Ross [1977] examined these incentives as
well as the investment return and risk (pp. 23-40). It is the cumulative
increases in capital value which ultimately lead to the additional cash
flow that creates value capital. The H J Heinz sample in Section 1
showed how such cash flow is created as a result of operating leverage.
However, what this means in terms of value added requ{res some
further clarification. For example, a reduction in operating leverage
might tend to lead to an increase in debt levels (ie. a decrease in
owners' worth) simply because a less than optimal use of assets in place
necessitates additional funding. In the event, such excess funding
arguably is not necessary if the application of total leverage is
considered from the start of the financing process. An increase in
operating leverage would then result in a lower call for debt (and
effectively an increase in owners' worth).

Some may still claim that a firm's capital structure is comprised of all
permanent (long-term) financing, generally represented by common
stock, preferred stock, retained earnings and long-term debt, thus
excluding current liabilities [Prather, 1971, a. p. 445] However, many
companies nowadays rely on lease financing, e.g service industries.
Therefore, current liabilities must be considered for inclusion in
determining the debt position relative to owners’ equity. For instance,
21



the Marks & Spencer sample in this study is typical of a modern
department store. It tends to lease buildings and fixtures. With most of
the current assets in merchandising, the balance sheet (see Appendix B,
General Appendix) therefore puts relatively less emphasis on fixed
assets. Hence the inclusion of current liabilities into the total leverage
calculation has been considered in estimating the soundness of owners’
equity position.

1.3.1 The Theory of the Degree of Total Leverage

Taking a more detailed view of the capital structure debate, an
assessment was made of the Weston and Brigham study [1987] which
advocated that, if not the optimal level, interactions of financial and
operating leverage could still be defined technically through analysis of
the degree of leverage (a. pp. 229-233). Thus, reference was made to a
‘Degree of Total Leverage’ (DTL). As the authors poiﬁted out,
combining the effects of operating and financial leverage, at least -
would show that there exists an increased reward and risk factor; it is
generally accepted, that leverage tends to magnify profits (as well as
potential losses). Under total leverage, these profits (or losses) also
magnify as a function and percentage of equity. This reinforces the
importance of the degree of total leverage. However, the DTL concept
on its own will not define what the level of leverage ought to be. To set
an acceptable degree of leverage, Weston then recommended the
times-interest-earned method (TIE).

The TIE concept results from the ratio of earnings to interest and taxes.
The formula is set as follows

TIE = EBIT
Interest



Some comments however, need to be made. This approach falls under
that of cash coverage ratios and is meant to manage for a reduced
exposure. It is in no way a substitute for the debt-to-equity ratio under
Total Leverage (Section 1.4) but a worthwhile starting point to
understand its concept. In practice, the TIE is determined by the ability
of a multinational to measure its annual worldwide interest payments
compared to earnings, i.e. earnings before interest and taxes (EBIT). The
higher this ratio, the lower the probability that the company will
default. The TIE as used for different capital structures can thus be set at
different levels (Ibid. b. pp. 595-596). For example, one could have a TIE
at 3 times versus an industry average of 5. However, as indicated, the
DTL theory and related TIE method fall short of total leverage. The TIE
can also be criticised in that it appears firm specific only. For exampile,
the following two TIE calculations drawn from the sample population
show extreme values of the ratio:

H_J. Heinz Company TIE =

$ 77.694 Min.

Platignum plc TIE =

£ 26N K = (0.44)
£ (598) K.

Source:

The full balance sheet (Appendix C) and profit and loss statement (Appendix A) of the
H. J. Heinz Company and of Platignum plc (Appendices D,E) appear in the General
Appendix.

In the above example, obviously the H. J. Heinz Company has little to
worry about in terms of its TIE. This can hardly be said however of
Platignum plc. Rose and Fraser [1988] referred to TIE as simply a
relationship between interest rates and the amount of loanable funds
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(pp. 102-103). Beyond the TIE, there did not appear to exist any clear
criterion.

Another question which arises is that of an appropriate starting point
in measuring the degree of leverage. In this study, the view is taken
that this is best defined by first establishing the break-even level
between over and under-leverage. Without going into the policy issues
of high or low leverage, which naturally surround the subject of
optimisation, the so called principle of static theory of capital structure
can nevertheless be applied. What this means is well explained by
Ross, Westerfield and Jordan in their latest review on corporate
finance. Ross et al [1991] stated that over-leverage will occur when the
firm operates beyond the static point of optimal capital structure. This
principle is defined as:

“The theory that a firm bamows up to the point where the
tax benefit from an extra dollarin debt s exactly equal tothe
aost that comes from the increased probabiity of financial
distress"(Ibid b p. 490)

The quotation from Ross surely refers to financial leverage and
equilibrium of capital structure. Having said this, there is no reason
why the theory can not be extended to total leverage. The next sub-
section discusses total leverage in this regard.

1.3.2 Total Leverage as Optimised

From the discussion so far it has gradually evolved that financial
leverage appears largely a matter of capital structure policy. Operating
leverage on the other hand is a measure of the firm's actual operating
performance on its debt contracts as well as on the total shareholders'
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equity entrusted. This is an important point which must be kept in
mind as it is linked into the empirical analysis later (Ch. III
Methodology, Ch. IV Results). Meanwhile, it can be said that the
optimal degree of leverage, or rather total leverage, is the optimised
combination of financial and operating leverage, the difference being
the aforementioned value-added (Section 1.3, subsection 1.3.1) in the
form of value capital. This perception of an optimal capital structure is
commented upon below and further in the survey.

The next step is to gain a better understanding of what value-added
means since this stands as a cardinal difference between total leverage
and the DTL theory. The latter, discussed before, makes no mention of
value-added. Such an understanding must start with the principle of
value-maximisation. This principle as one knows it demands a strong
focus on the day-to-day running of operations and related risk taking
in terms of the firm's business economics. Such ties in with the use of
the debt-to-equity ratio under Total Leverage as mentioned beéfore.
Importantly, much of this also has to do with how not only operational
but discretionary investments are made within the realm of financial
risk taking. Kensinger and Martin [1989] took a similar view. As they
put it, if the company’s role is to run existing operations efficiently in
order to increase assets under its management, it will have to compete
for alluring opportunities offered in the market place for capital (pp. 20
- 22). The assets to be increased however can be assets in place, for
example a building, or discretionary assets, e.g. specific discretionary
investments in marketing, advertising or R&D. Commons [1985] came
a step closer to total leverage in this way, when defining leverage as:

“A corporation’s use of bormowed capital to increase eamings
onits equity. Leverage proves advantageous if the compaty
can eam maore on the bormowed funds than the interest it is
payingfor ther" (. 146
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Leverage on this basis is the value-adding use of relatively fixed-cost
sources of funds, principally debt, in order to increase returns to the
firm's owners and debt capacity. A practical example of how value can
be added, using this principle, is that of the multinational taking
advantage of its potential for size effect in the presence of leverage.
This is a proper consideration, for example if a high debt growth
strategy where the object and the aim is to value-maximise. If applied
on the basis of total leverage, the results will tend to have a further
positive impact under conditions of growth and size effect,
characteristic to the multinational and because of the efficiencies
derived thereof.

An important aspect in the attainment of total leverage is therefore to
define how the debt is to be treated. Collins and Sekely [1988] treated
leverage as total debt to total assets at book value and caiculated as one
minus the rate of shareholders’ equity to total assets (a. p. 90). With the
inclusion of total equity, this technically is a correct approach to total
leverage, as is explained in more detail (Section 1.4). However, also
important for the purposes of this study is to understand that total
equity, more so than debt, ties into different fiscal regulations and
property rights in different countries and cultural realms. These in
tumm correspond directly with the operating realities muitinationals
face.

A comparative review with the work of Ross indicated this procedure
to be technically correct (Ross et al [1991], Ibid c. p. 452) both in the
accounting and socio-economic sense [Ibid, d. p. 25] The fact that
Collins underutilised the formula’s potential by using secondary data
only, is another issue. This will be discussed further (Ch III), when
studying the methodology used. In contrast, Choi [1983] proxied the
debt ratio as an expression of debt to assets only, that is the debt-to-
equity of financial leverage. Using financial leverage, Choi arrived at
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the debt-to-equity by dividing the total debt at book value by total
assets at book value (pp. 113-131, p. 396). This approach is not
sufficiently comprehensive or compiete for the purpose of measuring
total leverage as is evident from the next section.

1.4 The Debt-to-Equity Relationships of Leverage

There exist essentially three ways of expressing the debt-to-equity
relationship of leverage:

1.4.1 Debt-to-Equity under Total Leverage
1.42 Debt-to Equity under Financial Leverage
1.4.3 Debt-to Equity as Capitalisation

These are reviewed in detail as follows. Practical comparisons have
been made with existing financial theory, especially as set out by Ross,
Westerfield and Jordan [1991] (Ibid e. p. 5, p. 25, pp. 56-57, pp. 368-381)
and earlier work by Prather [1971] (Ibid b. pp. 445-459). Other materials
consulted on the subject include the works of Sharpe and Alexander
[1985] on investment theory and those of Tunick and Saxe [1969] on
fundamental accounting,

1.4.1 Debt-to-Equity applied under Total Leverage

This study emphasises leverage at the level of the firm, looking at the
application of debt both in the operational and financial sense. Hence,
it uses the debt-to-equity ratio under the total leverage approach as

follows:
Debt-to-equity = Total Liabilties
(under total Total Assets + Total Shareholders’ Equity
leverage)

27



Here shareholders’ equity equals total equity, i.e. total shareholders’
funds encompassing common stock and retained earnings plus
preferred stock, convertibles including hybrids and reserves (Ross et al
[1991] Ibid f. p. 56, p. 377, Solomon and Pringle [1986] p. 741). The
numerator is calculated as Total Assets minus Total Shareholders’
Equity. An equivalent numerator of total liabilities would be current
liabilities plus long-term debt (depicted in Ch. III, Methodology, Fig 2,
Balance sheet Model). Hybrids are discussed separately (Ch.III, Section
4.4.3 Role of Convertibles and Warrants).

As a practical example, when applied to Digital Equipment Corporation
(DEC) this gives the following result:

2.632.106 = 01407 ie. 141%
$10667.779 + 8035673

Source: DEC Balance Sheet Statement (Appendix F), General Appendix

Confirmation received from the respondent as to the result obtained
can be found in the General Appendix To help understand easily how

the results can be calculated, a simple aggregated balance sheet sheet of
DEC is included:
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Digital Equipment Corporation

Consolidated Balance sheet
July 1, 1989
(Aggregated)
Assets
Current Assets

Property, Plant and Equipment, at cost
and other assets, net
Total assets

Liabilities and Shareholders’ Equity
Current Liabilities
Net deferred Federal and foreign
income tax credits $ 102048
and long-term debt 136.019

Total Liabilities

Shareholders’ Equity

Preferred stock $ -
Common stock 130.008
Additional paid-in capital 2.469.711
Retained earnings 6.366.418
Currency translation adjustments -
Treasury stock, at cost (930.464)
Reserve for employee stock

ownership plan debt retirement -
Total Shareholders’ Equity

Total Liabilities and Shareholders’ Equity

Extract: Full DEC Balance Sheet Statement
Source: Appendix F, General Appendix
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$ 6.895008

3771
$10.667.779

$ 2394039

283.067
$ 2632106

$8.035.673

$10.667.779



In contrast to DEC, a sample such as Avon Products Inc. for example,
using the same method, shows a significantly higher total leverage of
80.4% based on:

$1.869.7
$2.3263

= 08037 ie. 804%

Source: Avon Products Inc, Balance Sheet Statement (Appendix G), General Appendix

The above example indicates that Avon's total leverage compares
negatively to that of DEC. The Appendix shows the full balance sheet of
Avon Products Inc.

In this context, debt-to-equity as total leverage reduces over reliance on
debt, putting equal importance on returns on equity from operations
(Prather [1971] c. pp. 446-447). When overall results are poor as in this
example of Avon, this is translated into a higher total leverage factor. .
At the same time, it emphasises the important distinction between debt
and equity. Debt after all is not an ownership interest in the firm.
Creditors in the main do not carry voting power. Also, the cost to serve
the debt is a tax deductible business expense (unpaid debt being the
firm's liability).

The use of hybrid securities further demonstrates that it is difficult to
distinguish between debt and equity where companies attempt to create
a debt security that is in fact equity. This aim then is to obtain the tax
benefits of debt as well as the bankruptcy benefit of equity (equity being
a residual ownership interest) However, this should not be
undertaken at the expense of equity returns from operations which
clearly must outweigh the advantages of excessive debt, especially
when unfunded. As an important side note, it can be said that there
exists no universally agreed upon distinction between short-term and
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long-term debt, albeit funding generally meaning long term. In the
event, long term debt may have a maturity of three to five or ten years,
as opposed to maturities of one year. The meaning of funding can
further be applied to intermediate debt of over one year and less than
three years (Ross et al [1991] Ibid h. p. 368). In the end it should be
argued therefore, as this study does , that when the debt relation is not
stated on the basis of total equity, such debt when considered at the
level of the firm may in fact be overstated.

The section following explains this study’s reluctance to apply debt-to-
equity under financial leverage, especially where multinationals are
concerned. Much of this has also to do with the role of preferred stock,
foreign laws and international taxation

1.42 Debt-to-Equity applied under Financial Leverage

In contrast to total leverage, under financial leverage, the ratio becomes

Debt—to-equity Total Assets - Net Worth
(under financial = Total Assets
leverage)

Shareholders’ equity in this case is limited to common equity plus
retained earnings, or net worth. Preferred stock is not included -
preferred stock is a form of equity, both from a legal and tax stand
point. Strictly defineq, it is stock with dividend priority over common
stock, normally with a fixed dividend rate, albeit often without voting
rights. Some may argue that preferred stock is debt as a sort of equity
bond. However, corporate investors, almost universally, pay a
premium for preferred stock as an asset because of the significant tax
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exclusion on dividends. For example in the United States, the
exemption may be as high as seventy percent. In the same case, yields
from preferred stock held not as an asset will be fully taxable as if it
were interest received. Also, from the firm’s point of view, unpaid
dividends in case of bankruptcy are not payable as they are not
considered a debt. This further underscores this study’s preference for
the use of debt-to-equity as total leverage, discussed earlier.

Returning to DEC, using the same example applied earlier under total
leverage, financial leverage is calculated as follows:

$10.667.000 - $8.035673 02467 ie. 247%
$10.667.779

Source: DEC Balance Sheet Statement (Appendix F), General Appendix

Note:
The aggregated balance sheet, listed in the previous subsection 14.1 is used. As there
are no preferential shares, net worth here equates to total shareholders’ equity.

The absence of preferential shares in the capital structure of DEC is
unusual but reflects its capital distribution as is. To give an example
that shows the relationship of financial leverage and net worth in a
more comprehensive way, another example, that of the Proctor and
Gamble Company (P&G) is used to calculate the same measure. The
aggregated balance sheet is set out below:
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The Proctor and Gamble Company
Consolidated Balance Sheet
June 30,1989

(Aggregated)

Assets
Current Assets
Property, Plant and Equipment, at cost
and other assets, net

Total assets

Liabilities and Shareholders’ Equity
Current Liabilities
Net deferred Federal and foreign
income tax credits $ 1782
and long-term debt 3.698

Total Liabilities

Shareholders’ Equity

Preferred stock $ 1.000
Common stock 162
Additional paid-in capital 529
Retained earnings 5.587
Currency translation adjustments (63)
Treasury stock, at cost -
Reserve for employee stock

ownership plan debt retirement (1.000)

Total Shareholders’ Equity
Total Liabilities and Shareholders’ Equity

Extract: Full P&G Balance Sheet Statement
Source: Appendix H, General Appendix
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$ 6578

9.773
$ 16351

$ 4656

$ 6215

$16.351



Hence the financial leverage measure is:

11.136 = 0681ie 681%
$16.351

Source: P&G, Balance Sheet Statement ( Appendix H), General Appendix

Note:

The full balance sheet of P&G can be examined in the General Appendix

The aggregated balance sheet is used for this example. As will be noticed, the
preferential shares have been excluded. this was not the case when calculating
operating leverage.

1.4.3 Debt-to-Equity applied as Capitalisation and Ratio Comparison

As concerns debt-to-equity as capitalisation, this formula reflects the
long-term debt position from a security analysis rather than operating
point of view. It is therefore an inappropriate measurement for the
purposes of the study. Financial analysts frequently calculate this ratio
using only long-term debt. Some refer therefore to the debt ratio. This
has caused confusion. Most people mean different things by the term
debt ratio (Ross et al {1991] Ibid i. p. 57). In this study, when using the
term debt ratio, reference is made to the debt-to-equity ratio under total
leverage. This is quite different from the debt-to-equity ratio as
capitalisation stated below:

Debt-to-equity _ Llong Term Debt _ LongTem Debt
(as capitalisation) ~ Long Term Debt +Total Equity Total Capitalisation
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Going back to the main comparison on DEC, capitalisation is calculated

as follows:

136019 = 00167 ie.17%
$136.019 + $8.035673

Source: DEC, Balance Sheet Statement ( Appendix F), General Appendix

To make a quick comparison, in the next example we look at (P&G),
calculated on the basis of (a) total leverage, (b) financial leverage and (c)
leverage based on P&G's capitalisation. Including DEC, a comparison
would then look as follows:

DEC P&G
(a) Total Leverage 141 420 (1)
(b) Financial Leverage 24.7 68.1
(c) Leverage based on Capitalisation 17 373

Source: P&G Balance Sheet Statement (Appendix H), General Appendix

Note:

(1) An adjustment made to the P&G balance sheet under (a), adding back in the reserve
for employee stock ownership plan debt retirement, results in total leverage of 42.0
instead of 44.9. Convertible Class A preferred stock is also included. Conversely, under
financial leverage, in determining net worth (subsection 14.2) these items were

excluded.

The foregoing indicates leverage as total leverage or as leverage based
on capitalisation to provide more conservative leverage ratios than
that based on solely financial leverage. In these examples, P&G, a fast
moving consumer goods company, shows higher ratios than DEC, a
manufacturer of computer equipment.

The above calculation following debt-to-equity as capitalisation is not
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appropriate for the objective of this study. The next section shows that
this observation on debt-to-equity as capitalisation (as well as that on
debt-to-equity under financial leverage) is maintained when
evaluating the formal theory on capital structure.

Before going into the review of existing formal theory on capital
structure [In Modigliani and Miller (M&M), leading economic theorists
on the subject between 1958-88] it is important to be reminded of the
concepts that are being emphasised in this study. These are the debt
ratios, geography and cuiltural influences (within identified cultural
realms), and R&D investment as relates to leverage.

To close this section, the Table following provides an overview of the

various subjects discussed, related data and references by Appendix, by
subsection, comparing various ratios determined in the examples:
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2 The Formal Theory of Leverage and Capital Structure

21 Formal M&M Theory

The theme of Modigliani and Miller in their original article consisted
of two propositions. Put in a language that an intelligent layman can
understand these propositions state that:

Firstly, the capital structure of a firm is irrelevant as long as the firm's
investment decisions are given. This arises because an individual
shareholder can indulge in "home-made" arbitrage, (ie. borrowing
and purchase of stock) to obtain the level of leverage he wishes. Home-
made arbitrage referred to above relates directly to the formal theory on
home-made leverage. In this respect, Ashton [1986] extended the debate
on the use of personal versus corporate leverage. However, through
new, high leverage limited-liability securities, firms may enhance
~value by offering risk. and return combinations that fully-liable -
investors are not feasible of obtaining on their own. As relates to the
real world pertaining to multinationals, it is unlikely that such
magnitude of finance could any longer be raised by individuals on the
basis of home-made leverage. Hence, home-made leverage, in the view
of this study, remains largely a theoretical concept.

Secondly, the expected return on common stock of a levered firm
increases in proportion to the debt-to-equity ratio expressed in market
value, or alternatively, book value. Here, the assumptions lying behind
the original M&M Propositions are important in that they include:

(a) The absence of taxes

(b) The existence of a perfect capital market which includes
the ability to borrow and lend unlimited amounts at the
same (i.e. risk free) rate of interest.
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(c ) The absence of distress costs which vary with the degree of

leverage.

Clearly, these assumptions do not represent conditions in the real
world. Miller introduced corporate taxes in a second article (In The
Commission on Money and Credit {1963], pp. 381-470) and considered
personal taxes (In Journal of Finance [1967] pp. 261-275). As it is
understood, the presence of a tax shield is given by:

(1-TPE) (1-TC) / (1-TP)

Where:

= Tax rate

= Corporate tax rate

T

PE = Personal tax rate on equity income
C

P = personal tax rate on interest

Provided (1 - TP ) is greater than (1 - TC) (1- TPE), the logical
conclusion is to finance the firm by 100% debt. The restraint is given by
the existence of distress costs provided they rise with the debt-to-equity
ratio. On this basis, the value of a firm according to the maodified M&M
thesis can be summarised as:

Value if all equity financed + PV of Tax Shield - PV of distress costs

PV = Present Value

The literature search in this chapter develops from the original M&M
article to this modification and in effect links into this modified
proposition.

A note also needs to be made about M&M Proposition I with taxes, and
M&M Proposition II with taxes, WACC, and no distress cost. This is set
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out in the two subsections below.

2.1.a M&M Proposition I with Taxes:

The interest tax shield is the tax saving attained by a firm from interest
expense just like the unlevered cost of capital is the cost of capital of a
firm that has no debt. The value of the firm increases as total debt
increases because of the interest tax shield; this is the basis of M&M
Proposition I with taxes.

2.1b M&M Proposition II with Taxes, WACC and no Distress Cost:

The conclusion that the best capital structure is 100% debt, given
Proposition I with taxes, also can be seen by examining the WACC.
The weighted average logically will tend to be substantially lower
than the cost of capital for the firm with no debt, so debt financing is
highly advantageous. This average declines as the debt-to-equity ratio
grows. The more debt the firm uses, the lower the weighted average
cost. This relationship between the cost of equity, the after-tax cost of
debt and the weighted average cost of capital as it may affect capital
structure, constitutes M&M Propaosition II with taxes, WACC, and no
distress cost.

These notes reflect on established M&M theory; they do not reflect any
criticism, argument or opinions as are further debated below

2.2 Discussion of M&M Proposition [

Under M&M Proposition I as Modigliani and Miller [1958] argued, the
value of the firm is independent of the capital structure (it is
determined by its real assets) (pp. 261-297). Miller [1988] aspired the
ideal world to be "“frictionless" (Ibid a. p. 112). However this cannot be
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at any condition as was also postulated in the initial M&M
propositions. It is the more interesting to note therefore that in
reviewing the original propositions after thirty years, Miller still
defined Proposition [ as holding the value of a firm to be independent
of its capital structure. This has since given rise to the so called
invariance theory or Proposition II ( in that principally nothing had
changed or needed to be changed). In this respect, the purpose of the
literature review in part has been to identify ways and means of
looking beyond what otherwise in the opinion of this study would be a
rather limited perception of the possibilities of wealth creation. As a
result, much more can be said about the formal M&M Proposition I in
this respect. However, in the end as can be seen, the assumptions in
any event do not represent conditions in the real world. This holds
true also in the case of Miller's modified propositions published later,
even as these include reference to corporate and personal taxes. That
this remains the case is simply because the assumptions do not
correspond with the practicalities of the world of multinationals. These
assumptions pertain more to the imperfections of a national economic
market in the macro-economic sense and how these may affect a firm's
capital structure than the real world at the micro-economic, that is the
firm-specific level of the multinational. The multinational,
geographically diversified, is subject rather to cultural influences as
may impact its international capital structure. Also, the interpretation
of its R&D policy as a result may be different in this respect.

Even if there is merit in the M&M theory, if showing what doesn't
matter by implication also shows what does, as Miller put it (b. p. 100),
the assumptions simply do not hold. These, as said were too macro-
economic. What is meant by this was best expressed by Stiglitz [1988].
Stiglitz's view on the M&M work is that of a systematic exploration of
market irrationalities enhancing one's understanding of hitherto
unexplained quandaries (p. 126). The meaning of this has been
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reviewed in more detail below under Proposition II, in particular the
roles of debt, equity and taxation as relate to capital structure. If
anything, these at least are important factors that relate directly to the
debt-to-equity approach under total leverage referred to earlier.

2.3 Discussion of M&M Proposition 11

In M&M's second line of argument, i.e. M&M Proposition II, Miller in
fact implies that the cost of capital to a firm, whether incurred in debt
or equity averages out to be the same no matter what combination of
financing sources were actually chosen. Equivalently if capital
structure always consists of some form of debt and equity, the firm's
cost of equity increases when the expected retum on equity increases.
However the cost of leveraging is offset in that interest on debt is tax
deductible whereas interest on equity is not. Looked at this way, the
point most relevant to understanding the M&M formulations in the
current business environment is that the financial structure of the firm
does not matter as much as its ability to "leverage" growth; meaning to
create more growth within the totality of its existing means, both
optimally as well as financially. Having said this, the "ability to
leverage growth” does not lessen the importance of capital structure.
Rather, it stresses the opportunity to attain an optimal capital structure
under Total Leverage. This perception however, is not included in the
Proposition II theory which by all accounts limits itself to strictly the
mechanics of debt, equity and taxation as relate to capital structure.

Keeping the issue of culture aside for a moment, the ability to attain
total leverage beyond Proposition II can be achieved (a) with the
support of the firm’'s financial backers and the cash flow capabilities
derived from the firm’s operations, and (b) in combination with the
relatively low cost of money and benign government policies on debt
financing that generally prevail. Having said this, one will no doubt
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bear in mind that financial markets from time to time may constrain
such government policies.

The above observations technically may appear as a side note in the
sense of pure theory to date, but they are important in terms of the
objectives of this study. For example, Guisinger [1988] pointed to the
adverse impact government intervention could have on investment
profitability, were the leverage opportunities as highlighted above not
to apply (pp. 280-295). Jensen [1989], went as far as saying that as long as
the equilibrium was held (meaning no bankruptcy contraction or
financial distress), what mattered was to find the right architecture to
support growth through maximum loading of debt (a. p. 61). However,
it must be said in this regard that the cost of capital is always to equate
with some minimum required corporate earnings rate. Otherwise it
might just not be worthwhile to be or to remain in business. Only from
Jensen's point of view daes it not matter what the debt-to-equity under
total leverage is. As Miller himself has sincé‘conceded, total value
(meaning value capital as discussed before) might well be enhanced
increasing the proportion of debt, thus suggesting that the debt ratio
after all was not indeterminate (Ibid. c. p. 102). This is the case if one
includes distress costs - as indicated by the earlier quotation from Ross.

To Miller, the debt-to-equity was merely an implication of equilibrium
in perfect capital markets (Ibid. d. p. 99, Ibid e. p. 103). Again, this is not
practical. As far as multinationals are concerned, not all of these are
headquartered or operate strictly in countries and regions where capital
markets are sufficiently developed for this to be applicable.

Next, Miller's second defence of Proposition I, expressed most vocally
by Jensen, must also be contested. Under conditions of perfect capital
markets, Jensen argued, the value of all assets should be seen as a
function of their payments or expected payouts using risk adjusted
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probabilities (Jensen, referred to in Introductions to Modern No-
arbitrage as provided by Varian [1987] (a. pp. 55-72)). By no-arbitrage
theory, one is referring to the M&M argument that individual agents
can engage in home made arbitrage so that the market will ensure that
two firms different only in capital structure must have the same value.
Hence equilibrium requires a condition that such arbitrage is not
possible. In theory at least, as also Dybvig said [1987], it would be feasible
therefore to replace one company’s cash flow by that of another (pp.
100-106). This in turn would depend on the expected probability of
success of certain industry categorisations using risk-based Marshallian
classifications on which such probabilities are based. What is meant by
"Marshallian" is to group firms by industries, a practice originally
conceptualised by Marshall [1927] and as a modified version still in
wide use today. However, the problem with this, as the study will
demonstrate, is that the value attached to industry classifications has
become highly debatable.

Miller subsequently attempted to make Jensen's theory work by adding
the perspective that details of functions at the firm level (R&D,
production, sales) be included. Leaning on industry classification, the
test of this theory perhaps became too macro-econamic and hence too
abstract to have any real impact at the level of the firm (Ibid e. p. 103).
Miller by now stated the wish to transform his perception into cash
flow. However, equilibrium presupposes the presence of operating
leverage as relates directly to the firm's business risk. Also, operating
leverage specifically is not adequately addressed in Miller’s theory.
Further, whilst as far as multinationals are concerned the cultural
influences on international capital structure are most important in
this, again, the M&M theory pays minimal attention to the
international variant. The literature survey therefore reviews these
issues further. It does so by studying in more detail (a) the different
aspects of total leverage, (b) the economic determinants of debt capacity,
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and (c) the cultural influences of international capital structure. This
review of different aspects starts with the topic of value-added in
operating leverage, examined below.

3_Different Aspects of Total Leverage

3.1 Value-added in Operating Leverage

The value-added concept of operating leverage as discussed earlier, it
must be pointed out should not be confused with investor return.
When a yield is obtainable but strictly derived from financial leverage,
under the latter criterion, danger in fact may be imminent. Whilst not
providing an immediate answer to the problem as posed, Argenti
[1976] nevertheless appeared correct in his forewarning that:

."High gearing and economic downtum are the dassic
nutcrackers of fafures™ (p. 136)

Whilst the capital structure that produces the highest firm value at the
lowest cost of capital to its investors under high gearing may indeed
seem to be the most optimal one, without the benefit of total leverage
such structure is due to fall short of actual value-maximisation. The
ultimate result ie. value capital, is the monetary value or value-added
beyond the value that could have been obtained on the basis of either
operating or financial leverage only. It is the combination of increased
efficiencies in the utilisation of assets and the careful and effective
application of financial leverage that can significantly increase results
from operations.



3.2 Value-chain Effect of Integrated Operating and Financial Leverage

The value chain represents the business process of the firm, usually
moving from one department to another, whereby the monetary
contribution to profit or value-added may differ from one function of
the business to the next. For example, warehausing and distribution
follow onto production but their contributions to profit differ. Too
much unnecessary inventory prior to client sales for example, would
not add value in this chain of events.

The impression which seems generally held about the value-chain is
that conceptually it is applied in what would be regarded as
economically good times, thus further augmenting the prospects and
results of the firm. The fact is that the value-chain effect of integrated
operating and financial leverage can be mobilised in prosperous as well
as declining economic periods. To use an example, in a depressed
economic climété; some may argue that value-added would at best not
be much more than the necessary cash flow to prevent depletion of a
firm's working capital. However, this is better than having the
working capital eroded or falling away. Value-added under this
circumstance can still be obtained by improving quality and lowering
cost. Having said this, the value-chain can effectively add more value
on a compounded basis through its incremental processes if based on
total leverage. That is, efficiency and value-added achieved in one
department in the chain of operating events will have their natural
multiplier effect on subsequent departments, increasing results. By way
of illustration:

A well published business case which also appeared in the Economist {1991] quoted
companies subjected to high debt repayments to be highly stimulated in reducing
delivery times of goods and improving operating earnings almost immediately. A
particular case referred to was that of Sealed Air, a worldwide packaging firm (pp. 94-
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95). Bringing under-performing companies out of their relative complacency by injecting
fresh capital together with the discipline of debt, a method reportedly applied with
much success at Sealed Air, was suggested as a way forward. Yet, even in this example,
value-added clearly is achieved by enhanced quality and lowered cost in the face of

leverage. Without this, results would not be sustainable.

In this respect, under the M&M theorem, the clear lack of emphasis or
oversight regarding operating leverage has resulted in a less than
adequate focus on the issue of optimal capital structure. Perhaps too
much emphasis was left on high leverage strategies in the purely
financial leverage sense. Naturally, it is easy to adopt an over-
censorious attitude towards any unfounded high debt theory. To be
sure, what is not intended is to criticise the M&M tax-adjusted leverage
proposition which offsets the costs of debt finance (see Section 21).
Instead, of concern is the absence in formal M&M theory of the value
capital effect, reflected in total leverage. An argument can be made that
if this concern was not justified, the optimal capital structure would be
all debt. '

The above statement regarding all debt is of course only valid in the
absence of distress and other costs. From the foregoing it should also be
clear that where reference is being made in this study to a high debt
strategy, such is strictly under conditions of total leverage. Even then,
the resulting high debt cost structures are not entirely without hazards.
For example, restrictive covenants in loan agreements may still result
in a foreclosure on the firm before valuable initiatives on the part of
the firm itself can be implemented. This in any event is a relatively
well known exposure as a potential cost of debt finance. Also, it would
be difficult to see how a less than reasonable debt exposure could
outweigh the advantages of interest writeoffs under current tax laws.
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However, there are additional reasons why an integrated approach
appears sensible. Put in financial terms, a major issue in creating a
value-chain effect revolves around the question of how much risk
should be taken in assuming debt for operational requirements. On
this basis, no one should dispute that in business reasonable risks must
be taken. This is what "leveraging” means. Cooper and Fraser [1990]
confirmed “leveraging”, in terms of financial leverage at least, to mean
the following:

“lLeveraging is the use of low-interest bormowed funds to
acquire high-interest assets, allowing the investor to
increase the expected rate of retum, but only with a
commensurate increase inrisk” (p. 364)

In terms of operating leverage, there naturally have been various
occurrences of significant change, paradox to the established formal
theory, now under criticism. For example, foliowing detailed analysis
of 12 large US multinationals, Donaldson [1984] found managers of
multinationals not necessarily driven any longer by the maximisation
of their firm's value (a. p. 3). Rather, their interests most frequently
had become one of maximising corporate wealth, as opposed to
shareholders' wealth. Corporate wealth then was defined as the
aggregate purchasing power available to the firm for strategic purposes
during any given planning period (Ibid. b. p. 22). Similar observations
have since been made by Mahimi [1988] who also studied such
decision-making patterns relating to multinationals. These managers,
Mahimi found, did not negate maximisation of shareholders’ wealth;
they merely approached it from a different, integrated basis.

What the foregoing describes is yet another example that the M&M
theory did not adjust on a timely basis in step with developments
which have taken place in the real world of multinationals. In
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retrospect, much of Miller's focus on the resolve of the disequilibrium
problem in the opinion of this study, is still born out of M&M's failure
to address more forcibly this issue of operating leverage at the level of
the firm. Equilibrium under the established M&M theorem thus far
has remained illusive. What matters should not be voluntary re-
capitalisation for purposes of tax benefits, alternatively in defence of an
unwelcome takeover or as a form of self takeover. Yet, often this
appears as what is emphasised under formal M&M theory. Rather, at
issue is the attainment of an optimal capitalisation which makes the
idea of voluntary re-capitalisation redundant. Therefore, what matters
is a design for leverage-increasing capitalisation which preempts the
need for leverage-increasing re-capitalisations. The value capital
concept can play an important role in this. This is embodied in the total
leverage approach which appears consistent with the requirement of
multinationals for adequate debt capacity.

The next section reviews further the economic determinants of
leverage’s underlaying debt capacity. The survey later in the text
occupies itself with the cultural determinant in the context of cultural
influences on international capital structure.

4. Economic Determinants of Debt Capacity

The foregoing sections discussed the merits of a capital structure policy
based on total leverage to achieve the desirable chain effects of value-
added from operations and create value capital These effects are
frequently based on synergetic improvements derived from financial
leverage with the additional benefits of operating leverage but still
treated as a separate issue. This study proposes a mare integrated
approach. However, such prerequisites that the necessary debt capacity
is in place. The link of debt capacity to this study is explained in further
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detail below. However, as indicated earlier, evidence will show that the
capital structure issue cannot be totally divorced from geography and
cultural influences, one of the main concepts in this study.

First, in the economic sense at least, it is important to appreciate that
while a capital restructuring may take place under financial leverage
whenever a company decides to substitute one capital structure for
another, such is by no means a measurement of business risk. In order
to value-maximise shareholders' wealth, the firm has to maximise
present value of its expected cash flows subject to balance sheet
constraints. It is these constraints that constitute the debt capacity.
Bower [1983] made a similar observation. As Bower said, the debt
capacity of the firm to reflect the timing, certainty, and magnitude of
its cash generating capacity while determining limitations on debt-to-

equity (pp. 83-90).

The above in a wa); sums up the effects of debt capacity but does not
define it. Debt capacity in this study is defined specifically as the ability
to borrow. For value-maximisation, good financial planning is critical.
Powell [1986], when studying high growth companies was sufficiently
perceptive to forewarn that the planning of financing requirements
induced by growth should not be overlooked (p. 265). Without value-
added and the value-chain effects, this would be difficult to realise. The
assumption made for this example therefore concerns a firm with a
capital structure based on debt-to-equity under total leverage. Even so,
it can be argued that assuming a given firm does borrow up to its debt
capacity, the growth rate that can be achieved under equilibrium will
still be relative to this, meaning that it has its limitations. The resulting
growth rate therefore becomes the firm's sustainable growth rate. It is
the growth rate the firm can maintain given its debt capacity, return on
equity (ROE) and retention ratio. Put differently, that is to what extent
the firm can grow without changing its debt ratio.
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Whilst the above debt ratio maintains an equilibrium, for growth to
change, the firm will be compelled, bar some exceptional capacity (e.g
access to expertise to turn around the company’s fortunes), either to sell
equity or seek external financing.

Apart from the financial-economic considerations in the technical
sense, the study takes the position that at the practical level most firms
understand intuitively that it takes money to grow. Multinationals are
no exception to this. Also, culturally, this will hold true in most
countries. However, a distinction can be made between the funding of
short term versus long term assets. At some point, any reasonable
growth in revenues is going to call for increased assets in the form of
accounts receivable, inventory, or fixed plant. Such in turmn requires
money to pay for these assets. The growth component arises from an
excess of the rate of return on investments over the cost of capital but
typically does not always take into account the inevitable time lags
underlaying reinvestments in these assets. Hence a differentiation is
made here between short and long term assets. Bower, as
aforementioned, does point at the importance of timing in
considerations of capital structure but this may need even more
emphasis within the complexities of a multinational environment.
Naturally, at the practical level, most people tend to be well aware that
not having the funds available or not having the growth when needed
can easily bring the firm into a situation of distress. The need for
growth states these intuitive truths so explicitly that one is reminded
quickly of the need for an equilibrium of growth and profitability.
Prudence in timing thus remains all impaortant.

A fundamental challenge continuously facing investors and
companies alike therefare, is how the muitinational’s considerable
debt capacity and total leverage can be brought into unison. The
objectives of this study are not to resolve this much wider issue. It is
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mentioned only to set the opportunity for debt capacity into its proper
context. Within thié, the study takes into account those aspects that
enable the multinational to position itself most optimally in terms of
capital structure. In this respect, the study acknowledges that cuiltural
influences and international capital considerations must be
distinguished. As said, this has not been sufficiently addressed in
formal M&M theory.

The main concepts of this study as indicated from the outset remain
those of the debt ratios, geographical and cultural influences and R&D
investment as relates to leverage. The issue as concerns debt capacity,
aside from geography and culture, in the first place relates to the
economic variables. It is in this regard that the survey has identified
three specific economic determinants of debt capacity for further
review. These are:

4.1 Capital Structure
42 Cost of Capital
43 R&D from Leverage

Each of these determinants is discussed in the subsections following.
This is undertaken before addressing the international variant which
confronts multinationals operating in different geographical regions of
the world as it addresses the overriding issue of the cultural influences
on international capital structure.

The above three economic determinants as highlighted below are
linked to the qualitative analysis of the empirical study. From this, the
importance of cultural influences on international capital structure
then emerges. For example, subsection 41 following, links capital
structure to geography and cultural influences. Subsection 4.2 further
details the link of cost of capital and the debt-to-equity relation in this
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respect. The last subsection, 43, points at the link of R&D levels as
derived from leverage within the same setting of cultural realms.

41 Capital Structure

This part of the review discusses in further detail what a correct capital
structure should entail. For example, as Stiglitz and Weiss observed
[1983] firms may be credit-rationed or equity-rationed (pp. 912-927).
Prather [1971] talked of the optimum size (p. 467) in the financing of
business (Ibid d. p. 448) denoting an optimal capital structure. Capital
structure in this way can be seen as an appropriate mix of debt and
equity maintained by the firm.

This inevitably opens the question of what the best way to raise cash
could be in order to fund fixed assets and what an optimal mixture of
- long term debt and equity holdings ought-to be. .1t is the firm.that must
decide sooner or later on the specific mixture of long term debt and
equity it will need to fund its operations. The debt-to-equity positions
of multinationals as a result, bar geographical and cultural differences,
tend to be firm-specific.

This needs to be put into further context. For example, Duffie [1986],
made the interesting abservation that as long as leverage and active
corporate allocations to financial policies were being satisfied, prospects
for innovative and creative finance would present themselves. Hecht
[1986] confirmed that where the cost of debt is tax deductible, the
remaining equity indeed attracts high leverage. This is especially the
case in the event earnings potential in equity is high (p. 38). Thus,
composition of debt-to-equity, hence capital structure, does matter. As
Robbins and Stobaugh [1972] already observed, the international
mobility and movement of capital (pp. 354-357) is another balancing
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factor. Money simply tends to seek the better investment returns from
operations, even if it has to search on a worldwide basis. This presents
another interesting aspect on the same theme of geographical
diversification. Such can be observed from the link between the debt
ratio based on total leverage, its geography, and ultimately the cultural
influences as affect the multinational’s international capital structure.

The ensuing question as to whether adequate funding is available to
not only fund these capital structures but to do so on a sustainable
basis, should not be an issue. Not only investors but also principals of
companies appear continuously on the lookout for opportunities to
invest in what they perceive as attractive firms. International
investors, corporate financiers and some entrepreneurs by the same
token naturally will follow the performances of firms internationally
and therefore increasingly invest in multinationals as opportunities
present themselves.

4.2 Cost of Capital

According to Ross et al in their recent study [1991], the capital structure
that maximises the value of the firm should also be the one that
minimises the cost of capital (Ibid j. p. 491). Earlier, Shapiro {1978]
already noticed the relation between financial structure and the cost of
capital, as concerns multinationals (pp. 211-266). When dealing with
multinationals, it is also the case that the subject of the cost of capital
cannot be entirely segregated from that of inflation because of the
possible impact on the expected corporate earnings rate. International
trends in financing are already such that they are increasingly having
an impact not only on the firm's access to funding but also the returns
it could expect. Because the relative currency values will vary, the
exchange rate itself must be taken into account. This is discussed in
detail in Chapter III, subsection 43.2. Notwithstanding the increased
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mobility of capital worldwide mentioned before, some countries that
have a different inflationary trend and balance of payment outlook
may well offer lower levels of capital costs (the actual cost of money
being the difference between the inflation and interest rates). Also
Harvey-Jones [1993] observed that the cost of capital and financing
customs of a country can differ enormously, citing Germany, Korea,
Japan and the US (a. p. 49). It can be said therefore that variation in cost
of capital and expected corporate earnings rates is born out of the
difference of the financial market system between different countries or
country groupings. For example, UK institutions expect roughly double
dividend payout compared to Japanese. There is also a strong
expectancy for these to happen within forecast and with regularity. At
first glance, the foregoing may appear to some as a cultural factor rather
than one of the economic determinants of a firm'’s debt capacity.

Having said this, one must bear in -mind that, regardless of location
and culture, firms in the main still have to deal with shareholders and
bondholders. The interests and time horizons of these shareholders
and bondholders as relate to leverage options may not be the same. As
the financing mix naturally becomes adjusted from time to time this
frequently results in the uncompensated transfer of wealth between
bondholders and shareholders. [ronically, in the real world, resulting
litigation demonstrates that capital structure of debt and equity matters
a great deal after all. Meyers [1977] in fact suggested close monitoring of
bond financing transactions and their costs was necessary (a. pp. 147-
175, Ibid. b. p. 207). Much of this has to do with time harizons and their
perceived risks. Durand [1952] even dismissed the longer term view
altogether when assessing riskier capital structures (pp. 215-247). The
capital market still appears to react to short term profit potential as it
did before. Here the predominant view is that capital markets do not
discount dysfunctional consequences that might accrue from decisions
based on short term horizons. However, not everyone agrees. The
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question as to whether capital markets are myopic according to Marsh
remains debatable [In Short-Termism on Trial, 1990]. Taggart in his
observations takes a moderate view, albeit leaning towards the longer
term nature of debt. In summing up his survey on corporate debt,
Taggart [1986] concludes that in view of the volatility of the
composition of total fund sources, measured over a period of 15 years,
it would be premature to assume any long-run trend towards riskier
capital structures (pp. 35 - 42). At the same time, Taggart stressed the
long-term cyclical nature of debt ratio patterns. Thus, except for the
higher risk/higher reward capitalisations, changes if surveyed across all
firms, take place only slowly and over considerable periods of time.
This is further commented upon later in this survey (Section 5.
Cultural Influences on International Capital Structure).

The foregoing would seem to imply that in the main, the emphasis on
. profitability by the capital market assumes the underlying finance mix

to be ﬁrm—speciﬁc at any point in time. Specifically, the cost of éépftal in
relation to this is less of an issue if one assumes that managers and
treasurers of multinationals have the whereabouts to find the most
optimal financing and funding for their respective finance mix.
However, to be complete, there are further costs of capital to be
considered. Jensen and Meckling [1976] identified agency costs (costs of
management) as being of distinct relevance when evaluating corporate
investment considerations. The costs incurred by shareholders in
ensuring that managerial decisions conform to the interests of those
same shareholders, they must be measurable (pp. 305 - 360). Buser and
Hess [1986] implied that the cyclical behaviour of the debt ratio (referred
to by Taggart) be linked to tax induced levels of leverage, debt capacity
as well as “debt weight” cost of capital incurred by the management
necessary to run the firm. This "debt weight” cost as generally known is
the agency cost of management representing shareholders or owners by
weighting the firm's debt. Such costs in fact encompass the agency costs

55



of managerial decision-making, that is other than loss of deferral of
interest tax-shields due to prospective contraction in the form of
bankruptcy and present value of such prospective contraction costs.
Buser found that:

“The empirical evidence on the cydical behaviour.
indirectly confinms the prediction of theories that
model interior choices of debt-equity ratios are choices
that arise fram the trade off between the net positive
tex-shield value versus other "debt weight” costs of debt”
(pp 335-356)

More as matter of principle than practice, Miller [1967] (in “Debt and
Taxes"”) suggested a role for offsetting these types of costs of debt in
determining optimal leverage choices (pp. 261-275). Stiglitz [1988]
further provided models for such costs to be incorporated. An
observation of these models did not remove -the suspicion of ~*
inadequacy and contributed to the decision made later in the research
not to resort to econometric models for purposes of the aims set in the
study.

This may well function as a reminder of Miller’s theoretical, primarily
macro-economic propositions which saw equilibrium as the resultant
of perfect capital markets. As Solomon [1963] already cautioned, theory
and precise models may lead to an illusion of a degree of precision and

completeness that simply does not exist in the real world of business (p.
273).

43 leverage for R&D

The importance of possible influences of leverage on a firm’s merger
or acquisition activities as may affect levels of R&D in relation to the
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debt ratio has been mentioned at the beginning of this review (Ch. ], p.
3). The impact of leverage on R&D (referred to as R&D from leverage)
is a pivotal issue which must be understood so that proper
interpretations may be drawn from the results of the study.

The background question as often arises is whether a higher level of
debt resulting from a merger or acquisition might result in a lower
level of R&D investment. An immediate answer could be that,
essentially, highly leveraged acquisitions have been suspect. The
implication was that after the cost of funding, not enough would be left
to spend on R&D or alternatively that R&D would become a function
to be economised, at least in the short term. However, the results from
this review seem to point to the contrary. For example, a major survey
of 800 R&D intensive companies in the US between 1984 - 1987,
representing 95% of total private sector R&D, indicated an increase in
. R&D . parallel to intensive acquisition. activities undertaken during the
same period ([1984, 1985, 1986 and 1987] R&D Scoreboards). Iﬁ addition
and separate from this, data released by the Securities and Exchange
Commission (SEC) [1985] also measured the effect of leverage on R&D.
Similarly, as the SEC study revealed, increases in institutional holdings
did not decrease R&D. As acquisition activities increased, total
spending on R&D remained competitive, the increase being
independent. Having studied the same SEC data, Jensen [1988]
concluded:

"Tknow of no evidence that suppaits the arguments that
takeovers reduce R&D expenditure even though this s
a prominent argument among many of those who
favour restrictions on takeovers® (Ibid ¢ p. 27)

Furthermore, Hall B. [1987] having studied manufacturing firms in the
US in this context (Survey [1976 - 1985]) states that acquired or non-
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acquired firms in the same industry do not behave in a markedly
different manner. In her study, acquired firms did not have higher
R&D expenditure prior to acquisition while non-acquired firms did not
have higher or lower R&D versus those acquired. R&D expenditure in
Hall's study, similar to that of the previous studies mentioned, was
measured by the percentage of R&D to revenues. The same criterion
therefore is applied later when integrating the results of this study.
Hall based her findings on approximately 600 acquisitions, concluding
that:

"Fms involved in mergers showed no difference in

their pre -and post merger R&D performance over

those not so involved" (in Jensen, 1989)

In fact Narapareddy {1987] went as far as to say that he saw a link
between R&D intensity (fixed capital + working capital/R&D) and
capital intensity (fixed capital + warking capital/sales). Griliches [in
Boskin, 1988] even suggested incorporation of R&D into sorhe form of
growth accounting (a. pp. 14-15; [1979] b. pp. 92-116) and to treat it as
another type of capital (c. In Williams [1973], pp. 59-95). Others like
Terleckzjy [1974] claimed to perceive (but did not prove) a stronger
correlation between new R&D investments where new funds were
applied, versus ongoing financing of R&D investments already in
place. Put differently, new R&D investments in new technology would
yield better increases than that of capital of existing R&D investment.
No evidence was found. Boskin [1988] attempted to clarify a similar
thought through his so called Embodiment Theory stating that:

"t s much too expensive to embody new technology in
oid capital by converting it - embodiment ke learming,
creates a positive comrelation between the investment
and growth rates" (pp. 76-77)

58



However, the literature does not appear unanimous about underlying
influences that would support this perception or how R&D should be
leveraged. Also timing, again, seems to be an important factor. As
Schmookler already said (in "Invention and Economic Growth" [1966]),
the direction R&D takes in the short run depends largely upon profit
potential. On this basis, technological change in the short run mainly
occurs as an unplanned process in the unrelated pursuit of many
independent firms. Yet Mesthene's view (in "Technological Change”
[1970)) was that technological change, also in the long run, depends
largely upon the state of scientific knowledge ie. basic R&D. Such
develops haphazardly Mesthene said, that is through the accretion of
many small items of knowledge from many independent sources.
Thus, with the literature continuing to disagree, the incentives had to
be other ones.

To Varian, it was the market for corporate contral, ie. takeovers, that
serves as an incentive device for firms to perform in the shareholders'
interest (Ibid. b. pp. 8 - 15). The relation between leverage and R&D
would seem to play an important role in this. If working efficiently as
Rybczynski said [1989], the market for corporate control itself will help
to accelerate the phasing out of activities no longer viable due to lack of
competitive advantage or simply bad performance. One can speak in
this instance of the efficiency of leverage as affects value-maximisation.
However, in the context of leverage for R&D, the question then quickly
becomes whether e.g. a Japanese firm with a high debt-to-equity and
high R&D is necessarily more efficient. This is difficult to answer. A
comprehensive study conducted by the Organisation for Economic Co-
operation and Development (OECD ([1984]) documented how
differences in funding and capitalisation versus R&D costs can make
comparisons difficult. For example, some R&D funding occurs off-
balance sheet on a project basis. Differences in accounting and balance
sheet interpretation are another and complex matter. Also, as is well
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known, R&D may be expended and written off against the profit and
loss account or capitalised on the balance sheet. In this study, these
issues are further dealt with in Chapter III. Methodology.

5 Cultural Influences on Intemaﬁona{l Capital Structure

This section relates to the second and third research questions which
deal with the critical issue as to whether there exist industry or country
influences that would explain the differences between capital structures
of multinationals and whether or not there is an indication of
direction of such pattern.

Operating in different geographical areas of the world as a resuit of
financial diversification is a serious challenge to the variations in
overall debt capacity of the multinational. Amongst all variables

examined in this étudy, the one on cultural influence carried most of
the surprise element. It is fair to say that at the outset of this research,
its importance may have been underestimated. The awareness of the
existence of cultural influences on capital structure has brought a new
dimension to the interdependence argument of economic and cultural
variables. Cultural influences as experienced by multinationals result
from financial diversification on the basis of geographical expansion
and thus the debt capacity factor. As Lessard [1978] observed, there are
world, country and industry relationships in equity returns which
imply risk reduction through international diversification (pp. 32-38).
Senbet [1979] further saw an equilibrium between international capital
markets and multinationals (pp. 445-480). In addition, the combination
of geographical financial diversification and the firm's debt capacity
impacts the aforementioned time concept, ie the timing of financing
and investment decisions and thus the debt ratio relations and cash
flow. Therefore, geography and debt capacity can be seen as linked to
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produce well timed cash flows, in turn providing debt financing.
Examples are given further below. Preempting Jensen in this respect, it
were Gentry, Newbold and Whitford [1987] who stated that it was the
level of speed of each cash inflow and outflow component that reflect
the operating investment and financing decisions of the firm (pp. 595 -
605).

The above was a step in the right direction but the variable of cultural
influence is still absent amongst the various theoretical considerations
this entails. Having said this, international transactions, policies issued
or decisions taken by multinationals are rarely entirely free of cultural
influence. For example, in contrast to Jensen, when Tsumuri R [1983]
observed that the Japanese always place investment decisions before
financing decisions there was no doubt an implication of cultural
influence (pp. 43-50). This is explained in fact by Japan's late
development of its stock market. Trading volumes in equity on the
Tokyo stock market compared to other major stock eﬁ(chahgeé in the
world remain relatively thin. The supply of debt financing on the other
hand has been rather abundant compared to other financial markets.
For example, Japanese firms are known to frequently use debt finance
to fund sub-contractors. In this way, short to medium term accounts
receivable are rolled over regularly, eventually adopting features of

equity.

Ignoring these type of observations as relate to cultural influences on
international capital structure, would make comparisons difficult and
given the growing interdependence of global business, probably less
than accurate. The situation described derives from different historical
and socioeconomic evolvement across main areas of world markets.

As a method to measure leverage relationships in this sense, Broek
[1973] perceived the world as homogeneous groupings of cultural
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realms. These realms differentiate from other groupings based on
significant differences in composition, and their integrated traits. Of
those studies on capital structure surveyed, only Collins and Sekely
(in their 1983 exercise) attempted to explain the reasons behind the
country effect of culture on leverage (pp. 45 -51), [Publication 1988] (b. p.
88). The study by Collins and Sekely [1983] seems to be important and is
therefore worth an explanation in the sense of what variables were
used and in what way. This explanation is set out in the remainder of
this chapter and further into the next chapter on methodology. The
premise of these authors has been that any movement towards optimal
capital structure reduces the cost of capital and increases the value of
the firms. However, they found the topic becoming more complex
when moving from consideration of domestic to multinational firms,
concluding that capital structure differs internationally.

Earlier studies as are detailed further in this survey (Section 5.1. The
Cultural Determinant) found differences of country and industry in
capital structure to be significant, e.g Stonehill and Stitzel [1969], albeit
not in all cases, e.g. the studies of Remmers et al [1974], pp. 23 - 32, Toy
et al {1974], pp. 875 - 886, Errunza (1979}, pp. 72 - 77, Aggarwal [1981], pp.
75 - 88. Here the significance was not in every case examined. Others
found no significant difference by industry or country-specific
economic variables but did find significance of cultural influences, as
in the case of Ball and McCulloch [1982]. Collins and Sekely however,
had examined several economic variables (size, tax rate, inflation) but
found no significant relation to capital structure.

In the subsequent study by Collins and Sekely, referred to earlier (1983),
a breakthrough was achieved when significant differences were found
in capital structures of firms headquartered in different countries and
less evidence for significance of industry. A total of 411 companies in 9
industries in 9 countries were studied. In their most comprehensive

62



review, Collins and Sekely [1988] presented the combined results of 677
firms in 9 industries in 23 countries. These resuits reflect on the capital
structure and debt capacity of the firm and can be summarised as
follows: (a) there appear significant differences in capital structures for
firms headquartered in different countries, but less evidence is found
as to the significance of industry, (b) on this basis, high debt appears
more of a phenomenon in the Mediterranean countries and countries
of the Indian Peninsula, and (c) medium debt seems more typical for
Western companies (Ibid c. pp. 91-96).

In view of what has been said in the foregoing paragraphs, it need
scarcely be emphasised that any debt ratios in the sense of total leverage
must be related to cultural influence which comes with geographical
diversification. Collins and Sekely found that disciplines (other than
size, tax rate or inflation) such as cultural factors had to be considered.

- They asserted that minimising cultural differences, as financial theory
tends to do, might be a serious mistake. To make their point they
quoted Ball and McCulloch who had said that:

“The study of foreign cultures is of primary importance
to those in intemational business because cultural
differences exert a pervasive influence on all business
functions” (p. 83)

The views as have emerged through the entirety of this literature
review are no different. In the empirical study, as in that of Collins and
Sekely, there remain three areas of topical interest that are critical in
the definition of cultural influences on international capital structure.
These are:

5.1. The cultural determinant
5.2. Significance of industry and country influences
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5.3. Significance of country group influences

The theory as exists on each if these areas is reviewed in the
subsections following before entering the actual analysis stage.

5.1 The Cultural Determinant

The cultural determinant can be defined as the sum of the cultural
elements that play an important role in the totality of cultural
influences. These cultural influences affect international capital
structure. Cultural aspects of debt do influence capital structure in a
given geographical area. Importantly, the material culture that is most
closely related to capital structure tendencies of a given market
includes different fiscal and legal aspects that give rise to differences in
property rights. Immediately, one is reminded that the debt-to-equity
position under total leverage is the preferable type of debt ratio to be
used. In the rhain, most éountrie.s tend to be balance shéet oriented. A
total leverage approach in the debt-to-equity calculation is responsive
to this. Different capital market phenomena, each tend to have their
own historical and socio-economic explanation. As indicated earlier,
Collins and Sekely felt that specific areas most likely to influence
capital structure included:

“different legal and tax systems which then give rise to
property rights across cultures”(d p. 89)

Having said this, as these authors acknowledged, if this cultural
influence exists it should be reflected in the similarities of
organisations situated in countries having similar cultural
backgrounds.

Given the previous studies that indicated cultural factors to be
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important determinants of capital structure, this study attempts to
establish if some underlying relationship among country groupings,
matching world markets, can be shown to influence capital structure
and help explain capital structure differences. Earlier work for example,
in this respect supports the contention that firms headquartered in the
same country have more similar capital structures than those firms
headquartered across countries (Collins and Sekely 1983), and that
firms within an industry have more similar capital structure than
firms across industries (Scott 1973).

In this study, the same variables are used as in that performed by
Collins and Sekely, ie. those of the debt structure of firms studied on
the significance of industry and country effects in determining capital
structure, and the basis of country differences. However, whereas those
authors used secondary data, (resorting to Moodey’s, commented upon
_in Ch. 111, Methodology) this is an empirical study using only primary
data.

Interestingly, Kogut and Singh [1988] having studied the effect of
national culture on the choice of entry mode when doing business
internationally, also focus on the cultural distance between countries
(p. 411, p. 414). However their'study was of a more contextual value.
The cultural distance by countries in practice is perhaps best measured
directly at the level of the firm where its impact is most immediate.
This is reflected in the capital structure. As Harvey-Jones observed:

“The levels of borrowing and gearing which are

acoeptable to institutions have always varied enomausly
between countries” (Ibid b p 50)

Harvey-Jones further concludes that history, national preference,
vested interests and political factors all tend to hold back our ability to
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take advantage of the opportunities that modern technology and
communications have created for a single, efficient market. Given
what has been said so far, it should need little further elaboration that
the debt ratio in the sense of total leverage must be related to cultural
influence which comes with geographical diversification. Rutterford
[1988] stressed this importance of cultural interpretation by
geographical area. As pointed out by Rutterford, a high tax-to-debt ratio
in a given country for example is not necessarily related to a high
aggregate leverage ratio (pp. 194-206). Thus, there had to be more to
total leverage than the tax incentive. Hofstede [1989] observed that
management culture in the geographical areas concerned could range
from a relatively low level of risk aversion e.g. Anglo-American
countries, to those countries that are medium to strong
uncertainty/avoidance oriented e.g. countries of the South East Asia
realm.

Given the abéve, some cultural rather than purely fiscal iﬁterpretatioh
of the resulting capital structure may be required. Therefore it was felt
that an examination of the variables of debt structure, industry and
country effects was necessary. Cultural differences could then be
correlated. The so-called Kruskal-Wallis Methodology shows how this
measurement was built up (Ch. IIL. Methodology).

52 Significance of Industry and Country Influences

The literature still indicates differing views on the significance of
industry and country influences in the determination of capital
structure. In a first examination of this kind no significant industry
effect was found for firms of the same industry but who have their
head office in different countries (Stonehill and Stitzel 1969, a. pp. 91 -
96). These authors, having examined economic variables such as size,
tax rate, inflation, by country, found no significant relation to capital
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structure (Ibid. b. pp 618 - 619). Next, Scott’s study (1973) contended that
firms within an industry are more similar than those across industries.
Later, other studies, as previously noted, showed industry as well as
country effects to be significant but as in the case of Scott, none of these
explained the reason behind the country effect (Remmers et al, Toy et
al, Errunza, Aggarwal). Having said this, whilst the concept of firm-
specificness is not free of ambiguity, that of industry lacks precision.

Therefore, the question here is probably more whether it is still
sensible to classify firms that produce quite diverse products which are
distributed on a multinational or global basis and to then refer to these
as industry? The word industry just may be too imprecise. Not
everyone will agree with this view. For example, Bowen, Daley and
Hubert [1982] claimed to have evidence on the existence and
determinance of inter-industry difference in leverage (pp. 10-20). Thus,

some importance was attached to the use of industry comparisons. To |

resolve the industry issue, rather than replacing industry classifications
with cash flows, as some may have viewed it, an argument can be
made to do so within the proposed total leverage approach. As this
study will show, this approach afterall provides more commonality for
balance sheet comparisons of multinationals, taking into account the
cultural influences on capital structure.

As to specific country influences, in the latest Collins and Sekely study,
significant differences were found in the capital structures for firms
headquartered in different countries. Whilst the researchers suggest
cultural difference as the factor influencing the capital decision, it was
only after the most recent study that the cultural factor could be
demonstrated as an important determinant of capital structure. No
attempt had been made in their earlier study to measure the cultural
influence. Stonehill and Stitzel earlier did suggest significance of
cultural influences but in fact did not measure or explain this
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phenomenon either. The contention following the last Collins and
Sekely study is that firms headquartered in the same country have
more similar capital structures than those headquartered across

countries.

Established financial theory as aforementioned, still minimises the
significance of cultural differences. The M&M propositions and
invariances as seen exclude the international variable altogether. This
is a serious shortcoming given that cultural differences can have
influence on paolicy decision. The author of this thesis, as did Collins
and Sekely in their paper, accepts that a capital structure results from
firm-specific policy decisions. There is also agreement on the view that
these are mostly based on management’s assessment of risk relative to
the benefit of applying fixed-cost debt financing. The firm-specific
decisions taken by management utilising this basis naturally make for
different capital structures for firms in the same country or industry.
Yet such differences are bound to be less than the differences that exist
across all countries or all industries. Therefore, cultural influences on
international capital structure do appear critical.

5.3 Significance of Country Group Influences

To date, none of the studies conducted has evidenced significances of
relationship between economic variables and the international
differences that exist in capital structure. Given this and based on the
more recent conclusions of Collins and Sekely that the cultural factor is
an important determinant of capital structure within a country, this
research further examined whether some underlying relationship
among countries could be established. Such a pattern of country
groupings or cultural realms influencing capital structure, goes beyond
that of simple economic variables. Capital structure differences on this
basis lead to the necessity of having to explain what is meant by the
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relation between debt and culture.

Interesting patterns for management can be derived from this so as to
identify the use of debt based on firm-specific debt ratios by major
regions of world markets. The results in turn can be linked to the
application of leverage to corresponding regional markets for products,
goods or services. In this way the firm’s financial resources are
optimised. However, what is important is to keep in mind that debt
relationships are of a longer cyclical nature than generally perceived.
For exampile, the use of debt by companies in the US (Survey Taggart
[1986]) whilst reaching 45% of fund sources in 1984 on the whole has
been declining since 1974. As Taggart explained [Ibid 1986}, when the
data were adjusted for inflation (in 1984), debt proportions did not
appear unusually high by historical standards. However, the levels of
the debt ratios may well vary considerably from country to country and
between or within country groupings, given the cultural influences on
international capital structure. Therefore, the éssumption béing made
at this stage is that knowledge and understanding of debt patterns can
be critical to effective financial planning for multinationals.

The variability of firm-specific debt ratios by cultural realm (not their
aggregate cycles of debt relationships which as said are slow) then
become the subject for further examination. However, this requires
capital structure patterns, where consistent, to be analysed for industry,
country or country group effect. This exercise links the theory and the

abave assumption to the empirical analysis.
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6. Summary

This survey fits the central theme of leverage and optimal capital
structure for multinationals. It answers to the question ‘what is
leverage?, defining what constitutes total leverage in this context. It
brings together from an incoherent universe the various economic
variables as may determine and stimulate leverage, as well as the
determinant of cultural influences on international capital structure. It
then categorises and explains the interrelationship of these variables
and answers the question what leverage means in terms of
international capital structure. In doing so it helps close the gap
between existing theory and the real world of multinational
companies.

This structured review suggests that the optimal capital -structure

should be one where its- debt-to-equity relation is based on total

leverage and one where debt patterns of cultural realms have been
considered in financial planning and the provision of capital. The
study explains the concept of total leverage and directly related to this,
the importance of equity and cultural realms. It then explains why a
debt-to-equity position under total leverage is preferable to one based
on financial leverage only. This allows for the muiltinational firm to
apply leverage fully and to arrange its capital structure most optimally
in line with which geographical area of the world it wishes to operate
in at any given point in time. However, the existing literature on the
subject remains discordant and flawed with defects. The level of detail
provided on selected important studies shows this gap. The defects can
be summarised as follows:

(a) Financial theory, even in its most recent modified form suggests the
absence of an optimal capital structure under total leverage. Financial
leverage is too narrow a concept.
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(b) Extensions to the theory are inadequate in that they fail to allow for

other considerations such as the cultural influences on international
capital structure.

The survey confirms these gaps in the existing literature. This study
indicates the need for a total leverage approach as opposed to that
restricted to financial leverage. This takes into account the
multinational’s total equity and the cultural influences on
international capital structure which need to be measured. The
chapters following concentrate on this specific matter.
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CHAPTER III

METHODOLOGY

1. Introduction

This chapter is mainly concerned with the data, the role of the
questionnaires and how the data bank was acquired. It demonstrates in
this manner how the study differs from that of Collins and Sekely
referred to in the previous chapter, even though the same
methodology is being applied. In the opinion of this study, the sole use
of secondary data by Collins and Sekely [1988] (a. p. 90) as a basis from
which to extrapolate meaningful, remains debatable; the nuances and
complexities of the real world of multinationals necessitates the use of
primary -data. For this reason, this study initiated the use of such data.

The objective of this study as reviewed in the literature review, is to
assess the relation between the debt ratio of multinationals and their
industry or country association. The basis on which the capital
structure is being examined is that of the debt-to-equity relationship
under conditions of total leverage, as explained before. What is new is
the development and use of a primary database. The study investigates
the extent to which disclosure requirements of the London Stock
Exchange as related to annual reports are complied with or exceeded.
This includes voluntary disclosures made by foreign firms. The
conception and development of this database was a formidable task as
discussed later in this chapter. The more significant requirement
relating to foreign company’s annual reports has been the compliance
sought with professional accounting standards i.e. (a) Statements of
Standard Accounting Practice (S§SAPs) issued by the UK professional
accounting bodies and (b) the equivalent standard as conforms to the
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practice in the United States ie. as issued by the United States Securities
and Exchange Commission (SEC) and the Financial Accounting
Standards Board (FASB).

Whilst only a certain proportion of the sample population in this study
must comply with US requirements, it is believed that the strong
disclosure system of the US can exert reporting pressure on (a)
multinational firms whose securities are internationally traded even
though there is no direct requirement to comply, and (b) privately held
firms who either seek international status or funding Also Choi [1973]
found competitive market pressures and pressures to raise capital were
ensuring continuation of the trends towards extensions in disclosure.

Compilation of the database required extensive use of questionnaires,
samples of which are provided in the General Appendix As indicated
in the literature review, it was felt that the use of secondary data was
ina.de'qu.ate. This explains why an empiricai study was necéssary. As’is
further commented upon, this constitutes a major difference between
this study and that of Collins and Sekely.

The resulting database allows for a more thorough treatment of
leverage in all its aspects at a level of much greater detail, providing for
a deeper analysis and interpretation. It positions the relation between
these variables and their relative ranking so as to establish discernible
patterns from which such interpretations can be derived.

The proposed examination of debt ratios to analyse industry/country
relationships (which Collins referred to as industry/country cells) for
consistency will shed further light on the issue. The examination is to
test in this respect (a) the industry rankings among countries and (b)
the country rankings among industries. Where such patterns of
consistency can be identified in capital structure by industries,
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countries, or furthermore, country groupings, these may then provide
clues for further analysis of cultural influences on international capital
structure.

This chapter prepares the data for such examination. It is broken down
into six specific sections:

() Hypothesis and Test Format

(b) Construction of the Data Bank
(c) Statistics on Capital Structure

(d) Statistics on R&D, Growth

(e) Classification of Cultural Realms
(f) Sources of Information

These sections describe the research procedure, problems encountered
and solutions. The chapter fully substantiates the difficuity
encountered in setting up the database. For example, it must be kept in
mind, again, that not all firms in the sample are publicly held and that
some are located in developing countries. Therefore, in addition to the
standard questionnaires, specially structured questionnaires had to be
used on a consistent basis, individually completed by firm. Even so,
due to observed inaccuracies and proneness to cultural

misinterpretation, these needed further verification.

The following procedure was used to establish the necessary data on
any of the sample multinationals. (For the purposes of this study, the
definition of a multinational is given in Chapter I, Section 3).

Firstly, information was initially derived from published accounts
where available. However, this often proved either incomplete and/or
unsatisfactory. Therefore, structured questionnaires as aforementioned
were designed and completed. Additional information and/or
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clarification was obtained by way of supplementary interviews with key
staff and scrutiny of company reports. Much of the background
knowledge of the companies being researched was obtained in this
manner. The procedure followed is detailed in Section 3, Construction
of the Data Bank and Section 7, Sources of Information. Any other
general source where useful was accessed for additional information,
e.g. the Financial Times, the Economist, Forbes, and Standard & Poor’s
Register of Corporations (including geographically Standard & Poor’s
indexed companies in countries other than the United States).

The procedure outlined above permitted the construction of a unique
databank This is explained in detail in section 3 of this chapter -
Construction of the Databank. Considerable attention was given to the
qualification of the data; all of the primary data have been subject to
accounting verification. This is important as it is these data that are
utilised in the formal non-parametric method of analysis specified in
this study (Chapter IV). Hence, the study is unique from previous
studies. Using Moodey's as a single source of secondary data (as was
the case in the most recent comparative study by Collins and Sekely
[1988]), would not have been considered sufficiently reliable. Thus, in
this study, only empirical data were used. These were verified against
the following standard:

(a) Standards for treasury management of company exposure
that may lead to inflation and exchange rate adjustments under
specific accounting rules.

(b) Standards of uniformity, balance sheet preparation and roles
of convertibles and warrants that may lead to further accounting
adjustments or as set the way for a better interpretation of the
data.

It is felt that the strict use of carefully examined empirical data
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constitutes additional value and a contribution beyond the otherwise
exemplary research by Collins and Sekely. This difference of database
will be a a major recurring factor throughout the examination.

2. Hypothesis and Test Format

21 Standards

Further to the above, it was necessary to establish standards of
comparison and means of measuring to try to examine how capital
structures are being arrived at and on what basis. Here generally
accepted accounting principles (under GAAP) were adhered to. How
defined these standards and measurements in fact are, is also a matter
of practical importance. If only because of lack of study, shareholders
and management tend to constantly pass judgment. although
commonly -quite ill-founded. Whilst there will always remain a need .
to disfingufsh between actual and optimal capital structures, this is
largely a matter of performance interpretation as to how management
has deployed or not the capital that was or could have been made
available.

Having said this, it was felt that using the US equivalent if SSAPs
under GAAP was probably the most stringent standard. This is set by
the FASB, the main accounting standard-setting body. The SEC is
responsible for ensuring adequate accounting and reporting standards
for those firms whose shares are publicly traded in the US. In this
respect, the London Stock Exchange requirements as aforementioned
are an appropriate benchmark.

However, the London Stock Exchange has no requirement for
disclosures on Research and Development (R&D). Section 5.4 Ch.l
defines R&D as the cost of basic research as well as product
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development expended against profit. The Company Act 1985 requires
UK companies to indicate R&D activities but not their expenditures
and investment in R&D. In comparison, in the United States, the SEC
insists on filing and disclosure of amounts expended. Yet when looked
at on a worldwide basis, in practice, the issue remains complex For
example, the guidelines of the Organisation for Economic Cooperation
and Development (OECD) which suggests disclosure of R&D expenses,
are not compulsory. Also Gray, Campbell and Shaw [1984] found little
evidence of disclosing R&D or accounting policy for R&D. Similar to
the experience of these researchers, this study found R&D spending a
sensitive issue. An example is given in subsection 3.22 Method 2:
Quantitative Questionnaire, related to the Pentel company. Few
companies are willing to voluntarily provide information on their
R&D. Nevertheless, voluntary disclosures can be judged against the
London Stock Exchange requirements as a benchmark. There is every
reason for this.. First, London continues to be one of the major
international centres in the world. Further, the exchange’s -'accbunﬁng;
and disclosure obligations are stringent. In this respect, when Meek and
Gray [1988] conducted a similar survey, they found that, with the
exception of the United States, none of the world’s stock exchanges
involved added in any substance to the disclosure requirements faced
by their sample companies. This observation also applies in this study.

The above also holds true as to voluntary disclosures that pertain
further to the debt ratio. The obvious choice of variable on which to
focus remains the debt ratio, since all theoretical determinants are
formulated in terms of more or less leverage. Thus, in terms of data
collection, other participative incentives such as the sharing of
collective data had to be introduced. As indicated earlier, this approach
is supported in the theory which suggests that in markets with rational
expectations there will be managerial and owner incentives to disclose
information which will enhance future benefits for the multinational
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[Kelly; 1983, McKinnon; 1984, Watts and Zimmerman; 1986, Gray and
Roberts;1988]. This subject is discussed further form a pragmatic point
in subsection 4.42 Balance Sheet, which details the participative

incentive mentioned above, giving various examples.

A last word about the debt ratio and R&D as concerns standards; in this
study’s view, the underlying capital structure relationship of, for
example, debt-to-equity and R&D, should be such that no further scope
for profitable change exists. At the same time it is accepted that this
relationship always assumes fluctuations in the possibilities for growth
and in the case of a multinational operation, within each country and
between the countries or regions where geographical financial
diversification takes place. Having said this, from the point of
constructing the databank, this was not without difficulty. Considering
the sensitivity of this type of information (in that it can benefit
competitors), initially it appeared unlikely that very much would be.
revealed in the annual reports to be examined. Much of the answer’
would lay in what standard was to be applied, as is commented upon
below.

Nothing has been said so far about what can be considered standard
practice by multinationals pertaining to segment data. Gray, Campbell
and Shaw [1984] noted the overall level of segmental reporting
disclosure to be low and reporting on the firm’s line of business more
prevalent than geographic reporting. Cairns, Lafferty and Mantle [1984]
who surveyed 250 annual reports of large worldwide companies across
33 countries found much inconsistency and variability as to how
segment data were presented. Later, Gray and Robert [1988] observed
that information about revenue and profits, when line of business and
geography is defined by specific product or country, becomes highly
sensitive to potential voluntary disclosure. However, if broadly defined
by product business or country grouping, this was less the case,
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management perceiving relatively high net disclosure benefits.

In this study, the expectation has been for annual reports to contain,at
least broadly designated, (a) business segmentation, and (b) geographic
information on revenues and profits. This requirement was applied in
the original selection of companies to be contacted (Section 7,
subsection 7.1 further in this text). Standard practice as concerns the
Stock Exchange obliges disclosure of (a) breakdown by continent when
revenues outside the UK reach 50% or more of the total and (b)
geographical analysis of trading profits when area ratio of profit to
revenues is substantially out of line with the norm. Requirements in
the United states under regulations of the Securities and Exchange
Commission (SEC) are broadly similar. At the time of the Gray,
Campbell, Shaw study [1984], only 20% of the companies studied
showed full segment information by line of business and/or
geography, another 20% having restricted segment data. Hence a
potential sample fallout of 60 to 80% was observed. In this study, five
years later [1989], 60% of the initial sample was found in compliance
with either broad or narrow segment data; an improvement in
comparison to 1984.

An example amongst the research sampile is the Coca Cola Company
(Coke):

Coke (Appendix I) in its notes to the balance sheet (“Lines of Business”) provides a
breakdown between (a) its principal activity in the soft drinks industry, (b) other
products in the Foods Business Sector (citrus, fruit drinks), and (c) corporate
(investment) activities. In addition , the company provides a simple breakdown
between its domestic and intermational business in the core area as under (a) above.
Although not readily provided, calculation of these data available shows that in
1989, the sample year, 81.6% of consolidated operating revenues came from this core
business. Further, geographical distribution was 28.6% domestic, 53.0% international.

In terms of operating income, international proved even more important, ie. 76.0%
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versus domestic 19.6%. In addition, the analysis reveals corporate investment to reduce
net income by (135)%. The Foods Business Sector only contributed 44%.

Note:

The above example underlines the importance of segment information. However, not all
information may be as useful; e.g. Coke further provides data by geographic region
(Appendix I “Operations in Geographic Areas”) but these do not follow established
cultural realms (e.g. Coke’s “Pacific and Canada” area has no value in this sense).
These cultural realms are discussed in subsection 24.2.

2.2 Criteria

The above criteria, springing from analysis, helped in formulating the
right questions: for example, does geographical diversification as a
form of financial diversification appear a more likely option than
domestic multi-product diversification? Neither of these variations
necessarily implies a more efficient approach. Geo'graphica]
diversification may depend on how debt-to-equity ratios vary by
geographical region in terms of financing needs, and how this
corresponds with demand in regional world markets for goods or
services. In the event, would a high debt growth strategy then be the
way for expansion? These questions can be responded to as a result of
this research. A more detailed question as surveyed (Ch. II} was what
would happen in the case of business combinations, a take-over or
acquisition; will there be a reduction in R&D expenditure, or an
increase? Do levels of R&D spending at the company usually
deteriorate after it has been taken over, and the debt increase, or does
this concern not apply? In short, what is the impact of capital structure
infusions on R&D? These research questions reinforced earlier
abservations made during the literature survey. Yet, not all of these
questions as relates to the use of cross section data can be answered
fully, even with the given database. Having said this, useful qualitative
interpretations can be derived.

80



In any event, the above kind of criteria and questions were mainly
concerned with preparing the data for examination. In addition, as
indicated earlier, the resulting data bank had to be of sufficient depth to
respond to further and critical questions arising from this. For example,
is it possible to compare the capital performances of firms, the same
firms in their respective industries, in different countries, with any
degree of statistical validity and accuracy? Is it possible to establish by
use of traditional criteria the appositeness of the questions which seem
right in theory, to get a sense of proportion about such things? For
example, about the influences of culture between geographical regions
and the impact of this on the debt ratios of multinational corporations
headquartered in any of such regions? These were the more complex
questions. This research will start answering these questions in this
and the following chapter. The criteria encompass determining what
sort of companies needed to be contacted. This is further commented
upon in Section 7 of this chapter.

2.3 Hypothesis Test

The foregoing explains why the hypothesis test for differences in debt
ratios as impact the capital structure of multinationals can be seen as
fourfold. The test reflects this. It examines four corresponding ratios as
follows:

Debt Ratios:

1 Between industries among the test countries
2 Between the countries themselves

3 Between country groups or cultural realms
4 Within cultural realms

The format adapted for the testing itself, as indicated earlier, consists of
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a cross-section of empirical data. This is further explained in the next
section.

2.4 Cross-sectional Data

241 Cross-section versus Time Series

The decision to use a cross-section of data rather than time series was
crucial and one would expect to be asked to defend this choice. Aside
from the difficulty of obtaining data in the real world of
multinationals, there are a number of reasons why this study uses a
cross-section of empirical data. To start with, the story told by the debt-
to-equity figures is born out of the balance sheet which was specifically
selected as a measure of findings at a given paint in time.

Upon further examination, this remained the case. Also, there would
have been little point in using for example, a combination of baoth
time and cross section series (technically pooling). This was one of the
alternatives considered at one point. However, as this research
indicates, structural changes in the constitution of a multinational’s
core business often have become too variable to be measured over a
period of time for meaningful interpretations to be derived. Nor is it
any longer that unusual for multinationals to effectively change the
nature of their mainstream business within a relatively short period of
time. These changes often result from major strategic restructuring and
subsequent market repositioning, involving wholesale divestments.
This may entail for example, the disposal of an entire division or
alternatively multiple acquisitions in order to form a completely new
product business group. Company samples in the study that can be
referred to in this way, include Guinness plc (from “diversified food
and drinks group” back to predominantly a brewer and distiller), and
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Mitsubishi Corporation (from heavy steel, manufacturing and
construction, to electronics, banking). Whilst Guinness returned to its
origins, Mitsubishi's business transformed away from it. Whilst the
financial structure needed to carry out the change could be measured,
the business directly related to it would no longer be comparable.

Further reference is made to this issue in Section 4.2, Historical Costs;
subsection 42.1, Book versus Market Values. This section explains why
intrinsic value at the level of the firm at a point in time based on a
cross-section of data, is preferable over that of market values based on
time series. That this is the case is in part due to the judgmental bias of
the market itself and the need for comparable data (both from quoted
and privately held firms). Other than the inherent variability of a
multinational’s core business activities, the spread, size and differences
in geography and culture as evidenced in this study, provide sufficient
information to substantiate why, for example, a ten year time series
would not have been appropriate. No prior empirical studies exist on
this basis.

2.42 Cultural Realms

The country groups mentioned in the literature to which the data were
applied are based on countries identified as having similar cultural
attributes. This may help explain differences in international capital
structure between different multinationals headquartered in different
regions of the world. Following the Broek Model [1973; 1976]
mentioned in the literature, groups of countries were classified by
cultural realm. For this particular study, six cultural realms were
identified using the Broek Model for the 29 countries used.
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The countries grouped in each realm are:

ANGLO-AMERICAN: USA, UK

MEDITERRANEAN EUROPE: Italy, Cyprus, Turkey, Greece, Spain
INDIAN PENINSULAR: India, Pakistan, Sri Lanka, Mauritius

ASIA PACIFIC: Taiwan, Malaysia, Indonesia,Japan, Korea

MIDDLE EAST: Dubai, Oman, Syria, Saudi Arabia, Kuwait, Libya,
Lebanon, Jordan, Egypt, Iran

AFRICA: Nigeria, Kenya, Ghana

Section 6 on classifications explains in further detail how these realms
were arrived at, enabling this study to construct a suitable data bank
This section also explains how the realms and countries were
weighted. Section 7 then discusses the initial sample size and why the
firms in the sample were chosen.

3. Construction of the Data Bank

The development of a reliable data bank was not without difficulty,
mainly due to unreliable data from certain multinationals
headquartered in the third world. Independent checks needed to be
carried out to verify their accuracy so that those data not acceptable in
relation to the criteria as set could then be deleted. This has been both
time consuming and cumbersome. Some of the problems encountered
have already been quoted in previous sections. Others are quoted
further in the text (Subsection 44 Accounting Adjustments). With data
not readily available from respondents, and data banks on privately
held firms in some regions of the world virtually non-existent, a data
bank had to be created. The financial statements from Western
companies in each instance could be obtained directly as well as with
the help of brokerage houses and international security dealers based in
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London, such as Merrill Lynch and Paine Webber. These company
publications in general needed relatively less adjustment. However,
financial statements of third world companies on the contrary were
less straightforward. These often required a time consuming process of
development with the respondent in order to bring the data required
in line with standards. Section 7. Sources of Information, sets out all
sources accessed in this study.

In all of the cases, the study has engaged the assistance of either the
Company's management and/or intermediaries such as stock brokers,
private owner-families and their representatives in the UK, members
of their family and their advisers. Much help was also received from a
wide network of national government agencies and international
organisations, e.g. the US Manufacturers Association, Washington DC,
The High Commission of Pakistan in London, The World Bank
representative office in London, the OECD, Paris, and The Atlantic and
Pacific Exchange, Rotterdam, and the Tinbergen Institute (Netherlands
Research Institute and Graduate School for General and Business
Economics), Rotterdam.

3.1 Procedure

This has been an important section. A conscious attempt was made to
clearly enunciate any strengths or weaknesses of the data base in the
main body of the thesis. The procedure followed in the construction of
the data bank is specified below:

(a) initial use was made of financial statements. Respondent
firms were classified by their respective cultural realms, initially
by headquarters location. The procedure has been to extract data
from balance sheets and then to ask for confirmation from the
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firms.

(b) The above had to be followed up with a questionnaire which
sought elaboration/additional information on a quantitative
basis. The response received gave rise to amendments of the
original data and sample size. As is referred to, a number of
firms had to be removed from the sample as a consequence.

(c) This was then followed through with a further questionnaire
for additional quantitative and qualitative information. This

chapter’s summary highlights a number of case samples before
and after adjustment.

Note:

The General Appendix shows the debt-to-equity data by individual firm of
the sample population.

The next section states -explicitly the relationship between the above
three methods used, what additional information was obtained by the
two questionnaires and why it was necessary to do this.

3.2 Role of the Questionnaires

The pivotal role of the questionnaires in this study cannot be over
emphasised. In this light, the aforementioned procedure can be
captured as fallows;

(a) Method 1: financial statements
(b} Method 2: quantitative questionnaire
(¢) Method 3: qualitative questionnaire

The next figure provides an overview of the procedure applied and
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type of data used, detail of which is the main subject in this section.

Fig.1 Procedural Review of the Research

Response Data T of Data Used H. Test Applied

Questionnaires:

1989 Quarter 1, Primary
Quantitative (Feb.)

Non-parametric

1990 Quarter 2, Primary
Qualitative (Aug)

1991 Returns and
confimmations

(June) Primary

pattem of norm Secondary

The first questionnaire was sent in February 1989. For purposes of
consistency the data pertain to the 1989 operating period, December
ending. Alternatively, the period 1989-90 was used in case the
multinational’s fiscal year did not correspond with the calender year.
For example, the consolidated balance sheet of Lucas Industries plc
ends at 31 July). Following verification, a transmission letter was
dispatched June 1991, asking companies to confirm the debt ratio, R&D
and growth percentages, based on standard calculations (as defined in
Section 4. Statistics on Capital Structure). Where confirmation was
incomplete, further adjustments had to be made. An example of this is
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the case of Allied Ghee Industries Ltd, a diversified trading group and
large producer of vegetable oils, headquartered in Pakistan. The
dialogue with the Assistant to the Chairman, Mr Adnan Jalil, to obtain
further information as to the calculation of the debt-to-equity ratio, was
interrupted on several occasions due to socio-economic events in the
country. The political risk at the time (1989-90) as perceived by the
management and shareholders was directly related to possible changes
in the value of the debt ratio and other variables that arose because of
the circumstance but which were difficult to ascertain, causing delays
during the research process. The dialogue as a result effectively took
nearly two years. Similar examples can be quoted, indicating the
complexity in obtaining primary data.

The methodology followed during the procedure is set out below:

3.2.1 Method 1: Financial Statements

This first method allowed for the pro-forma calculation of debt-to-
equity under total leverage, R&D and growth statistics but this was not
immediately possible in all of the cases. Many of the respondent firms
researched were headquartered in the Middle East and Asia Pacific
regions where as indicated earlier, public information can be scarce.
This fact was further complicated in that a substantial number of firms
in these regions were privately held. The General Appendix exhibits
the necessary primary data collection tables. The master sheet and
support schedule (Tables 8, 9) set out the information required by
company, country where headquartered, and the individual company
debt ratios.

322. Method 2: Quantitative Questionnaire

The second method invited the company to take part in the extended
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research portion of the study by sharing quantitative information on
capital structure and further data that could determine or stimulate
economic variables of leverage such as R&D and growth. Each
participating company was regarded as a stakeholder and received
written assurances on data confidentiality. Following this principle, the
participants are entitled to share in the general findings, reflecting the
relative position of their particular company. Nevertheless, obtaining
data was not without difficulty. For example, Pentel Co. of Japan
proved rather reluctant to provide written communication except
through a Japanese intermediary. Being sensitive about its debt,
growth and R&D data (it produces unique technology based writing
instruments), the company did not permit any printed material to be
released. Under the circumstance, the study had to rely much on Ms.
Akiko Matsudo, a Japanese citizen in London who had the relevant
rapport with Pentel in Japan (Table 8). Similar to the case of Pentel, all
questionnaires used during the survey contain a confidentiality clause.

3.2.3. Method 3: Qualitative Questionnaire

The third method sought clarification on the country of nationality,
corporate structure/business activity, and cuitural realm of the
multinational. A further purpose of this extension was to obtain
additional information on patterns of financial expenditures on R&D
prior to and after mergers and acquisitions. Information on
discretionary investments in R&D was obtained in this manner. This
second, predominantly qualitative questionnaire was sent during
August 1990 in light of the extension sought to the main financial test.
The R&D emphasis here was on the profit and loss statement rather
than the balance sheet. Contrary to expectation, this examination
proved equally testing, if nothing else because many companies
maintain different strategic and financial policies about their R&D costs
and expenditures, subject to many interpretations. The definition of
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R&D given in Chapter I Section 6.4 was maintained as a standard. For
reasons of consistency certain companies which insisted on R&D being
capitalised instead of expended were deleted from the sample. The
writing off of R&D expenditure is seen as the more conservative policy.
Part of the strength in the role of these questionnaires and
methodological approach has been that it brings together a body of data
that does not exist anywhere else. The result is an amalgamation and
analysis of this data set. It has been allowed, courtesy of DEC, to
disclose in this thesis, as an example, the completed questionnaires and
transmittal letter confirming DEC's debt ratio. To balance this North
American multinational with an example of a large international
group from the Middle East, the study has been allowed, courtesy of Al
Gosaibi, to make reference to selective data as relate to the final
questionnaire as completed. Copies of the DEC and Al Gosaibi
documents as referred to, are provided in the Appendix

3.3 Statistical Values

In order to provide statistical values from which meaningful
interpretations could be derived, predominant use has been made of
the primary data. Particular attention was given to safeguard these data
from influence of bias, continuously seeking non-bias. In terms of data
interpretation this was not immaterial. For example, a conscious effort
was made to keep the questionnaire simple and clear in language. To
overcome impersonality, as mentioned earlier, foreign firms when
necessary were interviewed with the help of intermediaries of their
own country (Table 10). In this manner, the value of the data was
strengthened.

Further, non-sampling errors to do with misinterpretation of questions
posed to respondents, or possibly coding, were reduced. For example,
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face-to-face interviews and long distance telephone follow-ups were
conducted to ensure that the data used for calculation were checked.
The relative debt position of each company under conditions of total
leverage could then be analysed.

The data subsequently drawn upon therefore are standardised in line
with the criteria set. This was found to be necessary, not only to control
the actual research effort but also to ensure integrity in the research.
The results pravide a common basis of understanding of what is being
studied.

4. Statistics on Capital Structure

This research had to start by specifying precisely what data would be
used in an ideal world and then specify the restraints imposed because
of the absence of a desired data bank. Section 3 describes the
constitution of the databank, what procedure was used, the role of the
questionnaires in this context, the underlying method used and the
statistical values obtained.

As to statistics on capital structure, in an ideal world one might have
preferred to use accurate market values if available. Instead, one has
had to learn how to use balance sheet data valued at historical costs,
simply because of the absence of other data in the different geographical
areas in which the study was conducted. This remains the case,
particularly in the third world as is commented on in more detail. As
the result of the examination will evidence, the use of balance sheet
data at historical cost does not detract significantly from the value of
the study.

Another issue has been how to define and justify the main criterion for
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an examination of capital structure amongst the multinationals that
constitute the sample. The terms by which the capital structure
performance of multinationals is generally assessed tend to be those
conceived in terms of volumes of investment and debt financing
reflected in varying levels of debt ratios and rate of geographical
expansion, the latter being a function of international as well as home-
based factors. Therefore, quantitative statistics on debt ratios were the
main criterion dealt with, and then briefly, for purposes of further
qualitative interpretation, other criteria such as growth and R&D. The
statistics on total leverage in part reflect the potential of the sample
multinationals for subsequent value-maximisation at the level of the
firm. This basis was used for measurement of the debt-to-equity to
determine an optimal capital structure, taking into account cultural
influences as may affect such structures in an international
environment.

4.1 Measurement of Debt-to-Equity

411 Basis of Measurement

In order to further help remove the effects of aggregate debt ratios due
to distorted accounting principles and practices internationally, the
study uses total leverage as the basis of measurement. This is reflected
in the formulation as to how debt-to-equity should be calculated as has
been specified during the literature survey. Total leverage secondly is
applied to reflect the legal concerns over ownership of wealth.The
literature explains the link to cultural influences on capital structure.
All of the 87 firms in the study’s sample were measured on this basis.
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412 Formulation of Measurement

The most optimal formula, i.e. debt-to-equity (as total leverage) can be
linked to the earlier definition of total leverage in the literature. Thus,
in defining the treatment of the various items from the balance sheet,
total liabilities were measured as total assets - shareholders’ equity. As a
basic definition, the balance sheet model following (fig. 2) shows how
shareholders’ equity is the difference between the total value of assets
(current and fixed) and the total value of liabilities (current and long-
term).

A word needs to be said about the special use of hybrids. The use of
hybrid securities was verified in terms of maturity and cost and treated
as posted. Thus, options have been ignored unless due to be exercised.
Similarly, any derivatives held have been ignored. Hybrids are further
commented upon in Section 44.3 Role of Convertibles and Warrants,
highlighting a number of examples from the sample. Useful -
interpretations could be deducted from these convertibles and warrants
in their form of hybrids. This too is commented upon in Section 4.43.

The foundation underlaying the measurement of the debt-to-equity as

said, is the balance sheet. The balance sheet model used during the
research was as follows:
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Fig 2 Balance Sheet Model

Net workin
ca pitalr & Current liabilities

Current assets

Long-term debt
Fixed assets
1. Tangible fixed
assets
2. Intangible fixed Shareholders’
assets equity (1)
Total value of assets Total intrinsic value of the firm

Source: Ross, Westerfield and Jordan, 1991, p. 6.
(1) Note: Calculated as Total Shareholders’ Equity; see Section 14.1

The study’s view 6f the in.trinsic'value of the ﬁﬁn, using book vaiﬁeé;
in this respect again is not different from that if it had used market
values. The balance sheet principle remains the same. This is further
explained in the next subsection 42. Histarical costs (42.1 Book versus
Market Values). The intrinsic value of the firm represents the
distribution of value amongst the creditors, bondholders and
shareholders.

As this model reflects, if the company were to sell all of its assets and
use the proceeds to pay off its debt obligations, any residual value
remaining would belong to the shareholders. The net waorking capital
position is the difference between the company’s current assets and
current liabilities. It becomes negative where current liabilities exceed
current assets. This is further commented on in chapter IV.
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The alternative debt-to-equity formula based on capitalisation, as
indicated in the same literature, would have been more useful in the
assessment of long term-debt by financial analysts. They might have
argued that short-term debt, e.g accounts payable, is more a reflection
on trading practice than the management of debt capacity. However,
this study is concerned with a company’s debt capacity where
multinationals are concerned. This cannot be entirely divorced from
trading practices.

42 Historical Costs

This section discusses historical costs as relates to the quoted as well as
unquoted companies in the sample. In other words, some judgement
at the firm-level was used in defining the cost basis of the sample
questionnaires. Supplementary interviews were used to verify
historical cost data as obtained from, for example, 'priv'a"téiy held
Middile East based multinationals.

421 Book versus Market Values

Given the need for international comparisons it is critical that the
values are the same so that meaningful comparisons can be made. This
was achieved. This section explains why book values instead of market
values were preferable. The need for comparable data has been the
main issue in this. It should be pointed out however, that:

(a) The historical costs were generally already adjusted in the
financial statements of respondents. Yet, with different
accounting procedures followed by various firms, some
adjustment to a commaon standard had to be carried out. Specific
examples are being given in many of the following sections
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which specifically treat this issue. It is therefore more accurate to
speak of adjusted historical costs, accounting values or better still
book values, adjusted where appropriate as current values. This
goes some way towards eliminating the problem of comparisons
although the problem is not totally solved. This is where some
of the difficulties arose in constructing the data bank and which
is where the original work for this study took place.

(b) Further, in this study the issue of comparable data has in fact
been resolved on the basis that all firms in the sample are
measured at the level of the firm ie. not in terms of market
valuation, which would not have been possible geographically.
This can easily be understood. For example, some of the
countries do not have a stock exchange. Alsg, the reliability of
valuations in the private sector even if obtainable in certain of
the developing countries, remains questionable. This in tum.
pfevehts effective corﬁparisoﬁ. In this stud'y,"debt and eqtiity .
values have been treated the same on a total leverage basis,
using book values, adjusted where necessary, so the comparison
firms are indeed comparable.

In earlier empirical work on M&M, also White [1963] used book values
when he measured financial leverage (p. 1259). This is because, in
addition to comparability, there exist other advantages to the use of
book instead of market values. Gordon and Mailkiel [1981] explained
that the advantage of writing off increased costs of borrowing against
earnings is soon levelled due to the higher pretax income. This means
that whilst leverage at that stage does no longer increase the value of
the firm, it does increase the cash flow. This confirms previous
observations in the literature survey. As Gordon and Mailkiel [1981]
concluded, there is no net effect in terms of valuation due to high
earnings that result from leverage (pp. 131-191). Therefore, there
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appears no particular reason why the use of market valuation would
tell us something about leverage that book values would not.
Bhattacharya, [1988] confirmed these and similar observations, also
made by Fama [1981] explaining that in any event revised market
value reflects discounted value of further future prospects given
informative self-selection (a. pp. 135-147). Thus, as market values
remain in part subjective, book values seemed preferable after all.

For the reasons stated above, the delimitations of this study exclude
any securities valuations of future and current cash flow streams or
stock market assessments. For the same reasons, value as calculated
naturally does not parallel stock market appreciation. There is no need
for this. The study is conducted at the firm level. It is firm-specific in
the corporate sense rather than stock market specific in the securities
and valuation sense. As seen in the literature survey, it is mostly
concerned with the debt capacity of the multinational in this respect.

Some may argue that reliable estimates of the values of debt'and 'équity
could have been sought in each individual sample case. As indicated
above under point (b), in practice, this would appear highly unfeasible,
geographically and technically. Moreover, if what needs to be tested is
data on total leverage, who is to say that adjusted book values as
described, would be less reliable than their converted equivalent at
market prices taken at an identical point in time? There appears to be
every reason to prefer book values on this basis given their consistency
and comparative lack of judgmental bias. Also, changes in depreciation
policy for example, still need to be consistent and supported in order to
meet even routine auditing queries This study, as explained, uses book
values because they reflect best the intrinsic values at the firm level at a
given point in time. Furthermore, under Generally Accepted
Accounting Principles (GAAP), there is an explicit preference far the
balance sheet to be expressed at book rather than market values and to
state adjustments for inflation or exchange rates separately. It can be
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said that amongst all existing accounting conventions, GAAP standards
(in the UK, SSAPs) tend to be universally acceptable and thus are
applicable to all companies in the sample. Additional detail and
defence if necessary as to why there exists this preference in this study
for the use of nominal value of issued equity plus reserves (rather than
stock market valuation) is set out in the General Appendix (Section 1.4
Nominal Values), [Elte, 1994, Bank Mees Pierson].

422 Quoted Companies under GAAP

The study sample represents a mix of both privately held and quoted
companies. This constitutes, as explained, one of the prime reasons for
the use of book values. The proportion of the two types of companies
in the final sample is as follows:

No. %

(a) Privately heid 32 37
(b) Publicly held 55 63
Total 87 100

The input data used on public companies were obtained directly from
the annual statements. Given the accounting adjustments under
GAAP, footnoted in these reports, assets are often booked at adjusted
historical costs. For example, Hanson plc's accounts [1989] that were
looked at in detail, in fact had been prepared “using the historical cost
convention adjusted for revaluations of certain fixed assets". A copy of
the firm's accounting policies refetring to this accounting convention
[Item (b) p. 52] is included in the General Appendix. However, even
here, where book value may approach market value, this is not
necessarily the case or not in each country. In the event, clarifying
statements were necessary and were provided by Hanson. In another
example, under US GAAP, revaluations would not be permitted. The
“Information for US Investors" section of the English and China Clay
Group plc (ECC) [1989], a copy of which is filed in the General
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Appendix, indicates this material difference between UK and US
versions of GAAP [Item (2), p. 39]. It shows reversed adjustments made
for interpretation by US investors (p. 38) as opposed to UK
stockholders.

423 Private Companies under GAAP

As said from the beginning, there are a number of important
observations as to why this study has used historical cost data directly
from the balance sheet rather than market values. Whilst changes in
the capital market and tax systems have removed a certain bias from
the structure of privately owned firms and have improved the
maobility of capital or access to capital markets, there still exists a
predominant culture of secrecy surrounding financial data. As
indicated in previous subsections 2.1 Standards, 2.2 Criteria, the study
certainly experienced considerable reluctance towards disclosure which
could have rendered the examination and conclusions non viable.
These observations are confirmed again and in further detail in this
chapter when discussing the balance sheet (Section 34.2).

4.3 Exposure Adjustments

In this section, the study reviews the exposure adjustments that needed
to be made to the sample. It examines the criteria used and the
appropriateness of each type of such adjustment. These include
adjustments for differential rates of inflation, exchange rates and
consolidation and translation rules.

431 Inflation

Another aspect in the use of book values is that of inflation as a type of
exposure. At the level of the firm, this kind of adjustment is to portray
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a realistic and thus current value. What is important here to the firm is
to preclude any possible market bias entering the data. The effects of
inflation are usually expressed in exchange rate variations, at least in so
far as may impact the operations of the firm. Understandably, no
economist will be happy with this explanation. At the macro-economic
level, inflation differentials cannot be expressed in exchange rate
variations, especially in the short term. In such context, the economic
theory of Purchasing Power Parity indeed has at best only very long run
applications. However, at the micro-economic level of the firm, where
this study is concerned, the issue of inflation and exchange rates are as
much an accounting as treasury management problem. Admittedly, it
is a treasury management problem first, keeping the firm tied into the
realm of macro-economic theory. However, at the firm level,
technically, a distinction must be made here between (a) exposure and
(b) accounting adjustments. Therefore, these issues are. discussed
separately.

In this study, the view taken towards inflation has been that one is
concerned with real returns, not nominal returns. The difference
between the nominal return and rate of inflation actually experienced
therefore may not necessarily lead to a decrease in sustainable earnings
or any default in the expected corporate eamings rate of underlying
securities. In the absence of uniform accounting standards, differential
rates of inflation normally would have been expected to cause some
differences. Therefore this study must to some extent share the
argument of practising international managers that at the firm level,
inflation is often assumed to be reflected through reasonable price
adjustments and the corresponding revenue stream. As an example,
the Annual Report of H.J. Heinz Company, one of the multinationals
in this study’s sample, states that: “ the impact of inflation on both the
company's financial position and results of operations has been
minimal and is not expected to adversely affect next year's results”
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(General Appendix, H.J. Heinz [1989]).

Finally, how multinationals in this sample were treated for inflation in
terms of exchange management, translation and consolidation, so as to
make comparison possible, is discussed in more detail in the next three
sections. However, it must be kept in mind that the only formal
reporting requirement regarding the effects of inflation and changing
prices is a brief textual presentation of management’s view [SEC 1982,
pp. 54764-54790, Deloitte Haskins & Sells 1983]. (See also subsection
4.34.c Rule FASB 33, on inflation).

432 Exchange Rates

The use of exchange rates specifically needs further discussion. Here,
exposure management (i.e. not speculation) has developed into a
much wider and much more complex subject than that of simply cash
management. The subject is highly pertinent to multinationals as
obviously, the exchange rate risk is the risk to having international
operations in a world where relative currency values vary. In
examining the data it was important therefore to look for:

(a) Short-run exposure as relates to contractual agreements to
buy and sell goods in the near future at set prices

(b) Long-run exposure in terms of substantial hedging
operations, e.g. buying of currencies on forward markets on the
assumption of adverse economic trends

(c) Translation exposure, i.e. the conversion into the parent

company currency and treatment of gains or losses from foreign
currency.

Any of these exposures could have a material impact on the debt ratios
of multinationals as is discussed in the sections following,
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433 Differential Rates of Inflation

An average exchange rate was used for the end of the period so as to
allow for consistency in the sample. This means that in as far as the
income statement is concerned, the exchange rate is the average value
(mid point or bid/offer) spread for the period of the income statement
(monthly rates) consolidated on the last day of the fiscal period (and
adjusted versus any budgetary rate). Balance sheet items on the other
hand are valued at the rate ruling at the end of the period. Naturalily,
in an inflationary economy in which accounts are measured under a
system that presumes a constant value of the monetary unit, exchange
problems and accounting problems will appear. In the event, long-run
inflation may be related to currency devaluation of the country’s
currency but this correlation will not show in the short term. Proper
interpretation of the financial statement by the foreign subsidiary
management and the parent group therefare required inflation-
adjusted accounts where appropriate, reflecting reasonable
revaluations of historic costs. These restatements had to be insisted
upon. Otherwise, net worth on the balance sheet or reported net profit
on the income statement for example might possibly have been
distorted as a consequence of the original asset and expense distortion.
The literature takes a similar view (Eiteman and Stonehill {1973, 1989],
a. p. 38, b. pp. 618 - 619, Ross et al [1991)).

43.4 Consolidation and Translation Rules

The consolidation of accounts and reporting thereof also required a
specific exchange rate. For the same reasons as quoted above, an
average exchange rate was used as standard. As set out below, this
procedure, following GAAP, is also in compliance with FASBS
(Financial Accounting Standards Board Statement No. 8). This US
standard, endorsed by the SEC (equivalently ED21 in the UK) has been
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in use since the mid seventies to provide a basis for foreign exchange
reporting (Beresford in Underwood [1979)], pp. 29 - 31, Dufey [1987], pp.
95 - 270, pp. 291 - 390).The procedure followed under FASB8 and
further amendments thereto (FASB20, FASB33) are discussed below.

434. a. Rule FASB8 on Exchange Reporting

Using the FASB8 criterion, recorded foreign currency amounts for
consolidation had to be translated at the balance sheet date, e.g. using
the current rate for claims related to cash (receivables, payables) and
amounts carried at historical cost (property, inventory, goodwill)
translated at historical rates. Specifically, the procedure adhered to has
been as follows:

1. Monthly Income Statements

Except for depreciation expenses the profit and loss
statement is translated at the average rate of exchange
of the accounting period.

2. Balance Sheet

Assets of cash and inventories except fixed assets or
deferred charges and prepared expenses are translated
at the current rate. On the liabilities side, all debt
(whether short or long run, hard or local soft currency)
is translated at the current rate. Only shareholders’
capital or any legally required reserves (equivalent to
shareholders’ invested capital) is held at historical
rates.

For example, in the case of ICI plc, one of the sample multinationals,
the company’s long standing procedure had already been to categorise
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exchange differences into those relating to:

(a) Fixed assets, investments and long-term loans on the one
hand and

(b) “items of a trading nature” on the other.

This is in compliance with the procedure followed and as applied to
the other samples. The second category, as indicated above, is reported
with the ordinary income for the year. The first category is dealt with
directly through the balance sheet reserves.

For purposes of applying FASBS, the current rate has been the rate in
effect at the balance sheet date and the historical rate the rate in effect at
the date the transaction or specific event occurred. As to retained
earnings, the rule maintained for unrealised foreign exchange gains
has been to offset these against unrealised foreign exchange losses, with
any balance held in a suspense account (until realised or absorbed by
future unrealised exchange losses).

43.4.b. Rule FASB20 on Hedging

Under FASB20 as an amendment to FASBS, hedging activities have
been incorporated in the data only where intended to provide a hedge
as relates to operations ie. coverage (at cost) of normal risk-exposure,
measurable on an after-tax basis. This has meant, no acceptance of data
on speculative hedging for profit. Most of the companies examined, in
any event, had adopted a “loss limiting posture”. Forward positions
were usually taken to reduce any underlying trait or financial exposure.
Thus, also foreign exchange was normally regarded as a cost rather
than a profit centre. As confirmed later through the financial press, in a
number of cases there were grounds to suspect that the level of hedging
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activity appeared either (a) disproportionate, e.g. as in the case of
Ferranti International plc (misappropriation of funds) or (b) potentially
excessive to the normal operations of the business, e.g. Allied-Lyons plc
(unauthorised foreign exchange losses). In each of these cases, the
sample was removed. Retention of these samples could have impaired
consistency in the comparability of debt ratios.

The disproportionate exchange activity of Ferranti, using pubilicly
available information, could be traced back to its large US defence
subsidiary, International Systems and Controls. This has since led to
the collapse of the group. In the case of Allied Lyons (since renamed
Allied Domecq), the unauthorised risk position assumed by the group's
treasury, which entailed excessive hedging, resulted in an interim over
exposure, eventually corrected.

The advantage of the FASB8/20 criteria as applied in this study is that
it provides a uniform and consistent method of consolidation and
reporting notwithstanding differences caused by inflation and exchange
rates. The latter is further commented upon below.

43.4. c. Rule FASB33 on Inflation

There has been considerable argument in the theory about inventories
in that these might relate to more than one accounting period.
Applying the FASB33 criterion, firms were encouraged to provide
supplementary inflation-adjusted statements, allowing for a more
accurately estimated level of their sustainable earnings, achieved by
replacing historic cost with estimated future replacement cost when
calculating profits. Such inventory valuation adjustments then
represent the excess of replacement cost over the reported cost.
Incidentally, also the resulting price changes come under FASB33.
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Theorists have long confirmed this principle procedure (Weston and
Brigham [1987], c. pp. 595 - 596, d. pp. 7 - 8, Sharpe and Gordon (1989,
1990)).

44 Accounting Adjustments

Quite separate from the exposure adjustments, which as seen above are
necessary, the accounting adjustments refer rather to the need for a
uniform approach when accounting for all business transactions, (i.e.
including compliance with existing conventions, auditing standards,
national laws), the balance sheet, and the role of convertibles and
warrants. These are explained individually below.

4.41 Uniformity

In terms of comparability, the absence of uniformity in accounting
standards amongst the cross-cultural environment of multinationals
caused further differences. However, by and large, in terms of
accounting conventions, these were not firm-specific. They concerned
mostly differences to do with accounting conventions and standards of
a given country rather than those of a specific multinational
originating from or headquartered in that country. At the same time
the compilation of financial statements that would be internationally
comparable was frequently hindered by lack of uniformity in auditing
standards and difficulties in obtaining full disclosure. For example, the
formal reporting requirement as to changing price data itself is no
longer mandatory: in 1986 the FASB concluded that the costs of
reporting were not worth the benefit. In the UK, the equivalent of
FASB 33 (SSAP 16) was withdrawn the same year. For example, in
Britain, managers of UK multinationals were found to view the
disclosure of inflation adjusted profits to be among the top items with
the highest cost/lowest benefits {Gray and Roberts 1988] Therefore, to
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make comparisons possible it was found there was a need to
differentiate between:

44.1. a. Accounting Conventions
44.1. b. Auditing Standards
441. c. National Laws

Each of these subsections is dealt with as follows:

441. a. Accounting Conventions

As Eiteman and Stonehill [1989] observed, accounting principles vary
worldwide in at least seven specific areas; consolidation, goodwill,
deferred taxes and long-term leases, discretionary reserves, inflation
and adjustments, and exchange translations (pp. 618 - 619). Of these,
consolidation, goodwill, inflation, exchange translations and
discretionary reserves pertain directly to this study. "

Balance sheets amongst the research samples generally have required
some adjustment, allowing a firm'’s total leverage position to become
more transparent. For example, in exploring Coke’s leverage the case as
regards goodwill is as follows:

Elimination of goodwill, $ 232 Min. (Appendix I); retention would have made
comparison with other samples difficult. This also pertains to country-to-country

comparisons within and between cultural realms.

Deferred taxes and long-term leases were considered as less critical on
the assumption that the debt-to-equity is cyclical over long periods of
time (Ch. II, Taggart). However interpretations can easily be biased.
Given that practices still vary enormously between countries and to a
lesser degree multinationals themselves, any generalisation must be
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accompanied by recognition that many exceptions continue to exist. As
an example, methods by which asset values and depreciation expenses
are determined were not always found to be well explained. For
example, in certain cultural realms e.g. Middle East, Africa, notes to
financial statements do not appear in the profusion to which US or UK
abservers have come to expect.

In resolving these differences, internationally active companies from
different countries had, in the accounting sense at least, to be treated
differently and this for different reasons. For example, firms from the
US and Japan tended to provide inflation adjusted financial statements
on a fairly consistent basis whilst British firms usually provided
additional inflation adjusted statements or footnotes to their reports.
This could not be said for example, for firms from the Middle East.
Here, clarification had to be sought. Where this proved an
unsurmountable problem, for example in one case in Israel, Tako Ltd,
and one in Lebanon, Veladaile Ltd, (Table 12, Adjustments), these
firms were removed from the sample. In both instances, the firms were
unquoted and privately held.

44.1. b Auditing Standards

To ensure standards, rules FASB8/20, 33 were enforced for compliance
throughout the sample. Where compliance was not observed and no
reasonable adjustments/explanations were forthcoming, the
observation was excluded. The Appendix incorporates a listing (Tables
10, 12, 15) briefly stating, against those excluded, the reason for their
exclusion. In contrast, in four instances, compliance with standards was
obtained by respondents of private companies taking appropriate
action. This followed identification of and communication about, a
number of deficiencies. As a result of respondent compliance, the
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companies concerned were then not removed from the sample. These

case examples, all privately held firms, are set out individually:

(a) Example 1: sale of assets mixed with operating profits,
hindering the ability to judge true earnings potential and thus
the potential debt capacity [Remalux Paints Co, Jordan].

(b) Example 2: consolidation concealed earnings of non-
consolidated subsidiaries, with same effect as above. [Plastic Co.
AM. Zaghloul, Egyptl]

(c) Example 3: understatement of earnings for purposes of
minimisation of tax [Reserve Services Ltd, Lebanon].

(d) Example 4: use of reserves to smooth fluctuations in earnings
[Yong Lee Rubber Company, Malaysial.

Where changes could not readily be made, cooperation was received in
the form of pro-forma adjustments. The problems of consalidation are
further elaborated upon in the balance sheet review (Section 4.4.2).

441. c. National Laws

In this study, national laws have had a further effect on fiscal
regulations and property rights. Enforcing GAAP over national
accounting systems at times would have been impractical in light of
local law. The reason for this is best explained by the fact that GAAP are
effectively Anglo-Saxon accounting principles which rely on a
convention of agreed rules. Yet these may not have any legal binding
as is the case in those countries where accounting rules are tied to the
law of the land. In certain sample countries for example, Saudi Arabia

or Iran, even religious laws can play a role. Limitations on the cost of
debt should be a constant reminder of this.
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Examples were not limited to non Anglo-Saxon countries, especially
where tax laws are concerned. In this context, the question arises for
example, what the debt ratio could be at a national subsidiary level
versus that of a group. This study firstly measures the debt ratios of the
consolidated positions of groups headquartered in their country of
origin. As a reminder, at this stage read the debt ratio as synonymous
with the debt-to-equity relation under total leverage. Secondly, where
subsidiaries are concerned, it is known that authorities and cenftral
banks usually take the view that these must adhere to direct
investment standards. This means that there is usually a limit on so
called thin capitalisation. Without precise definition, thin
capitalisation is generally taken as meaning to apply where a subsidiary
has indebtness considered excessive in relation to its equity. An
acceptable ratio for tax authorities in many countries is a financial debt-
to-equity not exceeding three to one. This can be higher as firm-specific
circumstances are often taken into account. '

There exists also the point of view on debt as taken by the parent
versus that of the national subsidiary. The points of view may not
necessarily reconcile. This has been taken into account in this study.
For example, an overall debt transfer can be beneficial, permitting the
parent to leverage the balance sheets of each of its subsidiaries with a
minimum effect on the parent borrowing capacity. However, such may
conflict with the desired debt-to-equity of a single specific national
entity. An example amongst the sample population is the Walt Disney
Company. The debt-to-equity needs evidenced for example by Walt
Disney’s European subsidiary, Disneyland, have been a notable case.
Here the lack of congruence between parent and subsidiary on the issue
of debt have been paramount. National laws may be as important a
factor as parent-subsidiary perceptions on debt. If not in compliance
with the direct investment rules, problems can arise. For example, a
UK subsidiary having a long-term loan from an overseas parent could
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have the loan considered as part of the subsidiary’s fixed capital, the
interest cost disallowed and the loan treated instead as a distribution on
which advance corporation tax was payable. In the event, the
consequences would be grave. Ongoing parent-subsidiary disagreement
on debt levels would only worsen the situation.

442 Balance Sheet

In an empirical study such as this, naturally much attention is given to
the balance sheet. That this was not without problems should not come
as a surprise. Obtaining data from developing countries has never been
an easy task but obtaining financial information from companies in
these countries must be ranked among the hardest. Most companies in
these parts of the world tend to be privately held and in some instances
much convincing was necessary to obtain reliable data based on GAAP
criteria. Where these were not being met, the sample was excluded.

However, how reliable can even an audited balance sheet received
from a privately held group in Saudi Arabia really be? As is known, the
Middle East is a highly cross-cultural region in its own right. Therefore,
interpretations can vary widely from country to country. A
multinational operating across this region as well as internationally
makes for a challenging analysis. The Al Gosaibi Group referred to
earlier, can be highlighted as one such sample case. This organisation is
a major conglomerate, operating mainly in Kuwait, Bahrain and Saudi
Arabia but with worldwide licensing, joint venture and product
representation arrangements. The subject of accounts identification for
example, needed considerable scrutiny and clarification. Importantly,
there was a need for correct interpretation. However, this was
encumbered in a number of ways. As set out in the General Appendix,
part of the annual report for example had not been translated from
Arabic. Also, proper cultural interpretation was a recurring issue. In
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this instance, and to overcome cultural issues, a number of personal
meetings were held with one of the Al Gosaibi managers in London,
Mr A. Rahim A Fakhro.

In contrast, the work required on the balance sheet of DEC, which
provides computer systems, is US based, publicly held, and global, was
relatively straightforward. Following analysis of the DEC Annual
Report it necessitated only further telephone and fax contacts with
DEC's Financial Officer in the UK, Mr John Reeve (see General
Appendix). No personal meetings were necessary in this way.

Not all cases were either as complex as those of the Al Gosaibi Group or
as relatively straightforward as DEC's. Many sample cases were
somewhere in the middle of this spectrum. An example is the
Evergreen Maritime Corporation. Despite its Anglo-Saxon name,
much of what was faxed was in Chinese. There being a number of
questions, it took a Chinese speaking Taiwanese intermediary in
London, Mr Kuo-Hsiang Kuo to relate to one of Evergreen's senior
executives in Taipei in order to verify the correct interpretation of
certain response data.

These difficulties were not inconsiderable. They were generally
experienced with other multinationals headquartered in either
developing or fast emerging countries. Companies in these countries
often tended to be closely held and most sensitive to any type of data
release. As a result, full disclosure invariably proved to be the greatest
obstacle. As indicated earlier, the single most convincing incentive for
cooperation was the opportunity for respondents to share at some later
date comparative data derived from the collective results. Companies
in the event can then apply their own benchmarking. In the main this
applied mostiy to companies in the Middle East, who on the one hand
appear rather sensitive, yet through relative isolation, given the lack of
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valid company comparisons, appeared highly motivated to participate.
Due to confidentiality, the details related to many of these participants
cannot be quoted. The substantial Al Gosaibi Group makes a favourable
exception to this. The confidentiality agreement entered, was waived
for this purpose.

In the Al Gosaibi case as well as in general, to achieve full disclosure of
the balance sheet, extra attention was paid to having holding
companies represent their total leverage position. This ei‘nphasises
once more the importance of the use of questionnaires during this
research. It also reminds the reader that data were not merely
extrapolated for examination. Judgement also had to be applied before
the data extracted from the profit and loss statement and balance sheet
information could be formally tied back to an acceptable data bank. The
holding type of company has been known to not always provide full
disclosure, in part as may relate to the respective accounting system of
the country of the parent and or that of the related subsidiary. As
Francis [1986] remarked, some debt reporting can be limited to parents
only, excluding fully consaolidated statements (pp. 393-403). Earlier work
of Lewftwich and Wilson [1970] was consulted to ensure that rules on
inclusion of capital structures of foreign subsidiaries were obeyed in
terms of consolidated results reported (a, b. pp. 79 - 125)
Multinationals at times have been known to deviate from this
accounting convention. Compliance in fact, was not invariably the case
and corrective measures therefore had to be taken. For example,
Megabyte Espana S.A. was removed from the sample on this basis. In
another example, a meeting with a representative of Khurma Trading
Estab. Ltd, Mr Sumer Hasan Khurma, affirmed that business activities
in Holland were included in the consolidation. Khurma which has
active interests in the Netherlands actually proved to be a legitimate
importer/re-exporter of Dutch cut flowers and bulbs in the Middle East.
These examples illustrate and reinforce the importance which was
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given to supplementary interviews in addition to the questionnaires,
in order to obtain directly verifiable information. This also highlights
the problems of multinational definition described in Chapter I Section
3.

After all, interpretations even in clear print, can vary substantially, also
in the financial-economic and technical sense. This must be
emphasised. Whilst traditional balance sheet standards on financing
and liquidity were consulted in the process (De Langen and
IJselmuiden [1973], p. 66), not all samples could be analysed
satisfactorily in this way. For example, in one particular case it was
impossible to identify the specific industrial investment activities of a
respondent bank holding company. This sample’s balance sheet
(included in the Appendix), simply did not provide adequate detail
under the caption "Other Investments". Disaggregation of this data
was not forthcoming. Following confirmation of this observation
made from the organisation concerned, the sample, United
Commercial Bank Ltd (UCB), Bangladesh, was removed from the data
bank. In addition it was noted that UCB did not appear an isolated case
amongst this study’s sample population. To ensure similar rigidity in
segregation of activity and to avoid bias, all other bank holdings with
industrial activities were removed. Many of these were Japanese.

443 Role of Convertibles and Warrants

This subsection sets out the role of convertible securities and warrants
in defining debt. These types of instruments tend to blend interest
income and equity security, allowing shareholders to convert their
loan stock at specific dates. Equivalently, it has enabled several of the
multinationals in the sample to extend their financial base and options
, as is explained below. In the subsections following, the role of
convertibles and warrants is being related to the companies in the
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sample.

443. a. Hybrid Securities

In reviewing annual statements and audited accounts of sample firms,
the periodic use of hybrids was noted. Hybrid securities, having
features of equity, at times may be treated as debt solely to leverage
corporate tax benefits of debt. Whilst differences due to warrants (Sub-
section 3.43. b below) could be largely ignored for quantitative
measurement purposes, some notable cases needed highlighting for
qualitative reasons as concerns specific interpretation at the individual
firm level. A most striking example is Avon Products Inc. With a debt
ratio of 80 versus the US sample average of 43.4, the company was
considered highly geared. The advantages accompanying such a
situation, and as relate here to the sample, have been both explained
and questioned by the theorists. these advantages are reviewed below.

Amongst the academic researchers, Ross et al [1991] asserted that some
companies might follow this approach with the intention of
maintaining benefits of equity in case of bankruptcy. Technically this
can be achieved for example by issuing specific warrants attributed
simultaneously to a non-convertible bond, as the case with Avon
Products. In the event, the data enter the data bank unaltered as debt.
From all publicly available information there did not seem to exist any
evidence to suggest that the intention of Avon would have been to
avert loss of benefits under the praspects of an imminent bankruptcy.
Also the so called 10-K full disclosure report to the US authorities,
which is statutory, and filed with the Securities and Exchange
Commission (SEC), does not suggest any other interpretation on this
subject.
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443 b Warrants

Abetter appreciation of hybrids was gained by a deeper understanding
of the use of warrants. Such will allow certain firms to take a risk
exposure of incurring a technical default which can be deferred or
passed on directly during adverse years whilst actually benefiting of the
interest deductions during financially positive years. Equity can also be
impacted albeit in a different way. Under the treatment of total
leverage, in the legal sense, equity interest is a residual claim ranked
after debt securities such as notes, debentures and bonds due to debt
holders. This is the case whether these concern public issues or issues
privately placed, equity being subject to valuation and debt having been

set at a fixed amount.

Therefore, the use of securities encompassing warrants, as critics have
argued, may obscure somewhat the issues of debt and equity.
Technically, Hayes and Reiling [1969] were among: the first to foresee
this phenomenon (pp. 137-150). They were followed by Welham [1975]
and Ritchie [1983] confirming the same. However, the formation of
optimal capital structures at times may necessitate the use of warrants.
The problem associated with warrants was more that of losing sight of
the distinguishing qualities of debt and equity.

Returning to the link between total leverage and warrants, in the legal
sense, warrants relate to both the issue of ownership and that of value-
maximisation. This issue tends to be more firm-specific than the
general issues of accounting or economics designed to serve the public
at large.The warrant thus, must also be seen in a socio-economic light
and respective cultural realm of the multinational concerned. The
warrant, apart from this, after all, is a financial instrument to gear up
the company's potential performance on the basis of its total leverage
capacity. This in fact is the case also in the example given of Avon
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Products. It explains to some extent why hybrid convertible securities

and warrants usually go together. In addition, the following
observations were made:

(a) Observation 1: some of the smaller multinationals in the
sample regard the convertible as intermediate leveraging while
earnings from fast growth are building up [Example: Economic
Insurance Co. Ltd, Greecel.

(b) Observation 2: in certain countries, e.g. the US, conversion
periods in principle tend to be long (15 to 20 year lives) taking
the character of debentures. Provisions were made to enforce
early conversion (at the cost of the company). This makes the
use of warrants for deferred equities potentially expensive but
provides a strong financial stature and options for increased debt
capacity to the larger muiltinational [Example: Proctor & Gamble
Company, (P&G) US]. ' '

(c) Observation 3: companies in notably cyclical industries like

primary commaodities or building materials, are another
example of uses of warrants [Example: BPB Industries plc, UK].

5. Statistics on R&D and Growth

In selecting data, the R&D/Revenue and the Growth/Revenue ratios
were used to bring all respondents onto one common denominator.
Where secondary data are concerned, these were used for comparison
with the primary data of the descriptive group (detailed in Section 7.3
Primary Data, 74 Randomisation, 7.5 Secondary Data). The use of data
on R&D need some comment. As was the case for statistics on debt, a
cross-section was utilised. In the long run as was stated, “R&D develops
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haphazardly through the accretion of small bids, taking an adaptive
form” (Survey Mesthene [1970]). Similar to the view taken on debt-to-
equity, this study sees R&D as cyclical and over long periods of time.
The position of growth and its interrelationship with debt-to-equity
and R&D were explained in Section 2. Hypothesis and Test Format.

6. Classifications by Cultural Realm

Given the cultural influence of international capital markets, a most
important area for consideration were the geographical areas of
financial diversification themselves. These are detailed in the next
three subsections. These start with the classification of data, firstly by
worldwide realm and strata clusters, secondly by regional realm, and
finally, following adjustments made, by cultural realm.

61 Worldwide Realms

Aside from ratio analyses encompassing relationships of debt-to-equity,
R&D, and growth, leverage relationships were analysed for cultural
influences within respective regions of world markets. These and
underpinning strata clusters of regional country groupings are
contained in Tables 12-13. The main classifications initially identified
for further analyses were:

1. The Anglo-American realm
2. The Far Eastern realm
3. The Third World realm

These realms were identified on the basis of distinct cultural models
referred to earlier (Section 2. Hypothesis and Test Format). Other
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potential realms such as e.g. Northern Europe were not selected for
study on the basis that multinationals headquartered in this region, as
is generally known, traditionally have tended to seek their expansion
primarily in the Americas and the Far East and appear to continue to
do so. Examples would have been Philips, Unilever, Royal Dutch Shell,
Siemens. Both of these areas, i.e. the Americas and the Far East are
included in the study.

In this study’s sample, numerically, the majority of large
multinationals with the exception of the Japanese, form part of the
Anglo-American realm. Here, data was not unduly difficult to obtain.
The Far Eastern and Third World realms in contrast proved difficult to
penetrate. These needed relatively more analysis, information in
certain cases being virtually non-existent. This problem was in part
overcome by some degree of earlier developmental research.
Anticipating the severity of data accessibility, steps were taken early on,
- with the start of an observational sub-study [1988].

To reduce bias versus the quantitatively more controllable information
in the first two realms, the minimum sample size for the third world
realm from the outset was specified as having to be at least one third
larger. This has to do simply with the sheer size and number of
multinationals in one realm versus that of another. The actual sampie
size acquired meets this criterion by being almost twice that of either of

the twa other realms.

6.2 Regional Realms

The population of each of the three distinct realms as studied contains
definite cultural strata of countries with naturally differing statistics.
Each stratum has a proportionate ratio in terms of number of members
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to every other strata. For example, the population type of the Third
World realm consists of three cultural strata, each with distinct
regional aspects:

1. Middle East and Near Eastern countries
2. Countries of Southern Europe and the Mediterranean
3. African countries

The Far East realm is also made up of three cultural strata:

1. Asia Pacific countries
2. Japan
3. Countries of the Indian Peninsula

The Anglo-American realm, in principle encompasses all Anglo

countries and North America. For purposes of this study it consists of
two main cultural strata: S

1. United States
2. United Kingdom

The Anglo-American region for this purpose excludes Australia,
Canada and New Zealand. A number of adjustments had to be made.
For example, using the empirical sample, Sri Lankan companies such
as Lanka Lloyd and the Jerzina Group of Companies (to comply with
the cultural models referred to earlier) were transferred from the Asia
Pacific categorisation to that of Countries of the Indian Peninsula
(Table 10, Adjustment). Similarly, Mimosa Co. Ltd was classified into
this realm given that Mauritius's business community and economic

ties are predominantly Indian, despite its obvious proximity to the
African mainland.
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6.3 Strata Clusters

Given the above, a word needs to be said about the strata clusters that
underlay each of the major realms in the worid, ultimately by region,
as applied in this study. If one looks at the Third World realm as an
example, its population consists of strata clusters whose characteristics
are similar, yet whose country characteristics are as heterogeneous as
those of 19 different countries and 40 individual firms. Thus, the order
of unit countries and strata clusters amongst the realms represents a
randomisation factor for size effect of country and regional economics.
The same applies to the individual firms sampled.

Given the above, the population of each realm was found to be
essentially conglomerate in nature. Main realms could be broken down
into stratified population subgroups of individual firms and countries,
making up the strata clusters. A similar observation can bé made of the

Far Easteérn realm which in this’ Study lists 8 strata and contains 22 ..

firms. In contrast, the Anglo-American realm reflects a more
homogeneous situation. On the other hand, in the Far East there is still
as much heterogeneity found between, for example, a firm in the Asia
Pacific countries versus one from Japan, as there is between firms
within the strata cluster of the Asia Pacific countries. Having said this,
these differences amongst multinationals appear to become
increasingly blurred albeit that this is a gradual process. As will be
discussed next, this has contributed to further consolidate Japan and
the Asia Pacific countries into one Asia Pacific group and should
therefore in part be a reflection of the developments that are taking
place in the Asia Pacific region. It also indicates to some degree the
evolution that has taken place leading to, once again, the Broek model
for cultural realms, referred to in the literature review. The
classifications used for this study are patterned towards this. The
overall build up and context of the worldwide realms, and how these
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have been adjusted to reflect new realities in converging world

markets, is included in the figure below. This also shows how the strata

fit into the new realms of country groupings and relate the original

realms to the same groupings.

Fig 3 Architectural Relation of Realms
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6.4 Cultural Realms

Given the worldwide population of multinationals, also when
grouped regionally, it was necessary to further consolidate and
designate these in some manner. Such was eventually accomplished
on the basis of six distinct cultural realms (as listed in Section 2.
Hypothesis and Test Format). Leaving the Anglo American realm as is,
Japan as said was added to the Asia Pacific group. The other realms
concluded upon were Mediterranean Europe; consolidating Southem
Europe and certain Mediterranean countries, Africa, The Middle East;
following consolidation with the Near East, and the Indian Peninsula.

In addition, reclassifications directly related to a firm's management
and cultural issues had to be implemented in line with accounting
rules and classification standards. Some examples follow:

- Example 1: Noble Air pic, UK This company was found to have its de
facto operating headquarters in a country other than its own, ie. in
Northern Cyprus. In this study the main operating headquarters were
an important criterion for geographical classification of the company.
The classification in this case became that of Mediterranean Europe.

Example 2: Lonrho pic (London and Rhodesia Corporation), UK. Many
critics would argue this to be an African company. Upon further
scrutiny, Lonrho was found to be substantially diversified in other
parts of the world including North America and Australia. On this
basis,and given its London quotation on the main Exchange, it was left
classified as British.

Example 3: Hanson plc, US/ UK. With this group having its volume of
operations more or less equally divided between the US and the UK it
would have been a classic Anglo-American case. However, it had to be
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removed from the sample. The group could not be classified for
purposes of this study as either British or American, there being no
American management representation on the UK main board for the
period related to the test data. Yet more than half of the profits were
derived from the United States.

7 Sources of Information

A word also needs to be said about how companies in the sample were
initially selected, whether there was a sample frame, or if they were
selected by chance. This is reviewed in this section

71 Companies Contacted

Initially, a total of 278 companies in 51 countries were app'roached with
the invitation to make their interests part of this research. These result '
from the following standards and criteria used:

(a) The sample had to represent a cross-section of
multinationals. Reference is made to Ch. I, Section 2 which
defines the multinational as a Company that operates in
more than one country, ie. beyond mere export activities,
and in a way deemed material to both its revenue volume
and profitability.

(b) Materiality as above was assessed by individual firm, ie. at
the firm-specific level on the basis of segment data. However,
the main focus was on line of business and geographic
coverage, this being in compliance with standard practice.
Reference is made to Ch.II], Section 2, subsection 2.1.

(¢) The sample had to reflect cross-cultural characteristics of
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multinationals headquartered in certain countries across
certain cultural realms and active in certain industries as
defined in Ch.], Section 3, subsections 3.1, 3.2. This, inter alia,
encompassed an openness to private companies willing to
meet the criteria, ie. not merely publicly quoted groups
already subject to more regulatory scrutiny.

The approach was based on a mixture of contacts as well as published
listings. It is doubtful whether all of the information necessary could
have been obtained for the time period indicated and within the data
architecture specified without such contacts. This is especially the case
given the sensitivities as exist surrounding some of the data (as
explained further under point 7.3 Primary Data). The data concerned
related directly to capital structure, R&D and growth. A subsequent
objective of the research was then to test these data independently and
to assess the relative position of each respondent surveyed within the
appropriate cultural realm. This was carried out on a comparative basis
in relation to other cultural realms. A first questionnaire was proposed
to the companies contacted. Those interested received an appropriate
quantitative questionnaire towards this aim. A second questionnaire,
for further quantitative input and qualitative data was then sent six
months later. A number of conclusions were derived from this
exercise. These and underlying analyses were referred to earlier in this
chapter (Sections 3. Construction of the Data Bank, 3.2 Role of the
Questionnaires). As specified below, not all of the firms contacted could
be retained.

7.2 Companies Retained

After a number of repeat requests for additional information, a total of
135 firms could be retained. Following further analysis, this was
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reduced to 90, subsequently 87 firms (Tables 9-10). These firms provided
the data required and were representative of the region in which they
were headquartered. In this manner, the firms as remaining were
selected by chance rather than within a sample frame. If there is any
aspect of judgment of convenience attached to the sample in this
regard, such emerged purely by necessity and given the environment
in which data had to be obtained.

7.3 Primary Data

The descriptive group of primary data emanates from selective
sampling as applied to a random network of contacts assumed to have
a shared but individual interest to participate. The actual participation
which was not gained easily in the end testifies to this.

Notwithstanding the interest and co-operation demonstrated on the
part of the respondents, considerable sensitivities were encountered as
to the use and protection of data. This of course was the case more so in
certain cultural areas than in others but sensitivities invariably tended
to be highest where private firms were concerned, regardless of
cultural realm. This explains to a large extent the considerable sample
reduction.

74 Randomisation

The population of primary data in principle is considered to be
homogeneous given that multinationals selected, in the socio-
economic sense at least, belong to a standard industrial society.
Nevertheless, randomisation was applied at the individual firm level
in order to prevent bias. The previous subsection describes how a start
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was made with 278 companies. The resulting sample, set at N= 87,
represents a country population of 29 distinct nations (Table 10). None
of the observations of individual firms geographically represented by
cluster segmented strata is less than N < 10. In meeting this criterion, a
number of necessary adjustments had to be made. The sample had to
be extended by one firm as concerns the Indian Peninsula (Sine
International Ltd). This further applied to the Mediterranean Europe
stratum which was also extended (A. Mouragas Company).

7.5 Comparative Data

The comparative group, the data being mostly secondary, resuits from
selected randomisation. These data compilations (Tables 14-17) are filed
in the Appendix. The largest set of such data in the study amounts to
1000 (The Glabal 1000) and was used for comparative purposes (Table
14). Some application has also been made of the largest 50 US Global
Export Firms (46 after adjustments made due to foreign ownership).

The quality of primary data could be put to good use, for comparative
purposes. The relatively isolated (secondary) data from the
comparative group were used as a benchmark against which (primary)
data on debt-to-equity, R&D and growth from the descriptive group
could be observed. Thus, further adjustments had to be made.
Subsequently, primary and secondary data comparisons were applied;
for example, to the issues of discretionary investments in R&D. These
analyses assess what impact if any, mergers and acquisitions could have
on the level of leverage and discretionary investments in R&D, The
results of these analyses in turn were then used for further

interpretation.
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8. Summary

The methodology allows the observations of the literature survey to
flow into the resuits, subject to examination and interpretation.

The first question to be asked in relation to the population statistics has
been the sample size, N= 87, and its build up (Tables 8-10). An overall
result of the questionnaire procedure as relate to the data base
development between 1989 and 1992, can be seen below:

Number of | 278
companies
approached
135 | Number of
respondents
qualified %0
before
transmission m;g 87 | Number of
o m companies
confirmation eligible qualified
1990 1991 1991 1992
Data base: 1989

The study explains how the sample was adjusted and the make-up of
the underlaying sample detail constituted. The development of a
primary database in this way took aver three years (1989-1992). This did
not affect the consistency of the data as it originated from the same
time period. As depicted, from the 278 firms in 1990 that trace to the
original 1989 database established for this study, no more than 135
appeared qualified by 1991. Once the company confirmations
outstanding were cleared later in 1991, of these firms only 90 were
found eligible. In 1992, following further accounting adjustments, 87 of
the initial respondents could be retained as fully qualified. In the
context of a growing globalisation in the activities of multinationals,
the significance of the London Stock Exchange disclosure requirements
appears to be relatively minimal compared to competitive pressures
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associated with the need for international status and raising of capital.
As a result, voluntary disclosure amongst the sample has been
substantial. This has particular reference to the debt-to-equity and R&D
data. At the same time, persistent national characteristics were evident
in that consistent patterns of behaviour could be observed in each
country. Taken overall, these findings are consistent with the view that
multinationals must disclose more than the minimum requirements
if they are to compete in international capital markets and the markets
for goods and services. As all theoretical determinants of capital
structure in this study are formulated in terms of more or less leverage,
the debt ratio was the obvious choice of variable to be explained
further.

Going back to the earlier examples given in Ch. II, the schedule below
shows the debt-to-equity data by individual firm of the population
sampled, before and after adjustments:

Reference
to Section Reference
Raw data Adjusted data explaining  to Balance
calculated under total Company reason for Sheet
as leverage leverage name change Appendix
247 141 DEC 141 F
142
899 80.4 Avon 142 G
143
68.1 420 P&G 142 H
143

The position taken by Collins and Sekely that secondary data would

have the advantage of a more consistent accounting treatment remains

debatable. The authors themselves must have realised this limitation

when they qualified their paradoxical statement by adding that these
129



accounting inconsistencies were reduced but not eliminated (Collins
and Sekely, Methodology).

The hypothesis for differences of capital structure by industries,
countries or country groupings ideally requires empirical data of debt
ratios by individual firm sampled and in the country where the
particular multinational is headquartered. Thus, the development of a
unique data bank was mandatory. It did not exist. The main measure
for which data had to be obtained were the debt-to-equity position
under total leverage and the cultural realms. The following overview
exhibits the sample companies discussed in this chapter with reference
to the sections which describe the nature of the adjustments:

Ch.III
Ref. Company Name Section Section Title
1 Coca Cola 21 Standards
4.41.a Accounting Conventions
2 Guiness 24 Cross-sectional Data
3 Mitsubishi 24 Cross-sectional Data
4 Lucas Industries 32 Role of the Questionnaires
5 Allied Ghee Industries 3.2 Role of the Questionnaires
6 Pentel Ca. 322 Method 2: Quantitative Questionnaire
7 DEC 3.23 Method 3: Qualitative Questionnaire
442 Balance Sheet
8 Al Gosaibi 3.23 Method 3: Qualitative Questionnaire
442 Balance Sheet
9 Hanson 422 Quoted Companies under GAAP
64 Cultural Realms
10 ECC 422 Quated Companies under GAAP
11 H.J.Heinz 431 Inflation
12 ICI 43.4.a Rule FASB8 on Exchange Reporting
13 Allied Lyons 434.b Rule FASB20 on Hedging

14 Ferranti International 434b Rule FASB20 on Hedging
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15 Tako 441.a Accounting Conventions

16 Veladaile 441.a Accounting Conventions
17 Remalux Paints 441Db Auditing Standards
18 A M. Zaghloul 4.41b Auditing Standards
19 Yong Lee Rubber 4.41b Auditing Standards
20 Walt Disney 441.c National Law

21 Evergreen Maritime 442 Balance Sheet

22 Megabyte 442 Balance Sheet

23 Khurma Trading 442 Balance Sheet

24 UCB 442 Balance Sheet

25 Avon Products 4.43.a Hybrid Securities
26 Economiic Insurance 443b Warrants

27 P&G 443b Warrants

28 BPB Industries 443b Warrants

29 Lanka Lloyd 6.2 Regional Realms
30 Jerzina Group 6.2 Regional Realms

31 Mimosa 6.2 Regional Realms

32 Noble Air 6.4 Cultural Realms

33 Lonrho 6.4 Cultural Realms

34 A Mouragas 74 Randomisation

For comparative purposes it was further necessary to obtain data for
R&D and growth. The research cited earlier suggests that few firms are
likely to valuntarily disclose R&D expenditures. In this study, contrary
to expectations, most of the financial information provided by the
respondents contained R&D disclosures. However, few firms
disaggregated R&D spending by business and geographic region in their
disclosure.

The procedure followed in the construction of the data bank includes
the analysis of financial statements followed up by quantitative and
qualitative questionnaires which seek qualified data/elaboration and
additional information. The combination of these three methods has
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provided statistical values from which meaningful interpretations can
be derived.

This chapter encapsulates the measurement of debt-to-equity under
total leverage; historical cost; exposure adjustments related to inflation
and exchange rates; accounting adjustments as pertain to accounting-
rules /uniformity, the balance sheet under different accounting
principles, and the role of convertibles and warrants in defining debt. It
details how the problems compare to the ideals, standards and criteria
set by this study, how these were avercome, which are left unresolved,
and in the latter case the implications for the study.

132



CHAPTER IV

RESULTS

1. Validation

In this study the relevance of some debt ratio determinants from the
recent theory of finance, discussed in the literature review and
methodology, is empirically investigated in the multinational business
sector. The data focussed on in this study are financial data of 87
multinationals in 19 industries headquartered in 29 countries. The
character of the data allows the use of a methodology ( that of Kruskal-
Wallis) aimed at reducing if not avoiding the biasing effect that other
variables not represented might otherwise have had on the outcome,
given this omission. Whilst the theoretical determinants of capital
structure appear relevant, the influences abserved prove that in the
real world of multinationals, the hypothesised theoretical effects are
less straightforward. Influences on total leverage and optimal capital
structure are found to be not the industry specific effects or those of
growth and R&D, but those of cultural influences on international
capital structure.

This chapter examines the empirical evidence necessary to support or
reject any of the related hypotheses. The hypotheses formulated in this
chapter (subsections 2.1, 22, 2.3) as a priori expectations are tested.
These concern differences in the debt ratios respectively between
industries and within and between cultural realms, as are set out
further below. For this purpose, the rationale and the method of testing
are set out fully. To start with, the chapter justifies fully the use of the
Kruskal-Wallis test. Initially, there appeared a need for association or
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independence so the obvious test would have been the analysis of
variance. This requires normal distribution assumptions which were
looked for and rejected in some cases, as is commented upon further in
the text (Section 1.3 Tests of Significance). Hence the chapter
constitutes essentially a statement of the processed results of the
quantitative study. These results have been augmented with
observations derived from subsequent qualitative research. The
combined results thus allow for interpretations from both primary as
well as secondary data and, as indicated in earlier chapters, additional
information obtained from the questionnaires.

The observed capital structures in this study’s sample are not
compatible with formal M&M theory as was reviewed in the literature
review.This theory postulates capital structure irrelevance and thus
optimal capital structure at a 100% level of debt, corporate tax offsetting
the loss of debt financing. Therefore an extension to the M&M theory
was sought to accommodate an optimal capital structure in particular
as pertains to multinationals.

In this light, this examination has deployed the data collected as
discussed in the methodology. It ranks the industry/country cells
selected from an initial sample of 278 firms in 33 industries
headquartered in 51 countries. The elimination of over two thirds of
the original sample as seen in the foregoing chapter has largely been
due to (a) inadequacies in disclosure standards and (b) distortions in
accounting principles and practices internationally.

Since the publications of Madigliani and Miller on the theory of
finance [1958, 1963] in their seminal papers, extensions to the theory
have been sought by many ( see Ch. I, Literature Review), resulting in
a less than 100% debt financing in the optimal capital structure. These
certainly were steps in the right direction. The criticism is that the tax
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benefits of costs of debt financing were not economically significant
enough to have material impact on optimal leverage. This gave rise to
considering operational characteristics which were assumed to
influence these benefits and costs. In this study, the relevance of certain
debt ratio determinants from the recent theory of finance
encompassing those of an operational nature, is empirically
investigated, i.e. a test of the relevance of theoretical determinants is
performed. These, as reviewed, are the debt ratio under determining
conditions of leverage, growth and investment in R&D.

Organising some of the results initially posed some difficulty due to the
many variables involved. Therefore, to distil the essence of what the
study has been saying with no material loss to the message, a
comparison had to be made with other studies and paradigms. The
McKinsey 7-S paradigm, for example, was found to address perceptions
similar to those of this study, in particular as concerns the significance
of cultural influences. Peters and Waterman [1988] when introducing
the 7-S framework claimed that it would assist in forcing explicit
thoughts about hard data, i.e. strategy and structure, as well as soft data,
i.e. style, systems, staff, skills and shared values (pp. 8-11); hence the 7-
S's. Their method was of interpretative assistance in this research
because it naturally directed attention to the more intractable data of
cultural influences on international capital structure when sifting and
codifying results. Other paradigms identified were less useful. For
example, Goodwin’s [1977] was limited to its sacio-cultural bias; that of
Burrell and Morgan [1979] was only socio-organisational and thus

restricted in this way.
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1.1 Variability in Debt-to-Equity Ratios

In evaluating the results of the data acquisition after adjustments
(Table 10), debt ratios of country strata generally seemed in line with
what could have been expected. For example, multinationals in Asia
Pacific (excluding Japan) had the highest debt-to-equity ratios under
total leverage, averaging 84.2. The Near East averaged 66.4. Followed in
that order, the Indian Peninsula showed an average debt-to-equity of
598 and Japan 59.4. Mediterranean Europe reported 545, the Middle
East 51.5, and Africa 45.0. All indicated higher levels than either the US
or UK where firms had average debt-to-equity levels of 44.2 and 423
respectively. The resulting adjusted average debt-to-equity for these
nine strata was 54.5. Thus the variability was noticeable. The strata
were then organised into six cultural realms. In these realms, as
aforementioned, Japan has been included in the overall Asia Pacific
region. Also, the Near East, including countries such as Turkey and
Iran, was merged with the countries of the Middile East. The UK and
US are represented by the Anglo-American realm. In retrospect, this
gave no noticeable change to the categories except for Asia Pacific due
to the influence of Japan. The average debt-to-equity ratios after these

adjustments are set out below:

Cultural Realms:

Asia Pacific 69.3
Indian Peninsula 59.8
Mediterranean Europe 54.5
Middle East 55.2
African 450
Anglo-American 43.4
Average 54.5

The Asia Pacific category can be quoted with or without Japan. In this
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presentation, again, Japan is included. The use of the original
worldwide realms such as that of the Far East, as first introduced, may
be too broad. This would have included e.g. India and Sri Lanka which
are characterised instead by customs that are found to be quite different
from those prevalent in the Asia Pacific realm. Hence the above
categorisation.

In ranking primary data by individual firm (Summary Table 36), the
highest debt-to-equity reported was 150.0, associated with the Pt. Tri
Atmaja Company, Indonesia. Thus the highest leveraged firm in the
sample, it would appear, is Pt. Tri Atmaja Company. As indicated in
the previous chapter, a ratio > 100 means that, as in this example,
equity obviously was negative. This needs further comment. Negative
equity, it can be stated, results from an accumulated profit and loss
statement deficit (as was also the case in theses instances). Conversely,
the single lowest debt ratio found in the sample was that of SR
Textiles Ltd, India, with a debt-to-equity of 6.0. The variability of debt
ratios is further demonstrated in the debt-to-equity Distribution
Histogram (Summary Table 25). However, as concerns international
capital structures, variability appears also a matter of cultural influence
if not the overriding determinant. This is investigated in the
subsections following.

1.2 Variability within and between Cultural Realms

By defining different levels of leverage of multinationals within and
between different cultural realms, preliminary conclusions could be
formulated. This revealed the uniqueness of various capital structures
by cultural realm and clues for further analysis. For example, at the
time of the study, certain countries amongst the sample were either in
recession or becoming affected in some way. On the face of it
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recessionary conditions would put an unprecedented strain on
leverage levels, making interpretations of otherwise valuable statistics
maore difficult. However, differences of culture between realms were
less subject to these relatively short periods of recession than they were
for the individual firm or an individual country. Also, the
interpretation can be made that in the macro-economic sense, the
overall trade cycles between the various realms in which the firms
operate, tend to synchronise - albeit with some degree of imperfection
as markets are not perfect. The latter was discussed before in the
literature survey. However, this remains more of an assumption as no
evidence was sought specifically at the macro-economic level. The
entirety of this study is devoted to micro-economic analysis at the level
of the firm. The cultural realms are to provide only a reasonably
representative basis for statistical examination.

In preparation for this examination of the hypothesis, debt ratios were
calculated for all 278 firms in 33 industries and 51 countries. Utilising
the Kruskal-Wallis test to measure for cultural differences, the debt
ratios for 87 firms, 19 industries and 29 countries, ultimately qualified
for the database and were adopted.

1.3 Tests of Significance

Tests of significance were required to determine the proportion of cases
of certain debt structures amongst the firms in the sample so as to
establish an indication of direction of the debt pattern. The significance
tests had to be introduced because the sample is fairly small and thus
sampling errors potentially can be large. Also, it made sense to test the
statistical significance of the hypothesis, it being well-supported by
prior knowledge and studies.

The results of these tests are indicated in the next section. These
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specifically set out the findings of the examination conducted on the
hypothesis. A probability of 0.01 has generally been used as the cut-off
point for statistical significance, i.e. for rejecting the null hypothesis
and accepting the sample results at their face value (Section 1.2
Significance Levels, in the Appendix, sets out further detail). The tests
of significance as conducted sought to confirm or reject the null
hypothesis from the evidence of the observed sample data. The rule as
stated above was consistently applied. Other values were referred to for
interpretative purposes.

Further, the x2 - distribution (Table 23) was used as the theoretical
yardstick. (Section 13 Chi-square Goodness-of-Fit Test, in the
Appendix, provides detail on this). This test and associated rules
established the non-normality of the observed debt-to-equity cases in
the sample versus the expected distribution and thus helped determine
the Kruskal-Wallis procedure as the most appropriate methodology on
which to base the statistical analysis.

1.4 Kruskal-Wallis Ranking Test

Insofar as patterns of relationship needed to be identified and ranked by
country, culture and industry, effective use was made of the Kruskal-
Wallis hypothesis test. The results of the test as conducted and as
explained, justify the study conclusions. The test used the median
ranks of the various industry and country debt ratios to test for
differences of ranks between the multiple samples; hence “ranking”
test. This may of course raise the question why the median was used in
the Kruskal-Wallis ranking tests. Clarification regarding selection of
the median rank is simple. To be sure, in exchanges with Collins [1994],
the author confirmed the rationale of using the median rank. The
following specifies the procedure used with respect to the median rank:
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1. If the question concerns why to test on medians using the
Kruskal-Wallis method, it follows the same argument for using
the non-parametric statistic. Without confidence, the
assumptions for parametric statistics hold; indeed having found
they do not hold, one moves to a less restrictive test. If the
underlying distribution is skewed, the median provides a
measure more in the population centre than the mean. And,
even if the distribution is symmetrical (which it is not), the
median is an equally valid measure of central tendency as the
two would coincide.

2. If the question concerns how the median was selected, the
standard definition was used: the median is the value of the
observation with the rank (n+1)/2 where the n items are ranked
from 1 to n in ascending order. If n is even, the median was
computed as the arithmetic average of the observations with
ranks n and n+1.

During this research the question also arose as to why the Kruskal-
Wallis test was used in the first place. This chapter, as Collins (who
read it) commented, seems to cover well the question raised about the
use of the Kruskal-Wallis test. Quoting Collins “it should no doubt
have satisfied this question”. In his remarks, Collins confirmed that
the choice is between the parametric analysis of variance and the non-
parametric Kruskal-Wallis test; “once the assumption of normality is
rejected, Kruskal-Wallis must be used”. The use of the median as a
measure of location then follows. More detail of the basis for this test
is given in the next section, which sets out the Kruskal-Wallis
procedure, and in the Appendix (Section 1.1 Measurements). The
Kruskal-Wallis specifically examined the industry/country cells for
consistency of country ranking among industries and industry ranking
among countries. To the extent that patterns could be found in these
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analyses, conclusions were drawn as to the consistency of capital
structure approaches undertaken by multinationals in various
countries, industries, or cultural realms.

The test therefore can be seen as a correlational-effectiveness
measurement of industry and cultural influences on total leverage
that result in varying capital structures at the firm level Due to the
differences in size of the industry/country cells and any remaining
uncertainty of the underlying distribution, the non-parametric test was
necessary to examine for individual differences. The test for differences
of ranks between multiple samples fitted this aim.

1.5 Kruskal-Wallis Procedure

As indicated above, the Kruskal-Wallis procedure is used as an
effectiveness measure of industrial, country and cultural influences on
capital structures amongst multinationals to test the hypothesis. As a
non-parametric tool, it allowed for a most fitting means test of the null
hypothesis. The procedure followed is stated fully.

In considering the Kruskal-Wallis, a number of works were consulted
on its formal theory. Conover [1971], defined the Kruskal-Wallis test
for one way analysis by ranks as a non-parametric procedure used in
the experimental situation where K random samples have been
obtained, one from each of K possibly different populations. The
objective was to test the null hypothesis that all of the populations are
the same. Some populations naturally will tend to have greater
observed values than other populations. Following Lapin [1985], the
sampling distribution of K is approximately a chi-square distribution
with m - 1 degrees of freedom, where m is the number of categories (p.

141



654). To find the critical value, the Appendix Table 23, provided critical
values for specific tail areas. The decision rules related to this are set
out in the next subsection, 1.6 Kruskal-Wallis Test Statistics. The
Wonnacotts, [1985, p. 484] and Leedy, [1989, p. 211] regarded the
procedure as an appropriate method to infer meanings from data in
discerning clues within these data. Technically, the Kruskal-Wallis can
be seen as an extension of the Mann-Whitney U test, for situations in
which there are more than two independent samples being compared.
Luck and Rubin [1987] defined the Mann-Whitney U test as a procedure
to examine hypotheses about the central tendency of ordinally scaled
variables from two independent samples (p. 464). The Kruskal-Wallis
instead is a rank test for K independent variables. It was W H Kruskal
and H Wallis who introduced this test [1952], actually as an extension of
the Wilcoxon rank-sum test to the analysis of several samples [Lapin,
1985, p. 652]. '

An initial observation of the debt ratios in this instance did not suggest
that the sampled populations were normally distributed with equal
variances. Thus, the use of a one-way Analysis of the Variance
(ANOVA) had to be dismissed. The Appendix comments as to why the
ANOVA or alternatively the Analysis of the Co-Variance (ANOCOVA)
would not have been appropriate to serve as a basis for statistical
analysis (Section 1.3 Chi-square Goodness-of-Fit Test). The alternative
Kruskal-Wallis was applicable to this study because the debt-to-equity
determinant has a continuous distribution, the data are least ordinal
and the samples are independent. To use the variance of analysis, the
first step was to establish the relative ranking. The Kruskal-Wallis
procedure could then determine whether the sums were so different
that it was not likely they came from populations with equal
medians.The test statistic is defined below.
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1.6 Kruskal-Wallis Test Statistic

If the samples actually do come from populations with equal means,
then the H statistic calculated as below is distributed as a chi-sqﬁare
variable with K - 1 degrees of freedom, where K = the number of
populations under study.

The general formula for the Kruskal-Wallis test is:

K 2
H = 12 S B |- 3(N+)

N(N+1) Jj=1 nj

Where:
N = total of all observations

K = number of sample groups

Rj = the sum of ranks in the jth sample

nj = the size of the jth sample group

The requirements as exist for the test to be valid [Lapin L, 1982, Daniel
W./ Terrel ], 1985, Groelner D. /Shannon P, 1987] are stated briefly as
below. On this basis, no limitations were found in the use of this
formula, given that the following requirements were met:

(a) the samples are independently selected

(b) the rule-of-thumb that, provided no more than 25 percent of
the observations are involved in ties, no correction is required,
does apply. The debt ratios tend to be unique. Only one case of
ties was observed [debt-to-equity: 71.5. Industry: Food, Drink and
Tobacco. Country: Pakistan, (Table 2)].

(c) There is no case of fewer than three groups in combination
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with five or fewer observations in each group.
(d) the computed values of H were compared to the tabulated
values of x with K - 1 degrees of freedom.

The methodology applied meets each of these requirements. Where H
was larger than x fm,ca, , the hypothesis of equal medians was rejected. It
was concluded that the populations from which the samples were
selected could have different medians. The decision rule was then
applied as follows:

2
IfH <x .. . acceptHo.

fH >x iritical reject Ho.

Where the calculated value was greater than the critical value, as
pertains to cultural influences on international capital structure, it was
concluded that there was a significant difference between the two
groups being compared.

2. Hypothesis

The work examined the capital structure of a number of companies
against three hypotheses. The hypotheses being tested are set out
formally as follows:

2.1 Differences between Industries - Hypothesis 1:

The First Hypothesis Test is stated as follows:

Ho: multinational companies across various industries have the
same financial structure
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Note:

The explanation of how this is measured is given in subsection 2.5 Industry Analysis, of
this chapter.

2.2 Differences within and between Cultural Realms - Hypothesis 2,
Hypothesis 3:

v

The Second Hypoth%is Test is stated as follows:

Ho: muiltinational companies across various countries
have the same financial structure

Note:
The explanation of how this is measured is given respectively in subsections 2.6 Country
Analysis and 2.9 Results of the Second Hypothesis Test, of this chapter.

The Third Hypothesis Test is stated as follows:

H1: multinational companies across various cultural realms but
possibly different countries, have the same financial structure

Note:
The explanation of how this is measured is given respectively in sections 2.7 Cultural
Analysis and 2.8 Results of the Third Hypothesis Test, of this chapter.

The methodology used is the Kruskal-Wallis statistic using a cross-
section study from a sample base drawn by the author. The results are
that hypothesis 1 and 2 are not rejected but hypothesis 3 was rejected. A
summary table of results for the three hypotheses is given in the
Appendix. A comparison is made with America’s global export
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corporations regarding post and pre-merger R&D expenditure.

2.3 Debt Ratios for Selected Industries and Countries

As aforementioned, the averages for 87 industry/country cells were
calculated but arranged in order of increasing use of debt (Table 1).
These indicated how much debt a given industry and country assumed,
ie. in each individual case and ranked. They were then applied as the
basis for further analysis.

2.4 Debt Ratio Ranks for Selected Industries and Countries

Also, the median ranks in debt ratio were computed for 19 industries
and 29 countries and arranged in order of increasing use of debt (Table
2). Individual comparisons.with the cell rankings were subsequently
used as a basis for specific pattern analysis by industry (among the
countries) or by country (across the industries). Further comment on
Tables 1 and 2 is provided in the Appendix

The work below reiterates the findings in more detail without seeking
to duplicate the explanations. Returning to the hypotheses, three
hypotheses are involved as follows:

(a) The financial structure is the same for differing industries.
(b) Multinational companies located in the same cultural realm
but possibly different countries have the same financial
structure.

(¢) The financial structure is the same for muiltinational

companies located in different cultural realms.

The following subsections set out the findings of industry, country and
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cultural analyses. Table 3 referred to below (and Tables 4 and 6 further
in the text) refer to the calculation in the Kruskal-Wallis test (i.e. 3 Ri2).
More detail is given in the Appendix

2.5 Industry Analysis

25. a Findings on Industry Analysis

The Kruskal-Wallis first examined for differences between selected
industries in the use of debt. The ranks of all the industries among the
test countries and the median rank for each industry are indicated
(Table 2). The cut off point for statistical significance was set at 005,
establishing a 95% confidence level that the observations made are
indeed significant. The General Appendix details the significance level
used as relates to the sample distribution (Section 12 Significance
Levels). The differences in median ranks were not found to be
significant at the 0.05 level, the influence of industry groupings in the
use of debt being minimal. No pattern could be established even at the
0.10 significance level The results of the Kruskal-Wallis test as
conducted on the industry data is shown (Table 3). Most industries, 17
out of 19, had median ranks in the middle two fourths of the total
sample. The debt ratios thus did not vary significantly between the
industries.

25. b Comparative Results of Industry Analysis and the First
Hypothesis Test

Similarly, Collins and Sekely in their most recent study [1988] found 8
out of 9 industries to have median ranks in the middle third of the
total sample. Differences between industries were not found to be
significant at the 0.10 level. These researchers explained their findings
as due to the relative decrease in industry differentiation. The data
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used in their test, as seen, date from 1979 when industry differentiation
may have been on the decline. This condition appeared to still hoid
true at the time of their manuscript's revision [1985], subsequent
revisions [1986-87] and its completion [1988].

2.5. ¢ Conclusion of Industry Analysis and the First Hypothesis Test

Ten years after the initial Collins and Sekely database was established
(this study’s database is of 1989), many multinationals indeed seem to
have become less industry and more core product differentiated, i.e.
their orientation increasingly focused towards mainstream businesses.
This condition from all observation continues to prevail at the time
of this study’s revision [1995]. Yet core products today tend to strongly
identify with their specific industry categorisations. They usually are
classified much the same. The overriding reason for non-significance
of industry groupings therefore must be another one. The analyses
following seem to provide some indication why this may be the case.
These will concentrate on the remaining two hypotheses to be tested
further

2.6 Country Analysis

2.6. a Findings on Country Analysis

The test examined for differences between countries. Looked at on a
country by country basis, some of the countries show relatively low
debt, for example the UK, and high debt in Japan, but these samples did
not influence the country pattern (Table 4). Differences between
countries did not appear significant at the 0.05 level. Thus, there was
no definite relationship between country and debt as the results
indicate. Similarly to industries, the countries were concentrated on
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the middle two fourths of the sample.

2.6. b Comparative Country Analysis

In contrast, the Sekely and Collins study had experienced clear
groupings of differences. Compared to the 165 country/industry cell
rankings, 7 countries had overall median rankings in the bottom third,
10 countries in the middle third, and 6 countries in the top third of all
rankings. The difference was found to be significant at greater than
0.001 level, indicating a most definite relationship between country and
the use of debt. Importantly, the authors justified their findings on the
basis that with the exception of Australia and South Africa, all
countries with little debt were less developed nations and that with the
exception of Pakistan, all countries using high debt levels were
industrialised countries. A fairly strong pattern of economic
development was correlated with the degree of debt used in various
countries.

2.6. ¢ Conclusion on Country Analysis

Again, the time period of the database used for this study [1989] as
opposed to that of the above study [1979] may in part explain here the
difference found in findings between the two studies. It is probable that
much did change during this intermediate decade in terms of financial
policies and the decision processes of multinationals related thereto.
There can be little doubt that between 1979-89, the methods used in the
planning of an optimal capital structure became more advanced but
there are many possible reasons for this. For example, the availability
of choice in the financing of international capital structure, partly due
to new information technology/communication links between capital
markets, altered substantially during this period. This appears to have
led to a more sophisticated capacity of the firm, in particular the
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multinationals. Corporate financial planning and capital markets today
tend to reinforce one another.

27 Cultural Analysis

27. a Findings on Cultural Analysis

The foregoing examination did not proclaim significant differences
between industries or countries. Yet differences between cultural
realms seem to support the idea for there to be a cultural variance in
international capital structures between different country groupings.

Whilst the subject of culture generally and as a belief system falls
outside the scope of this study, some reference had to be made to the
element of material culture. That is, in as far as it relates to the capital
structure tendencies of a country grouping. Here, a link is made with
the country grouping's economic structure or if put in a societal
manner, that of a specific cultural realm. Different legal and tax systems
appeared likely to influence capital structure amongst various cultures.
However, if there did exist some broad cultural influence on capital
structure beyond the influences of either industry or country, it had to
be tested. The premise on this basis was that it could then be
determined whether this was to be reflected in the similarities of
capital structure of firms situated within certain country groupings
having similar cultural backgrounds, or in comparing between such
groupings. As shown in the methodology and further discussed in this
chapter, appropriate groupings of countries were grouped as cultural
realms.

2.7. b Comparative Cuitural Analysis

Returning to Collins and Sekely, cultural realms were described as a
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type of grouping characterised by their "fundamental unity of
composition, arrangement, and integration of significant traits which
distinguish them from other realms" (Ibid. e. p. 92). Detailed
comparative cultural analysis is provided on this basis further in this
chapter, setting out the differences found between cultural realms as
part of the hypothesis test.

2.7. ¢ Conclusions on Cultural Analysis

As a result of doing business internationally, it would seem that one is
to be increasingly aware of possible differences of financial structures of
firms as a group between different continents or major regions
corresponding with world markets. Only in a minority of instances it
would seem, will this apply to differences between countries and
industries. The variance by cultural realm as will be seen, further
outweighs any country or industry variance. The debt structure does
differ between cultural realms. This is discussed below.

27. d Preparation for Further Hypothesis Tests

The differences between the median ranks for cultural groups were
tested and further examined. The median ranks were computed for
each of the cultural realms (Table 5). Analyses were then conducted
between the median ranks of cultural groups and country/industry
cells to assess if patterns of difference could be determined. The two
remaining hypotheses as follow were used. Specifically, these are the
same as those used in the Collins and Sekely study but results and
interpretations differ materially as regards the significance of financial
structures between cultural realms.

Starting with the cultural realms, the test first seeks the results
“between” cultural realms, i.e. listed as the third hypothesis test. From
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this, the results of debt ratios “within” cultural realms can be
calculated, i.e. the second hypothesis test.

2.8 Results of the Third Hypothesis Test

Using the computation from Table 5, the Kruskal-Wallis test for
differences of rank was used on the median ranks of these six cultural
groups. Table 6 shows the calculations for this test and allows
examination of whether multinationals located in different cultural
realms have significantly different leverage structures. The results of
the test indicated this difference between the groups. Variance between
cultural groups in the use of debt does become significant. At the 0.05
level, the cut off point for statistical significance, the difference is real.
On this basis and in the context of the observations made, the null
hypothesis of no significant differences between cultural groups had to
be rejected. .

Put differently, the median ranks of the cultural groupings in Table 5
do support the result from these calculations in Table 6 in that there is
a significant difference at the level of 0.025 and greater. The results
meet the 95% level of confidence required and are in compliance with
the statistical significance rule of 0.05 as applied. The variance between
the groups is widespread, ie. not limited to, for example, one large
deviation between one group and all of the other groups. Using the
Broek Model (referred to in Ch. III, Section 2. Hypothesis and Test
Format), high debt levels were represented by Asia Pacific and the
Indian Peninsula. In applying the same model, Mediterranean Europe
and the Middle East appeared in the middle of the rankings. The
Anglo-American group and Africa showed a relatively low to medium
use of leverage. The foregoing confirms earlier observations in the
literature review. The results at the same time reflect that within this
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data base, the development and industrialisation of the country does
not have a powerful effect on the debt ratios. For example, the Anglo-
American group used only little leverage but the Asia Pacific one
comparatively speaking used rather a lot.

2.8. a Comparative Results of the Third Hypothesis Test

In comparison to the results of the first hypothesis test in this study,
the Collins and Sekely study of cultural realms indicated significance
beyond the 0.001 level. The variance between cultural groupings was
very widespread. This study further observed that whilst there was a
relationship between the level of economic development and debt, it
was not a strong one. This was exemplified by the lower than average
use of debt in the Anglo-American Group, yet representing some of the
most developed and industrialised countries. At the same time the
researchers highlighted the Indian Peninsula as heavy users of debt
coupled with very low levels of development and industrialisation.
Some conclusions can be attached to this as set out below.

2.8. b Conclusion of the Third Hypothesis Test

A decade passed since these comparable data were first collected. In this
study, the debt ratio of the Anglo-American group did not materially
change. Debt at UK and US multinationals at this point of
measurement {1989-90) was at a low to medium level, much as was the
case before (1979). However, the Anglo-American realm in comparison
to other realms in relative terms is probably less industrialised than it
was ten years earlier. Also, it could no longer be said even at the time
of this study sample [1989-90] that the Indian Peninsula had very low
levels of development and industrialisation. Thus, whilst the findings
in some ways appeared the same, in other ways they were not. The
economic situation in the real world has become rather different.

153



Much of this has had to do with major shifts in world economies and
the development of certain realms, primarily Asia Pacific and the
Indian Peninsula. As a result, interpretations have changed. Today
[1995] these interpretations (as relate to the 1989-90 sample period)
appear even more credible than they might have then. Another reason
has been the changes that took place in multinationals themselves.
The increasing practice of these types of firms to source their activities
on a worldwide basis have added to the diminishing role of countries
and industries and the increasing importance of specific regions. An
example of this has been the high debt usage in the Asia Pacific region
as was noted also in the study. These regions in particular are
increasingly being matched, even today, with geographical target
markets for products, goods and services as well as with the individual
multinational's debt capacity. This has led to an ever increasing need
for reasonably corresponding international capital structures.

2.9 Results of the Secondivpothes'is Test

As a result of the second hypothesis test, the null hypothesis of non-
significance was accepted. This was obtained from tests of each cultural
grouping of countries for differences between the median ranks of the
specific country/industry cells that constitute such groups. At the
individual group level, the null hypothesis could not be rejected in the
case of the Anglo-American and Asia Pacific groups (Table 7). In other
cases, the null hypothesis of no difference in ranks could not be
accepted. Africa had differences at the 0.01 significance level, the Indian
Peninsula at the 002 and the Middle East at the 0.05 level. The
difference inside the Indian Peninsula came mostly from the
variations in India. In the Middle East group, almost all countries
experienced large differences inside this cultural realm. A similar
phenomenon was observed in the African realm.
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29. a Comparative Results of the Second Hypothesis Test

There did appear some similarity here with the previous Collins and
Sekely findings. These reported differences at the 005 and 0.10 levels
albeit for different regions and variations within them. This is further
commented on below.

2.9. b Conclusion of the Second Hypothesis Test

While some variations may exist within the cultural realms, as is the
case in this study as well as previous comparative research, these
variations tended to be confined to differences in a few countries only.

3._Comparative Analyses

At this stage, a number of further questions could be asked. It seemed
that, beyond the hypothesis tests two additional observations were
relevant. One was that of leverage in relation to geographical
expansion. The inclusion of this section is more fully justified if one
considers the necessity to enforce the earlier observation made that
there does not seem to exist a direct relation between debt and
geographical diversification. Rather, the D/E appears a matter of
headquarters location by country grouping and cultural realm as may
influence international capital structure at the level of the individual
firm. This on the basis of its consolidated activities as a multinational.
The secondary data appear to support this. They do not manifest a
relation between the D/ E and geographical expansion

The other observation was one of the leverage impact on R&D
expenditure under pre or post acquisition conditions. Here the
secondary data would seem to support the observation that leverage
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brought about by mergers and acquisitions does not appear to adversely
affect the level of R&D expenditure.

Finally this section demonstrates the necessity to include interpretative
information clues, such as above, for additional investigation in the
future ( Ch.VI Recommendations for Further Research). As explained
below, the scope of this study does not provide for such an extensive
further examination.

3.1 Leverage and Geographical Expansion

Here the question may arise as to what the debt-to-equity levels were
of multinational companies outside the primary sample and how they
averaged out? To others it may also be important to exhibit whether
any relation between debt levels and geographical diversification could
be observed. For example, did multinationals with comparatively
higher overseas sales or ‘export sales have a higher debt-to-equity?
These questions have been answered in the qualitative sense, subject to
interpretation. They are not measured in the quantitative sense, e.g.
applying the Kruskal-Wallis methodology would have been beyond
the scope of this study. However, as aforementioned, it is
recommended that this be considered in the future (Ch.VL
Recommendations for Further Research).

First reviewed were America's 50 largest global export corporations,
[Fortune, July, 1990], reclassified in order of debt assumption [Debt-to-
equity per Value Line Data Base Service, Lotus CD Investment, Forbes,
January, 1990]. Foreign held US companies that formed part of these US
based global export firms were excluded. Two examples are (a) Celanese
Corporation; because it is controlled by Hoechst of Germany, and (b)
Combustion Engineering; as it is consolidated with the balance sheet of
Northern Engineering Industries (NEI), a British quoted company. A
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complete list of those excluded can be found in Table 14. These type of
adjustments reduced the sample from 50 in total to 46. The same
companies were then matched against the 500 largest US industrial
companies, [Fortune, April, 1990]. All forty six of the exporters were
identified amongst the Fortune 500 group and ranked by overseas sales
revenues (i.e. the foreign sales derived from foreign subsidiary
operations prior to consolidation). The composite debt table (Table 15)
allowed for comparisons with debt levels ranked by firm. Table 14 on
growth, ranks overall sales (i.e. domestic plus overseas revenues)
listing separately the ranking in overseas sales revenues. It also lists the
percentage revenues from export activity (i.e. the foreign sales not
derived from foreign subsidiary operations but from the parent by way
of direct exports). The results from these comparative analyses
conducted on this basis are further commented upon in the next two
subsections.

3.1.a Debt-to-Equity versus Overseas Sales

In this comparative analysis (Exhibit 1), the FMC Corporation ranks
first in debt assumption. However, even with a negative debt-to-equity
of 101.30, it ranked only 10th in overseas sales. In comparison, Boeing
ranked 44th in debt assumption with a debt-to-equity of only 4.3 but
was first in overseas sales. On the basis of this qualitative observation,
there seemed no obvious relation between the level of debt and
geographical diversification. The results of high debt and an
international expansion policy are by no means automatic in this
respect. Having said this, the observation only concerns two examples.
However, as indicated earlier, the aim was only to obtain some further
information clues. Inferences for complimentary qualitative
interpretation can then be derived from this.
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Exhibit 1.
Mm&@gﬁphical Diversification (1)

Global Total Debt
Company Debt Ratio Qverseas Sales Assumption
FMC 101.3 10 01

Boeing 43 01 44

(Extract Tables 14, 15)

Note:
Table 16 shows the ranking of FMC, Boeing amongst the Global 1000 ranking,
Table 17 indicates those sample companies excluded as of 1988-89 from this ranking;

3.1. b Debt-to-Equity versus Export Sales

The next question was whether there appeared to be any relation
between debt-to-equity and direct export sales, ie. as opposed to
overseas sales derived from foreign subsidiary operations. This was not
evident (Exhibit 2 below). For exampile, in the case of FMC, the
company ranked 37th in total sales but only exported 19.7%. Boeing on
the other hand ranked third, exporting almaost half of its total sales. Yet
it managed to do so with considerably less debt than FMC.

Extending this analysis, the study added General Motors (GM) which
ranked first in total sales. GM's debt-to-equity of 479, although
substantially lower than FMCs, still represented much more of a debt
assumption than Boeing's 43 ratio. Yet, GM was found to export only
78% whereas Boeing did export 463% of its products. Even total
overseas sales, ie. GM products sold locally overseas plus those
exported from the US, made GM rank no further than 41st out of the 46
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largest US exporting multinationals. Boeing again occupied the first
position.

To be sure, another global automotive manufacturer and direct GM
competitor, Ford Motor Co, was then included in the analysis. Once
again, the earlier observation seemed confirmed. Ford with a debt-to-
equity of 72.6 followed immediately onto FMC in terms of debt, yet
only exported 9.5%.

Using the definition of multinationals (Chapter I), in the face of
geographical diversification, the following exhibit would indicate that
there is no relation necessarily between high debt levels and extensive
geographical diversification. In this sample, despite normal debt levels,
both Ford and GM remain well outside the top quartile of
multinational performers in terms of non-US domestic sales, even

when export sales are added to revenues generated overseas.

Exhibit 2:
Ranking Geographical Diversification (2)

Total
Global Debt Overseas Debt Total % Export
Company Ratio Sales Assmptns Sales Sales
FMC 101.3 10 01 37 19.7
Boeing 43 01 44 03 463
General
Motors 479 1 07 01 78
Ford
Motor 426 35 02 02 95

(Extract Tables 14, 15)
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The foregoing tends to support earlier observations that an optimal
capital structure is the result of debt levels capacity that, importantly, is
also (a) firm-specific, and (b) subject to cultural influences on
international capital structure. This is commented upon further (Ch.
VI Recommendations for Further Research). This study does not
measure debt capacity (which would prerequisite definition of
equilibrium at the level of each firm). The study does measure
however, as has been indicated, for influences of culture on
international capital structure.

3.2 Effects of Merger and Acquisition Leverage on R&D Expenditures

The recurring question of the effect of leverage on R&D following a
merger or acquisition (M&A) warranted further analysis. In sorting the
R&D percentages between companies within different cultural realms
and between major régidns”in the world, the uniqueness. ‘of various
R&D patterns could be ascertained (Table 10, Summary Tables 27, 30) .
However, an effective way of demonstrating the importance of
resulting discretionary investments in R&D before and after
acquisition events, has been to analyse each firm's comparative
position. This is commented upon below.

Of the 87 firms in the primary sample, 37 were found to have been
associated with a merger or acquisition during the last five years (Table
18). Of these, 12 firms diversified their core product range (a) vertically,
i.e. within the same core business (b) horizontally, i.e. within a related
field of activity, or (c) both (Table 19). This is a limited observation but
nevertheless provides some indication that, for example, a takeover or
acquisition is not by definition followed by a reduction in R&D. This
indication is supported by the literature survey. Specifically, only in 5
cases amongst the sample population did the event result in slight
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decreases. Another 5 firms reported no change at all. The remaining 15
firms declared their post-M&A periods as not applicable for purposes of
this analysis. No significance was observed as to possible changes in
R&D spending patterns after the M&A transactions. This appeared to
confirm earlier observations seen in the literature survey that M&As
do not affect the level of R&D expenditures. The same firms as a result
do not tend to become more vulnerable to takeovers than other firms.

4. Summary

The present analyses of capital structure amongst multinationals give
rise to several conclusions. Firstly, most of the determinants of
financial structure as were presented, appear indeed relevant for the
multinational business sector investigated here. Growth levels, of
which no significant influences were found, are an exception. It should
be noted that 'grbv'vth,--asia macro-economic variable (in the same
category as interest rates, inflation) in terms of explanation to the debt
categories, is limited. Growth, at the level of the firm, is approximated
by R&D levels; little debt funded or leveraged investment in R&D
expenditures would take place were it not in anticipation of demand
and market growth, for which such investments take place. Secondly,
however, the influences encountered surrounding the debt ratios on
which the tests focussed, are far less straightforward than the
hypothesised effects in the theory. Most variables available in the
theory influence the debt structure rather than leverage. The effects of
theses variables tend to cancel out or are insignificant. Checks on any
relationship between the assumed determinants of optimal capital
structure ( the debt ratio, growth and R&D) did not produce a variable
with corresponding patterns. This makes the influences on total
leverage and an optimal capital structure with multinationals not only
smaller but also more susceptible to the effects of cultural influences.

161



The Kruskal-Wallis helped provide a better assessment than could be
obtained from mere observations to complete the answers being
sought. The test supports the hypothesis that:

(a) Multinationals located in different cultural realms have
significantly different financial structures.

(b) These differences in financial structures result from cultural
influences between major geographical areas of the world.

The test allowed to determine for any significance of cultural influence
on alternative finance structures of firms relative to different cultural
realms. In carrying out this test, when the resuits were run by industry,
country or within cultural realms, no significant relationship was
found. However when geographical groups classified by cultural realm
were compared to each other, the results did indicate a significant
relationship, rejecting the null hypothesis. The test was run industry
wide.

The differences in debt patterns would confirm that multinationals can
improve their financial planning on the basis of cultural analysis as
relates to a capital structure which falls in the pattern of internationally
recognisable capital structures. The cultural influence to some extent at
least implies the existence of regionally segmented international capital
markets. The assumption is made here that these differences are
optimal. In sum, this examination does not proclaim significant
differences within country groupings and industries. Yet differences
between country groupings support the idea that there exists a
variance, culturally, due to differences of international capital
structures. The capital structure was measured at the individual firm

level.

A comparison could be made where secondary data appeared.similar
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to the same means in the sample. In this presentation, the purpose was
to isolate evidence of levels of leverage and geographical expansion.
However, no apparent and direct relation could be established between
debt and geographical diversification on this basis. Thus,
multinationals do not seem to indicate that their ongoing expansions
would be fundamentally based on leveraged growth only. As the study
demonstrates, this cannot be achieved in isolation. The secondary
analysis further supports these findings.

In anather secondary analysis (but using primary data) the problem of
pre- and post merger and acquisition conditions was addressed.
Multinationals involved in M&As did not indicate adverse effects in
their post-merger R&D, over those with limited involvement. Those
multinationals not having been involved in M&A activity did not
reflect more effective R&D spending patterns versus those involved.
There appears no material merger and acquisitions effect on the
optimal capital structure of the firms in this respect.

Having stated the processed results of the quantitative study and
qualitative observations, Chapter V of the study is reserved for further
interpretative discussion leading towards final conclusions. Chapter VI
then provides recommendations for further research. As a concluding
remark for this chapter it can be noted that quantitative tests of the
empirical implications of the established theory of finance as pertains
to multinationals are an extensive and promising area of research; it
appears as yet largely neglected in tests of this sort and in the literature
on both finance and the multinationals.

163



CHAPTER V

INTERPRETATION AND CONCLUSIONS

This chapter constitutes a brief summary of what has been done. To
reinforce the remarks made in Chapter 4, it summarises clearly the
empirical results, using this chapter to point out their salient features.
This provides a link with the earlier work.

1. Interpretation

11 Aims

The study links the results obtained to the aims of the research. The
aim essentially was to close the observed gap between formal M&M
theory and the real world pertaining to multinationals as concerns
leverage and optimal capital structure. This required (a) defining debt-
to-equity under total leverage, (b) an examination as to what the
economic determinants were and (c) to examine for cultural influences
on international capital structure.

At the practical level this meant to assess:

(a) whether there exists between operational, financial, and
total leverage, and what this means.

b) whether the debt-to-equity relation under total leverage is
the most optimal positioning known to be applied in the real
world of multinationals

(c) whether culture as relates to geographical expansion, the
latter as a means of financial growth diversification, can be a
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significant factor of influence in specifying an optimal capital
structure.
(d) whether high debt growth for multinationals under
conditions of total leverage can be considered a possible route
for optimal policy formulations as pertains to capital
structure.

1.2 Results

As indicated in Chapter 4, the data arguably may not tell us anything
about optimal capital structure, the theory tending to influence the debt
structure rather than leverage. Also, as aforementioned, this makes
influences on total leverage and optimal capital structure less
significant but opens up multinationals to the possibly significant
effects of cultural influences. In fact the resulis of this study tend to
confirm and strengthen the interpretation that:

(a) debt-to-equity under total leverage appears the most
appropriate ratio known to represent the capital structure at
the firm level for a multinational

(b) cultural differences can be of significant influence to the
significant country grouping and minimal industry and
country differences.

This is different from earlier research which strengthened the
conclusions that:

(a) debt-to-equity under financial leverage is sufficient a ratio
to represent the capital structure at the firm level

(b) there were cultural differences contributing to the
significant country and minimal industry and country group
differences.
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The shift of importance as observed above under (b), i.e. from single
countries to countries grouped by cultural realm, may in part reflect the
growing sophistication in policy formulations that take place amongst
multinationals. These appear to focus on regional country groups that
correspond with perceived world markets for goods and services. Thus
while cultural groupings did not conclusively prove a cultural impact
on financial structure, they do give an indication of influence in that
direction. Subject to future research, these developments may further
influence multinationals in their ongoing attempts to finance the
proportions of debt, R&D and growth optimally whilst ensuring value-
maximisation of the resources made available at the operating level
Therefore as concerns point (a), the debt-to-equity under total leverage
may well be the more appropriate ratio to reflect the proportions of
capital structure within the cultural context of a given multinational
headquartered in a certain cultural realm from which it were to operate
on a worldwide basis. '

1.3 Evidence

As the results of the study already demonstrate, there appears a link
between optimal capital structure and the cultural influences on
international capital structure.The underlying link between the
policies on debt levels as maintained by multinationals and cuitural
influences on international capital structure support as well as
reinforce this.

1.4 Importance

A renewed awareness of potentiél cultural influences on capital
structure will at least serve the purpose of setting a limit to instability.
This is important because more firms in the future are likely to become
multinational in structure. Much the same as those multinationals
surveyed in this study, their mutual competition will be based largely
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on this geographical pattern, and because of the strong global focus,
across their respective industry sectors. It appears only reasonable
therefore to expect that some of the same characteristic international
industrial attitudes such as great drive for expansion and R&D, will be
infused in their activities.

The latter in this study’s evaluation stands a better chance when taking
a global form. While this particular study does not focus on strategy, in
the context of this research, global growth strategies as indicated would
most likely be derived from:

(a) the economic attraction to distribute R&D costs across a
geographically diversified and thus larger market than that of
the firm’s national market only.

(b) capitalisation on size economies to reap the advantages of
larger scale business operations across the world.

(c) making best use of firm-specific resources on a global basis
by function or business process, e.g. finance, recapitalisation.

Note: as to (a) above, under the definition used Ch], Section 64, all R&D is
written off against profit and loss instead of being capitalised on the balance

sheet.

This may be relevant to further research in future (Ch VI). In practice,
most multinationals will probably tend to combine one or more of the
above strategies. In the same vein, many of the sample firms can
already optimise their activities as if the world were a single market,
based on organisational and operating logic.

Further, analysis of pre -and post M&A activities showed, at least in the
qualitative sense, that there was no negative effect to be expected from
mergers or acquisitions on R&D levels. This subject has already been
considered as pertains to the influence of discretionary investment
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policy on R&D. A full discussion, no matter how important, would be
inappropriate in a final chapter which must reflect the scope and be
circumspect in length. Here it is merely to interpret and comment
conclusively on specific aspects of leverage which emerged in the
study.

In terms of importance, some mention must be made about the
relative success in geographical diversification as a form of financial
diversification. This has been a useful criterion, also for international
comparison, albeit that this issue varies in importance for different
firms and between cultural realms. In this situation certain types of
firms, as indicated earlier, stand to gain differentially. Access to and
changes in the capital market due to cultural influence and the tax
system might further remove a certain bias from the financial structure
of multinationals; this, it is believed will improve the mobility of
capital but differences between major regional realms and geographical
groupings remain.

Most important is that the answers this research has brought about in
answering the questions posed, in effect provide practical guidance for
the international manager, thereby further closing the gap between
theory and practice. These managers after all will be better equipped to
operate internationally. They will be able to determine what a capital
structure in certain parts of the world is likely to be iefor those
companies headquartered there - not simply operating there. They are
therefore likely to understand better why and how capital structure
differs internationally.

1.5 Statistics

The examination of statistical criteria in the quantitative sense,
generally underlined what in any case is not surprising; the statistical
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evidence as commented in the study is on branch information, bearing
on the subject. Other evidence includes a theoretical rationale and
general belief on the basis of qualitative analysis and judgment.
Obviously, each corporate situation in a multinational environment
has to a large extent to be treated on its firm-specific merits. This was
important and therefore the limitations and ambiguities of the criteria
were identified early in the study. The uniqueness of specifications and
circumstances of the firm as well as its limitations are equally
important in practice but not always easily applied.

The difficulty in creating a data bank and the limitations this posed on
statistical application is an example of this. As a result, only non-
parametric statistics could be applied. The use of parametric statistics, if
this had been possible, arguably could have provided a stronger
statistical foundation. This is not to say however that the data bank as
obtained has not been sufficient from which to draw a meaningful
interpretation and subsequent conclusions. In relation to this, the use
of the Kruskal-Wallis procedure has been the most appropriate
methodology (Section 2. Conclusions).

1.6 Limitations

In this study, it was imperative to survey the pressures of leverage and
its impact on debt, growth and R&D. These economic determinants
may either retard or hasten change and adaptation of an optimal capital
structure in the complex business of multinationals. The concern
therefore has been to try and assess the outcome of this kind of survey
according to the previously defined criteria. Access to information at
the firm level however, as indicated, also varied. This created

limitations in terms of interpretation.

In retrospect, the realm of multinationals consists of various culturally
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defined world regions which would appear to have significant effect
on leverage. In an extensive study of multinational business one
therefore would also have to devote a great deal of attention to the
cultural influences of international capital markets, ie. in addition to
the cultural influences on international capital structures, and this, at
the level of individual firms in the different countries concerned.
Thus, this analysis could be extended further but it is quite impossible
to do this in a single chapter of a thesis and within its limited scope.

Further, the entirety of the discussion here has per force almost wholly
been confined to the issue of total leverage and optimal capital
structure. In the outcome of this study it is recognised that this is a
serious omission. This is commented upon further in the text (Ch. VI
Recommendations for Further Research).

1.7 Contribution

Does all of the foregoing really mean that the original M&M
propositions and their invariance will prevail and that it does not
matter what the capital structure is? If not in the real world of
multinationals, in theory this may be the case but only to some extent.
It would not be true to say that the proposed extension to the literature
has therefore added nothing to what was implied in the M&M
invariance analysis. It was after all the failure of the latter analysis to
cope with total leverage on a muitinational scope that led to the
evolution of this proposed extension that counters existing invariance
theory. This is where the study narrows the gap between existing
theory and practice as generally prevails among multinationals.

On the matter of M&M beyond the suggested improvements and
extensions for the international manager, one would agree with one's
critics that the results do not clase the M&M issue altogether, albeit that
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it may have shed some light on the issue of total leverage that
surrounds it. The problems here are far too complex to be settled by any
one empirical study. One trusts there will be agreement that the results
show a contribution to the ongoing M&M debate while providing
practical relevance to those international practitioners who, in search
of an optimal capital structure, wish to apply total leverage at the firm
level.

In critical exchanges of this kind in which some of the emphasis is
inevitably on technical details, the danger is always to lose perspective
easily and to overlook the progress towards agreement that has been
made. In terms of substantive findings, it is felt that there should be
agreement at least that the study’s assessment of cultural influence
between country groups on the leverage issue within multinationals
has been conducted with due care.

If there is a link between cultural influence and decision-making on
the subject of leverage, the cultural variant will affect capital structure
to differ between country groupings. This is anather important
consideration to be taken into account by international managers in an
increasingly global environment. Therefore, the influence of culture
would warrant future research. An example would be to examine in
further detail the effects of property and ownership laws and
regulations by country in the arrangements of respective optimal
capital structures (see Ch. VI Recommendations for Further Research).
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2. Conclusions

21 The Issue of Total Leverage

One immediate conclusion of the study is that if multinationals
progressively occupy a larger, more important place in the world in
their respective markets, they cannot be immune to the issue of total
leverage. Where multinationals have had a growing proportion of
turnover and profits from foreign operations over the last several
decades, it is manifest that notwithstanding the pressures of debt
accompanying this, they have acquired positions of strength. Having
said this, the chances that certain multinationals will tend to become
less vigorous and not retain their position are always there.

2.2 Optimal Capital Structure

The foregoing goes some way in explaining the study’s interest in the
subject of total leverage and optimal capital structure. Put differently,
what has been studied, has in fact been (a) the feasibility of a high debt
growth policy under conditions of total leverage for purposes of value-
maximisation of operating resources at the firm level, and (b) this,
taking advantage of geographical expansion as a form of financial
diversification. The assumed route to effect this has then been the
efficient application of leverage towards an optimal capital structure.
This provides a slightly different perspective on the same subject.

It has further been argued, that the theoretical assumption of perfect
capital markets hardly applies to some of the developing countries
amongst the primary sample. The results of the research support this
argument in that there appear country effects on capital structure
which derive at least in part from cultural influence between country
groupings or cultural realms. Hence the varying degree of impact of
total leverage.
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2.3 Total Leverage

Any process that underpins total leverage also needs specification of
the firm's know-how, monopolistic advantage, or owner-specific
advantage. Thus, the capital structure discussed in the literature
becomes applied to a dynamic issue, that is not only to the levels of
debt but also to those of the circumstances of firm-specific operational
advantages.

The study also encountered other complexities. For example, in the
relation of leverage and R&D. The suspicion was that the constant
financial creativity required to generate new leverage opportunities
and funding in the form of M&As had to lead to a curtailment of
discretionary investments in R&D. It was feared that ultimately,
negative effects would then occur, mainly due to lack of R&D eg. a
curtailed product development. Yet, in this study, multinationals
involved in M&As do not appear affected in their post-transaction
performance over those with limited involvement. Firms not acquired
did not have significantly higher or lower R&D versus those acquired.
In fact, R&D expenditures would seem to increase in parallel with
intensive acquisition activities where R&D intensive companies are
concerned. No significant and negative effects were observed. The
overriding determinant it appears, remains that of cultural influences
on international capital structures. The main findings in this respect
are as set out below.

24 Cultural Influences on International Capital Structures

It has been apparent from this study that the capital structure adopted
by companies and the resulting levels of leverage, country, type of
industry, and geographical region of the world, are subject to
specifically the cultural influences at the level of regional realms in
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world markets. The decision-making process at the firm level would
appear to fall in step with this.

The analysis conducted, in effect indicates that the total leverage of the
firm is not necessarily influenced by the country or industry it is active
in. As seen, there is a minimal relation between countries as pertains
to the use of leverage. Industry groups rate also as minimal. Only the
relation between cultural realms in the use of leverage appears
significant. The influencing factors for differing degrees of total
leverage at the level of the individual firm can thus be related to
culture.

Therefore, it can be stated at least tentatively, that firm-specific
decisions may result in different capital structures for firms in the same
industry and/or country but these differences are less than the
differences one does find across all industries or countries. To firm up
these conclusions, as indicated earlier, more similar research needs to
be conducted. Having said this, the indication of direction in the
pattern of these cultural influences on international capital structures,
appears clear and significant.

The database used encompasses both, less developed as well as
industrialised countries. In conducting business internationally,
obviously one increasingly has to be aware of differences of financial
structure between different country groupings. Only in a minority of
instances perhaps will this be applicable to differences between
individual countries and industries specifically. Thus, this research is
of immediate practical use for the international manager. It provides
an insight into the likely capital structure of multinational firms
headquartered in certain cultural realms of the world. At the same
time it provides the international practitioner with an indication of
what sort of capital structure would be likely to be optimal if
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representative for these same cultural realms. In addition, the cultural
realms and corresponding capital structures appear to parallel major
world markets for goods and services.
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CHAPTER VI

RECOMMENDATIONS FOR FURTHER RESEARCH

This chapter addresses in more detail why culture is important rather
than a statistical artifact. The data imply why there is a cultural
influence internationally on capital structure and why further research
on this topic would be welcome. Behind the data remain two other
important considerations as relate to the geographical expansion and
capital structure of multinationals. These can be categorised as follows:

1.Leverage, Growth and Size Effect
2 Capital structure and Organisational Fit

As outlined in the next two sections, these issues also reflect the effects
of property and ownership laws and regulations by country that arise
when arranging respective optimal capital structures under total
leverage.

1. Leverage, Growth and Size Effect

The issue of debt naturally flows over into that of growth and size
effect, providing opportunities for total leverage. According to Prahalad
and Doz [1987].

“If an aspect of businessis investment-intensive, eg,
R&D, manufacturing, the need to leverage that
investment increases the need for global co-ordination
and implementation quickly to make large initial
investments profitable” (pp. 13 - 90)

176



No empirical study was identified linking debt , growth and size effect
at the level of the firm. However, as Keegan [1986] observed:

“Iis possible toareate a giobal strategy that recognises
similarities and takes advantage of opportunities to
leverage experience, produdt R&D, and marketing which
also recogpises differences whenever this response is not
cost effective’ @ p. 3)

This might have indicated a potential loss of flexibility and speed of
response that comes with economies of scale against the benefits that it
may bring Any trade-off must be sufficiently attractive.

The above raises other related topical areas that stand to gain from
further study. For example, Sullivan {1974} (pp. 7-14), Lyn and
Papaisannou [1985], saw a relation between market power and leverage.
Kimura [1989] associated worldwide product scope with the motives for
direct foreign investment (pp. 295-314). Firms can further optimise
their activities as if the world were a single market. As Keegain said:

“Research will generate profitable growth if the research
effort is guided by market forces™ (Toid by pp.24-52)

The factor of size effect in this respect is of particular relevance to the
muiltinational. However, existing argument on the issue begs a
resolution. Ohmae [1990] still advocates a borderless world, with Porter
[1990] taking a diametrically opposing view. According to Porter [1987],
it was a firm's national virtue that in part by association to the country
of origin created the opportunity to cross borders {pp. 43 - 59). Today,
[1995] neither of these authoritative authors has changed his position
on this issue. In this study’s view, how management acts on these
opposing views has been very much a function of a multinational's
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own firm-specific situation at a specific point in time.

This subject needs further attention. As Galai and Masulis [1976]
already explained the fiscal savings obtained from geographical
diversification relate directly to increased levels of debt due to size
effect and global scope. This the authors said therefore could be a rather
inexpensive way of raising funds, giving the firm an advantageous
leverage while the business is expanding (pp. 53-82). Later, Dow {1989}
under such conditions recommended an international interlisting on
more than one stock exchange (p. 394). This could be another specialist
area for further research. For those who seek to understand this issue
of leverage, growth and size effect, in all its economic depth and
complexity, Scitovsky [1990] describes the benefits of monopolistic,
asymmetric, and non-price competition and why these cannot easily be
ignored (pp. 135 - 148).

Some critics no doubt may argue against the research topics as proposed
above. They may claim that the price to be paid for growth and size is
simply an intolerably high debt. Yet there already exists good evidence
to support the view that the debt ratio is not higher with
multinationals as compared to those of the domestic firm. Lee and
Kwok [1988] conducted empirical tests to investigate whether
multinationals are significantly different from domestic companies in
this respect (pp. 195-217). Their conclusion was that:

“Contrary to conventional wisdom, the empirical
findings show that multinational corporations tend to
P19

Some explanation is needed to put this conclusion into context;
Mathur and Hanagan [1985] in their survey confirmed that barriers due
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to partial segmentation of international capital markets are easier
overcome by multinationals. These as the authors said possess certain
assets, such as financial economies and managerial efficiency, which
make them more efficient in overcoming such restrictions and costs
(pp. 135-146). Scott and Martin [1971] also stressed the importance of
firm size in this respect (a. pp. 67-73). Also, shareholders and investors
have experienced multinationals as tending to outperform large
domestic groups. The latter has been confirmed on the basis of
empirical evidence provided by Sharpe [1985], indicating superior
foreign versus domestic investor returns ( pp. 703-713). Sharpe [1990]
then incorporated Solnik and Nemeth's [1982] time series analysis of 17
countries during 1971-1980 with consistent results (p. 782). Also
Ibbotson [1982] having compiled investor returns during the 1960s,
1970s confirmed excess market value of foreign returns versus
domestic returns Similar findings were later reported by Kim W. and
Lyn [1986] (pp. 119-125) as well as Cheol [1989] (pp. 345-348). Khan [1989]
recognised the gains to be derived from international diversification (p.
388).

Such evidence naturally marks international market imperfections,
also at the level of the firm. It reflects the real option value, ie. the
opposite of the potential opportunity loss of multinationals. At the
firm level, management subsequently is concerned with total
variability of the total net cash flow rather than an investor's risk
component only. What matters, as Levy and Sarnard [1970] observed
early on, is that large firms at the same time will continue to have
better access to capital markets (pp. 795-802). This presents a quite
formidable argument in favour of the large firm operating
internationally and warrants further empirical research.
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2. Capital Structure and Organisational Fit

In studying the debt-to-equity ratios in terms of total leverage, the
question arises as to what type of organisation is required to fit
leveraged growth, size effect and its accompanying capital structure.
This too requires further research. On the face of it, given the
complexity of factors influencing the corporate organisation, capital
structure and growth of the firm, there is little basis on which to argue
that a particular type of organisation would necessarily be the best. The
capital structure of each firm, it can be said, reflects its unique history
and its own particular way of meeting the changing situation.
However, apart from the technical and commercial considerations
which influence the organisation and size of firms, there is the
problem of dealing with the risks of fluctuating demand or growth. In
this case, there is no evidence of a single best solution. Marshall
already observed that:

"Consumer demand after all, govemns traders demand®
(Iod b.p92)

This prompts the question what the optimal organisation for a certain
level of debt ought to be. For example, one concern has been that as
conglomerates grow, their inherent organisational design might
prohibit capturing the full benefits of increased levels of leverage
beyond a certain threshold. A review of the work by Marshall, Yavitz
and Greenberg [1984] on the incentives for diversification and resulting
structure of the conglomerate does not provide a satisfactory answer
on this important technicality (pp. 1-23). Boulding [1981], a contingency
theorist, expressed the relationship between growth and capital
structure as a survival of the fitting rather than the fittest (pp. 197-208).
Scott and Martin [1971] expressed this same notion of fit saying that:
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of the systemn to preserve its intemal struchure of
relationships despite a changing ervironment*
(bid b p. 427)

Provided such organisational and environmental fit are present,
growth and capital structure conceivably could be held in equilibrium.
Looking at the issue from within, Wu [1987]) even saw inter-
organisational strategy as a way of increasing the firm’s effective level
of leverage. As Higgins and Diffenbach [1989] pointed out, any
corporate structure has its own payoffs and risks (pp. 133-139). As has
been observed throughout the thesis, this is no different in terms of
corporate financial structure, specifically as pertains to leverage and the
optimal capital structure of multinationals at the firm level
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LIST OF ABBREVIATIONS USED

ANOVA
ANOCOVA
B/S

CAP

D/E

DTL

EBIT
FASB
FL
GAAP
M&A

M&M

OECD

OL
P&L

plc
R&D

Analysis of the Variance

Analysis of the Co-variance

Balance Sheet Statement
Capitalisation

Debt-to-equity relationship in Leverage
Degree of Total Leverage

Degree of Operational Leverage
Earnings Before Interest and Taxes
Financial Accounting Standards Board
Financial Leverage

Generally Accepted Accounting Principles
Mergers and Acquisitions

Modigliani and Miller

Operational Cash Flow

Organisation for Economic Co-operation and
Development

Operating Leverage
Profit and Loss Statement
Public Limited Company

Research and Development
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ROE
SEC
SSAP's
TIE

TL

WACC

Return on Equity

Securities and Exchange Commission
Statements of Standard Accounting Practice
Times-Interest Earned

Total Leverage

Weighted Average Cost of Capital
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LIST OF CARDINAL DEFINITIONS AND TECHNICAL NOTES

Accounting Break-even
Dividends

EBIT

Exchange Rates
Gearing

Geographical Diversification
Global

Inflation

Junk Bonds

Leverage

Shareholders’ Equity
TIE

WACC
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Accounting Break-even

The Accounting Break-even is simply the sales level that results in
zero operational net income. It is the most widely used measure of
break-even

Dividends

Dividends are payments due to shareholders on a residual claim or
where such relate to arbitrage as the process of selling overvalued
assets versus undervalued assets - or their equivalent cash flows- in
markets related and which are temporarily out of equilibrium.

EBIT
Abbreviation of “Earnings before Interest and Taxes” used in the TIE

ratio.

Exchange Rates:

The exchange rates as relate to inflation and the exchange risk is the
uncertainty and the return on foreign financial assets due to the
unpredictability regarding the rate at which the foreign currency can be
exchanged into the investor's own currency.

Note:

In this thesis the exchange rate is referred to in relation to inflation and the historical
cost statements of annual reports of the international companies in the primary sample.
Conventional accounting standards as relate to the treatment of currency exchange,
their translation or their conversion, have been adhered to in the evaluation of
consolidated financial statements, encompassing parent as well as subsidiary reporting

on a worldwide basis.

Gearing

Gearing is the UK term used to indicate the relationship between
equity capital and fixed interest capital, ie. technically equivalent to
the American term of financial leverage. Under this definition, after
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deducting interest on debt, profits are available for dividends on the
equity. The effect of high gearing makes it more uncertain that
dividends can be paid but if the debt is financing profitable business,
dividends can grow more than proportionally.

Geographical Diversification

Geographical diversification is interpreted as a form of financial
diversification in the context of reduced portfolio risk.

Global

The term “Global” used to refer to global industry structures as reflect:
(a) homogeneous market demand in non-fragmented industries,

(b) heterogeneous market demand in fragmented industries,

(c) the economic imperative for the firm to distribute R&D costs,
economies of scale, and firm-specific resources.

Inflation

The percentage change in the purchasing power of a unit of currency
over a certain period of time. Equivalently, the rate of change in the
price index of a certain period of time.

Note:

As pertains to the study, US and Japanese firms tend to provide supplementary
inflation adjusted statements on a consistent basis. On this basis annual reports are
stated at historical cost. UK firms do not adhere in full to a historical cost basis for
their basic reports but provide additional inflation-adjusted statements or footnotes to
their annual reports. The data used therefore are real rather than nominal data. That

is, the data have been adjusted for inflation.

[unk Bonds
Junk bonds are high-risk/ high-yield bonds in the context of financial

leverage, as opposed to low risk investment bonds.
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Note

The study does not mention junk bonds as a specialised bond when referring to bond
financing as part of capital structuring. The issue of junk bonds is outside the scope of
this study.

Leverage
Leverage is referred to as :

(a) the use of relatively fixed-cost sources of funds, achieving an
equilibrium by applying low interest borrowed funds relative to the
acquisition of high interest assets - or their equivalent cash flows - for
an increase in expected rate of return to the firm's shareholders but
only with a commensurate increase of risk.

(b) the efficient and effective integrated use of the debt capacity and
management capacity of a specific firm.

(c) the whole operation being based on a defined appropriate total
leverage position and optimal capital structure by Iinl;ing financial
strategy and business policy, taking into account cultural influences on
international capital structure.

Shareholders’ Equity

Shareholders’ equity initially is treated as the net worth of a business
firm, including capital stock and certain net worth reserves, leaving
common equity as part of the total net worth that belongs to common
shareholders and total shareholders' equity as the worth that includes
the preferred sharehaolders. The latter, aside from capital stock and
reserves includes capital (paid-in surplus) and earned surplus (retained
earnings).

TIE

The Times Interest Earned ratio (EBIT/interest) is referred to in the
context of a measure of long-term solvency pertaining to a company’s
ability to cover interest obligations.
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WACC
The weighted average of the costs of debt and equity referred to in
financial theory is the required return of any investment of the firm

that must be earned on existing assets to maintain the current value of
the firm (100% capital = E/V+ D/ V).

Consequently, the formula used as a discount rate where evaluating
cash flows from proposed investments or existing operations. The
WACC encompasses the weights (debt and equity percentages) and
expected returns (costs of debt and equity). The expected returns x
weights when added constitute the WACC [WACC = (E/V) x Re + (D/V) x

Rd}, V denoting value, and Re, Rd as the required returns (or costs of)
equity and debt.
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1 NOTES TO THE STUDY

1.1 Measurements

In this study, the principal measurement has been that applied to the
financial-economic composition of the firm as expressed in its debt ratio under
total leverage. In this context, the debt-to-equity and R&D are defined as
determinants controllable at the level of the firm, i e. the two variables that
can limit expansion and growth.These therefore are said to be model-interior,
also in terms of effective management influence on the functionality of the firm.
Growth is seen rather more as model-exterior in character. Many more external
factors than internal ones appear to influence growth. Thus, growth is
considered to be primarily of a macro-economic nature, i.e. rather than micro-

economic at the firm-specific level.

12 Significance levels

Because the observed results might differ from the hypothesis but were based
on a sample, tests of significance were needed. The significance level was set at
005. By using this test of significance, this gave the probability that any
difference between the sample value and the hypothesised value would only
be due to a sampling error. The hypothesised value is referred to as the null
hypothesis. Where the test showed the difference to be highly improbabile,
the sample value was found to be statistically significant, ie. the difference
probably being real in case of the differences in debt ratios between cultural
realms at the level of 0025 and greater.

The extract of a Normal distribution as set out below indicates the probability
of the sample value being different from the population mean. The significance
levels listed are the ones used in the examination. They are also referred to in
the comparative analysis. As indicated above, the decision rule was set at the

0.05 significance level.
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Exhibit: Significance Levels Used

Distance from | Significance Probability of  j Level of
(S/Nnis the Level sample mean Confidence
estimated outside stated

standard error) limit

+20S/vn 0085 5% 95 %

+224 S/\n 0.025 25% 975 %
+265S/Vn 0.01 1% N %
+3355/Vvn 0.001 01% 99 %

+39 Svn 0.0001 001 % 99.99 %

Level of significance = 100 - level of confidence

1.3 Chi-square Goodness-of-Fit Test

The chi-square goodness-of-fit test was used to measure how well the observed
data fitted with what would be expected under specified conditions, here the
theoretical frequency as the expected frequency in relation to the observed
frequency. The following null and alternative hypotheses were established:

Ho: the levels of debt-to-equity, R&D and growth in the sample constitute a
normal distribution.

H1: the levels of debt-to-equity, R&D and growth in the sample do not
constitute a normal distribution.
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The chi-square goodness-of-fit test statistic used was

2
X2= z !fo - fe)
fe

where; fo =observed frequency
fe = theoretical expected frequency

The chi-square test statistic is distributed as a chi-square variable with K - 1
degrees of freedom, where K is the number of categories specified in the null
hypothesis, The magnitude of the discrepancy between the observed and
theoretical frequencies formed the basis of the test. Where the expected
frequencies differ from the observed frequencies by a large amount, % will tend
to become large. The x2 values obtained were X = 1208 for growth, x? =5091
for R&D and x 2 = 356 for debt-to-equity. In applying the decision rule, the Ho
was rejected for growth and R&D. Due to the nature and characteristics of the
variables it would not be anticipated that the distribution would be normal. For
example, the distribution of R&D would be anticipated to be tightly packed at
the lower levels of the distribution with a few exceptions in the upper
categories. The same can be said about growth. This leaves the distribution
skewed to the right.

1.4 Nominal Values

Critics may argue that stock market valuation will differ substantially from
the nominal value of issued equity plus reserves (principally also referred to as
book value, intrinsic value or book value adjusted to market as seen in the
previous chapters). This is obviously the case but it should be no reason to
suggest that equity valued at nominal values introduces distortion. At the level
of the firm, in the operating sense, the opposite of this observation will tend to
occur. The main reason for this is as follows. The criterion used to value for
example a private firm (using profit muitiples adjusted by industry and that
vary by geography) is quite different from that used to express a public
perception of value at a point in time at a given stock exchange taking info
account a wider set of issues. This has been set out from the beginning of the

study in the delimitations (Ch. I). This is why, in the real world of
A7



multinationals, the Chief Executive Officer will not always agree with
security analysts as to the value of his firm. Put differently, the performance
value at the level of the firm and public perception do not always agree.

Where there could be agreement, although this is not exactly within the scope
of this study, is that is that Price/Earnings indicators on debt-to-equity, as
expressed through quoted listings, generally perform better than e.g yields on
medium term treasury bonds. However, this is relative to the risk involved and
differs from region to region. For example:

(@) during the period 1984-89, Price/ Eamings in the UK ranged 135 - 128. In
the US this was 112 - 142

(b) whereas yields on bonds held around the same level in the UK ie. 10.25, in
the US these decreased from 11.79 to 79 and have not recovered since. In
comparisan to (@), to date, Price/ Eamings in the UK have soared to 163, and
173 in the US.

(c) as to dividends, these have seen remarkably little change in the UK ie
from 4.4 in 1984 to 3.7 in 1994, but in the US decreased from 4.7 to 07 for the same
period.

Source: Bank Mees Pierson

Within the scope and from the perspective of this study, the observations made
in the study point towards significance of cultural influences on multinational

capital structure.
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Extracts from Company Annual Reports

H.J. Heinz Company:

Management's Discussion and Analysis

The dividend rate in effect at the end of each
fiscal year results in a payout ratio of 44.2% in
1990, 431% in 1989 and 42.8% in 1988. Common
dividends of $178.3 million were paid in 1989 and
$154.4 million in 1988.

The impact of inflation on both the company’s
financial position and results of operations has
been minimal and is not expected to adversely
affect the 1991 results.

Liquidity and Capital Resources
Return on average shareholders’ equity improved
for the twelfth consecutive year, reaching 27.5%

14
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4.

DATA LOCATION

Table

41 Primary and Secondary Data Sources 20

Data has been obtained from:

411 Annual reports and private company
records (1989 and 1989 90).

41.2 Forbes 1000 ranking 1990. Source: Value Line Data Base
Service via Lotus CD Investment, Forbes Magazine, New
York, January 8th, 1990, pp. 119 214

413 Standard & Poor’s Register of Corporations, Standard &

Poor's Corporation, New York, 1986 ed, p. 1 - 2661, Vol. 1.Standard &
Poor's Register of Directors and Executives, Ibid, pp.1 - 1484, Vol. 2.
Standard & Poor's Register of Corporations, Directors and Executives -
Indexes, Ibid, p. 1 - 1109, Vol. 3: Standard Industrial Classification Index,
pp. 1 - 419. Geographical Index, pp- 501 - 658. Countries other than US.
and Canada - Geographical Index, pp. 658 - 660. Cross-Reference Index, pp.

701 - 753. Ultimate Parent Index, pp. 802 - 847. New Individual Additions,
New Company Additions - Updates to the Register.

The above registers were on lease from Standard & Poor's Corporation
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6. CHI-SQUARE DISTRIBUTION

P
X
2
3
4

O ol A

10
Ix
12
13
14

15
16
17
18
19

20
21
22
23
24

25
26
27
28
29

30
40
50
6o

70
8o
Q0
100

99's
0'0'393
00100
00717
0°207

0'412
0676
0989
1'34
173

216
2-60
307
3'57
407

460
514
570
6:26
6-84

7°43
803
8-64
9-26
9-89

10°52
1116
11°81
12°46
13712

1379
20°71
2799
35°53

4328
51°17
59-20
6733

PERCENTAGE POINTS OF THE -DISTRIBUTION

99
00’157
0'0201
o115
0297

0°554
o872
124
1:05
2'09

2:56
305
3'57
411
4°66

523
5-81
641
701
763

8-26
8-90
9°54
10°20
10-86

11°52
12°20
12-88
13'56
1426

14°9§
2216
209°71
3748

45'44
53'54
61-75
70-06

97°s
0-0%962
o-0506
0216
0-434

o831
1-24
1'09
218
270

325
382
440
501
563

6-26
691
7°56
823
891

9°59
10°28
1098
1169
12:40

1312
13-84
14°57
15°31
16-05

1679
24°43
32:36
40748

4876

§7°15
6565
74‘22

95
0'00393
o'103
0°352
o711

1-15
164
217
273
333

394
457
523
5-89
657

726
7°96
8:67
9°39
1012

10-85
11°59
12:34
13-09
1385

1461
1538
16-15
16°93
17°71

1849
26°51
3476
4319

51°74
6o-39
6913 X
77°93 1

10
271
461
625
778

924
10:64
1202
1336
14°68

1599
17:28
18-55
19-81
2106

22°31
2354
2477
2599
27-20

28-41
29-62
30-81
32-01
3320

3438
35°56
3674
37°92
3909

40°26
51-81
6317
74'40

85°53
96-58
076
185

The function tabulated is x} defined by the equation

5 2'5
384 502
599 738
78t 935
949 I11'14

1107
12°59 14745
1407 1601
1S's1 17°53
1692 1902
18:31 2048
19°68  21-92
2103  23'34
2236 2474
2368 26712
25700 2749
26-30 2885
2759  30°19
2887  31°53
3014 3285
3r4r 3417
3267 3548
3392z 3678
35'17 3808
3642 39-36
37:65 4065
3889 4192
40°IT 4319
41°34 4446
4256 4572
4377 4698
5576 5934
67°50 71°42
7908 8330
9053 9502
101°9 1066
1131 1181
1243  129°6
1 '
- z”’l'(lv)f P

b4
663
9-21
1134
1328

1509
16-81
1848
20°09
21°67

2321
24'73
26-22
2769
29°14

30°58
32°00
33°41
3481
3619

3757
3893
4029
4164
42:98

4431
45'64
4696
4828
49°'59

5089
6369
76-15
8838

100°4
112°3
124°1
1358

o5

7-88
10°60
12-84
14-86

1675
18-55
20°28
2 l'gs
23°59

25°19
2676
28-30
29-82
3132

32-80
3427

. 3572

3716
3858

40°00
41°40
42-80
4418
45°56

46°93
4829
49°64
50°99
5234

5367
66-77
79°49
91°95

1042
1163
1283
140°2

xir—1e-14x,

ox
10°83
13-81
1627
1847

20°52
2246
2432
26-12
27-88

29°'59
31°26
32°91
34'53
3612

37°70
3925
4079
42°31
4382

4531
46-80
4827
4973
51-18

52:62
5405
55°48
56-89
5830

5970
7340
86-66
99-61

T 1123
124°8
137°2
149°4

If xisa

variable distributed as x* with » degrees of freedom, P/100 is the probability that x> 3. For v<1oo,
linear interpolation in » is adequate.

Kruskal-wWallis test difference between cultural groups
as relates to capital structures of multinationals,

H

= 13.43 - significant at the 0.025 level.
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Values of x? for Selected Probabilities

Example.
d.f. (Number of degrees
of freedom) = §,
the tail above 2 =9.236
represents 0.10 or 109,
of the area under the
curve.

Probabilities
(or Areas Under x? Distribution Curve

Above Given y? Values)

.90J .70 ] .so] 30 | .20

.10 | .05 | .ozT 0l

d.f Values of x*

1 016 .148 4ss | 1.074 | 1.642 1 2.706 3.841 | 5.412 | 6.635
2 211 713 | 1.386 | 2.408 | 3.219 : 4.605 | 5991 | 7.824 | 9.210
3 584 | 1.424 | 2.366 | 3.665 | 4.642 : 6.251 | 7.815( 9.837 {11.345
4 1.064 | 2.195 | 3.357 | 4.878 | 5.989 |17.779 | 9.488 |11.668 }13.277
5 1.610 | 3.000 | 4.351 | 6.064 | 7.289 |49.236|11.070 | 13.388 | 15.086
6 2.204 | 3.828 | 5.348 | 7.231 | 8.558 {10.645 {12.592 | 15.033 |16.812 )
7 2.833 | 4.671 | 6.346 | 8.383 | 9.803 {12.017 {14.067 [16.622 |18.47S
8 3.490 | 5.527 | 7.344 | 9.524 [11.030 | 13.362 |15.507 | 18.168 |20.090
9 4.168 | 6.393 | 8.343 {10.656 {12.242 | 14.684 {16.919 | 19.679 {21.666
10 4.865 | 7.267 | 9.342 |11.781 | 13.442 [ 15.987 | 18.307 | 21.161 {23.209
Il 5.578 | 8.148 |10.341 {12.899 [14.631 | 17.275 | 19.675 | 22.618 |24.725
12 6.304 | 9.034 |11.340 |14.011 | 15.812 | 18.549 [21.026 | 24.054 |26.217
13 7.042 | 9.926 (12.340 {15.119116.985 | 19.812 {22.362 [25.472 |27.688
14 7.790 |10.821 |13.339 |16.222 |18.151 [21.064 | 23.685 | 26.873 |29.141
15 8.547 111.721 114.339 117.322 | 19.311 | 22.307 | 24.996 | 28.259 | 30.578
16 9.312 (12.624 {15.338 |18.418 [20.465 | 23.542 | 26.296 | 29.633 | 32.000
17 10.085 1 13.531 {16.338 [ 19.511 | 21.615|24.769| 27.587 | 30.995 | 33.409
18 10.865 [ 14.440 |17.338 |[20.601 | 22.760 | 25.989 | 28.869 | 33.346 | 34.805
19 ] 11.651]15.352 118.338 121.689 | 23.900 | 27.204 | 30.144 | 33.687 | 36.191
20 | 12.443 [16.266 |19.337 | 22.775|25.038 | 28.412| 31.410 35.020 | 37.566
21 13.240 | 17.182 |20.337 [ 23.858 | 26.171 {29.615| 32.671 | 36.343 | 38.932
22 14,041 | 18.101 |21.337 | 24.939(27.301 | 30.813 | 33.924| 37.659{ 40.289
23 14.848 1 19.021 {22.337 1 26.018 | 28.429 | 32.007 | 35.172( 38.968 | 41.638
24 15.659 19.943 [23.337 1 27.096 | 29.553 | 33.196 | 36.415} 40.270 | 42.980
25 16.473 ] 20.867 | 24.337 ] 28.172} 30.675 | 34.382 ) 37.652} 41.566 | 44.314
26 17.29221.792 | 25.336 | 29.246 | 31.795 | 35.563 | 38.885, 42.856 | 45.642
27 18.114122.719(26.336{ 30.319] 32.912(36.741 | 40.113| 44.140( 46.963
28 | 18.939]23.647]27.336 | 31.391 | 34.027 | 37.916| 41.337| 45.419| 48.278
29 19.768 ) 24.577 ) 28.336 | 32.461 | 35.139 | 39.087 } 42.557| 46.693 | 49.588
30 | 20.599] 25.508| 29.336| 33.530} 36.250 ]| 40.256| 43.773] 47.962| 50.892

Source From Stephen P Shao, Statstics for Business and Economics, 3rd ed. (Columbus, Ohio:
Charles € Mernll 1976) p 790
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Note to Chi Square Distribution:

A chi square goodness-of fit test was applied to compare the sample for normality in
the distribution of the debt proportions. Thus, a significance test of the proportions
was used to determine whether the observed cases in the sample corresponded to an
expected distribution. The value of quantities of the sampling distribution {Sum
(Observed Thearetical) / Theoretical] was calculated from the actual frequencies for
each cell. In comparing the observed data to the expected frequencies of the
theoretical model, the D/ E sample appeared to be representative of the population
even at the 0.01 level, meeting the 0.05 criteria. This could not be said about R&D or

growth.

There remained doubt however about the normality of the D/E sample population. In
testing the difference betqeen the observed sample mean m and the hypothesised
population mean |, for sampling sizes of n = 10 or more, as is the case in the study (n =
87), the means of the different D/E samples have an approximately Normal
distnbution. But with the population distribution highly skewed, a Normal
sampling distribution of the mean cannot be expected with n not being greater than
100

On this basis, it would not have been appropriate to base the statistical analysis on
the analysis of variance (ANOVA), nor alternatively, the analysis of the co-
variance (ANOCQOVA), effectively an interactive analysis of the debt ratios, growth
and R&D. When these sort of tests were run on an experimental basis, this proved
inadequate and not in line with the aims of the study as set out (Chapter I). In any
event, this sort of measurement clearly would have been outside the quantitative
scope of this study. The study, in compliance with the objectives as defined,
specifically tests the D/E ratios and cultural influences on international capital
structure. Therefore, any results from additional experiments could only have added
to the qualitahive interpretation. This is not the case and not necessary.
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7. SUMMARY TABLES
7.1 D/E Distribution Histogram TABLE 25

2 3 4 5 6 7 8 9

o
w O

X X X X X X X+

x X

N

o e]
OCOWHUNOOOOWHOOOONWWO

X

XX X X X

wn
[0e)
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E I - b b
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100.0
122.0
150.0

XX X X X X
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7.2 Growth Distribution Histogram TABLE 26

......... 1....2....3....4....5....6
(20.2........ X
(13.3........ X
(0.7........ X
0.0........ X
0.8........ X
0.9........ X
3.5, ... X
4.8........ X
4.9, ....... X
5.0 . i e X
S.2.... ... X
7.0........ X
= X
R X
9.1........ X
9.5........ X
10.0 . o vt e e e e e e e e e e e e e e X
10.9......... X
11.0......... X
12.5......... X
12.9........ X
13.5........ X
13.8........ X
14.0........ X
14.5........ X
15 .0 . o e e e e e e e e e e e e e e e e X
17.0 . . 0 e e e e e e X
17 .5 . e e e e e e e e e X
18.0........ X
18.3......... X
18.6........ X
20 .0 . v e e e e e e e e e e e e e e e e e e e X
21.3. .. ... .. X
21.5. ... .. .. X
21.9. .. 00 . X
22.0 . v . v e e X
25 .0 s s s e e e e e e e e e e e e e e e e X
27.0, 0.0 X
28.0......... X
29.5. ... ..., X
30.0 . 0t e e e e e e e e e e e e e e e e e e e X
31.0. ... ... .. X
33.0. .. .. 0. X
3.0, ... ... .. X
3.4, ........ X
35.0 . 0 i e e e e X
36.0........ X
40.0. .. v v i e e X
45.0. ... .... X
S0.0. .. ...... X
S4.0 ., .. 0 e i X
68.7 .. .. ... X
70.0......... X
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7.3 R&D Distribution Histogram TABLE 27

..... 1 2 3.....4....5.....6.....7 8

0.0, . v v i it e X
0.15..... X

0.3..... X

0.4..... X

0.5..... ..... X

0.7. ... . X

0.9..... X

1.0..... ..., X

1.2..... X

1.5, ... .x

2.0 . e e e i e e e X
2.3..... X

2.9..... X

3.0, ... oo o X
3.3..... X

3.5..... ..... X

3.8..... X

4.0, ... .0 i e X

LG YL O 2P VDU PRt X
5.3..... X

5.4..... X

5.8..... ... X

5.9..... ..... X

6.0..... ..... X

B.0 . . . e e i e X
8.8..... X

9.0..... X

10 .0 . o e e e e e e e e e e e e e e e e e e e X
11.0..... X
11.5..... ..... X

R X
12.5..... X
13.0..... ..... X
14.0..... X

15.0..... ..... X

15.6..... X

16.0..... X

17.0..... X
20.6..... X
25.0. .. .. oo oo, X
25.4.,.... X

30.,0..... ..... X

35.0..... X

35.6..... X
40.0.. ... X
48.0... .. X
48.3..... X
75.0..... X
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>2.
>4,
>6.
>8.
>10.
10.
>12.
>14.
>16.
>18.
>30.
>40.
<39.

..... 2
.......... 6
Y
.......... 6
..... 4
..... 2
.......... 5
..... 4
..... 4
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7.4 Geographical Classifications

7.4.1 Consolidated TABLE 28
Means (X) D/E R&D GRTH
01 U S Aa 44 .2 12.5 17.0
02 U K 42.3 8.7 17.0
03 Asia Pacific 84.2 11.7 9.8
04 Japan 59.4 6.3 22.1
05 Indian Peninsula 59.8 10.7 20.7
06 Mid East 51.5 9.2 19.6
07 Near East 66.4 21.4 41.8
08 Meditteranean Europe 54.5 16.5 17.7
09 Africa 45.0 6.4 16.0
TOTAL 52.83 10.71 19.35
7.4.2 sorted bv Growth TABLE 29
Means (X D/E R&D GRTH
07 Near East 66.4 21.4 41.8
04 Japan 59.4 6.3 22.1
05 Indian Peninsula 59.8 10.7 20.7
06 Mid East 51.5 9.2 19.6
TOTAL 52.83 10.71 19.35
08 Meditteranean Europe 54:.5 16.5 17.7
01 U S A 44 .2 12.5 17.0
02 U K 42.3 8.7 17.0
09 Africa 45.0 6.4 16.0
03 Asia Pacific 84.2 11.7 9.8
7.4.3 sorted by R&D TABLE 30
Means (X D/E R& GRTH
07 Near East 66.4 21.4 41.8
08 Meditteranean Europe 54.5 16.5 17.7
01 USA 44.2 12.5 17.0
03 Asia Pacific 84.2 11.7 9.8
TOTAL 52.83 10.71 19.35
05 Indian Peninsula 59.8 10.7 20.7
06 Mid East 51.5 9.2 19.6
02 U K 42.3 8.7 17.0
09 Africa 45.0 6.4 16.0
04 Japan 59.4 6.3 22.1
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7.4.4 Sorted by D/E TABLE 31

Means (X) D/E R&D GRTH
03 Asia Pacific 84.2 11.7 9.8
07 Near East 66.4 21.4 41.8
05 Indian Peninsula 59.8 10.7 20.7
04 Japan 59.4 6.3 22.1
08 Meditteranean Europe 54.5 16.5 17.7

TOTAL 52.83 10.71 19.35
06 Mid East 51.5 9.2 19.6
09 Africa 45.0 6.4 16.0
01 U S A 44 .2 12.5 17.0
02 U K 42.3 8.7 17.0
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7.

5

Cultural Classifications

7.5.1 Consolidated

01
02
03
04
05
06

N. America and Anglo
Pacific Asia

Indian Peninsula
Mid & Near East

Med & S. Europe
African

TOTAL

7.5.2 Sorted by Growth

04
03

0S5
02
01
06

Mid & Near East
Indian Peninsula
TOTAL

Med & S. Europe
Pacific Asia

N. america and Anglo
African

7.5.3 Sorted by R&D

05
04

03
01
02
06

02
03
04
0S5

06
01

Med & S. Europe

Mid & Near East
TOTAL

Indian Peninsula

N. America and Anglo
Pacific Asia
African

.5.4 Sorted by D/E

Pacific Asia

Indian Peninsula
Mid & Near East

Med & S. Europe
TOTAL

African

N. America and Anglo

42.4
69.3
59.8
55.2
54.5
45.0
52.83

55.2
59.8
52.83
54.5
69.3
42 .4
45.0

54.5
55.2
52.83
59.8
42.4
69.3
45.0

69.3
59.8
55.2
54.5
52.83
45.0
42.4
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10.
12.
16.

10.

12.
10.
10.
16.

16.
12.
10.
10.

10.
12.
16.
10.

H O DI ~ e N WO

S Nnw-JdddNOn

Wb ~JUN-adO,

TABLE 32

16.
17.
20.
25.
17.
16.
1 19.

WO JIN I+

TABLE 33

25.
20.
1 19.
17.
17.
16.
16.

OO NJWNAIN

TABLE 34

17.7
25.2
1 19.35
20.7
16.8
17.1
16.0

TABLE 35

17.1
20.7
25.2
17.7
1 19.35
16.0
16.8



Descending D/T.

Pt. Tri Atmaja

Laura Ashley PLC

Khurma Trading Est. Ltd
Marubeni Corp
Mitsubishi Corp

Hamlaan Ltd

Avon Products Co.
Reserve Services Ltd
Megabyte Espana S.A.

Lonrho PLC

Lanka Lloyd

S. R. Textiles Ltd

Artesia Foods Ltd

Pentel .Co.

Deagu Financial and
Investment Co. - Royal
Chemical Industry

Allied Ghee Ind. Ltd

S+J Associates Ltd

Roomi Enterprises Ltd

Sine Enterprises Ltd

Fouman Chimie S.A.

Noble Raredon PLC
Yong Lee Rubber Co.
Kurtas A.S.

Kutas A.S.

Sunal A.S.

Sawa - Pema Holdings

Musa Ltd

Shaheen Cotton Mills Ltd
Jerzina Group of Co.s
Cyprus Airways

Bufalo A.S.

S+S Associates

Est. Fouad-Saccal S.A.
Lashko Co. Ltd

Plastic Co. A.M. Zaghloul
A. Marougas

Waverly Cameron PLC
Marks & Spencer PLC

H. J. Heinz Co.

NEC Corp

Falcon Gulf - Alam Group
The Coca Cola Co.

03
02
06
04
04
06
01
06
08

02
03
05
08
04

03
05
05
05
05
07

02
03
07
07
07
09

09
05
03
08
07

05
06
06
06
08

02
02
01
04
06
01

11
05
18
02
02
06
08
13
07

04
19
17
11
01

03
11
11
18
17
03

19
15
02
11
11
13

18
17
17
19
02

07
11
04
02
06

01
16
11
07
15
11

AB6

150.
122.
100.
89.
88.
85.
80.
80.
80.

76.
75.
75.
75.
74.

70.
70.
70.
70.
70.
70.

67.
67.
67.
67.
67.
67.

66.
66.
65.
62.
61.

60

60.
60.

60
60

58

58.
57.
57.
55.
54.

[eNoNoNoNo] DO O QOO OOWw [eNoloNoNeNe] QOO OO0 OO OO0OWWOOOo

OO WWOoOW

OO OON~NOOO

DO O

QOO OOO

wWwUnnUhhoo

S oW o

OO OO OO

(N0 N e NeNo]

TABLE 36

10.
17.
20.
27.
17.
30.

28.
30.

10.
10.
25.

12.

15.
10.

15.
30.
35.

21.
15.
40.
70.
30.

30.
30.
34.
20.
20.
25.
17.
18.

18.

25.
50.

OO OO OO0O

[cNoN«..NoNoNeNoNS N

W nNno oOw

[oNoNoNeNe) HO O OO OO OOOoO W

OO WLOw U



Evergreen Marine Clrg L-d
Risczall Group

Sinzh Arr Conditiznirz Luoz
ad-Dustocr Ltd

AX10s Ford Co.

Pariziana &A.S.

Circular Distributcors Ltz

CTejla Ltd
Makan Investments Lta
M-mcsz Ca. Ltd

Al-Gesairhpor Group

wWegal S.A.

Platignum PLC

Proctor & Gamble Cao.

British Petrcleum

ICI BLG

Rothman’s Iat’l Inc.

Husein Sugar Mills Lcd

Kuwait Investment Autnor
- Kuwait Invsct Qffice

Reuters PLC

Guiness PLC

Hitachi Ltd

Davy Corp.

Zavet International Ltd
Lematic Qverseas Ltd
Remalux Paints Co.

Rolls Royce PLC

The Boots Co.

Grand Metropolitan PLC
Zavet - Boy & Abotsi Ltd

The Walt Disney Co.
Economic Insurance Co. Ltd
Intertan Inc.-Tandy

Shahin Construction Co.
Ribhi Darwazah & Sons Co.
Cosmos S.A.

Sawa Enterprises Ltd
Star Paper Ind. Ltd

Al-Taher Ltd

BPB Industries

EEC Group PLC

Lucas Industries PLC

Digital Equipment Co.

Mitsui Co.

Singh Ranbij - Dhiman &
Sons Ltd

1Ty

eI YO A
@@ @G A

€3ty €3 (D
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CONSOLIDATED
STATEMENTS OF
INCOME AND
RETAINED
EARNINGS

H.J Heinz Company
and Subsidiaries

Fiscal Year Ended May 2, 1990 Moy 3 1989 April 27, 1988
(doltars in thousands except per share data) (52 weeks) (53 weeks) (52 weeks)
Consolidated Statements of Income:
Sales $6,085,687 $5,800.877 $5,244,230
Cost of products sold 3,726,613 3,550,249 3.212.580
Gross profit 2,359,074 2.250.628 2,031.650
Operating expenses 1,437,158 1,447,138 1,343,637
Operating Income 921,916 803.490 688,013
Interest income 26,748 31,037 39,850
Interest expense 108,542 77.694 73.995
Other expense, net 28,692 31.942 31,295
Income before income taxes 814,430 724,891 622,573
Provision for income taxes 306,979 284,661 236,559
Net Income $ 504,451 § 440,230 § 386,014
. |
Consolidated Statements of Retained Earnings:
Amount at beginning of year $2,263,829 $2.002,073 $1.770,632
Net income 504,451 440,230 386,014
Cash dividends:

Common stock 207,387 178.340 154,418

Preferred stock 113 134 155
Amount at end of year $2,560,780 $2.263.829 $2,002,073
. ______________________________________________________________________________________________________________________________________|]
Per Common Share Amounts:
Net income $ 190 § 167 S 1.45
Cash dividends S 81 S 69% § .60%

See Notes to Consolidated Financial Statements
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BALANCE SHEETS

AT 31 MARCH 1990
Notes Tac Group The Company
1990 1989 i 1987
im fm im fm
Fixed assets
Tangible assets:
Land and building; 2,003 19477 1,958-6 18411
Fixtures, fittings and equipment 140-3 320-4 -3 276-7
Assets in the coutse of construction -3 15-8 287 15-3
12 2455 2,283-9 -0 2,13341
Investments 13 - - 414 407-5
Net assets of financial activities 14 " 71-6 - -
2,545-3  2.355-5 .71e-5  2,540-¢
Current assets
Stocks 15 314-3 364-4 %87 261-4
Debtors 16 257 192-6 4483 43-r
Investments 17 19-6 139 111 13:3
Cash atbank and iy hand 18 256-7 88-2 34 25-4
$07-3 659-1 %!-S T44-1.
Current labllities
Creditors: amounts falling due within ane year 19 H1-$ 743-1 512 615-9
Net current (liabllities)assets {excluding financlal activities) (5-2) (84-00 210-3 128-2
Total assets less curment Habilities 2,540-1 2,271-5 1,920-8 2,668-8
Creditors: amounts falling due after more than onc year 20 385-2 34349 2100 295-0
Provisions for liabilities and charges 21 43 541 - -
Net assats 2,180-4 1,922-7 28308 23734
Capital and resarve:,
Called up share cupital 22 4750 669-6 €150 669-¢
Share premium aczount 24 50-0 T 50-6 347
Revaluation reserve 23 4580 4565 4794 4794
Protit and loss account hR] "6 7578 1,426-4 1,190:1
Shareholders' funds 2,174-6 1,918-6 2,630-8 23738
Minority interests 60 41 - -
Total capltal empinyed 2,180-6 19227 1,630-8 23738

Approsed by the Nacrd

14 May 1990

The Ford Rayneg, ¢ TIATRMAN
TR Outer NANCEDIRFCTOR
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CONSOLIDATED
BALANCE SHEETS
H.J. Heinz Company
ond Subsidiaries

Assets (dollors in thousonds) May 2. 1990 May 3. 1989
Current Assets:
Cash and cash equivalents $ 125,817 S 102,605
Short-term investments, at cost which approximates market 115,264 135.124
Receivables (net of allowances of $8.564 and $9.660) 640,788 507.475
Inventories:
Finished goods and work-in-process 701,645 646,703
Packaging material and ingredients 291,940 285,998
993,585 902,704
Prepaid expenses and other current assets 138,246 127.284
Total current assets 2,043,700 1,775.186
Property, Plant and Equipment:
Land 38,690 40,394
Buildings and leasehold improvements 498,833 440,832
Equipment, furniture and other 1,958,016 1,702,880
2,495,539 2,184,106
Less accumulated depreciation 927,787 8418.083
Total property. plant and equipment, net 1,567,752 1.366,023
Other Noncurrent Assets:
investments, advances and other qssets 258,166 255,221
Goodwill (net of amortization of $54,694 and $38,443) 430,888 390.016
Other intangibles (net of amortization of $36.279 and $33.998) 216,945 215,361
Total other noncurrent assets 905,999 860.598
Total assets $4,487.451  $4.001,807

See Notes to Consohigcted Financial Srorement's



Liobrities ond Shorenolders Equity (dollors in 1thousonds)

May 2, 1990 May 3, 1989
Current Liabillities:
Short-term debt $ 336,873 S 245944
Portion of long-term debt due within one year 44,506 22,900
Accounts payable 460,044 407,050
Salaries and wages 79,789 75,470
Accrued marketing 75,786 ?4.780
Other accrued habllities 209,759 218,480
ncome taxes 73,244 54,281
Total current liabilities 1,280,001 1.115,902
Long-Term Debt and Other Liablilities:
Long-term debt 875,228 693,480
Deferred ncome taxes 309,683 284,489
Other 135,640 133.698
Total long-term debt and other liabilities 1,320,551 1.108.667
Shareholders' Equity:
Capital stock
Third cumulative preferred. $4.70 first senes, $10 par value 599 757
Common stock, 287.400.000 shares 1ssued. S 25 par vaiue 71,850 74.850
72,449 72.607
Additional capital 152,128 109,665
Reta ned earnings 2,560,780 2,263.829
Cumulative translation adjustments (73.910) (89.205)
2.711.447 2.356.896
Less
Treasury shares. at cost (33.884.804 shares at May 2, 1990
and 30 437,230 shares at May 3. 1989) 777,548 579.658
Unearned compensation relating to the ESOP 47,000 -
Total shareholders equity 1,886,899 1,.777.238
Tota labiities ond shareholders equity $4,487,451  $4.001.807
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Flatignum plc and its Subsidiaries

Group Profit and Loss Account

for the year ended 31st March, 1990

ole 1990 1989
(14 months)

£000 £000

! Turnover 22.576 28.293
Cost of Sales (16.220) (20.885)
Gross Profit 6.356 7.408
Administrative expenses ( 5.535) ( 7.807)
Other operating income 2 132
Operating profit/(loss) 823 ( 267)

2 Interest payable and similar charges ( 563) ( 598)
Profit/(loss) before taxation 260 ( 865)

¥ Exceptional Items — ( 2.072)
Profit/(loss) on ordinary activities before taxation 260 ( 2.937)

5 Tax on profit/(loss) on ordinary activities ( 11) ( 191)
Profit/(loss) on ordinary activities after taxation 249 ( 3.128)

6 Extraordinary items ( 120) ( 1.791)
7 Profit/(loss) for the financial year 129 ( 4.919)
8§  Dividends « 2 ( 3
9 Profit retained/(Accumulated loss) 127 ( 4.922)
9 Earnings/(loss) per ordinary share 0.12p ( 2.24p)

The accounting policies on page five and notes on pages ten to sixteen form part of these financial statements.

SIX
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Consolidated Balance Sheets

(in thousands)

June 30, 1990 July 1,1989
Assets
Current Assets
Cash and cash equivalents (Note F). .. ..o iiuiiiniiitee et esiienerisrneranennens $ 2,008,983 $ 1,655,264
Accounts receivable, net of allowance of $87,632and $74,345 . .. ..o vie s eerasaaanns 3,206,765 2,965,408
Inventories (Note A)
T T 7 LS 352,976 360,135
VIOTK-IN-PrOCESS .. oot tet e ieesetansserarsrerosaosasossasonnnnsosasaenseosnsannes 479,472 570,064
Finished goods ................................................................. 705,810 707,802
TOtal IVENLOTIES + o vt v v vveeeneereneeeseesncosanosensonoesoasossssscsansasanonsans 1,538,258 1,638,001
Prepaid expenses .. ...vut ittt i et e ettt eaeaaeraean 345,797 255,195
Net deferred Federal and foreign income tax charges.............. Cveeeeereraeaaas cenes 521,809 381,140
Total CUrTeNt ASSOLS o oo vv vt vvereeerenreeeeuescsanosoncecensancasosseeassnanassnes 7,621,612 €,895,008
Property, Plant and Equipment, at Cost (Noze A)
Land ........ teeevosettstetasseccetsonsoreronnnocennen e Ceeeectsccesscacana 352,296 300,540
Buildings ... ccviiiiiiii it i it et et eeeei ettt e e aaaaaaaan 1,712,204 1,599,673
Leaschold improvements « .. . ... v eenneenneeen e eeeaeeeaneannnns oeen 569,885 530,773
Machinery and equipment . ......... f ettt teteeneaeateeteeeaeeraereaareeraaaas P 4,392,609 3,817,587
Total property, plant and equIPMeNt, 8 COSE .. vvevveenrereanennnerrrennennenneesannens 7,026,994 6,248,573
Less accumulated depreciation .........cciceeerieteininieeeeeniirnnntatnaaraaneaas 3,158,902 2,602,677
Net property, plant and equipment . .....oiiviinneereneenererenneensereneennnanns 3,868,092 - 3,645,896
Other assets, DEt (NOIE G) v e oot e ieeenensneeseeeoeannsenessssscesaseanannnnns 165,117 126,875
Total ASSotS .ot iitit it eetiene ettt tee ettt e s bbb e aeeaaaanes $11,654,821 $10,667,779

Liabilities and Stockholders’ Equity
Current Liabilities

Bank loans and current portion of long-termdebt (Note H) .. .. ... oviinnieiininannn.. $ 12538 $ 29,755
Accountspayable .. ... . i i ettt iee et ettt e aaeaaan 660,819 553,818
Federal, foreign and state inCOMe taXes . . ..ot viiiieiiienenenneereenenneaconoaanancns 453,997 445977
Salaries, wages and relateditems ... ... o il i 472,153 300,393
Deferred revenues and customer advances (Nof€A) . ..o v ene i et iie e s aanaaananns 903,038 833,831
Other current liabilities (NOtEM) . . .o vt ittt ittt tiiireeeeeneeoneesosesesscnacanens 787,224 230,265
Total Current Lisbilities . ..o vover e eeeeeraeeanneaeenearoseeensseseonaneanannnsnns 3,289,769 2,394,039
Net deferred Federal and foreign income taxeredits. .. ... o oveviiniiiiiiiiainiaaiannns 33,137 102,048
Long-termdebt (Note H) ... ..cviiiiiiiiiiieettiniereeteeenaassaaassassnosannns 150,001 136,019
Total Liabilities o o v oo vas e iie it e e iteeteeaeeeaaeaaaeesncneeassanasnanatesassananes 3,472,907 2,632,106

Stockholders’ Equity (Notes I and ])
Common stock, $1.00 par value; authorized 450,000,000 shares;

155UEd 130,008,231 ShareS . o oottt ittt ittt ettt ettt et e e taaaaas 130,008 130,008
Additional paid-incapital. .. ... . i i i i i e e e 2,565,487 2,469,711
Retained earmings . . oo o vviietietneeneeeeeeansssserveasanaeeasesosaannnansasseenss 6,257,199 6,366,418
Treasury stock at cost; 7,453,501 shares and 8,471,655 shares .. .........ooviiiieiinnnnnn, (770,780) (930,464)
Total Stockholders’ Equity ... vvvttiiiiiiii ittt iitaeetaniateeernanessnnnnnnns 8,181,914 8,035,673
Total Liabilities and Stockholders’ Equity .. ..coviiiiiiiiiiii et iinniiiranrenannens $11,654,821  $10,667,779

The accompanying notes are an integral part of these financial statements.
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Platignum plc and its Subsidiaries

Group Balance Sheet

as at 31st March, 1990

Fixed assets
Intangible assets

Tangible assets

Current assets
Stocks
Debtors

;ash at bank and in hand

Creditors: amounts faling due within one year

Total assets less current liabilities

Creditors: amounts falling due after more than one year

Provisions for liabilities and charges

Capital and reserves
Called up share capital
Share premium account
Revaluation reserve

Profit and loss account

1930
£000

61
3.382

3.443

4.584
3.509
1

8.094
( 7.105)

989

4432

( 616)
(40

3.776

10.191
112
448

( 6.975)

3776

The ‘ manc al 5128 ENS Nere 200rS .80 Ty e Bcars of Dreciors o 27 Juy 1990

S § Corerarc R ~ Jamgger ZrelCrs

Tre GCCCL™IrQ OC C &8 0" Caget .£ aTo nees T fagester 12 3 eenfor cart o imese T tanc al siaierten

n

1989
£000

43
3.235

3.278

5.231
7.215
45

12.491
(10,880)

1.611

4.889

( 1.203)
( 37

3.649

10.191
112
448

( 7.102)

3.649

seven



Consolidated Statement of Cash Flows

(fn mllionsy

Years ended December 31

Cash flows from operating activities

Earnings from continuing operations . . .. ...... ... .. 0 0L

Adjustments to reconcile earnings to net cash provided by continuing operations
Depreciation ... .. ... ...
AMOTUZANION « « o e e e

Changes in assets and liabilities, net of acquisitions

Prepaid expensesandother . ........... ... ... ... ... .. .
Accounts pavable and accrued liabilities . . .. ... .. ... ... .
Incomeandothertaxes . ......... ... ... .. ... .. ... ..

Net cash provided by continuingoperations . . .. ... ... .. .. .. .. . . .. .. .
Net cash (used) by discontinued operations ... .... ... ... .. ... . . .. .. .

Net cash provided (used) by operatingactivities . . . . ... ... . .. ... . .. .. ..

Cash flows from investing activities

Capital expenditures . .. ... ... ... ...,
Disposal of properties ... ... ... ... L
Acquisitions of businesses, netof cashacquired . ..... .. .. . .. . .. . .. . . ..
Sale of companies and subsidiarystock. . .......... .. . L0 L.
Purchase price adjustment—sale of companies . . . ... .. ... ... . . . . . . .. ..

Net cash provided by investing activities ... ..... ... ... .. .. . . .. . . .. ..

Cash flows from financing activities

Cashdividendspaid ........... ... ... . o
Short-term debt and commercial paper,net . ...... . . ... ... ... ... ..
Proceeds from long-termdebt .. ... ... .. . o L L
Retirementoflong-termdebt. . . ... .. .. ..o oL
Exercise ofoptionsandwarrants . ......... .. .. . . . .

Net cash provided (used) by financing activities . .. ... ... ... .. . . . . .. . . ..
Effect of exchange rate changesoncash .......... ... ... ... . .. .. .. .. .

Net increase (decrease)incashand equivalents . ... . . ... .. . . .. . . .. . ..
Cash and equivalents at beginningofyear ....... . .. ... .. . ... . .. ... ..

Cash and equivalentsatendofyear .......... ... ... ... ..............

Supplemental disclosure of cash flow information

Acquisitions of businesses

Working capital, otherthancash ............ ... ... ... ... .. . .. .. ..
Property, plantand equipment. . . ............. . . L oL L
Intangibleassets .. ............ .. ...
Other, principally noncurrent liabilities . .. ....... ... ... .. .. .. . . .. ..

Cash paid to acquire businesses .. ............ . ... .. ... ... .. . ... .. .

Cash paid for

The accompanysng noles are an integral part of this statement.
16

Cumulative effect of accountingchange .. ... .. .. .. .. ... . . . . .. ...
Gain on sale of subsidiary stock. netof taxesof $699 . . . ... .. .. . . . .. .. ..
Provision forrestructure . . . . ... ..
Other . ...

Accountsreceivable . . . .. ...
Inventories . . ... . ..

Interest, net ofamount capitalized . . .......... .. .00 0L,
Income taxes, netof refundsreceived . . . ..... . ... .. ... .. ... .. .. ..

1989

$152.4

52.6
15.3
37.3
48.1
(-6)

29.1

(103.0)
(26.0)
76.1
68.9
45.4
27.4)
368.2
(81.8)

286.4

37.1)
25.3

96.4
(67.9)
16.7

84.7
53.1

—

(332.6)
40.0

(334.2)
(48.0)

(79.1)
163.5

$ 844

$ 1349
51.5

Avon Products Inc.

1988

$ 1411

54.6
10.3
335
8.6
(15.6)

(20.0)

(5.2)

(146.4)

(55.8)
204
952
46.6
(9.3)

158.0
(222.6)

(64.6)

(48.1)
36.2
(19.8)
70.0

383

(115.4)
(223.3)
600.5

(107.8)
1.9

155.9
(33.5)

96.1
67.4

$ 1635

$ (L))
(24)
(32.7)
16.4

$ (19.8)

$ 102.6
91.8

1987

$ 2272

509
6.3
279
34
6.5

(121.1)
294
14

(51.6)
(35.1)
9
62.6
7
(81.7)
176.3
(92.0)

84.3

(46.5)
939

(325.0)
351.0

34

(141.9)
58.1
423

(28.3)
214

(484)
40.1)

(8-
68.2

$ 674

$ (28.9)
(10.0)
(287.2)
1.1

$(325.0)

$ 836
234
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Consolidated Balance Sheet The Procter & Gamble Company And Subsidiaries

June 30 (Millions of Dollars) 1990 1989
Assets
Current Assets
Cash and cash equivalents $ 1,407 $ 1,587
Accounts receivable, less allowance for doubtful accounts of $29 in
1990 and $24 in 1989 2,647 2,090
Inventories 2,865 2,337
Prepaid expenses and other current assets 725 564
7,644 6,578
Property, Plant, and Equipment 7,436 6,793
Goodwill and Other Intangible Assets 2,594 2,305
Other Assets 813 675
Total $18,487 $16,35%

Liabilities and Shareholders’ Equity
Current Liabilities

Accounts payable — trade $ 2,035 $ 1,669
Accounts payable — other 350 466
Accrued liabilities 1,690 1,365
Taxes payable 445 523
Debt due within one year 897 . 633
5,417 4,656
Long-Term Debt 3,588 3,698
Other Liabilities 706 447
Deferred Income Taxes 1,258 1,335
Shareholders’ Equity
Convertible Class A preferred stock 1,000 1,000
Common stock — shares outstanding:* 1990—346,294,159;
1989—323,980,816 346 162
Additional paid-in capital 510 529
Currency translation adjustments 44 (63
Reserve for employee stock ownership plan debt retirement (963) (1,00C
Retained earnings 6,581 5,587
7,518 6,21:f
Total $18,487  $16,35]

*Adjusted for two-for-one stock split effective October 20, 1989

See accompanying Notes To Consolidated Financial Statements.
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Consolidated Balance Sheets
(Dollars in thousands except share data)

December 31, 1990 1989
Assets
Current
Cash and cash equivalents $1,429,555 $1,096,020
Markerable securities, at cost (approximates market) 62,569 85,671
1,492,124 1,181,691
Trade accounts receivable, less allowances of $29,510
in 1990 and $14,347 in 1989 913,541 768,335
Finance subsidiary—receivables 38,199 52,093
Inventories 982,313 789,077
Prepaid expenses and other assets 716,601 812,304
Yotal Current Assets 4,142,778 3,603,500
Iinvestments and Other Assets
Investments
Coca-Cola Enterprises Inc. 666,847 695,195
Coca-Cola Amatil Limited 569,057 524,931
Other, principally bottling companies 788,718 710,297 -
Finance subsidiary—receivables 128,119 140,520
Long-term receivables and other assets 321,977 354,881
2,474,718 2,425,824
Property, Plant and Equipment .
Land 147,057 146,482
Buildings and improvements 1,059,969 950,251
Machinery and equipment 2,204,188 1,890,960
Containers 374,526 307,012
3,785,740 3,294,705
Less allowances for depreciation 1,400,175 1,273,486
2,385,565 2,021,219
Goodwill and Other Iintangible Assets 275,126 231,993
$9,278,187 $8,282,536




PRV NI S ¥

INE COCA-COLA COMPANY AND SUBSIDIARIES

December 31,

1990 1989

Liabilities and Shareholders’ Equity

Current
Accounts payable and accrued expenses
Loans and notes payable

Finance subsidiary

Other
Current marurities of long-term debt
Accrued taxes

$1,576,426 $1,386,516

161,432 184,691
1,742,179 1,234,617
97,272 12,858
719,182 839,248

Yotal Current Liabilities

4,296,491 3,657,930

Long-Term Debt

535,861 548,708

Other Liabilities

332,060 294,358

Deferred Income Taxes

264,611 296,055

Shareholders’ Equity
Preferred stock, $1 par value—~

Authorized: 100,000,000 shares; Issued: 3,000 shares of Cumulative Money
Market Preferred Stock in 1990 and 1989; Outstanding: 750 shares in 1990;

3,000 shares in 1989, stated at aggregate liquidation preference
Common stock, $.50 par value—
Authorized: 1,400,000,000 shares; Issued: 840,487,486 shares
in 1990; 837,819,578 shares in 1989
Capital surplus
Reinvested earnings
Unearned compensation rclated to outstanding restricted stock
Foreign currency translation adjustment

75,000 300,000

420,244 418,910
512,703 437,324
6,447,576 5,618,312
(67,760) (45,892)
4,031 (7,206}

7,391,794 6,721,448

Less treasury stock, at cost (172,248,315 common shares in 1990;
163,789,772 common shares in 1989)

3,542,630 3,235,963

3,849,164 3,485,485

$9,278,187 58,282,536

See Notes to Consolidated Financial Statements.



Notes #o Censolidated Finondal Statements
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19. Operations in Geographic Areas. Information about the Company’s operations in different geographic areas at December 31,
1989, 1988 and 1987 and for the years then ended is presented below (in millions). Intercompany transfers between geographic areas are

not material.

1989

Net Operating Revenues

' Operating Income
Identifiable Operating Assets
Equity Income

Investments in Affiliates

1988

Net Operating Revenues

Operating Income

Identifiable Operating Assets
1ity Income

Investments in Affiliates

1987

Net Operating Revenues
Operating Income
Identifiable Operating Assets
Equity Income

Investments in Affiliates

Northeast
European Europe Pacific
United States | Latin America | Community | and Africa | and Canada Corporate | Consolidated
$4,022.2 $646.2 $1,855.1 $425.2 $19595 [ $ 576 $8,965.8
468.2 226.7 540.6 1473 . 6128 (269.8) 1,7258
24760 515.4 13428 3288 652.7 1,036.4(a) 63521
75.5(b) 755
1,930.4(c) 19304
Northeast
European Furope Pacific
United States | Latin America | Community | and Africa | andCanada | Corporate Consolidated
$3,683.6 $583.2 $16183 |. $3852 $20300 | $ 375 $8,3378
4339 1795 465.7 1304 3705 (181.7) 15983
23534 4318 7548 2794 683.7 1,035.5(2) 5,5386
92.5(b) 925
1912.0(c) 19120
Northeast
European Europe Pacific
United States | Latin America | Community | and Africa | and Canada Corporate Consolidated
$3,459.1 $558.0 $1.3834 $326.1 $19170 | $ 147 $7,658.3
384.5(d) 1532 393.2 1149 4533 (175.3) 13238
26259 3683 7510 2898 766.4 1,586.0(a) 6,387.4
' 64.4(b) 64.4
2218.1(c) 22181

Identifiable Liabilities of Operations Outside the United States amounted to approximately $1,082.8 million, $946.2 million and $9496 million at December 31, 1989,

1988 and 1987, respectively

(@) Genemal corporute identifiable operating assets are composed principally of marketable securities and fixed assets.

(b) Equity income has been restated to exclude the Company’s equity income (loss) from CPE, which has been reported as a discontinued operation.

(¢) Indudes investments in soft drink bottling companies and joint ventures for all periods and CPE for 1988 and 1987, The Company’s investment in CPE,
which was sold in November 1989, appraximated $598.1 million and $9894 million at December 31, 1988 and 1987, respectively

(d) Includes provisions for restructured aperations aggregating $36 million.

Net Operating Revenves

(Millions)
United States $4,022
Pacific and Canada $1,960
European Community $1,855
Latin America $ 646
N.E. Europe and Africa  $ 425

Income
(Milltions)
United States $468
Pacific and Canada $613
European Community $541
Latin America $227
N.E. Europe and Africa $147
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18. Lines of Business. Information concerning operations in different lines of business at December 31, 1989, 1988 and 1987 and for

the years then ended is presented below (in millions). The Company operates principally in the soft drink industry. Citrus, fruit dnnls
and other products are included in the Foods Business Sector. Intercompany transfers between sectors are not material.

Soft Drinks
1969 USA International Foods Corporate Consolidated
Net Operating Revenues $2,565.7 $4,759.2 | $15833 $ 576 $8,965.8
Operating Income 390.6 1,517.6 874 (269.8) 1,7258
Identifiable Operating Assets 18144 2,806.0 6953 1,036.4(a) 6,352.1
Equity Income 75.5(b) 755
Investments in Affiliates 1,930.4(c) 19304
Capital Expendirures 1363 215.6 61.6 490 4625
Depreciation and Amortization 739 48.4 30.7 308 1838

Soft Drinks
1988 UsA International Foods Corporate Consolidated
Net Operating Revenues $2,284.4 $45038 | $15121 $ 375 $8337.8
( jating Income 3519 13388 89.3 (181.7) 1,5983
Identifiable Operating Assets 17119 2,097.1 694.1 1,035.5(a) 5,538.6
Equity Income 92.5(b) 925
Investments in Affiliates 1,912.0(c) 19120
Capital Expendinures 802 . 1592 820 654 3868
Depreciation and Amortization 66.9 428 320 281 1698

Soft Drinks
1987 USA International Foods Corporate Consolidated
Net Operating Revenues $2120.1 $41002 $1.4143 $ 147 $7.658.3
Operating Income 3236 1,1089 66.6(d) (175.3) 13238
Identifiable Operating Assets 20474 2,126.7 6273 1,586.0(a) 6,387.4
Equity Income 64.4(b) 64.4
Investments in Affiliates 2218.1(c) 22181
Capital Expenditures 780 923 55.4 778 3035
Depreciation and Amortization 60.3 430 289 223 1545

(a) General corporate identifiable operating assets are composed principally of marketable securities and ficed assets.

(b) Equity income has been restated to exclude the Company’s equity income (loss) from CPE, which has been reported as a discontinued opemtion.

( iudshvmmshsaﬁbﬁkbodﬁlgwmpmﬁamdpmmﬁraﬂpawsmd@Eﬁrl%Badl98Z11|eCmnp¢my'sinwsbnmzinG’E,
which was sold in November 1989, approximated $598.1 million and $9894 million at December 31, 1988 and 1987, respectively

(d) Includes provisions for restructured operations aggregating $36 million.
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