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he sustainability of financial flows to developing countries depends
heavily on the health of the corporate sector, which has been at the
center of several recent crises. Corporate borrowers now account for more
than a fifth of cross-border debt flows, compared with less than 5 percent
in 1990, and flows of foreign direct investment (FDI), the dominant form
of external financing for developing countries, are ultimately tied to cor-
porate performance. This study examines corporate balance sheet data for
major emerging markets to document trends in, and relationships between,
corporate financial structure and corporate performance in the 1990s.
The chapter is organized as follows. The first section examines shifting
patterns of corporate debt dependence in three major regions: East Asia
and the Pacific, Europe and Central Asia, and Latin America and the
Caribbean. The second section addresses vulnerability to short-term debt,
while the third section examines trends in corporate profits. The final two
sections are devoted to the benefits and risks associated with external

borrowing.
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Shifts in Corporate Sector Debt Dependence
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devaluation risks, has reinforced firms’ reluctance to take on foreign debt.
The result is that the foreign currency debt of Asian corporations is now in
short supply relative to the demand and is trading at relatively tight spreads
compared to similarly rated paper from borrowers in other regions.”
Second, some effort has been made to diversify sources of domestic
funding. In East Asia, for example, important efforts have been made to
strengthen bond markets, helping to reduce dependence on bank finance.
However, the range of financing instruments available in emerging markets
remains limited when compared with more developed markets such as the
United States. One of the strengths of the U.S. financial system is its diver-
sity of funding sources, ranging from commercial banks through a rich
array of money and capital markets. Thus when bond market credit sud-
denly dried up in the United States in 1998, corporate borrowers were able
to turn to banks. Likewise, when the market in short-term commercial
paper slumped early in 2002, companies were able to issue longer-term
bonds and swap into short-term liabilities.

Third, debt-equity ratios in the region have declined as the result of
efforts to pare down debr (especially foreign debt) and raise equity partic-
ipation in the economy. FDI in Asia has been relatively high since the crisis
years, contributing to a shift in the pattern of foreign liabilities away from
debt and toward equity. The shift has been far from uniform, however.
China has been the key beneficiary of stepped-up FDI, while Indonesia has
seen a steady exodus of foreign equity capital since 1998.3

These significant adjustments have helped Asian corporations to insu-
late themselves from global market pressures in recent quarters. In
2001-02, for example, Asian corporations were betrer insulated from the
downturn in the global economy and the deterioration in high-risk debt
markets than were their peers in the main industrial economies. In East
Asia, with external financing (especially short-term financing) much
reduced, there was no significant flight of foreign capital, and domestic
lenders remained comfortable with their exposures.

One important difference between 1997-98 and 2001-02 was the trend in
local interest rates. In 1997-98, these rose sharply, contributing to a serious
deterioration in the quality of corporate credit and undermining the willing-
ness of both domestic and external creditors to maintain exposures. By con-
trast, regional interest rates generally fell in 2001-02, giving companies a cush-
ion that allowed them to ride out the downturn far more easily (figure 15-1).

2. Seec World Bank (2003, ch. 3).
3. See World Bank (2003, ch. 4).
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Figure 15-1. Benchmark Interest Rates and Consumer Price Index Inflation,
East Asia, 1992-2002
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Indeed, the low level of regional interest rates is a key ingredient to the
sustainability of what remains, after several years of painful adjustment, 2
very high ratio of corporate leverage. While corporate debt has been
trimmed in some economies, it has risen sharply in others—notably
China. As a result, debt levels (as a share of GDP) remain very high in East
Asia compared to both Latin America and Eastern Europe (figure 15-2).

Similar regional trends (seen from top-down macro data) are also evi-
dent from firm-level data (see appendix A). The average debt-assets ratio
for East Asian firms in the sample reached a peak of 68 percent in 1997; it
has since fallen (see figure 15-3).% By contrast, the leverage ratio of Latin
American firms dropped during the Mexican crisis in 1995 but has risen
steadily ever since. By 2001 the leverage ratios of East Asia (54 percent) and
Latin America (45 percent) had become similar.

While companies in East Asia have been reducing their dependence on
foreign currency debt, however, companies in Latin America and Eastern
Europe have been raising their dependence. The share of foreign lending to
firms in East Asia has fallen steadily from its peak in 1996, whereas the
share of Latin America and Eastern Europe has risen (figure 15-4). The

4. See also Mako (2001).
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Figure 15-2. Corporate Debr as a Percentage of GDP b ;
> by Region,
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rcsu.lt? As of 2000, the share of total corporate debt accounted for by bor-
rowing from abroad had risen to almost one-third in both Latin America
and Eastern Europe (figure 15-5). Expressed as a share of GDP, the foreign
debrt of the corporate sectors in the two regions was at or abc;ve the eik
seen in East Asia in 1997 (figure 15-6). P

. In C(?nclusion, the overall level of corporate leverage remains the main
risk facing East Asia; heavy dependence on external debt is the main risk
for firms in Eastern Europe and Latin America.

Short-Term Corporate Debt Vulnerability

Compa.mies in developing countries face the challenge of transforming, in
a sus.tamable way, the typically short-term capital they raise from sour’ces
.Ol{tSl(.iC the firm into fixed, long-term capital suitable for financing the
illiquid real assets that make up the physical capital of the firm. For l::;om-
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Figure 15-3. Leverage Ratios, East Asia and Latin America, 1992-2001*

Percent

FEast Asia and the Pacific
70

60 |

50

40 .-

30 b T \

i Latin America and the Caribbean

20+

H 1 1 1 1 1 1 1
1992 1993 1994 1995 1996 1997 1998 1999

a. Ratio of debt to assets.

panies in mature cconomies with deep, well-developed equity markets, this
transformation is usually not an insuperable challenge, although the evap-
oration of market access for several previously high-flying firms in the

United States and Europe in 2001-02 illustrates that sudden corporate
ted capital markets.

collapses can occur in even the most sophistica
however, often have little

Firms operating in developing countries,
choice but to finance fixed-asset accumulation with short-term liabilities.
For companies operating in East Asia, such liabilities made up about
62 percent of total corporate debt in 2001. In Eastern Europe, the share
was even higher—66 percent. Latin America had the lowest ratio of short-
term debt to total debt: just 50 percent. The dependence on short-term
finance in East Asia and Eastern Europe indicates that their primary source
of funds remains banks: longer-term markets are cither nonexistent or just
beginning to reemerge after a period of dormancy.

The low dependence of Latin American firms on short-term finance
does not reflect the availability of local long-term financing but rather the
overall lack of local financing from outside the firm. That lack is a legacy of
local instability. While more acute in some countries (Argentina) than
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The Downward Trend in Corporate Profits
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s have reminded us not only that the measurement of profits can be



424 RATHA, SUTTLE, AND MOHAPATRA

Figure 15-5. Share of External Financing in Corporate Sector Debt, by
Region, 1995, 1997, 2001
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ambiguous but also that the quality of corporate accounting can leave
much to be desired.

An examination of the trends in net earnings of the countries in our
sample for the period 1992-2001 (table 15-1) yields several important
conclusions.’

— Profits are low. In 1999-2001, profit margins were about 4.4 percent
of sales and 3.0 percent of assets. By way of comparison, the return on
assets achieved by the U.S. nonfinancial corporate sector in 1999-2001

was 4.9 percent.

5. The concept of earnings is total earnings, not the narrower and (more arbitrary) concepr of
the

addition to uncertainty over how to measure carnings for a given company,
o compute measures of aggregate prof-
it does not make sense to add

operating earnings. In
shifting sample size of our corporate database makes it difficulr t
itability that can be compared across time and countries. For example,
profits, as the number of firms in our sample size varics cach year. The alternative—to add together just
the earnings of companies for which data are available for the full sample—involves a huge loss of infor-
mation and a considerable risk of bias, as it would reflect (by definition) the selection of firms that
existed throughout the period. As survivors, these firms might well be expected to havea higher-than-
average rate of profitability. Given these constraints, the most meaningful measures of profitabiliry
that are available across regions and across time are net earnings of the sample companies as a percent-

age of sales (profit margins) and net earnings as a percentage of total assets.
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Figure 15-6. Corporate Foreign Debt
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m our sample with similar data available for the 1980s. Although there

6. See World Bank (2003, p. 78).
7. For example, Glen, Singh, and Matchias (1999); Singh (1995).
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Table 15-1. Measures of Profitability for Nonfinancial Firms in Emerging Markets, 1992-2001

Percent
Emerging Europe and Asia

Ratio of net income to sales
Total

Emerging Europe and Asia
All countries

Ratio of net income to assets
Toral

All countries
Excluding China

Excluding Russia
Latin America

Asia

Excluding China

Excluding Russia
Latin America

Measure
Asia
Toral

Toral
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is some discontinuity between the two data sets, their general patterns are
similar, allowing a comparison of trends in profit margins since the mid-
1980s (figure 15-7). Two trends stand out:

—Margins were generally lower in the 1990s than in the 1980s. India
is the exception.

—Margins were more volatile in the 1990s. Again, there is one impor-
tant exception (Brazil), where the relative stability offered by the successful
currency program after 1994 stands in contrast with the earlier period of
volatility and hyperinflation (1985-93).

Why were profits in many developing countries lower and more volatile
in the 1990, especially as the decade progressed? Because underlying nom-
inal growth of GDP is the key driver of profits, the shocks to GDP brought
on by the numerous crises of the 1990s are the main cause of the weakness
in profits.

Other developments contributed as well. The trend toward lower infla-
tion across the developing world added further downward pressure on
nominal GDP growth and on profits. An otherwise welcome trend toward
more open, integrated markets reduced the prices—and profits—of what
had been local monopolies. In Brazil, for example, the liberalization of the
trade regime in the early 1990s, which helped to bring greater competition
to domestic goods industries, also restrained the margins of domestic pro-
ducers.? Similarly, the emphasis on privatization of state-run monopolies,
especially in utilities, helped to restrain both inflation and profits.

Finally, the rise in debt costs resulting from significant devaluations—
and other events surrounding currency crises, such as sharp drops in real
GDP—bhit profit margins very hard in Mexico in 1994 and in Korea and
Malaysia in 1998.”

Are profits in developing countries so low as to constitute problem?
Not necessarily. As nominal GDP grows in developing countries, so will
profits. But policymakers and analysts would be well advised to pay atten-
tion to trends in these variables if, as expected, the primary flow of foreign
capital (both debt and equity) to developing countries remains oriented
largely to the private business sector. If profit performance continues to lag
as the economy improves, the sustainability of the current pattern of
financing flows dominated by FDI will be very much in question.

8. Glen, Lee, and Singh (2001).
9. Forbes (2002).
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Figure 15-7. Ratio of Net Income to Sales of Nonfinancial
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Abroad and Corporate Performance
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successful, may also make a firm more attractive to domestic investors by sig-
naling that the firm is willing to commit to higher standards of corporate
governance and disclosure and to protection of minority rights.'°

But international finance also entails risks. A currency devaluation may
increase the debt burden of borrowing firms, especially those that have
only local currency earnings.!" Unanticipated changes in global interest
rates can hurt profitability. And abrupt changes in investor sentiment may
make it difficult to roll over debt. The various emerging-market crises of
the last decade brought all these risks into sharp focus.

Indeed, an assessment of the relationship between external (interna-
tional) financing and corporate performance reveals that among nonfinan-
cial firms, market participants (that is, firms that had outstanding foreign
debr) tended to show lower profitability than nonparticipants.'> However,
it would be wrong to conclude that borrowing abroad is excessively risky
for all firms in developing countries. For example, firms that had foreign
sales—and firms that were able to roll over debt—were, on average, more
profitable than firms that did not.

Not surprising, market access over the period 1992-2001 was positively
associated with firm size. The average assets of firms that participated in
international markets were $2.4 billion during 1998-2001, more than five
times the average size ($470 million) of firms that did not have outstanding
foreign debt. Within the category of international-market participants, firms
that were able to roll over debr (that is, continue market access) were even
larger, having average assets of $4.9 billion. Firms that had outstanding debt
but did not undertake new borrowing were much smaller, with assets aver-
aging around $1.8 billion. The association between market access and size is
to be expected, given that large firms are less vulnerable than small firms to
adverse shocks and are more creditworthy in the eyes of investors.'®

Firms that borrowed abroad were more highly leveraged than firms that
did not. Foreign and domestic debr as a share of assets was 53 percent dur-

10. The growth of international market access in the 1990s was driven by improvements in macro-
economic environment in emerging-market economies, lifting of capital controls allowing firms to
raise financing abroad, and establishment or improvement of legal systems that protect the rights of
minority sharcholders. See Levine (1997) for a review.

11. Forbes (2002).

12. International market participants among banks and other financial companies showed much
higher profit rates than nonparticipants. When financial and nonfinancial companies are combined
together, again market participants reported higher profit rates.

13. Besides, large firms tend to arttract government support, especially during cyclical downturns
(“too big to fail”), which further improves their ability to raise debr. Also, larger firms can negotiate bet-
ter terms with creditors.
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Figure 15-8. Debt as a Percentage of Total Assets, by Market Participation
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Even though market participants were more highly 1{1debted, their aver-
age cost of credit—or average interest rate, defined as interest expenses a}s\
a percentage of debt—was lower than that of nonparticipants throug
much of the 1990s (figure 15-9). .

Prior to the Asian crisis in 1997, average interest COSts p.ald by firms
declined as industrial countries cut interest rates during t‘he mlc.i-' 1 9?05 and
emerging-market spreads tightened. Following the Asrtm crisis, mt_crc:;
costs rose for all firms, but firms that had access to the wider internation
debt markets were able to obtain cheaper credit than those that did not,
although they may also have suffered valtfation losses as a resul.t o.f dcnSom};
inating their debt in foreign currency prior to a sbarp depreciation. Suc
mark-to-market debr losses are, however, reflected in the overall profit data

analyzed below."
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Figure 15-9. Corporate Profit Rates in Major Emerging Markets, by Market
Participation, 1992-2001
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Except for the carly 1990s (1992-94), firms that participated in inter-
national debt markets reported lower profits as a share of assets than did
nonparticipating firms (figure 15-10). The average profit rate during
1998-2001 for market participants was 2 percent compared with 3 percent
for nonparticipants (figure 15-11). Evidently, the lower interest costs avail-
able from market participation were not sufficient to generate a higher rate
of profit for the participating firms, even though many of them had more
assets than nonparticipating firms." The profit rates berween market par-
ticipants and nonparticipants reached a low in 1998, the year interest rates
spiked and currency-related losses were at their peak.

While this finding does highlight the risks associated with foreign bor-
rowing, it does not necessarily imply that these risks outweigh the benefits
(such as low interest rates) that market participation brings. In fact, this

15. This is similar to the view that smaller firms generate higher returns, a well-known result for
small capitalized firms in the United States from Fama and French (1992). Some studies, however, have
found evidence to the contrary: larger emerging-market firms tend to have larger returns on assets (see
International Monetary Fund 2002a).
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Figure 15-10. Corporate Profits as a Percentage of Total Assets in Major
Emerging Markets, by Market Participation, 1992-2001

Percent

-7 Nonparticipants

\
Market participants

H | I L 1 1 1

1
1993 1994 1995 1996 1997 1998 1999 2000

finding does not hold true in Latin America where, unlike in East Asia and
in Europe and Central Asia, market-participating firms reported higher
profit rates than nonparticipating firms (figure 15-1 1).'¢ Even in East Asia,
the lower profit rates reported by market-participating firms may be
explained, in part, by the fact that only firms with low profitability (and
high investment) may have needed external financing.'” Also the profit
performance of firms that were able to maintain access to external credit

16. The profit rates computed for nonparticipating firms may be underestimated due to sample
selection bias, since firms that underperform may drop out of the sample and only relatively better-
performing survivors ate included in the calculation. Another factor that may affect the comparison of

s and nonparticipants (especially in Liast Asia) is that commercial banks were bor-

market participant
1estic corporations

rowing internationally and on-lending the proceeds in local currency terms to don
(Dasgupta and others 2000, p. 332). Asa result, foreign currency borrowing by nonbank financial cor-
porations is underreported, reducing the number of market-participating firms. When both financial
and nonfinancial firms are included, market participants reported higher profits than nonparticipants.

17. Claessens, Djankov, and Lang (1998).
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Figure 15-11. Profits as a Percentage of Total Assets,
by Marker Participation and Region, 1998-2001
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markets—and to roll over some of their foreign debt—was better and less
affected by cycles than the profit rate of firms that had outstanding foreign
debt but could not (or did not) roll it over (higure 15-12). Moreover, tﬁe
most profitable firms in this sample were those that not only particip’atcd
as borrowers in international markets but also had foreign sales (figure
15-13)." For this group, however, profit margins slipped significantly after
1997. This is somewhat surprising, as the more competitive real exchange
rate enjoyed by many developing countries since then should have raisega'
profit margins in the tradable sector. The exchange rate benefits must have
been eroded by (a) deflationary pressures in global goods markets in recent
years and (b) losses resulting from foreign currency debt, which the exis-
tence of foreign exchange earnings allowed some companies to take on
Corporate finance is therefore a key influence, but it is not the only f:ac-
tor that affects corporate performance. Other factors, such as the domestic

18. Legal i i i
- dg requirements for reporting foreign sales on firm balance sheets vary across countries
us the data used here can potentially underestimate the number of firms with forcign sales
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Figure 15-12. Profits as a Percentage of Assets in Major Emerging Markets,
by Type of Market Participant, 1992-2001
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economic cycle, international economic cycles, and terms of trade changes,
are also important. The most important determinant of corporate perfor-
mance in the oil and gas sector seems to have been world crude oil prices (fig-
ure 15-14). Corporate profit rates for fiems in the oil and gas sector declined
sharply (from nearly 9 percent in 1996 to —1.3 percent in 1998 for market
participants and from 6.5 percent to —2.2 percent for nonparticipants), when
oil prices crashed from $18 a barrel to $12.5 a barrel. But during the upturn
in ol prices in 1999 and 2000, the average profit rate of nonparticipants rose
to 18 percent compared with only 11 percent for market participants. This
divergence in profits seems to be related to the divergence in leverage (figure
15-15): while leverage for market participants rose from 38 to 43 percent
from 1998 to 2000, the leverage for nonparticipants declined from 37 to
27 percent over the same period. Thus higher debt service associated with
higher leverage could have cut into the profitability of market participants.
This example also sheds some light on the direction of causality between
profitability and leverage: even if more profitable oil firms accessed inter-
national debt markets, an exogenous shock (in the form of changes in oil
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Figure 15-13. Profit as a Percentage of Assets in Major Emerging Markets
by Marker Participation, 1993-2001 ,

Percent

Market participanss with foreign sales

Nonparticipants
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prices) p.roduced a greater effect on firms that had higher leverage. In this
case, an increase in leverage caused a reduction in profit rates.

Firm Leverage, Borrowing from Abroad, and Corporate
Performance: Regression Analysis

In order to undertake a more formal analysis of the relationship between
corporate performance (as measured by the profit rate or earnings before
interest and taxes) and corporate finance (firm leverage), we performed
regression analysis using variants of the following model:

15.1 _ N iy
(15-1)  Performance, = c, + c,*Leverage, | + ¢,"Market participant
M .
+ ¢y *Leverage,,_ *Market participant,
+ d*(Control Variables)+ €,

yv}:;re Leuerage (debt as a percentage of assets) is lagged one period; the
indicator for market participation takes the value of 1 for market partic-
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Oil and Gas Sector in Major

Figure 15-14. Profit Rates for Firms in b N ovkes Paricipation,

Emerging Markets and World Crude Oil Prices,
1996-2000
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Figure 15-15. Leverage Ratios in the Oil and Gas Sector in Major
Emerging Markets, by Marker Participation, 1996-2000

Percent leverage
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invariant component of these variables is captured indirectly through
the inclusion of country fixed effects.?! Similar regressions were run using
earnings—earnings before interest, taxes, depreciation, and amortization as
a percentage of assets—as the dependent variable. The results are sum-
marized in table 15-2.

This regression analysis of the association between leverage and corpo-
rate profitability (controlling for other factors that also affect profitability)
yields several interesting results. First, both profits and cash flows (earnings
before interest, taxes) decline as a percentage of assets as firms take on more
debt relative to their assets. This is similar to the finding of Harvey, Lins,
and Roper that, although some debt may improve market discipline in

21. See IMF (20024, p. 99); Klapper and Love (2002). Previous studies have identified historical
origins of the contracting environment—creditor protection and laws favoring minority sharchold-
ers—as an important determinant of firm leverage, ownership structure, and firm performance (see
Demirgiig-Kunt and Maksimovic 1999; Himmelberg, Hubbard, and Love 2002; La Porta and others
1997). Country fixed cffects in our regressions control for such time-invariant differences in institu-
tional variables across countries. But institutions also can change over time; for instance, financial lib-
eralization can widen the investor base and make raising equity more attractive for firms. Similarly,
deregulation of securities markets and easier access to foreign bank lending can encourage firms to
increase their leverage. Severe financial crises can also produce a forced corporate “deleveraging.”
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Table 15-2. Regression Resuls: The Relation between Leverage and
Firm Profitability’

Net profit Cash flows
Variable () 2) (3) “4) (5) (6)
-14.0 0.3
-29.0 =277 -10.3 ~15.4 1
Leverage pon
Market participant ~0.677 1.029 1339 -0.763 ;.21372 } 5
2.7 1.3 1.5 -2.8 . . P
Leverage*market —(1).83 1 :(1).(;33 —-—(2) 347 :(2)2
participant -1. . ey
i 0.653 2.802 2.828 .
toglsee) gzgss gig()g 2.0 6.7 67 03
i ~ .005 -0.185 ~0.188 0.051
loglize) squared :(7):%19 -(7):%20 o2 53 53 1.7
i - 19.095 18.947 15.487
i 1 =3. -25.166 -24.980 -18.425
Capital intensity squared ——47:244 :2:398 _?%70 K - 18
0.071 0.067 0.034
Real GDP growth 2.;82 2}1180 (5):(1)65 03 - -0
‘ 0.722
Mean earnings, five—year 2(4).?53 7
moving average (lagged) . -
Earnings volatility, 8.219 0.0
five—year rolling .
standard deviation
lagged)
N:;iger of 16,299 16,299 10,137 15,291 15,291 9,724
RIObscwanons 0.1872 0.1875 0.3099 0.1950 0.1955  0.3209

ofit or firm cash flows as a pexccnmge of assets. Le erage 1s lagged

.Th "€$S10! u country and re; jonal fixed effects (not shown hcrc). Year
one pCl’lOd € regressions include ind stry, country d $id (

“ b I3 g
dummies were added to proxy for glob. al business CyClC cffects. | 1ve-ycar movin average of carnings
8
8s-

and earnings volatxhty were calculatcd using at least three years of lagged earnings. t statistics were cal-
CUlaICd using Huber hite llC[CXOSdeaSthI() COHCCth robust Smlldmd errors and are repor ted belo

the coefficient estimates.

a. The dependent variable is net pr

i i ial ri higher
ct may be overcome by increasing financial risks at hig

22 Second, the marginal (negative) effect of an increase in
ticipate in international debt

firms, the effe
levels of leverage.
leverage on earnings is larger for firms that par
markets than for other firms. .
Why do earnings decline as leverage increases? (
diminishing returns. A firm may take on debt with a view t

> One reason may be
o expanding its

22. Harvey, Lins, and Roper (2001).

CORPORATE FINANCING PATTERNS AND PERFORMANCE 439

operations, but revenue growth is likely to slow as it scales up. Moreover,
revenue growth may slow faster in larger firms. This would explain the
larger negative association between leverage and returns for market partic-
ipants, which is usually significantly larger than for nonparticipants.
Another reason is that at lower leverage ratios, the benefit of the lower cost
of foreign borrowing may sufficiently offset losses due to currency depreci-
ation and sudden collapses in investor confidence. As debt levels rise, how-
ever, these costs may become predominant.

The Effects of Financial Crisis

Some of the important emerging markets in our sample experienced deval-
uations and severe currency crises during the 1990s. How did crisis affect
the performance of firms that were highly leveraged or had foreign cur-
rency debt? We estimated variants of the following regression for the two
sets of firms in order to examine this question:

(15-2) Performance, = c, + ¢,*Leverage, | + ¢,* EMCrisis,
+ ¢y *Leverage, | *EMCrisis,

"

+ d*(Control Variables) + €,,

‘where EMCrisis, is an indicator for emerging-markets currency crisis. The
countries in our sample that experienced currency crises (or major episodes
of devaluation) are Mexico (1994-95), Venezuela (1994, 1996), Indonesia,
Korea, Malaysia, Philippines, and Thailand (1997-98), Russia (1998),
Brazil (1999), and Turkey (2001). We allow for a lagged effect of currency
crisis on firm performance by including the year subsequent to the initial
devaluation as part of the crisis event. The set of control variables is simi-
lar to the earlier specification.? Since the timing, severity, and other aspects
of currency crises differed across regions, we ran similar regressions sep-
arately for East Asia and for Latin America.** Table 15-3 summarizes the
relation between leverage and firm performance for the major emerging
regions during states of crisis and no crisis (the full set of regressions is

23. Lagged average carnings and lagged earnings volatility were excluded from the current and sub-
sequent regressions in order to maximize the sample size, even though these variables improve the fit
of the regression (including these variables causes the sample size to decrease more than a third).
However, the sign and significance of the relevant coeflicients and interaction terms are fairly robust to
the exclusion of these and other control variables.

24. This allows the set of control variables to have different slope coefficients across the two emerg-
ing regions.
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Table 15-3. Leverage and Firm Profitability during'lzjmerging Markets
Crisis: Marginal Effects of Leverage for Market Participants and

Nonparticipants®
Nonparticipants Market participants

Dependent variable and region No crisis Crisis No crisis Crisis
Net profit® )

All igi{)ins -0.151 -0.225 -0.197 822(8)
East Asia and Pacific —0.142 -0.192 —3322 :0.‘166
Latin America and Caribbean -0.148 -0.192 -0.

Cash flow* )

All rc{giioons -0.085 -0.128 -0.142 gi_’;g
East Asia and Pacific -0.087 -0.131 —gigé :0:223
Latin America and Caribbean -0.040 -0.120 -0.

one

¢ cash flows as a percentage of assets. Leverage 1s lagged
country and regional fixed effects, and

2001. The full set of regressions is

a. The dependent variable is net profit o ‘ '
period. The regressions include the control variables, industry,

year dummies (not shown here). The sample period is 1992~
reported in appendix B. .
b. The number of nonparticipants i
¢. The number of nonparticipants is 13,147,

s 14,060, and the number of market participants "xs 2,239.
and the number of market participants is 2,144.

he main messages from this set of regressions are

reported in appendix B). T

as follows.
First, higher leverage
regions, during both no

is associated with lower firm profitability in all
-crisis and crisis states. The magnitude of t‘he co-
efficient of leverage is similar for nonparticipants in tl'xe.full sample},lm Fiast
Asia, and in Latin America during no-crisis states. This is Qthwortﬁy glv.enl
the differences in institutional structure, level of economic and x;lancm
development, and macroeconomic policies and performance across the two
i ions. '

cmgcrf:lonfdfef::rket participants have a larger negati\"e' coefhcient fe‘latlve to
nonparticipants for the full sample dgring bo.th crisis anddnol—'crlsl's start(e)::i
Foreign borrowing is therefore associated with a larger decline mo[r)mm
itability per unit increase in leve‘rage. However, there are tmp ant
regional variations. A finding similar to t}?at of 'thc aggr‘egau;1 sarfr;-p .
observed for firms in East Asia.”> For firms in Latin America, the effect 0

25. The coefficient has the expected sign but is not statistically significant at the 5 percent level.
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leverage on firm profitability is smaller for market participants during both
crisis and no-crisis states. Latin American market participants therefore
seem to benefit from foreign borrowing more than East Asian market par-
ticipants during no-crisis states. There is also no significant difference in
the effect of leverage on cash Hows across crisis and no-crisis states for East
Asian market participants.

Third, currency crises affect firm profitability and cash flows through
leverage. In the event of a crisis, firms with higher leverage scem to be more
adversely affected. This is true for both market participants as well as non-
participants. There is also no independent effect of leverage for both
market participants and nonparticipants (in the full sample and in East
Asia) after including the interaction term for currency crisis and leverage.
This indicates that leverage is particularly important during currency
devaluations. However, the reason for higher sensitivity may be different
for the two sets of firms. Nonparticipants with high leverage can be
affected by a rise in domestic interest rates during a currency crisis, while
market participants with high leverage and foreign exchange liabilities are
likely to be adversely affected through the “balance sheet” effect of foreign
exchange devaluation.

The next set of regressions explores this trade-off between devaluation
risk and interest rate risk for market participants and nonparticipants.
Market participants have access to a wider set of financing instruments and
markets, which can allow them to fund their liabilities at a lower cost but
subjects them to the risk of currency devaluation. Nonparticipants with
high leverage do not face foreign exchange risk, but they do face the risk of
an increase in interest rates, which often occur prior to or accompany cur-
rency devaluations (see figure 15-1 for benchmark short-term interest rates
in East Asia during in 1997-98. Similar trends are observed for other
emerging markets that faced large currency devaluations).?® We test these
two hypotheses formally below.

In order to measure the sensitivity of firm performance to currency risk,
variants of the following regressions were estimated for both market par-
ticipants and nonparticipants:

26. The purpose of a monetary contraction in such a situation is to stabilize the exchange rate and
prevent capital outflows. Exchange rate stability can also be maintained through reserve losses
(Eichengreen, Rose, and Wyplosz 1996). A large rise in domestic interest rates may also be part of an
IMF stabilization program during a currency crisis (Stiglitz 2002).
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(15-3) Performance, = ¢, + ¢, *Leverage,, , + ¢, “Currency Depreciation,
+ ¢, *(Leverage,, ,)*(Currency Depreciation, )

+ d*(Control Variables) + €,

where Currency Depreciation, is the change in the logarithm of the nominal
exchange rate over the previous period.?” This specification follows the
literature on measuring foreign exposure using firm- and industry-level
28 The regressions control for differences in firm, industry, country,
nal characteristics, domestic fundamentals, global business cycle
ematic differences in performance across market partic-
Since currency depreciations may be related
| variables (such a real GDP growth), we

report separate regressions first with only firm size as a control variable and
then with the full set of control variables in tables 15-4 and 15-5. The

coefficient of the relevant interaction terms, and thus the main messages,
lusion of control variables other than firm size. The
ages that come from this set of

returns.
and regio
factors, and syst
ipants and nonparticipants.
with contemporaneous contro

are robust to the inc
results are prcsented in table 15-4. The mess

regressions are as follows:

Currency devaluations are associated with an adverse effect on prof-
itability of market participants. Nonparticipants, however, do not seem to
be exposed to changes in the nominal exchange rate on average”
Dominguez and Tesar find thata fraction of firms in the developing coun-
tries in their sample were exposed to changes in the foreign exchange rate
but are not able to identify specific channels for foreign exchange expo-
sure.’ Our results indicate that market participants in emerging markets
are relatively more exposed to changes in the exchange rate than nonpar-
31 Second, higher leverage is associated with a larger sensitivity to

ticipants.
hange rate for both market participants and

changes in the nominal exc

27. Using the logarithm of exchange rates instead of levels reduces the effect of extreme changes in

the nominal exchange rate.
28. See Adler and Dumas (1984); Bartov and Bodnar (1994); Dominguez and Tesar (2001a,
2001b).
firms can be adversely or beneficially affected by

29. The performance of market nonparticipant
changes in the terms of trade following devaluation,
dent of leverage. This is confirmed by our regression analysis.

30. Dominguez and Tesar (2001a, 2001b).

31. Dominguez and Tesar (2001b) do not
foreign exchange exposure for the developing cou
shows that this finding could be due to the fact tha

both trade and foreign borrowing.

but the average effect is expected to be indepen-

find any evidence of a relationship between trade and
ntries in their sample. Our subsequent regression
¢ they control only for trade effects rather than for
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nonparticipants. However, highly leveraged market participants are 60 per-
cent more sensitive to changes in the nominal exchange rate than non-
participants with similar leverage. Highly leveraged market participants
cherefore face a direct adverse shock to profitability during devaluations.
Nonparticipants are not exposed directly to changes in the exchange rate,
but highly leveraged nonparticipants experience lower profitability during
devaluations.

In order to measure the relative interest rate risk for market participants
and nonparticipants during devaluations, we ran regressions similar to the
one above, but with the interest expense as a percentage of assets as the
dependent variable.”” The results are presented in table 15-5. Nominal
devaluations are associated with an increase in interest charges for both
market participants and nonparticipant. Further, nominal devaluations are
associated with a much larger effect of leverage on interest payments for
nonparticipants relative to market participants (the size of this effect is
almost three times larger than for market participants and is highly signif-
icant). Nonparticipants with higher leverage therefore face higher interest
rate risk during devaluations than market participants with similar
leverage.

At first glance, it may seem almost tautological that market participants

with foreign debt would be adversely affected by currency devaluations rel-

ative to nonparticipants.” This is clearly not the case, since the effects on

firm-level performance are net cffects—net of optimizing decisions by
firms regarding aggregate leverage, foreign debt, and possible hedging of
foreign exchange risk, either through foreign trade or through the use
of foreign exchange derivatives contracts. A strong and significant effect of
devaluation on performance of market participants indicates an increased
risk of foreign debt during devaluations after all possible measures that
the firm may have taken to protect itself against such risk.* Moreover, the

instead of relative to total debt, makes the coefficients
s 15-2 through 15-4 and allows for interpreta-
positive) effect of leverage on interest expenses

32. Using interest charges relative to assets,
comparable to ones in the regressions reported in table
tion of the interaction term. We control for the direct
by including it as an explanatory variable.

s up by the percentage depreciation.

33. The amount of foreign debt in local currency terms goe
Claessens, Djankov, and Ferri (1999) estimate the increase in firm-level foreign debt (in terms of local

currency) for East Asian firms using foreign debt outstanding prior to the crisis and the percentage

depreciation during the crisis.

34, Allayannis, Brown, and Klapper
firms during 1996-98 was largely ineffective: firms that hedged foreigr
worse than firms that did not, after controlling for a variety of firm- and country-level factors. They

(2000) report that foreign exchange hedging by East Asian
v debe exposure actually did
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larger increase in interest expense for n.on.participants d'urix.lg dcva}l}uanon:z
relative to market participants with Slmllflr lcvcrlage, indicates ¢ at nj -
participants may face a higher cost of capital duru?g. a currency cn‘sxs uc
to a restricted set of financing options. Market participants, in contrast, ar

less vulnerable to domestic interest rate increases bec.ause they have access
to external (international) finance. But the overall picture that‘ emergesf {;S
that the lower cost of capital obtained by market participants 1s nﬁot su.11) l-
cient to offset the direct adverse effect of currency depreciation on firm bal-
ami;;i};ez;zclusion, however, should be taken with c;u‘lt‘ion for pl:lrposes ?f
policy formulation since the regression results are conditional on the sample

period. The initial part of the sample period, or the “pre-crisis” period in

haracterized by relatively stable or fixed exchange
rates. The collective expectations of market participants may have l;een
biased toward underestimating the risk of a future deva}uanon. T.he ater
of the decade saw a broad shift (a forced and wrencbmg move in :anzi/
cases) toward market-determined exchange rates. .Smce r;:arket—f asses_
exchange rates “price in” all available information, there is less ¢ ance of gc :'m
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emerging markets, was ¢

part

participants in the tradable
sector—might be able to raise

nontrada .
and high foreign debt thus are relatively more vu

(o] foreign It vatives markets rin the pea of the Asian crisis.
anributc this t 1lhqu1d1ty in lg currency derivatives ma ket durir £ % k \ " s

I F Vi Ol e “Whi jvativ HOSILIVH by reallocatin
he IM pro’ ides some additi nal reasons: “While derivatives do plﬂ)’ a posiul 6”1’0 € Oy ! g
risks a g g i ws 1o emer in narkets, they can also allow market paruci-
. BT ging 1 ) i

ks nd facilitatin, rowlh of capxtal flows ¢ 34 . !
l erage. avoid prudcmial rcgulauons, and manlpulatc accounting rules
s

nts to take on excessive lev ; Y -
o : d internal risk management systems arc weak or inadequate” (IM

when financial supervision an
2002b, p. 67).
35. See IMF (2002b, ch. 3). -~
36. See Martinez and Werner (2002) for a case study of Mexico.
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this hypothesis, variants of the following regression were estimated for the
sample of market participants:

(15-4)  Performance, = ¢, + ¢,* Leverage,_, + ¢,*(Foreign Debt/Total Debt),
+ ¢, *Tradable Dummy,
+ ¢, "(Foreign Debt/Total Debt),*Tradable Dummy,
+ d*(Control Variables) + €,

where (Foreign Debt/Total Debt),, is the share of foreign debt in total debt
and Tradable Dummy, is an indicator for whether the firm is in a tradable
sector.®® The set of control variables is similar to the earlier specifications.
The results are summarized in table 15-6. The important messages that
come from this analysis are as follows.

Among market participants, firms with higher foreign debr (as a share of
total debt) do better on average in terms of both net profits and cash flows.
This could be due to several reasons—market participants with higher
foreign exposure are larger, are concentrated in tradable sectors, and may
benefit from government-sponsored corporate “bailout” measures. When
we include a differential effect of leverage for market participants in the
tradable sectors, the relation between foreign debt and firm performance is
positive and statistically significant for firms in tradable sectors. Further,
there is no independent effect of foreign debt on the performance of
market participants after controlling for trade effects (the effect of higher
foreign debt is negative for market participants in nontradable sectors, but
the coefficient is not statistically significant).? Market participants in the
tradable sectors appcar to benefit from foreign financing,

37. Foreign debt outstanding (or foreign debt as a share of total debt) was not used in the earlier
specifications because firm debt issuance and debt marurity were used to estimate foreign debrt out-
standing. This measure of foreign debt outstanding is biased to some extent since (1) debt covenants
can specify higher interest payments or early repayment following a rating downgrade or “rating trig-
ger,” (2) negotiated debr restructuring can reduce principal and interest payments and extend maturity
of existing debt instruments, and (3) there may be significant cross-sectional variation in the amorti-
zation profile of international loan issues. The indicator for market participation is less affected by such
measurement €rrors.

38. The classification of SIC (Standard Industrial Classification) two-digit sectors into “tradables”
and “nontradables” is based on Forbes (2002). Using actual firm-level foreign sales is preferable, but the
disadvantage with this approach is that firms in developing countries typically underreport foreign
sales on their balance sheets. Dominguez and Tesar (2001a) report a similar issue for both developed
and developing countries in their sample.

39, This result is conditional on the inclusion of control variables for firm productivity parameters
and real GDP growth. The coefficient of the interaction term for trade scctor and foreign deb is pos-
itive but not statistically significant in the absence of controls.
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Table 15-6. Foreign Debt Outstanding, Trade Exposure, and Firm
Performance for Market Participants, 1 992-2001*

Net profit ] Cash flows
Variable (1) (2) 3) (4
-~ -0.172 -0.125 —0.122
Leverses rrE— 6.0 5.9
i ~ 0.038 -0.024
Ratio of foreign debt to total debt 2:(5)49 —8:(1)01 o Y
4.109
Tradable sector dummy -_—(2)273 U5
* 0.092
Ratio of foreign debt to total debt (3).273 o3
Tradable sector dummy . ) o
log(size) 6.03 5.89 2.3 .
B 3.0 29 1.3 12
- -0.090 -0.075
log(size) squared :2212 _g:%97 -9 =0
i - 0.0 -1.1
Capical intensiey By 123 0.0 02
i —4.43 -3.53
Capital intensity squared ggﬁ ?(6) 1 Yy 32
-0.001 0.001
Real GDP growth (1):;29 (3;29 e 00
2,083 2,083 1,997 1,997

Number of observations

R 0.2252 0.2295 0.2219 0.2288

a. The dependent variable is net profit or cash flows as a pcrccntage.ofassc'tts. L.everagle: lskl’ngg(czz(i)g;)c
period. Tradable and nontradable sectors are based on the SIC two-digit classification o Yor e:lummic;
The regressions include industry, country, and regional ﬁxcfi cjffects (not showndherf:). ;{arbcr-%ite
were added to proxy for global business cycle effects. t statistics were calculate uslf;g' u e
heteroskedasticity-cosrected robust standard errors and are reported below the coefhcient es .

The sample period is 1992-2001.

Conclusions

down debt since the 1997-98 crisis and the bl‘Ofld
the corporate sector in developing countries
porate profitability in developing

Despite efforts to pay
shift to flexible exchange rates,
remains subject to considerable risk. Cor :
countries has shown a significant decline in recent years. Ma.ny Asian cor-
porations remain highly leveraged, in part because they substltut‘ed d.omes-
tic for external debt and also in part because the range of ﬁnanc‘mg' instru-
ments available in emerging markets remains limited. Companies in Latin

America and Eastern Europe, also highly leveraged, have increased their

CORPORATE FINANCING PATTERNS AND PERFORMANCE 449

dependence on foreign finance. An excessive dependence on external
finance hurt many Asian corporations in 1997-98. While firms (especially
Latin American firms) active in international markets during the 1990s
appear to have benefited from a lower cost of capital, high leverage remains
a cause for concern in many emerging markets. These high levels of lever-
age appear sustainable in the low-interest environment prevailing currently,
but they make firms vulnerable to interest rate risks.

The analysis presented in this chapter is as good as the quality of balance
sheet data reported by companies in the major emerging markets. There
may be inconsistencies in corporate reporting standards over the years and
across emerging markets. Local accounting principles may allow for asset
revaluations, which is an artificial way to mark up equity and “delever-
age.”*® Foreign exchange losses and derivatives positions are frequently not
marked-to-market and can be amortized over several years (for example,
Indonesia). There is, therefore, a need to improve the quality and time-
liness of corporate data in developing countries. Corporate scandals in
industrial countries have brought to light the deficiencies of corporate
information even in the major markets. There is considerable uncertainty
over the true state of corporate balance sheets, especially over the nature
and magnitude of off-balance-shect risks. As the corporate sector is increas-
ingly becoming the main conduit for development finance, and given the
risks of rapid reversal of financial flows when corporate performance does
not meet market expectations, it has become increasingly important for
policymakers and market participants alike to be aware of the scope of cor-
porate sector indebtedness (both domestic and foreign) and performance
in emerging markets. That this is not easily achieved was underlined by
recent corporate scandals in major industrial countries.

Appendix A. Methodology

Two types of data are especially useful in tracking trends in corporate
finance in developing countries: (a) macroeconomic data, or “top-down”
data, from surveys carried out by national and international data collectors
and (b) microeconomic data, or “bottom-up” data, compiled from corpo-
rate reports. Each source has strengths and weaknesses.

40. This may partly explain why leverage ratios declined in Korea after the Asian crisis even while
total debt was relatively stable.
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The macro data are, in principle, the most comprehensive and generally
quite timely. But they often provide little detail. If too highly aggregated,
they make it impossible to distinguish the nonfinancial corporate sector
from other parts of the private sector. The fAow-of-funds data compiled for
the United States by the Federal Reserve are a model of top-down data.
Few developing countries, however, produce such complete accounts.
Firm-level data provide far more detail but suffer from the risk of sam-
ple bias. Often only the largest, most sophisticated enterprises are covered,

hat produce detailed reports. They may also

because they are the ones t
t to gather comprehensive

have a time lag arising from the compilers’ effor
cross-country data.

The absence of comprehensive,
researchers; it also is a concern for market participants and policym
With financial markets prone to sharp adjustments and given the easy
availability of derivatives and other structuring products that allow corpo-
rates to both hedge and increase their risk exposures, it is increasingly
cipants to be aware of the extent of exposure of
hole. If the entire sector is over-exposed, indi-
le rolling over their debt in times

timely dara is more than a hindrance for
akers.

important for market parti
the corporate sector as a W
vidual companies are likely to have troub
of market stress.

Four sources of macroeconomic data are us
picture of the liabilities on the aggregate balance s

corporate sector:
— Data on domestic bank credit from the International Monetary Fund

are used to estimate bank credit, the primary source of credit for most cor-
porate entities in the developing world.** The IMF’s International
Financial Statistics (line 32d) includes all credit to the private sector
(including households), but the publication does not disaggregate bank
h this is small in most developing countries,

ed in this study to paint a
heet of the nonfinancial

credit to consumers. Althoug
it does bias the debt numbers up.

—The BIS Quarterly Review provides data on cross-border bank claims,
foreign bond issuance, and local bond market issuance.®?

—Domestic equity is estimated using the figures on market capitaliza-
tion reported in Standard and Poor’s Emerging Market Data Base. This
source has two drawbacks. First, the use of market values rather than book
values makes the equity component (and thus debt-equity ratios) more
volatile. Second, the source does not include privately held equity.

41. IMF (various years).
42. Bank for International Settlements (various years).
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—Foreign-held equity is estimated using the data on FDI stock from
chapter 4 of Global Development Finance, 2003

The firm-level data used in this study are from the Worldscope database
We select only firms for which all the relevant balance sheet items are avail-.
able. The regional breakdown of the sample is given in table A-1.

We built a database by matching firm-level balance sheets from
Worldscope (December 2002 edition) with issuance data on bonds and
syndicated loans from Dealogic Bondware and Loanware. On average
fxbout half of annual bond issuance and about 35 percent of annual loar;
issuance are accounted for by firms matched with Worldscope balance
sheet data.

The resulting database covers 4,682 firms in twenty-one emerging mar-
kets: Argentina, Brazil, Chile, China, Colombia, the Czech Republic
Hungary, India, Indonesia, Korea, Malaysia, Mexico, Pakistan, Peru the’
Philippines, Poland, Russia, South Africa, Thailand, Turkey, and V’ene-
zuela. Because Worldscope data appear quite comprehensive for 1992~
2001, the analysis in the main text focuses on this period. (Depending on
the variable, the number of firms covered in the regression analysis ranges
from 1,122 in 1992 to 3,629 in 2000 and 3,073 in 2001.)

. The summary statistics presented in the analysis, unless otherwise men-
tnoped, are weighted averages of the financial ratios (with firm assets used as
weights). For example, the debt-asset ratio is computed as the ratio (expressed
as a percentage) of the sum of debt for all firms to that of assets for all firms

'1th findings related to foreign market access are derived as follows. '
) First, firms that had outstanding foreign debt in a given period (called
ma.rket participants”) are compared with those that had no outstanding
foreign debt (“nonparticipants” in the international debt markets, at least
.for that year). Outstanding foreign debt is calculated by summing all debt

issues in international markets (syndicated loans and bonds) during
1990-2001 and subtracting debt that matured during the period. This
method ignores outstanding debt issued before 1990, but because private
debt flows to the corporate sector in emerging markets (and stocks in those
mafkcts) were small in the aftermath of the debt crisis of the 1980s, this
omission is unlikely to affect the results presented here. ’
Second, considering all firms with outstanding foreign debt, firms that
borrowed from international markets in the current period (that is, firms with
“rollover”) are compared with those that did not (firms without rollover).

43. World Bank (2003).
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Table A-1. Number of Firms in the Sample, 1 992-2001
1992 1993 1994 1995 1996 1997 1998 1999 2000 200!

Region
All 1,122 1,288 1,538 1,928 2,242 2,559 2,998 3,565 3,629 3,073
East Asia and Pacific 582 691 774 1,032 1,181 1,245 1,347 1,618 1,840 1,695

Latin America and
the Caribbean 141 162 264 308 354 390 533 862 834 706

Europe and Central
Asia 17 19 200 68 132 155 177 185 165 117

Others 382 416 480 520 575 769 941 900 790 555

Appendix B. Details of the Regressions Reported in Table 15-3

Table B-1. Regressions for Net Profits of Nonparticipants and Market
Participants, by Region, 1992-2001°

Nonparticipants Market participants

Latin Latin
East Asia  America East Asia America
All and and the All and and the

Variable regtons Pacific Caribbean  regions Pacific Caribbean
Leverage -0.151 _0.142 -0.148 -0.197 -0.225 -0.045
-26.3 -17.6 -10.1 -9.5 -7.6 -1.0
Crisis 0.723 -1.228 2.035 1.882 -0.889 3.644
1.4 -1.2 2.5 1.6 -0.3 2.5
Crisis*leverage —0.073 -0.051 -0.115 -0.083 -0.043 -0.122
-5.8 -2.8 -3.9 —4.0 -1.0 -2.5
log(size) 4.07 2.59 4.90 4.30 5.45 4.51
9.6 4.9 4.7 2.6 2.4 1.2
log(size) squared _0.290 -0.156 -0.369 _0.206 -0.304 -0.133
-7.9 -3.5 4.4 -1.9 2.0 -0.6
Capital intensity 0.959 7.303 —2.806 -12.389 ~0.121 -25.953
0.5 3.0 -0.6 -2.6 0.0 -2.8
Capital intensity squared —8.27 -13.46 -1.10 538 -7.69 23.77
-4.3 -5.1 -0.3 1.1 -1.0 2.6
Real GDP growth 0.203 0.038 0.302 0.184 -0.052 0.246
5.7 0.6 3.9 2.0 ~0.4 1.8
Number of observations 14,060 6,785 2,505 2,239 1,240 537
R 0.1952  0.1799 0.2365 0.2308 0.2371 0.2968

a. The dependent variable is net profitas a percentage of assets. Leverage is lagged one period. Crisis
casured as average total assets in 1998-2001

is an indicator for currency crisis (see text). Firm size is m
industry, country, and regional fixed effects

in millions of U.S. dollars. The regressions include firm,
(not shown here). Year dummies are added to proxy for global business cycle effects. t statistics are cal-
culated using Huber-White heteroskedasticity-corrected robust standard errors and are reported below

the coefficient estimates.
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Table B-2. Regressions for Cash Flows of Nonparticipants and Market
Participants, by Region, 1992-2001

Nonparticipants Market participants

Latin Latin
East Asia  America East Asia  America

All and and the All and and the

Variable regions  Pacific  Caribbean  regions Dacific  Caribbean
Leverage —0.085 -0.087 -0.040 -0.142 -0.161 0.013
-13.3 -9.8 -2.5 ~7.1 -5.7 0.3
Crisis 0.851 -1.561 2.126 1.144 -1.090 3.721
1.4 -1.4 2.2 1.0 -0.4 2.7
Crisis*leverage —0.043 -0.044 -0.080 -0.090 -0.072 -0.093
-3.1 -2.4 -2.1 —4.6 -15 -2.2
log(size) 3.54 1.52 5.97 1.57 1.85 —-1.45
73 2.3 4.5 1.0 0.9 -0.4
log(size) squared _0.265 -0.075 -0.483 -0.042 -0.060 0.214
' 6.2 -1.3 —4.6 0.4 -04 0.9
Capital intensity 20.8 24.4 20.0 -1.9 9.9 -7.7
9.3 8.0 3.2 -0.4 1.5 -0.7
Capital intensity squared -26.8 -29.1 -22.6 -3.6 -166 9.5
-11.3 -8.5 -3.8 -0.7 =23 0.9
Real GDP growth 0.106 -0.076 0.403 0.016 -0.190 0.203
2.5 -1.2 4.4 0.2 ~-1.2 1.6
Number of observations 13,147 6,453 2,213 2,144 1,206 482
R 0.2051 0.1514 0.1658 0.2306 0.2341 0.3489

2. The dependent variable is firm cash flows as a percentage of assets. Leverage is lagged one period.
Crisis is an indicator for currency crisis (see text). Firm size is measured as average total assets in
1998-2001 in millions of U.S. dollars. The regressions include firm, industry, country, and regional
fixed effects (not shown here). Year dummies are added to proxy for global business cycle effects. t sta-
tistics are calculated using Huber-White heteroskedasticicy-corrected robust standard errors and are
reported below the coefficient estimates.
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