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Comparison between the financial structure of SMES and that of large

enterprises (LES) using the BACH database

Dorothée Rivaud-Danset (Université de Reims and CEPN-Paris 13),
Emmanuelle Dubocage (Université de Paris 13) and
Robert Salais (IN SEE and IDHE Cachan)

Foreword

Accounting for more than 18 million enterprise units in the European Union and with an employment
share of about 66%, SMES play an important role for the European economy and in particular for
the development of new products and services, economic growth and, findly, job cregtion. Their
specific contribution to the European economy, due to ther flexibility, their innovation capacity and
their employment potentia, is aso well acknowledged. However, the emergence and devel opment of
SMES are closdly related to the financid sourcesthey are able to access. In Europe, the main stream
of externd financing for SMIES is dlill debt. Only very few of them are active in equity markets. The
importance of finance, and particularly of own funds, for the growth of young and small enterprise
with high innovation capacity, is aso wel recognised. But SMES traditiondly have to cope with a
series of hurdles in thelr search for externd financing, compared with large companies. This is
essentialy due to the fact that they stand a higher risk of failure. Consequently, SMES have generdly
to bear higher codts of externd financing, or even, in certain cases, financid rationing and therefore, a
congraint on their growth potentid.

From an academic point of view, after having been aneglected branch of economics for along while
in Europe, entrepreneurship and SMES have for severd years enjoyed a clear-cut renewa of
interest. Numerous factors explain this arupt change such as the expansion of new technologies, the
need for organisationa flexibility, or the search for decison making a a micro-unit leve.
Consaquently many studies have dready been made in thisfidd, especidly on the financing of SMIES
in comparison with LES,

The objective of this study isto make a new andytica contribution to this debate. It notably stresses
the need for financid flexibility for SMES, an issue that has been largely ignored. Making use of the
BACH data base for the period 1990-1996 and deding with menufacturing industry of 9 countries
(Audtria, Belgium, France, Germany, Italy, Portugd, Spain, Japan and the United States) it analyses
the financid structures and the performances of smal and medium-szed versus large enterprises. Its
main condusions are the following.

Regarding profitability, there are distinctive features of SMES compared to LES. SMES indeed
show a higher efficiency of capitd employed and a higher degree of product transformetion.
Consequently, the profitability of SVIES as measured by gross profits over capital employed islarger
than for LES.



Regarding financid petterns, there are less clear-cut differences according to sze. SMES have less
own funds in Audria, Germany, Portugal and Japan while this is not the case in France, Ity and
Spain. However, in most countries, the importance of short-term financid debt is higher for SMES
than for LES, a feature which is corrdated with their higher working capita requirement. It is dso
noticeable that the smdler firms support a risk premium on their indebtedness, mainly because of a
lack of information on the risk they represent.

There is no link between financid sructure and profitability. Consequently, measures taken to
improve the access of SMIES to capita markets are not expected to increase their profitability but
their solvency. However such measures are important to promote development of high-growth
innovative SVIES.

SMES maximise profitability by adapting quickly to the changing needs of the market, thus they give
priority to short-term management and flexibility. SMIES a0 need financid flexibility -defined asthe
capacity to mobilise rapidly and at reasonable cost the financing required to respond to contingencies
which have an impact on the current assets- to cope with unexpected changes in their day-to-day
economic activity.

Asareslt of this need for financid flexibility it is vitd for SMIE to have good relaionships with their
banks and to be inserted in networks which contribute to improve these relationships. Indeed, banks
are the main supplier of short-term credit and may provide a borrowing capacity which releases an
enterprise from corporate financia congtraints. The relationship between SMIES and ther banks can
be improved in saverd ways (improve information on SMES, improve the functioning of the bank
credit guarantees for SMES). A network of private actors as well as of public organisations which
supply funds, provide financia guarantees and additiond information, evauate the qudity of the
borrower and thus help to reduce the costs of screening and rating, is dso important for deding with
the issue of finencd flexibility.

From a palicy pergpective, this last concluson is fully in line with the initiatives of the European
Commisson in the fidld of SMES and access to externd financing. Indeed, the European
Commission has eaborated a two-handed gpproach in this area. Firdly, it has promoted the setting
up of Round Tables of Bankers and SMES. Within the framework of such Round Tables
representatives from both parties have tried to identify the main problems they face when they arein
business relations and to highlight a range of best practices across the European Union. This has led
to concrete results in the field of micro-credit, transfer of enterprises or the development of severd
banking products and services in favour of SMES among many other initiatives. Secondly, in
response to the request of the Luxembourg European Council on Employment in 1997, the
Commission proposed a Risk Capitd Action Plan (“Risk Capita : akey to job creation” —SEC (98)
552-) comprising measures to remove barriers to the development of an efficient EU market for risk
capitd. The specid Lisbon European Council (March 2000) identified the development of a pan
European market for risk capitd as a important way of providing a source of equity financing for
young and innovative firms, as they generdly face difficulties to access credit. It dso caled for the
implementation of the Risk Capitd Action Plan by 2003.



Comparison between the financial structure of SMEs and that of large
enterprises using the BACH database

SUMMARY

This sudy examines the financid dructures and the performances of smdl and medium-sized
enterprises (SMIEs) as opposed to large enterprises (LES) on the basis of the BACH database,
which is the most advanced publicly available database for comparisonsin thisfield.

It covers the period 1990-1996 and concerns 9 countries: Audtria, Belgium, France, Germany, Italy,
Portugd, Spain, Japan and the United States. It dedls with manufacturing only since this industry
provides the best-qudity data

The firg point to consder is the role played by SMEs in Europe. SMES are not merely a ‘scde
modd’ of a large corporation. Their specific contribution to the European economy, due to their
flexibility, their innovativeness and their employment potentid, is aready firmly recognised,* asisthe
importance of finance, and particularly of own funds, for the growth of young and small enterprises
with high innovative capecity. Conversdly, the issue of financid flexibility islargely ignored. Hexibility
is important because a company must be able to take advantages of customers needs and aso
because in their day-to-day activity SMES encounter uncertainty and need to react quickly to
unexpected events. The need to have financing available in order to seize unexpected market
opportunities or to react to externa shocks is particularly important for the vitaity of SMES. New
opportunities for selling products, for instance, affect current assets first but their growth may not be
sugtainable. It is assumed that there would be various ways of financing such assets, ether interndly
via own funds or externdly through banks in the main. Hence, the issue of flexibility is the point of
departure for this report (Chapter I).

The descriptive study of the determinants of SME profitability versus LE profitability shows structura
differences that transcend nationdity (Chapter 11.1). Smal and medium-sized enterprises have the
following advantages:

- ahigher rate of value added as a proportion of fixed assets,

- ahigher degree of product transformation.

Their comparative handicaps are:

- ahigher rate of staff cogts,

- ahigher working capita requirement (stocks and net trade debtors).

The firgt three features can be related to aless capital-intensive orientation as they focus on products,
technologies and types of organisation that encourage rapid capitd rotation; this tendency favours

! Task forcereport ‘BEST’, 9426/98 SOC255 ECO 223 Ml 70.



profitability while handicgoping labour productivity; the fourth festure results in part from
inter-business relationships, which favour large enterprises. The last two features indicate how the
behaviour of SMEs can be flexible.

As we turn to financid patterns (Chapter 11.2), specific nationd features of the financid system have
a strong impact on company behaviour so that there are few, if any, regularities according to Sze. In
the European countries SMESs have an own funds ratio thet is ether lower than or equd to that of
ther larger counterparts. In most countries the importance of short-term (as opposed to long-term)
financid debt is greater for SMIES than for LES, a feature which correlates with their higher working
capita requirement.

Principa component analysis and cluster andys's contribute to a more in-depth study of financid
gructures (Chapter 111). The main results are the following:

— financid dructure differs mostly according to country, with that of small enterprises being more
typified than that of larger ones,

— the sdlected indicators of performance and profitability (mark-up, profitability of own funds, eic.)
do not correlate with any specific pattern of financing; in other words, firms with above-average
performance are not characterised by a higher level of own funds, and higher indebtedness does
not corrdate with lower profitability;

— the way in which current assets are financed does not depend on the levd of own funds,
therefore, a highly capitdised firm (a feature which corrdates, of course, with a low levd of
long-term debt) may rely on short-term financia indebtedness, mainly from banks.

Chapter 1V returns to the determinants of profitability on the assumption that SMEs do not behave
like LEs and that a given rate of profit may be achieved usng separate models. It is assumed that, in
the ‘market-based’ profit formation modd, the enterprise gives priority to short-term management
and flexibility while, in the *organisation-based” modd, the enterprise prioritises maximisation of
labour productivity and stability of growth. The ‘market-based’ modd iswell suited to SMES.

Chapter V (Recommendations) focuses on the issue of financid flexibility, defined as the capacity to
mobilise rgpidly and a reasonable cost the financing required to respond to contingencies. Although
the need for avallable financing may be covered by own funds or by any kind of long-term funds, a
good rdationship with banks matters. Banks are the main suppliers of short-term credit and may
provide a borrowing capacity that eases corporate financia congraints. A network of private actors
as wdl as of public organisations which supply funds, provide financid guarantees and evduate the
qudlity of the borrower is dso important for dealing with the issue of financid flexibility.



CHAPTER | : SURVEY OF CAPITAL STRUCTURESAND INTERNATIONAL
COMPARISON

Studies of financing systems traditionaly distinguish between systems geared to the market and those
geared to banks. The firgt section of this survey amsto highlight the lack of strong statistical evidence
which would illugtrate this digtinction. The second section shows that the norma explanatory
variables of this canonicd digtinction have low explanatory power. The framework we gpply is
described in the third section.

1. INTER-COUNTRY DESCRIPTIVE STATISTICAL ANALYSES OF CAPITAL STRUCTURES DO NOT
PRODUCE RELIABLE RESULTS

One can hardly fail to notice that the results of international comparisons of capita Structures yied
conclusons which are not reliable. Those results are very much influenced by databases, the choice
of capita structure indicators, data recalculation and the period of observation. If we look at
European countries aone, the results of internationa comparisons give an image of non-financid
companies there which lacks darity; they are summarised in Table 1.1, which ligts publications since
1990 (source: European Committee of Central Balance Sheet Offices, Working Group on Net
Equity). Studies based on specific samples of listed companies al show German companies as
having low leverage. Conversdly, studies based on broadly representative samples show French
companies as being the mogt highly capitaised and the least leveraged in Europe. The Stuation of
Itdlian companies Ao varies, and ther level of net equity may come out as Smilar to that of French
companies or, on the contrary, as the lowest of al the countries studied.

To sum up, differences are due mainly to the degree of representativeness of the sample. Large
companies, through a structurd effect, contribute in a very large measure to the computation of
weighted average ratios,; they have dl the more impact on the results obtained from aggregete data
since they tend to be overrepresented in the samples.

The results dso depend on the way in which data is restated for harmonisation purposes. The
Bundeshank shows that, once the main differences in method have been dedlt with, the levels of net
equity of German, Italian, Spanish and French companies are Smilar when aggregates (BACH) are
used (Bundesbank, 1994). Rgan and Zingdez find that Germany and the United Kingdom have the
least leverage and that the leverage figures for companies in the other G 7 nations are convergent;
they judtifiably underline the senstivity of the results to the ratio chosen as the yardstick for leverage
(Rgan and Zingaez, 1995; see dso Table 1.1 and, for the problems in measuring profitability,
Bundesbank, 1997).



Tablel.1 Overview of the main ressarch results (studies since 1990)

Title of document

C.E.V. Borio: "Leverage and financing of non-
financial companies: An international
perspective", Bank for International Settlements,
Economic papers, No 27, May 1990.

E.M. Remolona: "Understanding international
differences in leverage trends', FRBNY
Quarterly Review, Spring 1990.

L. Bloch and J. Laudy: "France, Allemagne et
Belgique: des structures de bilans proches ala
fin de la décennie quatre-vingt", Economie et
Statistique Nos 268-269, August-September,
1993.

Deutsche Bundesbank: "Dotation en fonds
propres des entreprises: comparaison dans
quelques pays de la communauté européenne”,
Monthly Bulletin No 10, October 1994.

R.G. Rajan and L. Zingales: “What do we
know about capital structure? Some evidence
from international data”, NBER WP No 4875,
October 1994.

J.T. Kneeshaw: "A survey of non-financial
sector balance sheets in industrialised
countries”, Bank of International Settlements,
Working Paper No 25, April 1995.

J. Corbett, T. Jenkinson: "The financing of
industry, 1970-1989: an international
comparison”, Journal of the Japanese and
International Economies, 10, 71-96, 1996.

Databases used
and countries compared

- OECD financial statistics and national fund
flow statistics.

= United States, Canada, United Kingdom,
Japan, Germany, France, Italy.

- BACH (old version) and Global Vantage

Data;

- France, Germany, Japan, United Kingdom,
United States (Italy, Netherlands, Australia).

BACH (old version);
- France, Germany and Belgium.

- BACH (old version) and national sources;
- Germany, France, Spain, Italy.

Global Vantage Data;
- United States, Japan, Germany, France, Italy,
United Kingdom, Canada.

- National sources: INSEE for France,
Statistisches Bundesamt for Germany, OECD
and Banca d'Italia for Italy, OECD and Banco
de Esparia for Spain;

- Australia, Belgium, Canada, France,
Germany, Italy, Japan, Netherlands, Spain,
Sweden, Switzerland, United Kingdom,
United States.

Aggregate corporate data processed on the
basis of the national accounting standards in
each country;

- Germany, Japan, United States, United
Kingdom.

Chosen indicators

a) Debt (gross)/total assets;
b) Debt (net)/real assets.

Debts/assets.

a) Net equity (+

provisions)/balance- sheet total;
b) Net equity (+ provisions) / fixed

assets
(historical costs and market
value).

Net equity/balance-sheet total.

a) Debts + provisions/total assets;

b) Debts /total assets;

c) Debts/net total for assets;

d) Debts/debts + net equity
(median and mean values)
(historical costs and market
value).

a) Financial debt/ total assets;
b) Financial debt +
provisions/GDP;
c¢) Financial debt/GDP;
d) Net equity/GDP,
(market value).

Net resource flows.

10

Period studied, scope and size of sample

1970-1987,;

all industrial or commercial companies
and manufacturing industry;
representative national samples.

1982-1987 and 1983, 1987;

all companies;

representative national samples and
limitation of corporations listed on the
stock market to a small number:
between 16 companies (France) and 31
(Germany).

1985-1991;
- manufacturing industry;
- representative national samples.

- 1982-1991;
- manufacturing industry;
- national samples.

- 1991;

- all companies;

limitation to corporations quoted on
the stock market, ranging from 118
companies (Italy) to 225 (France).

- 1992;

- all non-financial companies;

national samples and macro-economic
data.

1970-1989.

Main results

According to indicator (a), leverage higher in
France than in Germany; according to (b), the
reverse is true and Italy is similar to Germany.

Leverage higher in France than in Germany and
Italy; Italy more leveraged than Germany.

The results using Global Vantage Data confirm
this observation but show greater differences
between France and Germany.

If provisions in the accounts are included in net
equity, France shows higher leverage than
Germany; otherwise, leverage higher in
Germany.

If no correction is applied for methodol ogical
differences between samples and for data
processing, German firms are less financially
autonomous than those in other countries; after
correction, situation similar.

According to (a), leverage highest in Germany
(historical costs), and Italy and France very
similar; according to (b) (c) and (d), Italy more
leveraged than France and Germany less than
France (positive correlation between size and
leverage with the exception of Germany).

According to (a), leverage higher in Germany
than in France; according to the other indicators,
Italy has least leverage and Germany most;
financial autonomy greatest in France.

- More use of internal finance in Germany;

- More use of equity issues in the United
Kingdom and United States;

- Bank debt higher in Japan



L. Nayman: "Les structures de financement des
entreprises en Europe", Economie Internationale
No 66, second quarter, 1996.

M. Delbreil et al.: "Fonds propres et conditions
de financement des entreprises en Europe”,
European Committee of Central Balance Sheet
Offices, 1997.

Sources: according to Delbreil et al

OECD and BACH;
Germany, France, Italy and the United
Kingdom.

Balance Sheet Office;

Germany, Austria, Spain, France, Italy.

a) Credit/GDP;

b) Balance-sheet structure;
c) Profitability;

d) Resource percentage.

Net equity/financial resources.
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1987-1993;
Non-financial companies.

1990-1993 (checked for 1995);
manufacturing industry.

In 1994, credit/GDP higher in Germany and
Italy, lower in France, very low in United
Kingdom;

1987-1992, share of external finance higher in
Germany, in the United Kingdom (short
term), Italy, lower in France.

Least leverage in France and Spain;
Germany more leveraged on median values,
less on aggregate data;

Austria ranked between these positions;
Least favourable position in Italy.



The choice, or rather the availability, of data and indicators is dso of determining importance for
assessng the effect of size on leverage. Rgan and Zingdez find that leverage corrdaes postively
with sze in dl G7 countries except Germany. When the database includes both listed and unlisted
companies, tests often show the opposite: leverage declines dong with size in the European countries
sudied (for Germany, see Bundesbank, 1994; for France, see Consail national du crédit, 1994).
The influence of gze is dso sengtive to the number of determinants selected for the econometric
study. A test on French data shows that the effect of Sze on capitd structureis less clear when other
factors such as the age of the firms, usudly aggregated within the sngle size variable, are introduced
samultaneoudy (Bourdieu et d., 1993).The canonicd digtinction (market- or bank-oriented) assumes
that capitdisation is rdaivey higher in market-based countries than in bank-based countries and
that, in the firg group, financid markets are an important, or at least a not inggnificant, source of
funds for companies while they may be an inggnificant source in the second group.2 Corbett and
Jenkinson set out to demondirate the difficulty of testing theories of corporate financing by usng
international aggregate data (OECD) (Corbett and Jenkinson, 1996). They compare net sources of
finance for physca invesment (net of depreciation and other financid flows reducing corporate
resources), according to the method aready used, notably by Mayer (Mayer, 1988). They observe
that, in dl the countries conddered (United States, United Kingdom, Germany and Japan), recourse
to internal resources predominates and that over the period of observation (1970-1989) it increases
in the first three of the above countries, while the share of finance raised on securities markets fdls. It
is asif market finance were contributing amost exclusively to externd growth. The authors conclude
from this that the canonicd didtinction between systems of finance no longer accounts for modes of
financing since these tend to converge towards internd financing, dthough the digtinction remains
useful in interpreting mechanisms for the control of corporate managers.

It is thus difficult to verify te intuitive view that the mix of equity and debt differs from country to
country and from large firms to smal ones. The consensus as to the existence of such differencesis
gradualy being undermined by the accumulation of empirica sudies. It is increasingly reduced to a
recognition of the exigence of different modes of corporate control, which is confirmed,
unambiguoudy up to the present, by the tatistics for takeovers®

This departure from the intuitive view of nationa financid systems can be partly explained by
empirical biases. Cross-country studies tend to refer implicitly to the hypothess of a nationdly
representative firm, a firm which corresponds observationdly to listed companies. This hypothessis
insufficiently refined given thet, in principle, the congtraints on access to financial resources affect
amndl to medium-sized enterprises more than large listed corporations and that financid globalisation
encourages the trend towards homogeneity in the capital structures of the latter. More representative
samples and comparative corporate financing studies focused on SMEs are likdly to lead to a better
assessment of the impact of financid condraints.

OECD financia datistics include a statement of sources of financing which alows for the evaluation of the flows coming
from issuing shares (on the financiad market and over the counter), an item which is not available in the balance sheat. But
OECD netiond samples are more or less representative. Thus, in the OECD database, the sample of French companies
comprises 800 firms, compared with 25 000 for Japan, but above dl the sample is made up essentidly of very large
corporations, afact which severely compromisesiits representativeness.

In the 1990s international comparisons of corporate finance turned towards the issue of the control of company
managers (see, for example, Berglof, 1989, and Prowse, 1994).
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2. EXPLANATIONS OF THE DETERMINANTS OF CAPITAL STRUCTURE TEND TO BE
OVERSMPLIFIED

Within the determinants of capitd structure, ingtitutions and, to be more precise, regulations play an
important role. However, explanations tend to be oversmplified. To illudrate this criticadl comment,
German SMEs are a suitable example. Countries with legidation dong German lines are acase in
point. Small German manufacturing companies and their very smal Audrian counterparts have alow
level of net equity which makes them different not only from companies of the same nationdity but
aso from companies in the other countries (Spain, France and Italy) sdected in the sudy by the
European Committee of Central Baance Sheet Offices (Delbrell et d., 1997).

The high level of indebtedness of German SMES confuses the * corporate finance view’, according to
which capital structure may be related to an optima choice, i.e. an equilibrium between the tax
advantages of indebtedness and losses in the event of financia distress entailing the reorganisation of
the firm. Internationd comparisons admit that tax codes done have very little explanatory power, so
that distress codts deserve attention (Borio, 1990). Rgjan and Zingaes assume that financid distress
costs increase when legidation favours bankruptcy and is thus not conducive to corporate
reorganisation. They assume dso that financia distress costs diminish with Size, given that corporate
reorganisation is less codly than bankruptcy and eesier to implement in the case of large firms.
Therefore leverage is expected to grow with size, particularly if the degree of legd protection of the
lender is high. The German case is counter-intuitive from a‘ corporate finance view' .

A network-type approach which embraces the *bank view' may explain this puzzle. Indeed, the rate
of indebtedness can be explained by the demand side and the supply side. Therefore the degree of
protection which bankruptcy laws afford creditors may have a positive effect on the supply of credit.
A high degree of protection for creditors, as provided notably by the speed with which companiesin
difficulty can be liquidated, this being the case for legidation based on the German modd,
encourages lenders to accept levels of debt which would be consdered excessve in countries
offering less protection. For example, bankruptcy laws focusng on the survivd of companies in
difficulty, asisthe casein France, encourage lenders to demand higher leves of shareholders equity
(OECD, 1993).

Thereit is no doubt that high levels of creditor protection congtitute a negative incentive for corporate
managers and owners. However, in the find analys's, the guarantees enjoyed by creditors of both
amdl and medium-szed German firms seem to help more than hinder the recourse to debt.

The problem posed by the effect of legidation on bankruptcy in Germany tedtifies to the limits of a
unilateral approach focusing only on the credit demand sde, as does the corporate finance view,
which does not take bank behaviour adequately into account. The influence of regulatory controls on
bankruptcy is not mechanicd and cannot be defined unless the set incentive effects on lenders are
taken into account. The impact of inditutions cannot be explained by isolating regulatory controls
from practice, and financid patterns are shaped by a complex set of determinants. bankruptcy
regulations, the accounting and financing practices of each country, the relationships between banks
and companies.

Some research on the possible link between capitd structure and the nature of firms economic
activity has dso focusad on this same indicator, the cost of financia distress. As the anticipated cost
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of financid didtress corrdates postively with the probability of bankruptcy and negatively with the
probability of reorganisation, it may take different values according to the nature of the economic
activity of the borrower. This gpproach has seen little development and is supported by very few
observations (Harris and Raviv, pp. 315-319; Williamson, 1988; Titman, 1984; Titman and
Wessds, 1988). It confirms that one isolated determinant of capital structure has low explanatory
power; reduction of explanatory variablesto just one (in our example, the theoretica cost of financia
distress) may compromise the correct understanding of actua capita structure.

As areault, the German case testifies to the merits of :

— an gpproach which deds with the problems of coordination between non-finencid and financid
actors,

— a network-type approach towards the complex determinants of corporate finance, such an
goproach being only in itsinfancy.

Delbrel et d. propose the use of a network modd in which corporate financing Strategies and
dructure are the outcome of interactions within lega and economic contexts that influence, in a
digtinct way, the sources of finance as well as the borrowing requirements.

3. FRAMEWORK AND METHODOLOGY OF THISSTUDY

3.1. The information asymmetry hypothess, which embraces the difficulties encountered in
assessing corporate quality and explains credit rationing, cannot be ignored. Our framework desls
with the problems raised by asymmetry of information by taking into consderation information and
knowledge shared by the actors. It is assumed that coordination is successful only if the managers,
on the one hand, and the investors and lenders, on the other, have common points of reference for
the evdudion of firms qudity.

In the case of large firms producing, for instance, mass-consumption products, common points of
reference are numerous, even if the banks keep them at arny' s length and the investor’ s information is
limited. For such firm, capital structure is viewed in reation to standardised ratios and the actors may
reach agreement at ardatively low cost in terms of coordination.

In the case of certain firms - a smdl enterprise producing dedicated goods and using specidisad
assets being a very typica example - evaduation is a much harder task. Obtaining common points of
reference requires more investigation on the part of the investor, so that the cost of coordination is
reldively high, paticularly at the beginning of the relationship. According to the ‘commitment view’
(Rivaud-Danset & Sdais, 1992; Davis, 1996), long-term reationships between a bank and a
company may reduce informationa problems and thereby relax liquidity congraints for the borrower.
Thiskind of rdationship particularly suits such firms.

Using a sample of French smal and medium-sized firms, B. Paranque, D. Rivaud-Danset and R.
Sdais have conducted a principad component anadysis in which the first correation component relates
to the nature of the physica assets (standard versus specific) and the second to the intended market
for the products (generic versus dedicated). Distinct modes of performance correspond to the types
of company defined using this method. However, no specific capita Structure is observed. The
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"financing standard” towards which the companies in the sample converge seems to tedtify to the
difficulties of lenders in evauating companies actud and quditative characteristics. Assessment and,
therefore, coordination difficulties could be higher for the amdlest firms, as they are the mogt typified
(Paranque et al., 1997).

3.2. The framework of this sudy forms pat of the ressarch agenda of convention-based
economies, whose main am is the coordination of actors in contexts characterised by uncertainty.
Therefore, capital structure and requirements are better explained when deding with the financing of
a contingency, i.e. an unexpected event (the usual classification does not explain how a firm
behavesin the case of a contingency).

The impact of a contingency first affects current income and current assts; in the case of recovery,
the firms financd requirements fundamentdly sem from the growth of stock assets, while a
decrease in GDP growth may entail a higher weight of trade debtors. Hence, the evauation of

financid requirements and performances of companies in the sample improves by taking into account
‘cagpitd employed’, an item which includes fixed assets and net non-financia current assets.

The growth of non-financia current assets depends on the reserve financia current assets and/or the
reserve borrowing power. These two types of reserves give financial flexibility to firms Financid
flexibility is useful in the case of a temporary variation of assets. Firms may lack finendd flexibility
because their cash balance and short-term borrowing capecity are low. A lack of the financid

flexibility necessary to react to an unanticipated event (an exogeneous variaion, such as an increase
in trade debtors) is one of the possible factors in the bankruptcy of SMEs (ENSR, p. 181); at
macroeconomic leve, a lack of flexibility adversdy influences the rate of accumulation and
contributes to a deterioration in the Stuation.

3.3. The comparison of firms financia structures and performance according to country and size
implies deding with diversity. As noted above, the canonica digtinction for financid Sructure
(market- versus bank-oriented) is not of sufficient rlevance for empiricd sudies. The theoretica
framework for this study is borrowed from Myers and Hicks. Following Myers and Hicks, we
assume that balance-sheet Structures may be viewed in relation to some ‘ preferred patterns .

For Myers and Mgluf, there is only one universal preferred pattern, which is commonly referred to
as ‘the pecking order’ (Myers, 1984; Myers & Magluf, 1984). Externa financid sources are
second-best; to finance the growth of physica fixed assets, managers give priority to retained
earnings (rate of retained earnings dlows for the financing of expected investment), then to borrowing
and, eventualy, to issLing shares* Econometric tests which take into account only investment in fixed
assets are used as evidence of the ‘pecking order’, as investment corrdates strongly with cash-flow

capacity.

Tests which embrace investment in current assets are infrequent. Demirgtic-Kunt and Maksmovic,
using a sample of mgor listed companies in thirty developed and developing countries, compare

The capital market, which tends to fed that managers issue shares in order to take advantage of share overvaudion, can
ration the supply of capita, even for profitable projects. Externa investors implicitly demand a premium to purchase
the shares of relaively high-quality firms, as they cannot distinguish good firms from lemons. This modd, taken from
Akerlof (Akerlof, 1970), supplements that of the rationing of credit by quantity (Stiglitz and Weiss, 1981). Asin the
case of agency theory, externd finance is more costly than internal resources.
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ast and liability structures, obsarving very amilar patterns (Demirglic-Kunt and Maksimovic,
1996). Mot firmsin their sample used internd funds to finance fixed investment and externaly raisd
funds, especialy short-term debt, to finance short-term assets. As a resullt, it can be seen that the
‘pecking order’ changes if current assets are taken into consderation. In spite of the predominance
of internd resources to finance fixed assets, correations within debt and current assets imply that
differences in access to externd financing may affect a firm's ability to exploit growth opportunities,
as firms need to invest in both types of assetsin order to grow.

Hicksis one of the few economists who explicitly ded with the ways of financing unexpected events
(Hicks, 1975). Two ‘preferred patterns are possible:

— inan autonomy sector, the firms hold reserve financid assts,

— in an overdraft sector, the firms do not hold enough liquid assets and borrow, mainly from the
banks.

Hicks emphasises the role of short-term credit as a means of finandd flexibility. He suggests a
methodologica framework which sorts lighilities according to maturity, as does the balance sheet. He
further suggests a framework for comparisons : in his essay, the two financing sectors are sustainable.
Hicks admits that *a firm (which has no liquid assets) isnat illiquid, if it has a subdtitute in the form of
assured borrowing power, usudly from a bank’ (1975, p. 50). An explicit or implicit reserve
borrowing capacity may bring financia flexibility as does internd liquidity.

For a certain type of firm (characterised by country, Sze, age, the nature of economic activity, the
link with the parent company), the financid pattern and the degree of financid flexibility depend on
the relationship between the firm and the banks, on the organisation of the financid system and on the
financing practices of each country. The *preferred paitern’ is shaped to suit financid actors. Certain
presumed advantages of banking systems cannot easily be observed. They have undoubtedly been
overestimated, notably where the advantages of the rdaionship between universal banking
ingtitutions and large corporations are concerned.®> However, it cannot be ruled out that certain
advantages in the bank/company relationship may be of potential importance. For example, the
bank/company relationship may provide the latter with an implicit or explicit guarantee of access to
funds in order to cover unexpected financing needs. This safety net, which alows the company to
reduce its cash in hand and, hence, its capitalisation, is characterigtic of an "overdraft" regime, to use
the term proposed by Hicks. Where this "bank safety net”" is missng, firms seek a higher rate of own
funds.

To andyse firms performances, we follow the same framework. It is assumed that there is not one
but severa diginct models of profitability, each one characterised by postive and negative
determinants of profitability. Each possible modd of profitability may be as good as the next. This
last point will be developed below.

®  Edwards and Fischer challenge the widdly held view (Cable, 1985; Franke et d., 1991) according to which the presence
of financid ingtitutions as shareholders in companies ensures that creditors are better informed, thus reducing agency
cods and dlowing for higher leverage. They note that the presence of such shareholders is reflected neither in grester
leverage in the firms concerned nor in any particular capability for corporate reorganisation in the event of financia
distress (Edwards and Fischer, 1994).
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CONCLUSIONSAND METHODOLOGICAL RECOMMENDATIONS

It has been shown that it is difficult to verify the view tha patterns of corporate finance and the
restrictions limiting access to financia resources differ according to size and/or country and the view
that corporate performance can thus be affected. The consensus about the existence of such
differencesis gradudly being undermined by the accumulation of empirica studies which often do not
pay enough attention to the representativeness of the sample and the choice of indicators.

We condder that the sudy of the specific nature of patterns of finance should not be limited to the
financing of invesment. The effect that capita structure may have on corporate dynamism shifts to
take into account the availability of liquidity or the need for externd liquidity to finance short-term
vaiations in circulaing (current) assets. Thus, the qudity of evidence is improved by using a set of
ratiosinduding:

— advanced capital, which is a broader item than fixed assets;
— indicators of financid flexihility;
— different indicators of economic and financid performance.

The survey of empirica studies shows that, in order to sudy financid structures and performances, it
IS necessary to use representative samples and comparable data. Although harmonisation of BACH
datais not complete, BACH provides the information necessary to andyse the remaining differences
(see Appendix 11.2).

The survey of empiricd studies and theoreticd literature suggests that financid structures and
performances are better explained:

— inan gpproach based on a network of their complex determinants,
— inan gpproach dedling with the issue of uncertainty in afirm's day-to-day existence.

It isassumed that this framework suits SMESs particularly well.
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CHAPTER || : DESCRIPTIVE ANALYSISOF RATIOS FOR BUSINESS ENTERPRISES
IN EIGHT COUNTRIES SELECTED FROM THE BACH DATABASE (1990-96)

The ratios andlysed below cover the period 1990-96 and concern only the eight countries for which
complete or nearly complete data are available, namely: Audria, Belgium, France, Germany, Itay,
Portugal, Spain and Japan. The United Kingdom and the United States are examined in separate
sections. For each ratio, charts and graphs which are broken down by country and size show the
mean vaue for the overal period. The ratios selected are presented in the boxes, a more accurate
definition following the BACH schemeis shown in the appendix (p. XV).

1. DETERMINANTSOF GROSSPROFITABILITY

In dl the countries except Itdy, the large firms show the lowest profitability (cf. Graph 11.1).
Economic differences are the main determinant here, athough a sampling bias in favour of the most
profitable smal firms should not be excluded.

Apart from congderaion of size, overdl gross profitability (gross profit over capita employed) is
roughly comparable between countries, the exception being France, where it is substantialy higher.
Within the other seven countries, differences are not very substantia; they may be due not only to
economic differences but dso to accounting differences, as well as to differences in datiticd
treatment.

The factors which favour profitability differentiate firms according to Sze in a reatively clear-cut
manner.

Box I1.1 Return on capital employed or gross profitability

The formation of profitability is based on afirm’'s assets and efficiency and on the marketsidentified by it. These effects
arereflected in cogt structures.

The sdlf-financing it achieves over the medium to long term contributes to its financial resources.

Profitability may be evauated using a large sat of indicators. Evidence is highly sendtive to the choice of indicators. In
this study, overal gross profit over capital employed has been selected. It isthe most basic ratio:

— Gross profit is the margin after paying the cost of materids and consumables, plus operating charges and staff codts. It
enablesthe firm to create the necessary provisonsto meet itsfinancid charges and to pay tax on itsresults;

— The denominator is the capital employed or advanced, an item which takes into account all fixed assets, plus the
working capita requirement and other non-finencid and non-monetary current assets less other non-financia current
liabilities. The working capita requirement is defined by operating assets (stocks and trade debtors) less operating
liabilities (trade creditors and payments received on account of orders) (see dso Box 11.6).

Thus the financing pattern does not influence gross profitability asit affects neither the numerator nor the denominator.

The e of other indicators of profitability would yield other evidence. For indance, margin rates
such as mark-up or ‘ gross operating profit ratio’ relate gross profit to ether value added or turnover
and so0 do not take into account the assets used to generate turnover. Financid profitability, i.e. the
profitability of own funds, would introduce other determinants since it depends not only on economic
performances but aso on the level and cost of indebtedness. For reasons explained in Box 11.1,
‘gross profitability’, o referred to as ‘return on capital employed’, has been selected in this study.
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Graph I1.1: Gross profit / capital employed
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1.1. What arethe positive determinants of SME profitability ?

Determinants which favour SVIE profitability can be divided into two groups.
- greater efficiency in the use of the capita employed;
- ahigher degree of product transformation.

1.1.1. Greater efficiency in the use of the capital employed
This evidence is borne out by the following ratios:

a higher rate of value added over capital employed (cf. Graph 11.2): vaue added per unit of
capitd is sysematicaly higher in the case of smdl firms. Thisratio decreases dong with sizein the
elght countries, this being a marked trend in dl the countries except Itay;

Box 11.2 Rate of value added over capital employed

Thisratio is germane to overal gross profitability. It thus strongly influences gross profitability. Efficiency in the use of
labour and capitd can be evaluated by applying the following criteria

— the gpparent labour productivity (thisratio isnot available, as BACH does not provide employment data);
— the efficiency of fixed assets (value added over fixed asts);

—the efficiency of capitd employed reates vaue added to capitd employed (the denominator takes into consideration
amog the totality of assats, namely fixed and current non-financia and non-monetary assets, less trade and other non-
financia creditors).

Subgtituting capitd for labour has a postive effect on labour productivity and a rather negative effect on capita

efficiency. The efficiency of fixed assets tends to decrease according to size (in two countries it is dightly higher for

medium:szed enterprises). Differences between SEs and LEs can be dramétic, asin Germany and France.

a lower rate of fixed assets over turnover (cf. Graph 11.2): assets are here the numerator, so
that a lower level indicates greater efficiency in their use (a lower levd is required per unit of
turnover). This ratio is gpproximately the same for amdl and medium-sized firms and is
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sysemdicaly higher in large firms. Smdl and medium-sized firms in France and Germany show
an asset turnover rate that is nearly twice aslow asthat of large firms.

The above ratios indicate indirectly that sndl and medium-sized firms are less capitd-intensve than
large ones. Thus efficiency in the use of fixed capitd is gredter.

Graphs 1.2 :Vaue added / capitdl employed
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1.1.2.Higher degree of product transformation
This evidence is borne out by the following ratios:

— ahigher rate of value added over turnover (cf. Graph 11.3): the rate of vaue added per unit of
turnover decresses with Size;

— alower rate of intermediate consumables over turnover (cf. Graph 11.3): the proportion of
intermediate consumables in turnover increases dmost systematically with the sze of the firm (see
chart: cogts of materids and consumables, in Appendix II). SMEs use less intermediate
consumption in their manufacturing process than LES.

These ratios confirm the higher capacity of SMEES to create va ue added.

Comparative handicaps of SMEs will be commented on below. Identifying the comparative
advantages of profitability in large firms obvioudy leads to identification of the negetive effects for
SMEs.

Graphs|1.3 :Vaue added / turnover
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1.2. What are positive deter minants of large firms's profitability ?

1.2.1. The distribution of value added favours the profitability of large firms over sndler
ones. Thisevidence is borne out by the following ratios.

— the mark-up ratio (cf. Graph 11.4) increases with firm sze for Belgium, France, Portugal and
Japan and the same is observable in Italy from 1994 (it decreases for Austria as from 1992 and
the mark-up ratio remains the same in Germany, regardless of firm sze);

Box 11.3

The mark-up ratio is defined as gross operating profit over value added. As defined by BACH, value added is divided
between staff costs and gross operating profit, with the result that the mark-up ratio is equd to unity less staff costs
over vaue added.

It isinterpreted as an expression of the power to negotiate pricesin the market or with other firms. But it may alsobe
simply the consequence of the cost structure.

— staff costs per unit of turnover islower for LES.

The proportion of staff cogts in turnover (cf. Graph 11.4) systematically decreases with the Sze of the
firm. The difference in the didribution of gaff costs may result from:

- alower leve of wages for equa qudifications, but we assume that LES offer better wages than
SMESs, something which is commonly acknowledged;

- ahigher leve of labour productivity which can be related to a more capitd-intendve orientation
of large firms, snce subgtituting cepitd for labour is the normd way of increesng labour
productivity.

The gap between LEs and SMEs has increased over the past Sx years. This growing difference in
saff costs could aso be explained by the higher propendty of LESto use staff costs as an adjustment
variable during periods of recesson and therefore to maintain roughly the same level of labour
productivity even in periods of recesson (European Economy, No 7, July 1997, pp. 23-24).

Box 11.4

Saff costs cover socid charges, wages and sdaies. Their level depends on the extent to which externd labour is taken
into account and on the existence of employee participation schemes.

The share of gaff costsin value added or in turnover correlates pogtively with the level of wages and
negatively with the level of [abour productivity.

- cash-flow capacity

The capacity to extract higher cash flow from equa turnover increases with size in every country
except Spain (cf. Graph 11.5). Thus, large firms have the highest sdlf-financing capacity. This higher
capacity can be explained by the higher mark-up ratio, but it may also be caused by higher gross
financid income and lower financid charges.
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Box 11.5

Cash flow is cdculated by summing gross operating profit and financia income less charges and by deducting the tax on
profits. The cash-flow capacity (cash flow per unit of turnover) enables the firm to creste the provisions for depreciation
on fixed assts It will dso be the source dther of shareholder remuneraion (dividends) or of sdf-financing through
adlocations to reserves. Clearly, cash-flow capacity influences a firm's invesment potentid since it is the source of
internd finence

In this study we assume that the productivity of labour is higher in large firms, as a consequence of
their higher capita intengity; this is a commonly accepted hypothesis since this ratio cannot be
evauated. The BACH database does not give the number of employees, but value added over
staff costs may be used as a proxy for labour productivity. This ratio increases with Sze in seven
countries, the tendency being particularly strong in Portugdl.

Graphs|l.4 :Mark-up ratio
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1.2.2. Another element benefiting large firms. the working capital requirement

Box 11.6

The working capital requirement over turnover measures the weight of short-term non-financial assets, these being
stocks and trade debtors. Trade creditors must be deducted as they are a source of financing strongly correlated with trade
debtors. Both are ‘non-financid’ items as they do not bear interest. Their levels depend on nationd and sectora habits.
The weight of these assets results from the firm's network of upstream-downstream relationships i.e. the nature of its
commercid relationships with suppliers and customers.

In mogt of the European countries selected, smal and medium-sized firms showed a higher working
capita requirement (cf. Graph 11.6). The study of the magjor components of working capita shows
some interesting regularities which will be explained below to support this observation.

Graph I1.5 : Cash-flow capacity
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The ratio of stock to turnover, which is expressed as a number of days, when multiplied by 360,
identifies firms according to sze (cf. Graph 11.6). In the European countries, its mean value varies
within a rather narrow range from 45 days in Spain to 60 days in Portugd (al szes included, in
1994, which is the last year when data was avallable for Germany). Neverthdess, this ratio remains
higher in any European country than in Japan, where it is only 38 days for dl szes, a figure which
testifies to Japanese business organisation, which ams to reduce stocks to a few days. The stock
ratio decreases with size in the European countries covered by our study, apart from France.
Differences according to size may be dramatic; in 1995, for instance, the difference between large
and smdl Spanish firms was 20 days.

The fact that large firms have fewer days of stocks than smaler firms may be partly due to the
growing tendency of large firms to subcontract sock management to small and medium-szed firms,

The rate of trade debtors over turnover displays a common feature in European countries, with large
firms showing the lowest rate in any country expect Japan.

The trade creditors ratio is roughly comparable from one size to the next in five countries. The
French case is worth noticing since large firms have both the highest level of trade creditors and the
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lowest leve of trade debtors. Hence, smdler French firms supply liquidity to the larger ones through
non-interest- bearing trade credit.

Graphs 11.6: Working capitd requirement / turnover
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To sum up, the difference in the working capital requirement ratio may sgnify some power on the
pat of the large firms to manage short-term assats, dong with the flexibility of SVMIES. In the
European countries, large firms manage stocks in such a way that they cover fewer days than in the
caxe of smdler firms. They dso benefit from trade credit snce they are in a better negotiating
position than smaller firms, regardiess of other factors which influence trade credit (as is commonly
accepted, the levels of trade creditors and debtors are much lower in Germany than in Itdy). It
suggests dso that in the European countries SME flexibility, i.e. the capacity to react to unexpected
demand, requires ahigher rate of current assets.
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SUMMARY AND PREMIMINARY CONCLUSIONS

This decriptive andys's shows that the ratios which have either a negative or a postive influence on
profitability distinguish between firms according to 9ze in a reaively dear-cut manner which
transcends nationdity (see Chart 11.7). This evidence supports the idea that there are different
petterns of profitability formation.

In small firms, profitability management is less ‘sophisticated’ .° Hence, it may be that some of the
negetive effects on large firms are exaggerated by the data. Externd growth through the acquisition of
holdings makes it possible to centralise profit formed elsawhere and to locate it in a country selected
for its tax advantages. The study of the determinants of profitability has shown that the efficiency of
fixed assts is lower in large firms. It indicates indirectly the grester capitad intensty of LEs a
handicap for profitability which is partly offset by the lower share of staff costs. But the weight of
fixed assets and its negative effect on large firms' profitability cannot be reduced to tangible assets.
To make this point clearer, it is necessary to take the financid component into consideration. The
weight of financid fixed assets, which include shares and long-term loans in &ffilisted undertakings,
arises from managing externa growth. In al the countries sdected, the proportion of financid fixed
ass in the total amount of fixed assets increases with size (cf. Graph 11.8). The proportion is
paticularly high for large firmsin Belgium, France and Germany. The fixed assets over turnover retio
would be higher if financia assets were excluded from the denominator, and the gap between SMEs
and LEswould be lessened.

Chart 11.7 Indicator and determinants of profitability

Large enterprises Smdl and medium-sized
enterprises
Gross profit / capital employed
Value added / capital employed H A
Value added / turnover H A
Fixed assets/ turnover H A
Costs of consumables/ turnover H A
Mark-up A H
Staff costs/ turnover A H
Working capital requirement / turnover A H
Cash-flow capacity + A H
lesser value A : profitability advantage
+: higher value H : profitability handicap

Comparative advantages in favour of SMEs come from a higher rate of vaue added over fixed
assets and a higher degree of product transformation. Both of these advantages can be related to
grester |abour intengty.

Hence, there are factors influencing profitability that work in opposite directions. On the one hand,
lower capitd intengty, which is a feature of SMES, promotes their profitability. On the other, by

®  For ingtance, the weight of other non-financial current assets less other non-finandia current ligbilitiesislower in SMEs

than in LEs, aratio which promotes the former's profitability, theseitemsbeing included in the capita employed.
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reducing economies of scae and labour productivity, it can have a negative impact on profitability, at
least on adtdtic view.

Graph 11.8: Financid fixed assets/ fixed assets
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This interpretation suggests that an SME is not a large firm operating on a smdler scae and that
SMEs and LEs may follow digtinct petterns of profitability. This hypothesis is tested in the fourth
chapter of this study.

Some observations indicate that differences are amplified by the relationships between large and
smdl firms. Thus, the lower weight of gtaff costs (and the higher mark-up ratio) for LEs could be
related to the use of subcortracting to SMEs. It is supposed that large firms can aso subcontract
stock management and benefit from trade credit; these advantages are reflected in the working
capita requirement ratio. The network of business reationships would accentuate SMES
comparative advantages (higher capacity to create vaue added) and handicaps (higher working
capita requirement).

These obsarvations obvioudy influence financia needs. SMES operdting cycle (or business cycle)
requires more financia resources per unit of turnover.

To concdude, SME financing:

— mug not be related to lower performances (observations are highly sendtive to the ratio of
profitability, and the ratio selected in this study indicates higher performances); in spite of a lower
cash-flow capacity (i.e. cgpacity to create interna sources of finance per unit of turnover), SMEs
need alower leve of capita employed per unit of turnover;

— must be rdated to the rate of investment in fixed assats;

— cannot ignore the higher working capitd requirement of SMES, a characteristic which can be
related to greater flexibility.
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2. FINANCIAL STRUCTURE AND CAPITAL

Aswe now turn our atention to financid structure, sructura differences among small, medium-sized
and large firms are no longer clearly discernible. Soecific nationd features of financid systems affect
firms behaviour, o that regularities in Sze are more difficult to observe.

Three matters will be examined in this subsection:

— own funds, leverage and provisions, i.e. stable resources,

— short-term capitd and liquidity requirement;

— financid charges.

2.1. Own funds, leverage and provisons

The raio ‘financial debt over balance-sheet total’ relates dl the debts that bear financia charges
to the balance sheet (Box 11.8 and Graph 11.9). It decreases with sze in four countries. Audtria,
Germany, Portugd and Japan. The large gap between SMEs and LEs is a peculiarity of the
Germanic countries, dready examined in the first chapter of this study. Differences according to size
are smdl in France, Ity and Spain. Belgium stands out in thet large firms there tend to be dightly
more indebted than SMEsS.

Graph 11.9 : Financia debt / balance sheet tota
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Box 11.8

Components of financia indebtedness are mainly debenture loans, amounts owed to credit indtitutions and intra-group
loans. Trade credit is not included as it does not generate financia charges. However, this is not the case in Germany,
where trade credit is not always shown separately from financia credit.

It isdifficult to interpret the differencesin leve between the countries because we cannot dways ditinguish whether they
stem from accounting and satistical rules or from nationa lending relationships.

Andydsof the ratio ‘own funds over balance-sheet total’ will support these observations (Graph
11.9). SMEs are far less capitalised than large companies in the four above-mentioned countries. In
the other four, differences according to size are not sgnificant.

Graph 11.10 : Reserves/ capitd and reserves
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The ratio ‘reserves over capital and reserves estimates the proportion of reserves in own funds
(Graph 11.10). Reserves are one source of own funds, the other one being externd funds, which may
come either from associates or from financid markets. It is commonly assumed that large firms can
issue shares more eedly than smaller ones, so that the proportion of reserves in own funds can be
expected to decrease with Size. In fact, thistrend is not observed in any country.
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The ratio referred to as ‘leverage’ in this Sudy reaes long-term financid debt to overdl stable
capitd, i.e. long-term financia debt plus own funds and provisons (Graph 11.10). In the four
countries mentioned above, smdl firms are more leveraged than larger firms, possibly offsetting their
lower capitdisation. The gStuation in France is different in that SMEs there have dightly lower
capitaisation and lower leverage and, hence, less stable capitd than LES. This ratio provides
confirmation that Sze does not have a sgnificant impact on the capitd structure of Itdian firms.

The ratio ‘provisions over own funds' (Graph 11.11) shows that country has a powerful impact on
finencid dructure while sze has only a smdl impact. It is sructurdly very high in Audria and
Germany notably because of the pension provisons that are managed by firms for their employees.
These provisons should be congdered virtudly as ‘own funds. This item includes other types of
provisions the Size of which reflects accounting conventions and tax incentives.

Graph 11.11 : Provisions/ own funds
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2.2. Short-term capital and liquidity

The ratio ‘short-term financial debt over turnover’ (Graph 11.12) relates short-term financia debot
(mainly from banks but dso from the parent company) to turnover. Per unit of turnover, more short-
term financia debt is required by SMEs in most of the sdected countries. This observation can be
associated with their financid debt structure and their higher working capitd requirement.

‘Financial debt structure’ measures short-term financid debt as a proportion of overdl financia
debt.” In the countries of southern Europe, SMEs display a dightly higher rate of short-term financial
debt while in al European countries medium-sized companies share the same fegture. Japan is the
only country in the sample where smadl enterprises have less recourse to short-term debt than large
ones. This point will be discussed in the fifth chapter of this report.

The ratio ‘cover rate of capital employed’ is related to operating funds since it indicates the degree
to which a firm's long-term or stable funds (own funds, long-term debt and provisions) cover fixed

" Short-term debt indludes longterm loansfaling due within one year, but thisis not the case for French firms since this

classof loansis not deducted from the BACH item “total amounts due and payable after more than one year'.
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assats, the working capitd requirement and other non-financid current assets (Graph 11.13). The
cover rate of capital employed increases with sze in Audtria, Germany, Portugd and Japan. It
decreases in Belgium and France, where smdl firms have proportionatdy higher amounts of
operdting funds. Thereis no discernible Sze-related difference in Italy or Spain.

This ratio sums up two partly independent factors. The numerator, long-term financing, may grow
with size in mogt of the selected countries as ts components are the following items capital and
reserves, provisons and long-term financia loans. The denominator, capitd employed, is reaively
higher for large firms. In Ity and Spain the effects of these two factors cancel each other out; in
France and Begium SMEs take advantage of their lower capitd employed per unit of turnover; in
the other countries large firms take advantage of their higher proportion of long-term capitd.

Graphs|1.12 : Short-term financid debt / turnover
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Graphs|1.13 : Cover rate of capita employed
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Box I1.9 Liquid capital requirement

The liquid capital requirement depends on the way a firm covers the capita employed, which can be financed only by
longterm or stable funds (own funds, longterm financia debt and provisons). In such a case, the liquid capita
requirement is negative and, as a consequence, the current financia and monetary assets exceed short-term financia debt.
In other words, the cash baance is positive and any growth of assets can initidly be covered by current investment and
cash. Such a case describes an ‘autonomy sector’, using Hicks' classfication, to which thisreport has referred.

However, current investments might be considered not as reserves but as any investment generating profit. This behaviour
was observed in thefirgt part of this decade, when the interest rate on short-term investment was exceptionaly attractive.

If the stable financid resources do not cover the total amount of capital employed, the gep is financed by short-term
financid indebtedness, the cash baance being negative and the liquid capita requirement positive. In other words, the
liquid capita requirement is positive when operating funds (i.e. stable funds less fixed assets) do not cover the tota
amount of non-financid current assets less non-financid current ligbilities.

Obvioudy, in this second case, which typifies an ‘overdraft sector’, the banking relationship is important for business
flexibility.

The ratio ‘liquid capital requirement over turnover’ complements the previous one (Box 11.9 and
Graph 11.13). Liquidity requirements, which stem from a lack of operating funds, decrease with firm
sze in Audria, Germany, Italy, Portugd and Japan because long-term fund cover tends to be better
in large firms there (as indicated by the previous ratio). However, this trend is not dways linear
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relative to Sze. Generdly spesking, whatever thelr Sze, firmsin Austria, Germany, Itdy, Portugd and
Spain display a postive liquid capitd requirement since their long-term funds do not cover totdl
capital employed. For the other three countries, the cover is close to or above unity. Of course, a
symmetrical result would be obtained by looking at the ‘cash balance’, which represents current
invesments and cash at bank and in hand less short-term loans owed to credit inditutions and to
other financia creditors.

2.3. Financial chargesand risk

It is well known that the smalest firms cary a risk premium which is usudly - and rather
superfiddly- explained by ther higher falure rate. With BACH data, it is possble to estimate the risk
premium as the difference in the goparent interest rate according to size for the following countries:
Bdgium, France, Germany, Italy, Spain and Japan.® Risk premiums are roughly constant, except in
Italy, where they decrease during the period under review. They are not high for medium-sized firms,
ranging from O to 1 percentage point, but are subgtantid for smdl firms. Compared with large firms,
smdl firms carry a risk premium thet is 2 to 3 percentage points higher in dl the above-mentioned
European countries except Germany (because of an accounting peculiarity, this last result may be
mideading). The Studion in Jgpan is rather different as the risk premium is dmost as high for
medium-Szed firms as for smaller ones.

3. COMMENTSONTHE UNITED STATES

The US data is not mentioned in te comparisons above and are andysed separately for three
reasons. Firdly, the United States, like the Netherlands and the United Kingdom, provide data from
consolidated accounts. The eight countries selected provide data from individua accounts only.
Secondly, since harmonisation has so far been focused on the European countries, the comparability
of the US dataiis limited and some important items are not available. Thirdly, there are only two Sze
classesand ‘' SMES' cover mostly medium-Szed firms.

Only two determinants of profitability can be evaduated. In the United States, SMES have the same
comparative advantage as in the European countries. The rate of fixed assets per unit of turnover is
far higher in SMEs than in LEs. However, the working capitd requirement is smilar in SMEs and
LEs (a higher proportion of stock is offset by a higher proportion of trade creditors). Thus, per unit
of turnover, SMEs need less capita employed.®

The available data are only averages. This reduces their informative value since margind interet rates cannot be
ascertained.

Y et, comparisons with European firms are dubious as the item *payment received on account from customer” is not
included in ‘trade creditors and the non-available item tendsto favour LEs.
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Graph11.14
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The financid gructure is influenced by these features. The cover rate of capita employed (i.e. stable
capitd over capita employed) is higher for SMIEs and the liquid capita requirement is negetive. To
sum up, the avalable determinants of profitability and the indicators of capital requirement suggest
that SMEs show a pattern of profitability which requires relatively less capitd.
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Some indicators of the capitd structure dso show that size distinguishes between firmsin a clear-cut
manner. Arg, the level of own funds is dightly higher for SMES, a feature which is not observed in
the selected European countries. Of course, this observation merits attention but, using the BACH
database (like any balance-sheet data), it is not possible to distinguish between the sources of own
funds (cash flow, shares issued privately or on the financid markets). Y €, this feature can be related
to a second one, the leve of provisons, which is quite low for SMEs but important for LES (from
1992 to 1996, the ratio ‘provisions over capita and reserves fluctuated between 40% and 50%).
The United States is the only country where the level of provisions identifies firms according to size

34



(this may be due to consolidated accounts). Findly, the proportion of short-term debt, which isvery
low in LEs, is a sgnificant figure in the case of SMES™ a feature which is aso observed in the
European countries. This last result suggests that the banking relationships might be more important
for SMEs than for LEs, in spite of their higher capitalisation.

Graph11.16
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To sum up, the US data confirms the following. SMEs are less capitd-intensve and more reliant on
short-term financid debt than larger firms.

CONCLUSIONS

If we look at the determinants of profitability, structura differences gppear among small, medium-
Szed and, above dl, large firms that transcend their nationdity. Two ratios which are germane to
gross profitability sum up the advantages of smal and medium-sized firms compared with large firms
their capitd employed over turnover rateis higher, asis the value added per unit of capital employed.
Comparative advantages in favour of SMIEs come from a higher rate of value added over fixed
assets and a higher degree of product transformation. Both of these advantages can be associated
with gregter labour intengty.

If we turn our attention to financid structures, the picture is less clear and regularities that transcend
nationality are far from being so evident. Some widespread ideas about SMES financid handicaps
are neither confirmed nor denied. This study suggests a new way of coming to terms with such idess.

It is often said that, compared with larger firms, SMESs are much more dependent on interna sources
of funds (owner's own capital and retained profits) than on externd sources of finance (financiad
markets and indebtedness). This handicap is not easy to demonstrate since one cannot tell which part
of subscribed capital comes from the owner and which part from financia narkets. Leaving this
adde, leverage (i.e. long-term financid deht) is higher for SMEs than for LEs in four of the eight

1% |t should be pointed out that these two ratios do not distinguish between European firms according to size.
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selected countries (Austria, Germany, Portugd and Jgpan) while own funds have asmaller weighting.
As a whole, SMEs do not seem to be more dependent on interna sources than larger firms since
long-term debt can offset alower rate of financid market funds.

It is commonly acknowledged that SMEs suffer from a lack of own funds. This sudy ams to
chdlenge not the datidtical observation but the usud interpretation given, as exemplified by the
expresson ‘suffer from a lack of’. Using the BACH database, a gap can be accurately observed
between SMEs and LEs in four countries, while no marked differences according to sze are
disolayed in four others. Meanwhile, in the United States, SVIES are more highly capitalised than LES
(see Chart 11.17). By qudifying this gep as ‘alack’, economigts wish to highlight the importance of
own funds. The undercapitdisation of SMESs can redrict asset growth. It is dso a key measure of
solvency which indicates an enterprise's financid solidity to investors. However, ‘own funds’ isa
key factor which cannot be viewed in isolation as the following comments suggest. Own funds are an
internd resource for funding investments and provide a sgna which helps to increese externd
resources. The question of the adequate level of own funds cannot be discussed per se, without
taking into consderation, firdly, the growth strategy of each individua firm and, secondly, the various
sources of finance for each firm.

Chart 11.17 Financid structure and capitd requirement of SMEs (versus LES)

Number of countries
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Financial debt / balance sheet
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A firm that relies too much on debt can suffer from an excess of financid charges that would
jeopardise its future development. In contrast, a firm that relies too much on own funds may miss
some opportunities to increase its assets because such an increase would have implied debt. Such a
firm will certainly send good signals of sound finance to investors but these signal's would be of little
vaue if the managers planned to rey only on interna resources to fund asset growth. For such afirm,
a high level of own funds may corrdate with a low-investment strategy which can be detrimenta to
future competitiveness.

It is usudly accepted that a low leve of capitdisation testifies to the difficulties of SMEs in issuing
shares on capita markets, so that their choices are reduced in comparison with LES. Yet, in some
cases, eg. smdl firms in Audtria and Germany, another interpretation fits better. Here, what may
appear as a low level of capitdisation may aso be seen as the result of managers preference for
other funds. As a matter of fact, the high leverage of smal Audtrian and German firms tetifies to the
ease of access to other externa resources, mainly banks.
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Findly, the main evidence of this descriptive andyssis summarised below.

The andyss of the determinants of profitability shows that SMES enjoy comparative advantages.
Both the efficiency of fixed assets and the degree of product trandformation are higher than in the
case of LEs. With their greater |abour intensity, staff costs per unit of vaue added are higher and thus
the mark-up is lower. An additiond feature of SVMIEs is the higher rate of stock and trade credit per
unit of turnover, this being partly a result of inter-business reaionships, which in most countries
favour large firms.

Observed capital structure does not lend itsdf to any Straightforward interpretation because of the
complexity of the determinants, including specific nationd features of financing sysems. The
compostion of stable finance is highly sendtive to country. Neverthdess, some regularities are
observed. In four countries, the same man features can be observed. SMEs ae less highly
capitalised but more highly leveraged (‘leverage in this study takes into congderation only long-term
financid loans). Thus, the lack of stable funds due to the lack of own funds tends to be offset by
long-term indebtedness. Therefore, SMEs display a far lower rate of stable capitd over capita

employed in only two of the four countries, Audtriaand Germany.

On the whole, SMEs tend to rely more on short-term (as opposed to long-term) financid debt than
larger firms, while SMEs require more short-term financid debt per unit of turnover in most
countries. This tendency may correlate with their higher working capital requirement and higher
flexibility.

The ratios examined in this descriptive part of the study call for afocus not only on SMES handicaps
but dso on their advantages and specific financial needs.
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CHAPTER |1l : EVIDENCE FROM PRINCIPAL COMPONENT ANALYSISAND
CLUSTER ANALYSIS

For a better understanding of the financid pattern and its assumed impact on the performances of

fi

rm, data andysis (i.e. principal component andyss) is used as a way of displaying a framework

which embraces the financid dructure and the most common indicators of profitability. Indeed, in
order to test the view thet the financid pattern:

— s better described by using a set of financid indicators so as to take into account the financing of

flexibility (Chapter 1),

— may differ not only according to country but also according to size and perhaps sector, and

— may belinked to acomplex set of other ‘redl’ variables, mainly profitability,

two datistical methods are suitable: principal component analyss (PCA) and clugter andlysis (CA).
Since a minimum of 8 and a maximum of 20 variables have been sdlected to highlight the capita
gructure of SVIEs and large firms, it isimpossible to plot dl these variables smultaneoudy. Principa
component analys's can be usad to summarise the data in two or three dimensons and helps to

V

isudise the data (Box 111.1).

Box I11.1

Principal component analysis (PCA) begins by cdculating the correlation among corporate BACH data, broken down
by sze (3 szes), sector (3), country (8) and year (6 or 7). It dlows the number of selected variables - cdled ‘active
vaiables — to be reduced to afew independent and hence orthogona components (or factors). Principa components are
plotted to illustrate that they represent orthogond rotations of the origind variables.

PCA is used mainly to sort individua data However, the corporate data available from BACH is group data and not
microdeta, i.e. there is only one average figure for each Sze/sector category and baance-sheet item. Hence it isimplicitly
assumed thet al enterprises in one category behave like the average within a given category. In other words, the average
firm is assumed to be a representative one. Our sample contains 486 observations or ‘average firms which are grouped
into clusters.

We then turn to cluster analysis, which sortsthe output data set according to each of the large components and permits
the grouping of data that is most smilar (a standard iterated agorithm is used to minimize the sum of squared distances
from the cluster means). The obsarvations are divided into clusters so that every observation belongsto only one clugter.
The number of clusters is chosen according to frequency so that the number of observations in each cluster is not too
small. Principa components are plotted to illustrate how origina observations are soread out. The most ‘ representative
firms of the sample (firms of the BACH data sample broken down by size, sector, country and year) are located near the
intersection of the principal components.

1.

EVIDENCE FROM PRINCIPAL COMPONENT ANALYSIS

Variables have been sdected following atheoretical approach which takes into account the financing
of contingencies.

Active variables are modtly indicators of the financid pattern. They have been sdected on the basis
that:

— the impact of contingencies first affects current assets, © that financial debt has been broken

down according to term, and
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— the accumulation of cgpitd must be widened and must include circulating or short-term
nonHfinancia assets, instead of focusing only on fixed assets.

Therefore, the ways of financing the gperating cycle deserve specid attention. Theoreticd literature
did not pay much attention to this topic. As explained in Chapter 1, this research follows Hicks' idea
of two financing sectors (one cdled ‘autonomy’ and the other called ‘overdraft’) which differ when it
comes to obtaining liquidity should an unexpected opportunity result in aneed for additiond capitd:

() in an autonomy sector, the firm holds reserve financial assets (cash at bank and in hand, as
well as liquid securities or current investment) as a counterpart to the high coverage of assets by
long-term debt, provisons and stockholders' equity;

(it) in an overdraft sector, the firm does not hold enough reserve financid assets (or interna
liquidity) and borrows, mainly from banks.

Asthis research aso focuses on the stlandard structure of capita, i.e. on the usud distinction between

instruments of ownership and debt securities, active variables have been sdected so that firms can be

disinguished:

— acoording to the way of financing totd employed capitd, the distinction being between firms with
a high leve of own funds (equity and ‘own funds are equivaent in this report) and those with a
high levd of long-term financid indebtedness (debt in excess of one year);

— according to the way of financing the operating cycle, with the previous distinction between those
which hold net reserve financid assets (i.e cash a bank and in hand, as wdl as current
invesments net of financia short-term debt) as a counterpart to a high coverage rate of capita
employed and those with net short-term financia debts.

Sdected ‘active variables which are listed in Box 111.2 and in Appendix I11 dso include cash-flow
capacity as the mgor determinant of internd financid resources and the ‘leverage impact’, which
measures the impact of debt on financid profitability.

In this research, the number of active variables is limited to 8. Thus, other ratios which are indicators
or determinants of profitability or items which may help describe the corporate capital structure are
treated as ‘supplementary variables . It means that their coordinates on components are calculated
but they contribute neither to the definition of components nor to the grouping of data The
supplementary variables are divided into two groups, asindicated in Box 111.2 and in Appendix I11.

The PCA covers the period 1989-95 and concerns, firgtly, the eight countries for which complete or
nearly complete data is available and, secondly, four other countries for which more datais missing.
Asin the previous chapter, the analys's takes only manufacturing into account.
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Box I11.2 Selected variables of the principal component analysis

ACTIVE VARIABLES

Indicator s of financial structures:

own funds/ total = capital and reserves/ baance-sheet total

leverage = provisions and medium- and long-term ligbilities/ (provisons and medium- and long-term ligbilities + capitd
and reserves)

reservesrate = reserves/ capita and reserves

short term fin. debt /* = short-term financia debt/total financia debt

cover rate of K emp. = (capitd and reserves + medium and longterm debt) / (fixed assets + working capita
requirement)

liquid capitd requirement = [(fixed assets + working capita requirement) — (provisions and medium- and longterm
lidbilities + capital and reserves)] / turnover

Indicator of profitability and of internal financial resour ces:
cash flow capacity = cash flow/ turnover

Indicator of leverageimpact:
leverage impact = ‘financia profitability less gross profitability’ = (cash flow / capitd and reserves) - (gross operating
profit over capita employed)

SUPPLEMENTARY VARIABLES

Indicatorsand deter minants of profitability:
gross profitability = gross operating profit / capital employed
profit / own funds = profit or loss on ordinary activities after taxes/ capitd and reserves
mark-up ratio
fixed asets/ t.0. = fixed assets/ turnover
working cap. require. = working capita requirement / turnover
fin. charges/ t.0. = financia charges over turnover

Financial structure and capital requirement:
provisons/own funds
solvency = cash flow/financid debt
trade creditors/ t.0.= trade creditors over turnover
current assets/st d = current assets over short-term non-financia debt
shfin. debt /t.0. = short-term finencia debt over turnover
wer + current invest& ¢ = working capita requirement + current investments and cash
over short-term financid loans

* In the PCA, short-term financial debt isrelated to total financial debt; it issimilar to the ‘financia debt structure’ ratio in
Chapter I1.
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Graph I11.1 Firgt plot: active variables and components 1 and 2
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Three components provide a good summary of the data as they explain 84% of the totd variance
(Appendix 111). Graph 111.1 is obtained by projecting the first two components, which are dways
orthogond (see Box 111.1).

The first component accounts for 48.6% of the total variance and the second for 19.7%. The main
variables corrdated with the first component are the cover rate of capita employed, the rate of own
funds and the rate of reserves (pogtively), the leverage impact, leverage and (the rate of) short-term
financid debt (negatively) (Appendix I11). The coordinates of the first component seem to suggest
that firmswith ahigh levd of equity and liquid assets would contrast with firms with high leverage and
few liquid assats. Y, the study of the second component shows that this view is oversmplified. The
second component depicts a contrast between the rate of own funds, the debt structure and the
liquid capital requirement (with a pogitive correlation), on the one hand, and leverage (with a negative
correlation), on the other. *Liquid capita requirement’ is, by definition, the opposite of ‘cover rate of
capita employed’ and, not surprisngly, strongly correlated with ‘short-term financid debt’, which
indicates the composition of financiad debt. In contragt, ‘liquid capitd requirement’ is not linked to
‘leverage’, which in this study takes into account only long-term lighilities. It indicates that afirm may
finance its need for stable funds through own funds and its need for short-term funds by borrowing
from the bank or from partners. Conversely, the *overdraft sector’ does not entail a high ‘leverage’.
It indicates tha a firm may be characterised by a high levd of long-term indebtedness and,
consequently, alow level of own funds, wheress its leve of financia current assets may be rdatively
high, with short-term financid debt not being important.
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To sum up, the most driking feeture of the plot of the first and second principal components is the
independence of the following two pairs of variables:

— cover rate of cagpitd employed versusliquid capita requirement,

— own funds versus leverage.

The plot of the fird and the third components (component 3 accounts for 15.6% of the tota

variance) shows an interesting feature (Graph 111.2). The third component is defined by a negative
correlation with cash-flow capacity and a rather low pogitive correlaion with the rate of short-term
financia debt (Appendix I11). None of the indicators of the financid paitern is strongly correlated
with cash-flow capacity, which is the explanatory variable of internd financid resources. For
instance, we do not observe a strong link between cash-flow capacity and a high rate of own funds
or, to be more accurate, we do not observe that the firms with the highest cash+flow capacity show
the highest rate of own funds. Correlation between *cash-flow capacity’ and rate of ‘own funds is
equa to 0.47. Between ‘cash flow’ and ‘rate of reserves (which indicates the structure of own
funds) correlation approximates to zero.

Graph 111.2 Second plot: active variables and components 1 and 3
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Graph 111.3 Supplementary variables and components 1 and 2
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This reault is borne out by taking into account anong the supplementary variables those which
indicate profitability and are calculated from the profit and loss account. They are plotted on the first
plot (components 1 and 2) to illustrate how indicators of profitability corrdae with indicators of
financid pattern (Graph 111.3). Graph 111.3 shows the following interesting features.

Firgly, gross profitability (i.e. return on capital employed, as defined in Chapter 11) is located not far
from the barycentre (the intersection of the two first components) and does not correlate with any
financid pattern. This suggests that the firms in the BACH database have distinct modes of financing
which are sustainable. Although the absence of any link between the level of profitability and the leve
of own funds is not surprising,** it may be necessary to make this point dlear. Higher profitability is
not linked to a higher rate of own funds because the best- performing firms are usudly those which
have the highest rate of accumulation; thisimplies that, in spite of their capacity for generating internd

' The same evidence is produced by a study using individua data from a large ssmple of French firms (Rivaud-Danset et
d., 1998).
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resources, they need externd funds which come mainly from borrowing, since the issuing of
additiond sharesis normally a very minor source of funds. This evidence aso indicates that a higher
levd of own funds does not automatically entail better performances. More facilities for issuing
shares on financid markets may be used, for instance, to reduce a firm's indebtedness; in such a
case, gross profitability remains unchanged.

Secondly, financid profitability (i.e. profitability of own funds), the mogt synthetic indicator from a
financid point of view and the most important for shareholders, is located near the barycentre; this
means that there is no discrimination between classes of the cluster anayss, i.e. groups of firms
aggregated according to ther financid pattern.

Thirdly, higher leverage (i.e. long-term financid debt) does not correlate with lower profitability - as
a consequence of the firgt point - but correlates with the leverage impact. This variable measuresthe
impact of leverage on the prafitability of own funds. The most highly leveraged firms in the BACH
database take advantage of their recourse to debt; long-term indebtedness favours the growth of
turnover so that it exceeds the growth of financid charges, the difference between the sdlected
indicators being postive.

Fourthly, the two ratios of profitability, gross or financid profitability, are located in the southern
quadrants and are not correlated with ‘mark-up’ and ‘ cash-flow capacity’, which are located in the
north-east quadrant. In the first set, ratios are indicators of efficiency. In the second set, they are
indicators of margin; mark-up indicates the digtribution of vaue added (a higher mark-up, by
definition, correlates with a lower rate of staff costs) and influences cashtflow capacity. The distance
between these two set of ratios indicates that most of the firms in the sample do not combine a higher
efficency of cepitd employed and a higher mark-up. It confirms one result of the previous
decriptive andyss. indicators of margin favour LES whereas indicators of efficiency favour SMEs.

Ffthly, gross profitability correlates with the reserve rate and cover rate of capital employed; in other
words, firms with a high level of profitability are in a better position as regards own reserves and, of
course, stable financid resources. To some extent, this evidence would corroborate the * pecking
order’ (Chapter 1); higher profitability makes it possble to limit the use of externd financid
resources, whatever they are.

To sum up, Graphs|11.1, 111.2 and 111.3 support the following:

— the absence of any link between the margin or profitability leve and the financid sructure, and

— theview that agiven leve of profitability can be reached usng digtinct patterns or models, namdy
higher efficiency of capita employed or lower unit wage codt.

Some other supplementary indicators of financia structures and capital requirement, when projected

onthefirs plot (Graph 111.4), show correlations with active variables.

— a high rate of short-term financia debt over turnover corrdaes with higher use of short-term
financia debt, as expected;

— solvency correates with own funds, as expected, because the solvency ratio relates cash-flow
capacity to long-term financid loans, with the result that this raio is high when long-term
indebtednessis low;
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— a high rate of provisgoning correlates with leverage; this unexpected result is explained by the
cluster andysis.

Graph [11.4 Other supplementary variables and components 1 and 2
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2. EVIDENCE FROM THE CLUSTER

Cluster analysis groups together smilar data. It uses the coordinates on components given by
PCA and dlows the linking of the most amilar firms and their grouping into quite homogeneous
classes according to their financial structure. Graph 111.5 is obtained by projection of the first
two components and cluster analys's suggests a divison of the sample firms into four clusters dong
the east-west and north-south dimensions.
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Graph 111.5 Active data and components 1 and 2
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Symbol size is related to the contribution of the observation to the definition of the components.

It is not surprising to find that ‘country’ has an overwhelming effect. Most firms from the same
country in our sample belong to only two clusters out of the four, while French and Itdian firms
actudly belong to only one clugter. Belgian firms are the only ones to be broken down into three
clugters (this may be due to the population covered by the Belgian data). The country effect can be
illugtrated by the following example: the average smdl Itaian firm producing consumer goodsin 1989
is more Smilar to the average large Itdian firm producing investment goods in 1995 than to its
Japanese counterpart. Similarities, even among large firms, transcend nationdity with difficulty. As
suggested in the survey (Chapter 1), this evidence has not one but numerous explanations. specific
accounting methods in spite of methodological work in this field, legal contexts, trade relations,
banking practices, development of the domestic capitd market. This las determinant varies
sgnificantly from one country to another according to the degree of liberdisation of financia markets.

For each of them, the average mean and standard deviations are calculated . The main results appear
in the tables in Appendix Ill, which gives the characteristics d each clugter. The main cluster
characterigtics are displayed in Boxes I11.3 to 111.6. The presentation of the main results sarts with
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clusters 2 and 4 because they illudtrate the digtinction between an ‘overdraft’ and an ‘autonomy’
sector.

Cluster 2 isthe most cosmopolitan and can be described as a ‘typica overdraft sector’ because, in
spite of the weight of short-term financid debt, the rate of own funds is only dightly below the
generad mean vaue (Box 111.3).

Box I11.3

Cluster 2 (154 observations; in the northrwest quadrant and in the centre of the plot, Graph 111.5) is the most
‘cosmopolitan’, i.e. is determined least by specific nationd features; it groups firms from various European countries
(Austria, Belgium, Germany, Italy, Portugd and Spain) and one Japanese firm. With the exception of Portugd, large firms
are overrepresented whereas smal firms are underrepresented. The Itaian caseis different as Cluster 2 groups together all
Itdian firms, whatever their size or sector; (in Chapter 11 it was observed that, for many ratios of capital structure, sizeis
of no rdlevancein the case of Itdian firms).”2

The main features of Cluster 2 are:
— alower cover rate of capitd employed;
— ahigher liquid capitd requirement, as a consequence of the lower cover rate of capitd employed;

— higher vaues of the other indicators of dependence on short-term credit (short-term amount due to credit ingtitutions
over turnover and overdl financid debt);

— thelessrapid working capita requirement turnover rate.

For any given turnover, the firmsin this subgroup hold more stock and/or offer higher trade credit to
their customers and try to accumulate externd current funds from their suppliers but aso from banks
and probably other financid creditors, such as the group to which they belong and affiliated
companies. In other words, their greater need for liquidity for financing the operating cycle is covered
by more externa short-term resources.

This gylised behaviour suits Itdian firms, particularly smdl ones, which are characterised by a high
level of stocks (80 days) and of trade debtors (130 days), only partly offset by trade creditors (94
days) (1995 data). Therefore, the cover rate of capital employed is relatively low (68.5%) and the
liquid capitd requirement high (20%). The Itdian firms financid pattern might be described as risky
by comparison with the others (particularly if we take into consideration overal debt, i.e. bank deb,
commercid debt and intra-group debt, regardiess of trade debtors). However, if the Itdian firms
pattern of commercia performance and its effect on the Structure of assets do not deserve attention,
their capitad structure might be described by comparison with the others (particularly if we take into
consderation overall debt, i.e. bank debt, commercia debt and intra-group debt, regardless of trade
debtors). But if the less rgpid working capital requirement turnover rate is treated as a means of
achieving competitiveness, the picture changes, the level of overal indebtedness and the share of
short-term debt can be interpreted as a response to the Size of current assets.

2 The grouping of large German firmsin this duster is rather unexpected. To explain this, we need to consider two points.
Firgly, they are located near the centre, so that the above-listed characteristics of Cluster 2 are wesker and do not
contribute significantly to the definition of this cluster (through the definition of the components). Secondly, their
proximity to other European firms is due to a complex set of variables which indicates the capitd structure; the high
proportion of short-term financia indebtedness of large German firms is probably the mgor determinant of their
grouping. Therefore, they do not share dl the characteristics of the cluster, particularly those reated to the operating
cycleand the leve of indebtedness.
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Cluster 4 can be described as an ‘autonomy sector’ (Box 111.4).

Looking at the archetypd firm in Clugter 4, which is the average medium-sized firm in Fancein
1992, is less interesting than looking at smdl firms in Japan (debt sructure in France is biased
because of the specific nature of nationa accounting methods, which increase the proportion of debt
in excess of one year, but this does not adversaly affect the data andyss).

Box I11.4

Cluster 4 (149 observations) groups together amdl and large Belgian firms, one single category of Spanish firms, al
French firms and nearly al Japanese firms. Being located in the south-east quadrant of Graph I11.5, many of ther
digtinctive features are different to those for Cluster 2.

Themain fegtures are:

- ahigher cover rate of capitd employed;

- adlightly higher rate of gross profit over capital employed;™

- ahigher rate of reserves,

- amore rgpid working capital requirement turnover rate;

- alower rate of short-term financid debt (as proportion of turnover and overdl financia debt).

The average smal Japanese firm is organised o that its working capita requirement turnover rate is
more rapid, the number of days of stocks being the lowest (only 30 days); it favours return on capital
employed, but cash-flow capacity is dightly lower because of financid charges and/or taxes. This
firm has the highest reserve ratio; the levd of overdl financid debt is high and the debot ratio indicates
a certain preference for long-term financing (debt with a maturity of over one year); as own funds
and financid debt in excess of one year cover capita employed, the cash baance is roughly equd to
zero (the liquid capita requirement is zero, hence cash and current investments equd financia short-
term debt). Therefore, for this firm, the merits of long-term banking relaionships, with banks granting
current credit when an unexpected event occurs, are fewer than for the firms in the other clusters
whose cash baance is negative. A certain preference for long-term indebtedness may be related to
interest rates, long-term debt traditionaly being less expensive, this preference, which is cusomary in
the United States, is new in Japan.**

Clugers 1 and 3 complement the study of the determinants of profitability. Cluster 1groups
together afew medium-szed and dl smdl Audrian and German firms (Box 111.5).

Looking at the paragon or archetype, i.e. the data which is closest to the gravity centre of the cluster,
helps in understanding Clugter 1. The paragon is the smdl German firm in 1993. A comparison with
the other data of the sample for the same year shows that, as expected, its capitd Structure
duplicates the features listed in Box 111.5, but it dso shows that many determinants of profitability
disolay extreme vaues the level of gaff costsisthe highest and is offset by the highest rates of vaue
added over capitd employed and turnover over capitd employed. The working capita requirement
turnover rate is dightly lessrapid than the sample's overal mean because of stocks. The cover rate of
capitd employed is rdaively low, with the result thet the liquid capitd requirement is high and the
cash baance shows the highest negetive figure.

3]t has been noticed that the overal profitability level is roughly comparable from one country to another, apart from
France (Part I1).

' The proportion of long-term debt hasincreased over the last ten yearsin Japan, while it has decreased dightly in Europe
(European Economy, Supplement A, No 7, July 1997, pp. 15-16).
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Box 111.5

Cluster 1 (46 observations) groups together firms which are located in the south-west quadrant of plot 3.5 and are most
distant from the barycentre of thefirst plot. It meansthat this cluster isthe most typicd.

[tsmain characterigtics are;
. ahigher ‘leverage and ahigher vauefor ‘leverageimpect’;
. ahigher level of provisons;

. a higher value of the indicators of dependence on short-term credit and adightly less rapid working capital requirement
turnover rate.

As a consequence, the rate of own funds is lower (the mean vaue of this cluster is haf the mean value of the entire
sample).

The low share of own funds has no link with the levd of margins and profitability, as indicated

previoudy. Therefore, thislow capitadisation can be explained by the weight of the other methods of

finendng:

— theleve of provisonsis structurdly very high in Austria and Germany, partly because of penson
provisons but aso because of accounting customs;

— the high leve of indebtedness corroborates the positive effect of Germanic law on the borrowing
capacity of amdl and medium-szed firms. The higher leverage may aso be explained by the
German tax system which disadvantages retained benefit.

Cluster 3 groups together firms which gppear to be the opposite of the firms which characterise
Clusgter 1 (Box 111.6).

Box 111.6

Cluster 3 (137 obsarvations) groups together Belgian, Spanish and Portuguese firms which are located in the north
eastern part of plot 3.4. Mediumsized firms are overrepresented. Many features of this class are the opposite of the first
one. Itis characterised by:

- ahigher rate of own funds;

- ahigher rate of financid charges,
- ahigher rate of fixed assets,

- ahigher rate of solvency.

The higher capitalisstion of firms grouped in Clugter 3 is dightly related to mark-up but not to a
higher rate of return on own funds, as displayed in Graph 111.3, where profitability of own funds is
projected near the centre of the first plot but on the southern side. Capitalisation cannot be related to
the development of financid markets in the Iberian countries. Financia charges may be an
explanatory variable of this sdf-financing structure of capitd; it seemsthat the archetype of Cluster 3,
namely the medium-szed Spanish firm at the beginning of this decade, chose a sdf-financing model
to prevent a higher, undesirable rate of financid charges. The rdative low share of financid fixed
assts might be another explanatory variable; this ratio is found to ke low in large Spanish and
Portuguese firms. A lower rate of growth of physicad invesment (a datum which is not avallable)
might provide a third explanation.
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Looking at the large Portuguese firms in 1990-91 which are furthest from the gravity centre of the
custer adds something because these obsarvations are, by definition, more typified.”®> Many
indicators of profitability have extreme vaues the highest cash+flow capacity is corrdated with the
lowest level and rate of dtaff codts (staff costs over vaue added), on the one hand, and the lowest
efficiency of fixed assats, on the other. As for the structure of capitd, the large Portuguese firms
displayed the highest rate of own funds.

Comments on Clusters 1 and 3 confirm the view that no direct link can be easily established between
the share of own funds (as opposed to leverage) and the indicators of profitability. Smal German
firms and large Portuguese firms at the beginning of this decade provide an interesting comparison in
that they:

— contrast with each other as regards the proportion of own funds;

— contrast with each other as regards the determinants of profitability (low as opposed to high staff
cogts; low as opposed to high efficiency of capita employed);

— do not contrast with each other as regards the leve of profitability.

As suggested by the comments in the cluster andys's, components of the nationa financia system,
including bankruptcy regulations, relationships between banks and companies, and the accounting
and the financing practices in each country, seem to be the most rdevant determinants of financiad
patterns.

3.  SUPPLEMENTARY EVIDENCE

3.1  Because of the country effect, the size effect islimited but itsinfluence on the grouping
of firmsin the BACH database is not inconsider able. Average smal firms covered by BACH
are often close to average large firms of the same nationdity. Yet, Cluster 1 does not include any
large firms; this last category is overrepresented in Clugter 2, smdl firms being underrepresented
(Appendix 111). When firms of the same nationality are broken down into two or three clusters, it is
usudly according to Sze.

It is interesting to observe that smdl firms are those which contribute most to the definition of the
components (see Graph 111.5). As smdl Audtrian firms have a higher sandard deviation than larger
firms, they receive a higher loading in the first component.”® If class 2 is taken as another example,
the higher sandard deviation that characterises the smdler firms in this dass means tha these firms
are more typified. The weight of smaler firms in the principd component anadysis has two man
implications.

Mot of the countries allow asset revaluation to take account of inflation but have very different regulations. The effect
can be seen in the revauation resarves, a lidbilities-9de item. In most countries the revaluation reserves are of minor
importance. Only Portuguese manufacturing has revauetion reserves of more than 10% of total assets (compared with
around 1% in mogt of the other countries); accordingly, fixed assets over total assats are higher in Portugd thanindl the
other countries.

' Principal component coordinates may be biased by a few unrepresentative sample data.  Therefore a test has been
conducted. When the highest |oading observations are not taken into account, no significant changeis observed.
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Frd, it improves the daidica qudity of the data andyss If the man contributions to the
components had come from the large firms, the results might have been ungable. Thus, in the large
firm category, afew firms might have an overwheming effect, and so a sample which excluded them
would give a different result. When the main contributions come from smdl firms, this bias cannot be
S0 important.

The second comment is economic. If smdl firms contribute more to the definition of the components,
it means tha thair financia patterns are more typified than larger ones. The nationd financid features
are commonly assumed to have a grester influence on amdl firms than on large multinationas. The
data andyss bears this out. Yet, the financid behaviour of amdl firms is quite distinct from one
country to another. A complementary piece of evidence must be underlined: large firms, gpart from
those in Portugdl, are closer to the barycentre than SMEs. This means that their capital structures
tend to be more homogeneous than those of SMEsS This result is linked to globaisation, which
reduces the effect of nationd financing systems.

3.2  The influence of manufacturing is not obvious because no single sector is over- or
underrepresented in any cluster but the fact of belonging to a sector can make a greater contribution
to the definition of the components and hence to the definition of the clusters (these sectors are non-
durable consumer goods for Clusters 1 and 4, investment and durable consumer goods for Cluster 2,
and intermediate products for Cluster 3).

Graph 111.6 Supplementary data and components 1 and 2
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3.3  The same data analysis was conducted using BACH data for four other countries,
namely Denmark, the Netherlands, Sweden and the United States. These data was excluded from
the centrd data analysi's because some active variables are not available and/or because accounts are
consolidated, as in the Netherlands and the United States. Hence, they have contributed neither to
the definition of the components nor to the definition of the clusiers. They are trested asilludtrétive -
not active - data and projected on the plot shaped by the first two components. In the case of the
United States, only two Size categories are available (smal and medium-sized as opposed to large)
and evidence is of limited interest because many ratios used for the cluster analysis are not available.
Graph 111.6 shows that a great dedl of data tends to be concentrated near the centre. Nevertheless,
data is spread throughout the four clusters, thus corroborating the relevance of the components. In
the case of Sweden and the Netherlands, small firms are furthest away from the centre. This last
observation supports the idea of greater diversty among SMEs.

34  The same data analysis was conducted using BACH data in 1975-85 (Rivaud - Danset
and Sdais, 1992). The ‘active variables were the same, and the sample included France, Germany,
Japan, Italy, the United Kingdom and the United States. As the sample changed and as BACH data
quality improved greatly between 1985 and 1989, comparisons have to be made very cautioudy.
Nevertheless, the main results are Smilar: the prominent influence of country, the not-inconsiderable
influence of Sze and the inggnificant influence of sector.

Comparison of the results of the principal component analysis in 1985 and in 1989-95 |eads to the
following observations: Itdian firms seem to retain roughly the same features, which characterise an
‘overdraft sector’. In 1985 German firms contrasted with Italian ones, unlike in the 1990s. Yet, in
1985 ‘leverage was dready higher in Germany than in the other countries. The features of French
firms observed in 1985 were high ‘leverage and a rather high rate of liquidity requirement; these
comparative features dso evolved strongly. Japanese firms showed a high diversty of capitd
sructure reflecting distinct sectord performances, and this contrasts with the relative homogeneity
observed in the 1990s. These two last developments may be related to the liberdisation of financid
markets, a much more active tendency in Japan and in France than in Ity and Germany. In the first
two countries many large firms, followed by smaller ones, have sought to reduce indebtedness in the
wake of financid liberdisation. At the same time, Japanese and French banks have been reluctant to
lend to borrowers offering weak guarantees because of their poor results in the 1990s. The
compardive analyss indicates thet this problem primarily concerns short-term loans.

4., CONCLUSION

PCA and cluster analysis are used to provide a framework for studying differences in corporate
finance according to country and size and their possble effects on corporate performance. Its main
findings are the following:

4.1. Financial structure does not influence profitability

The sdlected indicators of profitability do not correlate with any financid pattern (own funds as
opposed to leverage), for the following reasons.
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— profitability can be achieved following distinct methods (see Parts Il and 1V);

— thefinancid pattern is very sengtive to country, whereas indicators of profitability and margin are
very sendtiveto sze;

— higher profitability is an incentive to invest more than the average firm and, hence, to borrow when
retained earnings do not cover the additiona amount of capita employed.

Indicators of profitability do not discriminate among the clusters of firms which group
together amilar data according to ther financial structure. In other words, the diversity of
financid dructures does not entall any hierarchy. The two financing sectors ‘overdraft’ and
‘autonomy’ seem sudtainable, as does the high leved of long-term indebtedness of Austrian and
German SMEs.

4.2. Ways of financing current assets are independent of the level of own funds

Theoreticd and empiricad work usudly focuses on the weight of equity versus financid debt. But the
level of own funds or of overal indebtedness does not provide enough information. In this study,
financia debt has been broken down according to term. Understanding of the capitd sructure
improves when the ligbilities are broken down by date of maturity. It dso improves by taking into
account the totality of assets, i.e. fixed and current assets.

The principad component analys's shows the independence (orthogondity) of:

— the axis which contragts firms which have a high rate of equity and those which have ahigh rate of
long-term indebtedness, and

— the axis which contrasts the autonomy sector (high cover rate of capitd employed) and the
overdraft sector (liquid capitd requirement).

These axes are separate from components 1 and 2 and, in this case, a certain orthogondity is an
empiricd result which was expected and is not a Satidica artefact. This result is reliable in the
following cases

— 1975, 1979 and 1985 for five or Sx countries,
— 1989-96 for eight countries,

— 1989-95 for twelve countries (the above eight, plus Denmark, the Netherlands, Sweden and the
United States).

Orthogondity of the axes means tha the way in which current assets are financed is independent of
the level of own funds; therefore, a highly capitalised firm (a festure which correlates, of course, with
alow levd of long-term debt) may rely on short-term financid indebtedness, mainly from banks. It
indicates the interest that corporate finance has in taking into account the independence of long-term
financia dructure, on the one hand, and short-term financial structure, on the other. A more accurate
view of the capitd sructureistherefore available,

The financing requirements reflected in the working capitd requirement turnover may have a certan
impact on financid dructure (own funds group, p. 51). The greater (lesser) need for liquidity to
finance a less (more) rapid working capitd requirement rate is correlated with more (fewer) externa
short-term resources, as exemplified by Cluster 2 (versus Cluster 4). Nevertheless, such an impact is
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not observed in the case of firms grouped in Clugter 3: aless rapid working capita requirement rate
is correlated with a high level of own funds, while financid short-term resources do not play any
particular role. This last @ase confirms the view that the observed financid structure does not lend
itself to any sraightforward interpretation.

4.3. Financial structure differs mostly according to the firm’s country

The capita dructure differs according to country, the financial structures of SMEs being more
typified than those of larger firms. Nationa financia features have, as expected, a greater
influence on amdl firms than on large multinationals, and data andys's shows thet large firms' capitd
structures tend to be more homogeneous than those of SMEs.

In spite of financid globalisation, levels of own funds show not-incongderable differences from one
country to another. As methodological differences remain in BACH data, a comparison of the leve
of ratios is limited. Yet, data differences are quite large: in 1994 the capitd and reserves réio was
15.5% in the case of small Audtrian firms, 12.3% in the case of smdl German firms and 51.4% in the
cae of large Portuguese firms. Thus, German and Austrian SMEs will probably gopear highly
undercapitdised and risky to a foreign investor, athough the levd of profitability does not differ
sgnificantly.

4.4. How to evaluate SMEs

Usudly, an investor's judgement focuses on the level of performance and on the financid structures
observed from the balance sheet before he relates the observed ratios to standardised assessment
norms.

Asaresult of our sudy, the evduation of SMIES qudity and financing requirements must dlow for:
the diverdty of financid dructures from one country to another;

ther ‘red’ dynamic, i.e. rate of accumulation, which includes growth of fixed and short-term
assets,
the type of financing requirement, which may differ according to asset type;

the level of performance and the different means of achieving performance (see Chapter V).

Box I11.7 Intangible assets and valuation difficulties

It should be borne in mind that some ‘assets are not accounted for in the balance sheat and hence are covered by current
income. This is often the case with training and organisationd expenditure. To this extent, the balance sheet gives only a
limited view of firms assats and is not very suitable for evauating intangible assets. Difficulties of vauing intangible fixed
assts, in spite of their congderable importance in explaining competitiveness, are well known. Restrictions on showing
this expenditure with assets differ between countries, with the German and Austrian standards being the most restrictive.

Redtrictions may also differ according to size, but this effect is hardly discernible. It may be suggested as an hypothesis
that the lesser use of valued fixed assets per unit of turnover, which characterised SMES, can be offset by grester use of
non-vaued (in the balance sheet) intangible fixed assats.

Taking the dvergty of financid dructures into account is more important for SVIEs than for large
firms. Internationd financid markets may ration cgpital for ‘sound’ firms that would appear
undercapitalised in terms of internationd standards. For such firms, bank reationships are more
auitable (see Chapter V).
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CHAPTER IV : FORMATION OF PROFITABILITY

1. THEORETICAL FOUNDATINS : A BRIEF PRESENTATION

Chapter Il shows that in dl the countries studied, with the exception of Portugd, large firms display
lower levels d profitability than smdl to medium-sized firms. Conversely, Chapter 111 shows that
there is a degree of independence between financia dructure (i.e. the structure and manner in which
asets are financed) and profitability. An examination of the formation of profitability is therefore of
some interest.

Firms do not directly choose a particular production process or market; they choose the products
(and/or services) which they bdieve will yidd profits. In doing so, they areled to implement what can
be cdled different modeds of production, i.e. different sets of routines, organisationa structures and
operationdl principles which guide the firm from day to day (Storper and Sdlais (1997)). The
products are defined both by the type of demand (and use for consumers) and by the way they are
produced. Firstlly, dedicated products are differentiated from generic products. A product is
dedicated when the firm makes a particular product for each individua demand. It is generic when
the product does not take into account individuad peculiarities but ams to saidy a large and
anonymous market. Secondly, specialised products are differentiated from standardised products. A
product is specialised when its production mohilises specific know-how and knowledge thet are
more or less unique and irreplaceable. It is standardised when its production relies on standard and
widespread technologies and know-how that diminate the idiosyncratic nature of activity.

Thus, the characterigtics of the products and assets heeded must be suited to two different dtes, the
'market’ and the 'organisation of the production process. The 'market’ is where flows of short-term
assets are optimised; the "production process is the site where fixed assets are coordinated over the
medium term. Firms attempt to increase their profitability by salecting products and assets adapted to
these congraints. But the forces operating on the two Stes often pull in opposite directions. These
are not ample, “forma” quantitative forces; they are drains that the firm actually encounters, and it
must strive to achieve a satisfactory balance between them. For ingtance, production of customised
products suited to a market undergoing perpetua change — one of the features of modern markets —
makes it possible to seek higher prices and more substantid margins, but it requires in return a high
degree of internd flexibility and specific investment in labour skills. Conversdly, serid manufacture of
products suited to mass markets alows labour productivity to be increased and unit costs to be
reduced, but it o requires higher capita expenditure on fixed long- and short-term tangible assets
and acceptance of tighter margins. For the firm, the primary question is not maximisation of profit per
se, but the coherence of its choices in order to secure profitability. Not everything is possible. For
ingance, it is difficult, if not impossible, to obtain high levels of labour productivity with low wages.

We propose to test in this chapter the assumptions that firms have therefore two distinct
“real-world” models for the formation of profitability, one of which asigns highest priority to
optimisng the firm's rdationship with the market while the other prioritises the firm's internd
organisation. We aso suppose thet corporate organisation is shaped today by the search for
compromises in this area. In fact, there are solutions based on the possibilities created by rapid
technologica change, networked production, development of subcontracting, and so on. Do the
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differences in profitability result purely from corporate sze? Or do they make different choices,
based on their products, between a market-based and an organisation-based modd of profitability?
On this hypothed's, differences in profitability between large firms and SMEs would sem from two
factors: (i) different uses of one or other of the modds of profitability, and (ii) differences in ther
capacity to implement the models successfully. Profitability would no longer be a ratio from which
recommendations for action could immediately be deduced. It must be seen in the broader context of
the way inwhich it isformed.

We describe below in turn the formalisation used for the present study and the results.

2. FORMALISATION

Theoreticaly, we need to take account of a spectrum of gradations at two levels. between the “redl
world” and finance, and between microeconomics and macroeconomics. The ided would be to start
out from individud company data — qualitative data for their products, their markets and their
organisation, and quantitative data from their financid statements (management ratios). It is only a
this level that one can hope to capture the diverse ways in which profitability is formed. Such a study
has been made for France, using the highly detailed dita provided by the Banque de France's
Baance Sheet Data Centre and the SESAME survey of the strategies of a sample of 2000 firms
(Paranque et d., 1997; 1998). This study is conclusive but cannot be replicated here.

Our formalisation of the issue is corgtrained by the difficulties of formulation and estimation imposed
by the BACH database. It is limited to the manufacturing sector, for which the BACH database is
more representative. The BACH database supplies information aggregated into three size bands,
three sectors and six years, that is to say, with exceptions, 3 x 3 X 6 = 54 observations per country
only. No access to quditative information (i.e. descriptions of products, markets, organisationa
dructures, contracts or relationships with customers/suppliers or banks) is avalable. We must use
account ratios. So the results suffer from limitations which have to be taken into account.

The fird sep consds in defining two decompostions of the raio “gross profit over capita
employed”’, which can be rdated to the two modes of formation of profitability described above
(paragraph 2.1). We then develop an econometric modd which can be estimated with the available
data (paragraph 2.2).

2.1. Decomposotions of theratio “ Gross profit over capital employed” .

The two stes, market and organisation, may be expressed in quantitative terms as variables which
compose the measurement of profitability. Asin previous chapters, we measure profitability usng the
ratio “gross profit over capital employed”. Box 1V.1 dsplays two formulae for andysing thisratio :
onein terms of the organisation of the production process and one in terms of the market.

2.1.1. Profitability guided by the organisation (formula 1)

Following formula 1, the firm’s behaviour can be described as prioritigng the maximisation of labour
productivity. It presupposes an acceptance of higher permanent investment in fixed assets and
gregter capitd intengty. The emphasis here is on optimd medium-term management. The firm's
objective is tability of its growth path. This can be achieved in a number of ways, eg. by
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gandardisng production tasks and technologies or by seeking high volume or reducing to the drict
minimum the workforce and the various labour-related costs, such as socid charges. But these
endeavours are mutudly contradictory. Any increase in labour productivity will entall subgtitution of
capitd for labour, which increases the leve of capita tied up in fixed assets which need to be made
profitable.

All other things being equa, grester stability of supply, outlets and production technology will lessen
uncertainty and hence the need for financid flexibility. It will facilitate the provison of collaterd when
seeking loans. But, on the other hand, the technologica congtraints increase the need for capital and
hence the requirement for externd finance.

2.1.2. Profitability guided by the market (formula 2)

Following formula 2, the firm’s behaviour can be described as seeking profitability by maximisng the
mark-up raio and by minimising the capital employed per unit of turnover. The firm prioritises short-
term management. Its objective is flexibility. This can be achieved in a number of ways, eg. by
managing stock or payment times or by specialisng in specific goods or services. These endeavours
may contradict each other: for example, the provison of high-quality service (maintenance, variety of
supply, negotiation with customers) that permits higher margins may mean that fixed assets are not
aways used to the full.

All other things being eud, lower capita intendty and/or tighter control of the operating cycle
reduce the need for externa finance and improve corporate liquidity. The other sde of the coin is
that the firm often holds specific assats (e.g. expertise, skilled labour, innovaions) which are difficult
to vaue.

2.1.3. Taking account of efficiency of capital (VA/K)

It is possible to imagine a third mode for the formation of profitability which assgns highest priority
to maximisng capitd efficiency rather than labour productivity. This would be part of an overdl
gysem targeting maximisation of product vaue added: highly skilled labour, extensve internd
processing of the product and reduction of intermediate consumption to a minimum. Unfortunately,
given the low leve of detall of the data available, this third model cannot be trandated into a usable
decomposition of the ratio “gross profit over capita employed”.
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Box |V.1 From the profitability determinantstotheratio “ gross profit over capital employed”

Decomposition 1: Profitability based on organisation

The following anaytica formula (1) looks at the ratio “gross profit over capitd employed” by emphasising the organisation
of the production process.

VA
Gross profit = (1-) x N
Capital employed VA K+WCR
N
where:
6 isthe proportion of staff costs to value added,
VA
VA isthe productivity of labour, and
N
K+WCR isthe capita employed divided by the number of workers.
N

Decomposition 2: Profitability based on the mar ket

The fallowing andytica formula (2) looks at the ratio “gross profit over capitd employed” by emphasising the marked-
based modd of profitability:

Grossprofit = GP x 1
Capitd employed TO WCR + K
TO TO

where:

GP isthe gross profit par unit of turnover (mark-up ratio),

TO

WCR  istheworking capital requirement per unit of turnover, and
TO

K isthe rate of fixed assets over turnover.

TO

The absence of a workforce variable (N)

The absence of any workforce variable (N) in the BACH database is paticularly prejudicid to the use of the firgt
decomposition. We have been obliged to use an gpproximated formulain which N is replaced by staff costs (SC), both for
labour productivity (estimated by VA/SC) and for the degree to which capita substitutes for labour (estimated by K/SC). The
respective contributions of real productivity and the cost of labour (wages plus socia charges) cannot be separated out.

Formula 1 istherefore gpproximated by formula 1 below:

VA
Gross profit = 1-8) x 56
Capitd employed VA K+WCR
K@
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2.2. Econometric mode

Let R be the profitability of afirm i (here, an observation is one year and one sector in agiven size
class). Thisis assumed to be the result of a specific compromise arrived a between the two modes
of formation of profitability discussed above. Let us cal these two models Ro and Ry:

R=poRo+ pu R 3

Parameters po and py must be interpreted as expressing the “mean” compromise arrived at by the
companies concerned between organisation-based and market-based formation of profitability. This
compromise may vary, in the present case given the nature of the BACH data, by country, Sze and
sector. The ultimate am is to estimate for each country coefficients po and py in equation (3) in such
a manner as to asess their specific Sze-related features and then to proceed to an inter-country
comparison.

By decomposing the ratio “gross profit over capital employed”, it is easy to deduce from the above
formulae (1') and (2) (Box 1V.1) those variables which are correlated with the models Ry and Ry as
well asthe expected Sgn for their coefficients:

for Ro VA (+) K@)
SC SC

for Ry GP (+) TO(+) WCR(-)
TO K TO

Two technical problems arise a this point, one rdaing to the imposshility of estimating 4l
theoreticdly possble coefficients and the other to the dominant influence of the varigbles (VA/SC
and GP/TO in both cases). It can be seen that in both cases one variable plays a pivotd role and
explains alarge part of the variance: thisis labour productivity (estimated by VA/SC) in breskdown
(') for the organisation-based model and the mark-up ratio GP/TO in breskdown (2) for the
market-based modd. Lastly, we treat each country separately.

Firgly, therefore, we used the following gpproximated formulae for Ry and Ry:

40 Ro=a[l VA +bK ]
SC sC

() Ru=d[GP +eTO+j WCR ]
TO K TO

inwhich one varidble plays apivotd role.

Secondly, we assumed that, when using a given mode of profitability, the various corporate sze
classes would differ between themsdves only where coefficients a and d were concerned.
Coefficients a and d can thus be seen to be statistica normalisation parameters for each country’s
Szeclasses.

Coefficients b, e and j are, on the other hand, generd parameters identicd in dl sze classes. They
permit identification of the ratio sysems to be optimised in managing profitability based on
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organisation of production, Ry (formula4), or based on the market, Ry (formula5). This assumption
that coefficients b, e and j are independent of corporate size gppears acceptable in the light of the
first step in the estimation process.

Details of the estimation method are provided in Appendix IV.1.

3. RESULTS
We present below al the results obtained before going on to discuss them country by country.
3.1. Resultsin general

Table 4.1 contains the estimated values of the variables present in the explanatory equations for the
two profitability formation modes R et Ry

In generd, the results are satisfactory in econometric terms athough some problems remain. The
R-square and coefficients are usudly dgnificant and have the expected Sgn. Iterative estimation
usualy produces convergence in a reasonable number of iterations. However, in a few instances,
there is no convergence or the convergence is towards minimum locd likelihood. We carried out a
number of tests, modifying the initidisation or using data for the most detailed sector breskdown
possible (10 subsectors). The outcome was useful in some cases and fruitless in others. We could
not obtain results for Japan. France raises a problem which gppears paradoxicd in the light of the
results obtained in our studies based on individud data it proved impossible to arive & an
econometricaly satisfactory estimation. Nevertheless, we give the initial estimations in Table 4.1, but
we could not estimate parameters po and py for France (see below).

Comparing the estimated coefficients between countries, it is apparent that, where the effect of a
given vaiable is concerned, the vaues are quite comparable, and this gives the equations some
degree of genera gpplicability.

The following are therefore verified for al countries for which estimation was possble:

1. Organisation-based formation of profitability : the pogtive pivotd role of the variable VA/SC
(combined labour productivity and control of labour costs) and the negative influence of capitd-
[abour substitution (approximated by K/SC).

2. Market-based formation of profitability : the pogtive pivotd role of the mark-up ratio GP/TO and
two influences, that of capitd turnover (TO/K), which is postive, and that of the leved of net
circulating assets (WCR/TO), which is negative.

Table 4.2 contains by country and by corporate size the estimations obtained for parameters py and
Po . The sum py + po has been condrained to be equa to unity. Such estimation proved possible,
except for large firms in France and Spain, and was generaly significant. We can now proceed to
interpret them.
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3.2. Useof the profitability formation models varies by country and corporate size

The advantages described at the beginning of this chapter as regards SMIEs and large firms can be
found in each of the models. Thus there is no straightforward corrdation to be found such as those
often mentioned as existing between SMEs, flexibility and the R, market-based profitability modd,
or between large corporations, rigidity and the R, organisation-based profitability modd. In the Ry
model we can find the capitd turnover ratio, which is, in the light of empiricad studies, favourable to
SMEs, in addition to the mark-up ratio and the level of working capitd requirement, which are
favourable to large firms. In the R, modd the VA/SC ratio is favourable to large companies and the
K/SC ratio to SMEs. Corporate Sze does not drictly distinguish between firms in relaion to their
mode of formetion of profitability

Neverthdess, the econometric estimation is useful in three ways. Firdly, it highlights the predominant
choice of mode according to size and country. Secondly, it shows that these models are equdly
profitable (while some countries or corporate categories fal to use a mode effectively, others
manage to do 0). Ladly, it confirms what are the main causes of Sze-based differences in
profitability.

(8 More frequent use of the Ry modd on average; systematic use of thismodd by smdl firms

Genadly spesking, the Ry modd for the formation of profitability based on the market is
encountered more frequently than the Ry organisation-based modd. Those who use it are smal
(pPM=0.9) and medium-sized (0.8) German firms, small Portuguese firms (0.8), and smdl (0.7) and
medium-sized (0.9) Spanish firms, plus large Austrian, Portuguese and Spanish firms. Conversdly,
the Ro modd seems to predominate only for large German firms (0.7) and ther medium-szed
Austrian (0.7) and Belgian (0.8) counterparts. The importance of such results is weakened by the
difficulties in ariving & a good specification for Ro owing to a lack of data on workforce sze.
However, the outcome does taly with the observation — frequent in sector- or company-based
studies — of a move toward flexibility in the organisation of production. In actual fact, small firms
assign highest priority to the Ry market-based model in all the countries studied.

(b) Tighter targeting of differencesin profitability between SMEs and large firms

It is possible, usng Table 4.2 and Appendix IV, which contains the mean values of ratios by detailed
sector, to focus on the main differences in profitability by corporate Sze in the countries under
congderation. It is sufficient to refer to the dominant mode and the mean vaue of the corresponding
explanatory vaues. But a precise explanation would cal for closer investigation of each country usng
other data. The remarks which follow are therefore qudified.

Germany

Large enterprises use the Ro model, and their low profitability can be attributed to the pivota
variable VA/SC. Despite a much more capitd-intensve organisation, the ratio VA/SC is not higher
in the larger companies, especidly where manufacturers of intermediate and capitd @ods are
concerned. It is not possible to discern any inadequacy of labour productivity or excessve wage
cogts. On the other hand, German SMEs (Ry mode) have a high capita turnover.
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Audria
Large Audtrian firms use the Ry modd. Their low relative profitability is due to their mark-up ratio.

Bdgium

Medium-sized enterprises are the most profitable. They use the R, modd. Their srengths are their
good VA/SC ratio and relatively low capita-labour subgtitution.

ltay

There is a balanced compromise between the two modds in dl sze bands. Thereis little didinction
between firms on the bass of profitability. Medium-szed companies seem to win out margindly in
both tables.

Portugal

Large firms, exceptiondly, are sgnificantly more profitable than amdl ones. Both use the Ry mode!.
It is the mark-up ratio which makes the difference between companies, in favour of the larger firms.

Spain

The dtuation is the opposite of that in Portugd. All szes of company use the R, modd, but the
mark-up ratio is lower in large companies, asis capitd turnover.
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Table 4.1 The two models for profitability formation, by country and corporate size

Ro organisation-based
formation of profitability

Rwm market-based
formation of profitability

Coefficient VA K GP TO WCR
(standard deviation) SC SC TO K TO
a b d e j
Country Small Medium Large Small Medium Large
Germany (14) 0.61 0.61 0.44 -0.12 3.01 2.64 2.62 0.009 -0.21
(0.07) (0.04) (0.04) (0.01) (0.11) (0.08) (0.31) (0.001) (0.004)
Austria (16) 0.47 0.50 0.45 -0.16 1.54 1.58 1.69 0.030 -0.16
(0.03) (0.01) (0.03) (0.01) (0.09) (0.08) (0.07) (0.001) (0.02)
Belgium (7) 0.25 0.35 0.28 -0.14 1.02 0.73 1.18 0.038 -0.10
(0.01) (0.02) (0.02) (0.01) (0.05) (0.02) (0.08) (0.017) (0.06)
France* 0.27 0.32 -0.18 2.48 1.57 0.019 -0.23
(0.02) (0.02) (0.10 (0.62)
Italy (8) 0.28 0.23 -0.11 1.68 1.84 0.017 -0.08
(0.01) (0.01) (0.01) (0.07) (0.09) (0.001) (0.02)
Portugal (7) 0.16 0.22 0.09 -0.11 0.78 0.78 0.74 0.072 -0.12
(0.01) (0.01) (0.01) (0.01) (0.03) (0.04) (0.06) (0.003) (0.02)
Spain (21) 0.34 0.30 0.27 -0.10 1.46 1.48 1.44 0.021 -0.18
(0.03) (0.03) (0.02) (0.01) (0.06) (0.03) (0.09) (0.001) (0.02)

NB. The number of iterations required for convergence is given in brackets after the country.
* Estimation convergence problematic in the case of France. The figure given istheinitial estimation.

65



Table 4.2 Egtimation of parameters Po and Py by country and corporate size

Coefficient Gross profit/Capital employed Po (pivotal variable VA) Pwm (pivotal variable GP)
(standard SC TO
deviation)
Small Medium Large Small Medium Large Small Medium Large
Germany 24.7 21.9 17.0 0.09 0.18 0.73 0.91 0.82 0.27
(*/sME) (0.08) (0.10) (0.21) (0.08) (0.10) (0.21)
Austria 18.8 18.3 17.6 0.35 0.69 -0.02 0.65 0.31 1.02
Belgium 16.1 18.5 16.6 0.44 0.82 0.52 0.56 0.18 0.48
(*/™ME)
France 23.5 19.3
(*/smE)
Italy 15.9 154 0.47 0.51 0.58 0.51
Portugal 15.9 16.8 17.8 0.19 0.45 0.08 0.81 0.55 0.93
(0.06) (0.10) (0.15) (0.06) (0.10) (0.15)
Spain 17.0 15.8 12.6 0.26 0.14 -0.26 0.74 0.86 1.25
(*/sME) (0.04) (0.04) (0.31) (0.04) (0.04) (0.3)

NB. An asterisk under a figure indicates that the coefficient is significantly different from that indicated by an abbreviation - small (s) medium-sized (M) or large (L) enterprises
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CHAPTER YV : RECOMMENDATIONS

The point of departure must be the type of financing required by European SMEs, with their various
nationalities and specific features, to expand their businesses. There is increasing avareness in every
field that access to financing and guarantees are centrd to the future of European congtruction (level
of employment, occupationd integration and training of young people, regiond development in the
EU) and, above al, are necessary in order to create an efficient, innovative economic network
without which European groups cannot remain competitive on globa markets.

The financing of SMESs must not be viewed grictly from the standpoint of the need for wider access
to financid markets and the need for security on the part of externa investors, markets and financia
indtitutions, athough these needs must obvioudy be given adequete attention. There are four reasons
for this

— The share capitd of SMEs is often in the hands of the founders and/or their families, for whom
contralling ownership is more important than opening up to outside investors.

— Taken by itsdf, risk assessment of SMES requires an investment in informetion that is country-
gpecific and costly when it is individudised. The standard instruments and screening methods do
not take into account the characteristic advantages of SMEs (skills, specific assets, €tc.).

— SMEs have specific financing requirements that are due to their role in the economy, mainly their
flexibility, their innovetiveness and their employment potentid. 1t iswel known thet it is difficult to
saisfy the financid needs of highly innovative SVIES using traditional screening and guarantee
procedures. The need to have financing available in order to react quickly to unexpected eventsis
particularly important for the vitdity of SVIES ; there are different ways of financing such a need,
financid markets being rather inadequate.

— Using the BACH database, the data anadlyss shows that a high level of profitability can be
achieved by firms whose financid petterns are digtinct. A higher level of own funds does not
automdaticaly result in better peformances and higher gross profitability. For instance,
supplementary funds may be used as a subgtitute for debt and such a change in the composition of
financiad resources may be the proper answer to arise in the interest rate but, of course, it will
have no impact on the efficiency of the production process or on the growth of the enterprise.
This evidence moderates the arguments advanced in favour of wider access by SMEsto financid
markets.

1. SPECIFIC FEATURESOF THE FINANCING REQUIREMENTSOF SM ES

Taking the type of financing required by SMES as the point of departure presupposes taking a new
look at financing based on the specific economic festures of the financing requirements of SMEs. The
study of these features underlies the entire report.

The primary point to congder is the role played by SMEs in the European economy from the
gandpoint of the products and services they provide. The vast mgority of their products and
sarvices are produced on a smdl or medium scale. They are amed at specific, changing needs
whose specifications, development and ddlivery lead times and quantities are often controlled by the
mgor contractors (such as automobile makers, leading building and public works contractors, large
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public service providers) or large intermediaries (such as supermarket purchasing groups). In order
to remain in these markets and to expand, the required assets must be flexible and quditatively
redeployable for new orders. At identica or nearly identica prices, it is skills, respondveness,
reputation, experience and innovation that become the principd competitive advantages
differentiating one SME from another. This means that the specific organisationd system adapted to
each firm must be continualy adjusted.’” The unforeseesble human eement predominates in
management over the sable physica dement.

There are three features defining this pogtion: market uncertainty; insertion in networks, priority given
to financing the operating cycle.

1.1. Market uncertainty

Uncertainty, more than foreseegble risk, marks the externd environment and internal management of
SMEs. Thelr production systems are less capital-intensive than LES. SVIEs correspond to the model
of ‘market-based’ profit formation (explained in Chapter 1V), in which three main variables have to
be ether maximised (+) or minimisad (-) : margin rate over turnover (+); rate of rotation of capita
employed (+); working capital requirement in relaion to turnover (-). This mode follows the broad
view of investment selected for this study. Although the margin rate over turnover is lower for SMIEs
than for LEs, therr lower capita intendty entals higher profitability. As they are not very capitd-
intendve and focus on products, technologies and types of organisation that encourage rapid capital
rotation, they require fewer fixed assets but more current assets and short-term debt, a feature
observed in al the sdected countries. This data indicates how SMES menage flexibility, ong with
their financiad condraints.

Intangible investments and the qudity and amount of current assets available a the time and place
desired by the other Sde are of primary concern since, a a given fixed asst levd, they are the ones
that will or will not dlow firms to win market share and expand. With the notion of venture capitd,
the literature on financing innovation stresses radica innovation (the use of a scientific discovery, for
example). Yet, asde from start-ups by researchers or in the high-tech sector (which naturaly must
not be underestimated), most SMES, whether they belong to a mature sector or not, rely on gradua
product and process innovation to maintain their competitive edge. Gradua innovation presupposes
an ongoing flow of samal (and sometimes large) expenditures in various parts of the organisaion a
the right moment. Its content is mosly developed interndly. These are invesments, but the
expenditures are incorporated into those of the operating cycle. Only rarely are they subject to the
forma procedures of externd financing or to specific interna accounting.

1.2. Insertion in networks

No entrepreneur in isolation can survive for long in an environment thet is a priori o hodtile. Thus,
one of the essertia characteristics of every dynamic SME is to belong to a network of actors in
which it must play an active role in order to regp any benefits. There are many such networks. Firs,

YA study for which 500 of Europe's most dynamic entrepreneurs were interviewed indicates that flexibility in the
production process and knowledge of technological developments are consdered equaly important, efficiency of
production being the more important aspect of the production process for the future growth of their company (EFER, p.
52).
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there are those that circulate information and experience: trade organisations, consultants in various
subjects (technology, management, markets) and training systems. Then there are those that make
vauations, define quaity sandards and assess the qudity of a firm's products (public and
professiona agencies, contractors avn departments and commercid intermediaries). Finaly, there
are those that form the lasting structure of markets and production systems. These networks are set
up by intra-firm buying and sdling relationships and various types of cooperation. They can te
vertica owing to increasingly frequent incluson of SMEs in groups or horizontd, as in the case of
regiona economic networks specidisng in certain products. The study has shown thet, a the end of
the period, SMEs are generdly more burdened by inventories and/or commercid loans than large
firms. Thisis partly due to vertica relationships with contractors and purchasing groups.

These networks stem from the current pattern of divison of labour, which is gaining hold in every
fiedd of activity, with each firm trying to establish its identity (and its exigence) on the bass of
recognised products and skills. The common fegture is that firms operate without any public
intervention except in a subsdiary sense, through the profession, group or region. Their common
feature dso liesin the fact that these networks dl generate information. Thus, the «right» assessment
of the future of the firm and the degree of financid risk it represents may be found by gathering and
comparing information.

1.3. Priority to financing the operating

Given the characteridtics of their markets, smdl and medium-szed enterprises fal within the scope of
the case sudy we have highlighted in the theoreticd literature: the need to have financing avalable in
order to saize unexpected investment opportunities. This need for readily available funds appears to
be a structurd characterigtic: to be in a pogtion to satisfy a new customer; to adjust to sudden
changes of scae and lead time; to innovate when and where is specificadly necessary. But while the
literature maintains the stlandard notion of investment (long-term investment which should guarantee
an anticipated return over severd years), here the concept of investment has been broadened to
include operating cycle expenditures. The uncertainty of the expected return remains but, instead of
long-term uncertainty, it is focused on the operating cycle (which is itsdf shorter than for a mass
production process) and more specificadly on the extent of the market risks that will have to be
covered during the cycle. What becomes the guiding factor is the expected margin rate on turnover
generated during an operating cycle by the new market opportunities that the firm has the capacity to
saize. The firm can rather eadily arrive a a reasonable estimate of this margin rate in the light of past
experience, wheress the chronicle of future annud returnsis far more uncertain.

In order to finance and guarantee the economic development of SMES, they must be assured of the
avallability of funds during the operating cyde. This assurance will give them the ability, in day-to-day
operations, to make the «right» development decisons in an uncertain context. Access to avallable
financing poses two problems:

1. This access may take severd forms: sdf-financing through available reserves (on condition thet the
firm produces a sufficient cash-flow margin) or building up a borrowing capacity thet is reedily
avalable if need be. Recourse to the securities market seems less of apriority in so far asthe latter’s
roleis not to offer such assurance.
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2. This access is subject to a rdliable assessment of the firm's «quality» by externd investors and
lenders. Y et such screening is a delicate operation since it concerns specific assets whose proper use
and returns depend sgnificantly on the ability of the firm’'s managers to distinguish good opportunities
from bad ones and to form adequate action plans. Scoring methods are ill-adapted in this instance.

2. ECONOMIC AND FINANCIAL FLEXIBILITY OF SM ES

The difficulties related to financing are one of the main obstacles to the tart-up and expansion of
firms. They handicgp the everyday financid security of firms, particulally SVMIEs. Yet such security is
the prerequiste for SMEs placing their advantages in the service of economic development.
Economic flexibility is one of their mgor advantages.

2.1. From economy flexibility...

This study has stressed a particular agpect of the financing problem which is rdatively neglected,
namely economic and finandd flexibility. The emphasis placed on the problem of financing intangible
assts which are particularly costly for high-tech firms tends to overshadow the question of financing
reversble assts, i.e. asset amounts that vary during the period. By definition, they cannot be
accurately captured in the baance sheet. The amount of reversble assets fluctuates, of course,
according to seasonable needs linked to the firm's business activity, but it may aso fluctuate in a
random fashion. In their day-to-day existence, firms must cope with economic contingencies thet are
andysed either as accidents or as favourable opportunities for business growth. Problems of internd
organisation, difficulties facing suppliers or cusomers that modify commercid credit terms, and
unexpected orders initidly trandate into an increase in operating assets which may subsequently lead
to a lagting increase in short-term or even long-term assets. The economic flexibility of a firm
expresses its ability to react to unanticipated internal and external events which may lead
to a variation in the growth of so-called «reversible» assets, thereby raising the question of
itsfinancial flexibility.

The question of economic flexibility is even more acute for SMEs than for large firms. Indeed, the
fact that smal firms depend on alimited number of customers makes the pace of orders particularly
irregular and increases the impact of late payment by customers. Moreover, intra-firm tiesinvolving
inventories and commercia loans have differing effects on them depending on ther sze. Within the
framework of a subcontracting relaionship, smdl firms may be led to keep products in stock that
have been developed at the request of the contractor. This practice, which enables the latter to keep
inventories as low as possble, turns the subcontractor into an unpaid lender.

In other words, a firm’s ability to handle economic contingencies depends on the extent of its safety
net, which may be economic and/or financid. The expresson "safety net” isillustrated by locd, often
informa SME networks which encourage the transfer of redeployable assets and business activities
and therefore improve the return on capital employed. The security and profitability of SMEs may
improve when ther activity fits into a network of firms of the same Sze engaged in complementary,
or even competing, business.
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2.2. ...tofinancial flexibility and security

The survivd and development of these firms presupposes tha they enjoy a certain degree of
financial flexibility, defined as the capacity to mobilise rapidly and at reasonable cost the
financing required to respond to contingencies. In the absence of financid flexibility, a firm's
surviva will, in the event of a recesson, depend mainly on an adjustment of wage costs wheress, in
the event of an economic upturn, certain growth opportunities will not be seized. At the
macroeconomic leve, this quedion is particularly important for countries suffering from high
unemployment rates. Indeed, many SMEs tend to avoid passng on quickly into workforce
management the effects of a downturn in busness A lack of financid flexibility will prevent a firm
from financing the growth of raw materials and work in progress in the event of a recovery. If such
behaviour becomes widespread among smal and medium-9zed firms, economic recovery may well
be dtifled.

The sources of afirm’sfinancd flexibility are:

0] internd liquidity arisng from own funds and, more generdly, from dl sable capitd, i.e. own
funds and medium- to long-term debt, which the firm has available a the time the contingency arises,

(it) assured borrowing power at reasonable terms.
Externd liquidity may come from financid markets, but in Europe commercid paper markets are a
recent phenomenon and concern only a limited number of large corporations, consequently, the

externd liquidity required to finance a reversble asset variation comes mainly from borrowing, ether
from banks or possibly from companies within the same group.

For a smdl firm, along-gtanding reaionship with abank may encourage certain types of short-term
loan guarantees in the form of authorised credit lines. This formula provides the firm with a financia
safety net by dlowing it to borrow, if necessary, a contractudly predetermined terms (amount,
interest rate, guarantee).

3. INTERNAL LIQUIDITY: ADVANTAGES, ROLESAND SOURCES OF OWN FUNDS

The emphasis placed on the role of own funds in financing firms sems from their nature and function,
but this emphass tends to overshadow the fundamenta obstacles to increasing the equity of smdl
firms

3.1. Own funds have two advantages :
1. They consst of capitd that does not have to be reimbursed.

2. Capitd remuneration is not pre-fixed according to a contractual schedule since dividend
distribution will vary according to income and investment projects.
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3.2. The man role of own funds is to guarantee the firm’s solvency, in other words, its ability to
honour its financid commitments. It acts as a safety reserve for the firm and its economic agents,
dlowing it to cope with contingencies. It encourages the firm to invest. Its ultimate purpose is to
cover financid risk snce it will enable the lender to cover dl or some of the debts contracted by the
company in the event of the latter’ sinability to do so. It isaggn of the firm' sfinancid soundness.

In short, the emphasis on the role of own funds arises partly from the inherent advantages of these
resources, which are not contractua in origin, and partly from their role as a Sgn which influences the
terms (amount, interest rate, length, guarantees) of access to the loans required for the firm’s growth.
The importance that lenders, especidly banks, assgn to own funds varies widdy from one country to
the next, as demongtrated by the wide disparity in capitalisation rates.

3.3. Therearethreedifferent sourcesof own

1. Cash flow and earnings not digtributed to shareholders make up an essentia source of own
funds (between 26% and 70% on average for the firms in the BACH database);

2. Sharesissued to partners;
3. Sharesfloated on the financid market (by making cdls on the public's savings).

By definition, the first two methods run up againg limitsin any given firm. The cash flow requirements
of agmdl firm are by nature limited. Certainly, the ability to issue shares to non-public shareholders,
i.e. to make a direct subscription cal without going through the financia market, can be extended.
Thus, the European Commisson made a proposal to the Council of Minigters to expand employee
shareholding opportunities and issued a cdl for ‘business angels (COM (1998) 222, p. 10 and
COM (1998) 255). In both cases, invesment with a long maturity provides firms with stable
resources.

The only way firms can raise very high amounts of capitd isby caling on financid markets. This latter
source of capitd is not, however, available to the vast mgority of smal and medium-szed firms,
Only innovating firms that are developing a project which is likely to generate an unusudly high rate
of turnover growth and profitability can hope to interest venture-capital companies and raise fundson
financid markets. The obstacles impeding the expansion of venture-capita companiesin continenta
Europe are due not so much to specific nationa features of the supply of venture capitd, such as a
lack of netiond pendon funds, as to the particular characteristics of this form of financing. Indeed, the
cost of studying gpplications and the rather high risk of project failure lead venture-capitd investors
to sdlect only avery amdl percentage of firmsin any country.

It is unlikely that the globdisation of financia markets will perceptibly change these terms of access
for the vast mgority of SMES. This study has underscored the diversty of financid sructures and
confirmed that the financid ructures of smal firms are more sengtive to specific nationd features
than those of large corporations. This diversity is a handicap as regards the acquigition of shares by
foreign investors, who must indeed ascertain to what extent the indicators taken from a smdl firm's
balance sheet reflect particular nationd features or agenuine lack of solvency.

Thus, when it comes to externa financing, the vast mgority of SMEs depend mainly on banks and
secondarily on the parent company, when they belong to a group. This situation is unlikdly to change
in thefuture.

72



The difficulties involved in the screening of companies by externd investors and the requirement of a
high return on assets which they impose affect firms of al szes, but especidly small firms, and explain
why thistype of own funds can be more costly than indebtedness.

4. EXTERNAL LIQUIDITY: BANKING RELATIONSHIPS

The role of banks must be underlined for the following reasons:

— evidence from data andyss shows, firdly, that short-term debt is relatively more important for
SMEs than for LEs and, secondly, that in some sdected countries a low level of own funds is
offset by ahigh leve of long-term financid debt provided mainly by banks;

— not only are banks the traditiond suppliers of short-term resources but they are dso in a
particularly good position to offer borrowing power to SMEs in response to their need for
finendd flexibility.

Yet, there is nothing to indicate that financid changes which occurred during the last two decades
have improved the reationship between banks and SMEs in most European countries.
Recommendations must take into account the impact of specific nationa features on this relationship.
Among the propodtions of generd vdidity regarding banking rdationships, this sudy ams to
emphasise two points:

— the advantages of bank credit guarantees,
— thedifficulty of assessment.

4.1. Guaranteeing borrowing capacity

Large firms are used to negotiating guarantees, eg. back-up liquidity lines from banks which
supplement their issues of short-term securities on the financid market. However, bank credit
guarantees are aso important for firms that cannot issue securities on the markets but need a safety
net for the financing of contingencies. SMEs are paticulally concerned as thar liquid capitd
requirements are higher than those of large corporations in four out of the eight countries (lower in
only two countries) selected in this study and because the proportion of short-term (versus long-
term) financia debt tends to be higher than in LES. Credit guarantees — provided at reasonable cost -
can ease financid congraints and help to respond to a shock (for ingtance, an unexpected rise in
trade debtors), to ward off bankruptcy and to react to an opportunity of expanding into new
markets.

Nevertheless, the contribution of banks to SME financing poses the question of their screening and
monitoring.

4.2. Dealing with the question of SME screening and monitoring

In most countries SMES are subject to substantid risk premiums which add to their debt load.
Moreover, it is common knowledge that in many countries they are sgnificantly more affected by the

risk of credit rationing, which here refers to the volume of funds made available by banks and not to
interest rates.
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The risk premium borne by SMEs and the credit rationing are generaly explained by the greater
danger of bankruptcy.’® The cost of bankruptcy depends on regulations and this study has
srengthened the view that regulations favourable to banks alow the cost of bankruptcy to be
reduced and encourage the granting of loans to small firms on more favourable terms, with respect to
both amounts and rates. Regulations dlowing banks to obtain loan guarantees for a reasonable
period and encouraging them to monitor the assst quality of customer firms help SMEs to obtain
loans at reasonable interest rates.

Itisdso quitelikdy that the risk premium borne by smdl firms includes a surcharge for screening and
monitoring them. The unit cogt of screening and monitoring is high for severa reasons. as agenerd
rule, the amount at stake is rather limited; smal firms have more specific festures and hence the
assessment of their quality is poorly adapted to standardised risk andysis.

To evauate the risk ataching to asmdl firm, banks and credit ingtitutions such as those specidised in
finance leasing often rely on information provided by externd organisations. Thus, in some countries,
the centra bank provides banks with company ratings. Gaining access to assessments supplied by
externd organisationsis a very important means of reducing the cost of bank screening of smdl loan
gpplications. This information can play a decisve role, in particular when a firm contacts a bank for
the firg time. Information on the qudity of the borrower is, however, likdy to present severd

disadvantages; it tends to focus on the financia e ements taken from the baance sheet, epecialy the
level of own funds, which gives an overly gatic vison of the firm. This sudy has cdled attention to
the fact that the leve of own funds is, of course, a good indicator of immediate solvency, but an
imperfect indicator of future solvency. Any assessment of a firm's ability to reimburse its medium-
and long-term debot must include its ability to maintain its markets and organisation and therefore take
into account its investment Strategy in the broad sense of the term. A high own funds contribution
level may well encourage investment, but it may aso be the smple result of an insufficiently dynamic
investment policy.

Banks and organisations that provide financid qudity assessments of firmswould do well to examine
the financing terms by mobilisng severd performance indicators that account for the firm's own
dynamism. This study has shown that these indicators must be interpreted in relation to the diversty
of profitability determinants and the existence of comparative advantages (and handicaps) of SVIEs.

Monitoring company risk is dso a source of expense for the bank. The cost of monitoring may be
reduced by the existence of privileged rdaions between the smdl firm and a bank, viz. the German
Hausbank modd. Concentrating the firm’s financid services and bank account management within a
gngle credit organisation makes it possible to reduce the unit cost of loan monitoring.

Banks are accustomed to asking firms applying for loans to provide guarantees the amounts of which
vary according to national procedures, the degree of long-standing relationship between the bank
and the customer, the qudity of the firm, the type of loan, etc. An insufficient ability to offer
guarantees, paticularly when the firm's assats are primarily intangible and therefore difficult to
redeploy, can be an obstacle to receiving a loan. Belonging to a more or less formaised network

8 This argument does not take into account the cost of restructuring the firm, which alows it to avoid bankruptcy.
Reorganisation cogts are assumed to be higher for large corporations than for SMEs since this is the norma way of
resolving the difficulties they face.
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condtitutes an advantage for SVIES. The expansion of the system of guarantees provided by externa
organisations particularly able to assess the qudity of the firm may, on the other hand, help SMEs to
obtain loans.

A certain upward trend of medium- to long-term bank loans can be observed in severa countriesin
the sample, particularly Japan. This trend may have a favourable impact for non-finandd firms,
alowing them to gain access to stable capita a a Sable rate of interest (nevertheless, maturity may
be long but interest rates may be reviewable at any time or renegotiable at fixed intervals so that the
rate may move in line with short-term rates, hence, the advantages of long-term loans are reduced,;
this practice is common in most countries sdected in this study). By granting long-term loans,
however, banks run a particular risk of transforming short-term deposit ligbilities into long-term
assts. This additiond risk may encourage banks to be particularly selective in granting loans and
may favour the financing of projects that require relatively large amounts of capita. This may be to
the detriment of small enterprises with no mgor projects but which need mostly short-term financing
at reasonable cost.

To summarise, the question of screening smdl firms implies that recognition be given to their specific
features, which are an obstacle to developing standardised methods of analysis. Data analysis shows
that, in mogt of the countries, the financid pattern of SMEs is more typified than that of LEs. This
difference may be a handicap if the financid pattern of large enterprises is consdered to be better.
Screening costs may be reduced by developing the client relationship and/or by relying on a network
that provides banks with information - Sgnals- concerning their qudity.

CONCLUSION

1. The economic flexibility of afirm expressesits ability to react adequately to unanticipated interna
or externa events. The firm’s trgectory — its dynamics — is built on the bass of these responses.
They may lead to an increase in "reversble’ assats thereby raisng the question of its financid
flexibility, defined as the capacity to mobilise rapidly and at reasonable cost the capita required to
respond to an economic contingency.

2. The exigence of good relaionships with one bank or a smal number of banks fosters the firm's

ability:

— to acquire the stable capital that will supplement the contributions to own funds required to
finance an investment project,

— to obtain the liquidity necessary to finance an increase in its eversble assats, defined as an
unexpected increase in its assets which isunlikdly to last.

Good rdationships with banks that give firms borrowing power alow them to ease the actua as wdll
as potentia financial congtraint and therefore contribute to their dynamism.

3. More generdly, the actors in a SME need an economic and financia safety net. For SMES that
are independent of a financid group, this comprises a network of other SMEs, banks with which it
has a good reationship as wdl as private and/or public organisations that may provide a
relevant assessment of their quality and, if need be, contribute to their financid guarantee. This
safety net meetstheir need for economic and/or financial flexibility.
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1. BACH PRESENTATION

Bank for the Accounts of Companies Harmonised (BACH)

The BACH project was started in 1985 in order to supplement or replace information sources
dready used within DG 1l for its andyses of the financid structure and performance of European
companies as wdl their US and Japanese competitors. Prior to 1985 data was not broken down by
Sze, and alack of harmonised data permitted few comparisons between countries. The Commission
thus initiated the BACH project, in particular in order to make comparisons between different szes
of enterprises. BACH is the result of a close cooperation between both the European Commission
and the European Committee of Centrd Baance-sheet Data Offices.

Harmonisation was at the centre of this revison, with comparability as the main objective. To make
comparative analyses possible, the basic accounts are harmonised according to a single layout
congstent with the Fourth European Accounting Directive. The Directive does not am to achieve
complex standardisation of accounting rules but instead comparability and equivaence of financid
information. It alows the preservation of the different accounting traditions. The specific nature of
nationd accounting methods and the difficulty of drawing up accounting documents a posteriori
usng acommon layout thus redtrict the degree of data harmonisation. Harmonisation is therefore il
incomplete at internationa level and even a European level. Neverthdess, BACH is the most
advanced publicly avallable database for comparisons between the financid dructures and
performances of SVIEs and those of LES.

Although the lack of harmonisation is a problem to be resolved, it may be due to some accounting
customs that reflect organisationa features. In Germany, for instance, the amounts owed by afirmto
the parent company cannot be apportioned between financid and trade creditors. The likelihood is
that, if German bankers had judged this digtinction to be important, they would have prompted
managers to introduce it in their accounts.

Comparisons interms of level are more difficult than trend comparisons. They cal for knowledge of
the particular characteridtics of the national accounting methods and of the financiad environment of
each country. This report will draw attention to the most important differences in accounting
practices that may distort results.

Representativeness

The national bodies responsible for centralisng balance-sheet data supply the Commission with
aggregated information. The Commisson assumes that the samples used are representative as the
datais published and analysed by those bodies.

In one country, Belgium, data is exhaugtive, while in most of the other countries representativeness is
good dthough, in some of them, it is better for large firms than for SMEs.
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Countries

The BACH database covers 13 countries: Audtria, Belgium, Denmark, Finland, France, Germany,
Italy, Japan, the Netherlands, Portugal, Spain, Sweden and the United States.

Finland is not taken into account in the present analysis owing to lack of data; other countries are
taken into account in the data andysis only (Chapter 111 of the report), and this for different reasons.
Denmark owing to missing data, the Netherlands owing to consolidated data (see accounting data)
and Sweden owing to inexplicable observations. The United States and the United Kingdom deserve
specid trestment as, in thelr case, the andysisis of particular interest. But the US sample suffers from
alack of data. The United Kingdom is a specid case as data is supplied by a private national body
and not included in BACH. Moreover, the data quality of the UK sampleislow on account of alack
of representativeness as regards smal companies.

Years

Chronologica series are avallable which vary in length from one country to another. This report
covers the period from 1990 to 1996. It starts in 1990 because until then some participating
countries did not supply data broken down according to the common size criterion, namely turnover.

Sze
A digtinction is made between three categories of company:
- gmdl companies with aturnover of lessthan ECU 7 million,

- medium-9zed companies with aturnover of between ECU 7 million and ECU 40 million,
- large companies with aturnover in excess of ECU 40 million.

Sectors

Data has been grouped together in an aggregate common nomenclature based on the new NACE to
three digits.

This study covers manufacturing only as this industry provides the best-quality data. Coverage of
sarvices is poorer and may not dways be representative. Manufacturing can be broken down into
three sectors:

- intermediate products,
- investment goods and consumer durables,
- non-durable consumption goods.

Accounting data

The BACH accounting layout comprises a baance sheet and a profit and loss account, enabling not
only badc items but dso some financid baances consdered particularly useful for financid purposes
to be shown.

Some countries publish consolidated data, an accounting practice which disregards debt and loans
within companies belonging to the same group. Therefore, the overdl levd of indebtedness is lower
when data is consolidated and comparisons with unconsolidated data are not possible.
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2. REPRESENTATIVENESS OF SAMPLES

Country Source Number of Cover rate Remark
companies (% of turnover)

Representativeness of samplesfor countriesstudied in thereport

Austria Oesterreichische Nationalbank 2554* 54%* Data for 1996 is not available
(in 1992)
Belgium National Bank of Belgium 19238* 99.6%*
(in 1993)
France Centrale des Bilans de la 26860* 63.8%*
Banque de France (in 1992)
Germany Deutsche Bank 11046* 50.1%* Datafor 1996 is not available
(in 1992)
Italy Centrale del Bilanci 19870* 54.6%*
(in 1993)
Portugal Banco de Portugal 13133** 56%*
(in 1994)
Spain Banco de Espana 7500** 45%* * Representativeness of firmsis very
(since 1988) low for small enterprises
Japan Ministry of Finance 20000* * Representative sample (based on a
comparison with an exhaustive
£ila)

Representativeness of samplesfor countriesincluded in thereport but studied separately

us Department of Commerce 9300 Consolidated data
(industry and Two sizes available
distributive trades)
UK 574* 86%* Consolidated data

Representativness of firmsis very
low for small enterprises

Representativeness of samplesfor countries not included in thereport

Denmark Statistics Denmark 3000*
Finland Statistics Finland 1464* 86%*
(in 1993)
Netherlands Centraal Bureau voor 9500* * 75%** Consolidated data
de Statistiek of balance-sheet total
Sweden Statistics Sweden 15900**
Note: ** All sectors included.

* Only manufacturing.
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3. BACH SCHEME

| SCHEMA BACH

| SCHEME BACH

Code | Intitulé | Description
| BILAN - ACTIF | | BALANCE SHEET - ASSETS
Capital souscrit non versé Subscribed capital unpaid
Actifsimmobilisés Fixed assets
.1 Immobilisations incorporelles Intangible fixed assets
Cc.1.1 Frais d'établissement Formation (preliminary) expenses
C.1.5* Autres immobilisations incorporelles Other intangible fixed assets
c.2 Immobilisations corporelles Tangible fixed assets
c.2.1 Terrains et constructions Land and buildings
Cc.2.2 Installations techniques et machines Plant and machinery
Cc.2.3 Autres installations, outillage, mobilier Other fixtures
C.2.4 Acomptes versés et immobilisations en cours Payments on account and assets in construction
Cc.3 Immobilisations financieres Financial fixed assets
C.3.1/3 Parts dans des entreprises liées et participations Shares in affiliated undertakings and participating interests
C.3.8* Autres immobilisations financieres Other financial fixed assets
D. Actifs circulants Current assets
D.1 Stocks Stocks
D.1.1 Matiéres premiéres et consommables Raw materials and consumables
D.1.4. Acomptes versés Payments on account
D.1.5* Autres stocks Other stocks
D.2 Créances Debtors
D.2.1 Créances résultant de ventes et de services Trade debtors
D.2.7* Autres créances Other debtors
D.3 Valeurs mobiliéres Current investments
D.4 Avoirs en banque, chéques et encaisse Cash at bank and in hand
E. Comptes de régularisation Prepayments and accrued income
AE.* Total de l'actif Total assets

(*) Rubrique non conforme a la 4éme directive européenne / Item not in conformity with the 4th european directive.
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Code

| Intitulé

Description

F.2

F.3

F.4
F.10*
F.101%
F.102%

1.1

1.2

1.4
1.10*
1.101*
1.102*

J.1*
J.4*

L.1
L.2
L.3
L.4
L.5

L.6
FL*

| BILAN - PASSIF |

Dettes dont la durée résiduelle n'est pas
supérieure a un an

Dettes envers des établissements de crédit
Acomptes regus sur commandes

Dettes sur achats et prestations de services
Autres dettes

Autres dettes financieres

Autres dettes non financiéres
Dettes dont la durée résiduelle est supérieure

aun an

Emprunts obligataires

Dettes envers des établissements de crédit
Dettes sur achats et prestations de services
Autres dettes

Autres dettes financieres

Autres dettes non financiéres

Provisions pour risques et charges
Provisions pour fonds de pension et oblig. similaires
Autres provisions

Comptes de régularisation

Capitaux propres

Capital souscrit

Primes d'émission

Réserve de réévaluation

Réserves

Résultats reportés

Résultat de I'exercice

Total du passif

BALANCE SHEET - LIABILITIES

Creditors : amounts becoming due and
payable within one year

Amounts owed to credit institutions
Payments received on accounts of orders
Trade creditors

Other creditors

Other financial creditors

Other non financial creditors

Creditors : amounts becoming due and
payable after more than one year
Debenture loans

Amounts owed to credit institutions

Trade creditors

Other creditors

Other financial creditors

Other non financial creditors

Provisions for liabilities and charges
Provisions for pensions and similar obligations

Other provisions
Accruals and deferred income

Capital and reserves

Subscribed capital

Share premium account
Revaluation reserve
Reserves

Profit or loss brought forward

Profit or loss for the financial year
Total liabilities

(*) Non conforme a la 4éme directive / Not in conformity with the 4th directive.
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Code

Intitulé

Description

1.

2.

3.

4.

S *

5.

5.a
5.b

8.

6.

6.a
6.b

U.*

7.

7.a
7.c*

v.*

9/11

12.

13.
13.a*
13.b*

W.*

X *

16.

17.

Y.

21.

COMPTE DE RESULTATS

Montant net du chiffre d'affaires

Variation du stock produits finis et en cours fabrication
Travaux portés a l'actif

Autres produits d'exploitation

Produits d'exploitation

Consommation de biens et de services

Charges des matiéres premiéres et consommables
Autres charges externes

Autres charges et impdts d'exploitation

Valeur ajoutée BACH (S -5 -8)

Frais de personnel

Salaires et traitements

Charges sociales

Résultat brut d'exploitation (T - 6)

Corrections de valeur sur actifs non financiers
Amortissements sur immob. incorporelles et corporelles
Autres corrections de valeur et provisions

Résultat net d'exploitation (U -7 )

Produits financiers

Corrections de valeur sur actifs financiers

Intéréts et charges similaires

Intéréts versés sur dettes financieres

Autres charges financiéres

Résultat financier

Résultat net des activités ordinaires avant impots
Produits exceptionnels

Charges exceptionnelles

Impots sur les résultats
Résultat net aprés impots

PROFIT AND LOSS ACCOUNT

Net turnover

Variation in stocks finished goods and work in progr.
Capitalised production

Other operating income

Total operating income

Costs of materials and consumables

Raw materials and consumables

Other external charges

Other operating charges and taxes

Added value BACH (S -5 -8)

Staff costs

Wages and salaries

Social security costs

Gross operating profit (T - 6)

Value adjustments on non financial assets
Depreciation on intangible and tangible fixed assets
Other value adjustments and provisions

Net operating profit (U - 7))

Financial income

Value adjustements on financial assets

Interest and similar charges

Interest paid on financial debts

Other financial charges

Financial income net of charges

Profit or loss on ordinary activities before taxes
Extraordinary income

Extraordinary charges

Taxes on profits
Profit or loss for the financial year
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Code

Intitulé

Description

251.*
252.*
253.*

261.*
262.*
263.*

271.*
272.*
273.*

28.*
29.*
30.*

311.*
312.*

32.*

DONNEES DE L"ANNEXE

- Etat des investissements -

Acquisitions d'immobilisations incorporelles
Cessions d'immobilisations incorporelles
Acquisitions - cessions

Acquisitions d'immobilisations corporelles
Cessions d'immobilisations corporelles
Acquisitions - cessions

Acquisitions d'immobilisations financieres
Cessions d'immobilisations financieres
Acquisitions - cessions

- Etat des amortissements -

Amortissements cumulés sur immob. incorporelles
Amortissements cumulés sur immob. corporelles
Amortissements cumulés sur immob. financiéres

Bénéfices distribués pour I'exercice cloturé

Bénéfices distribués pour I'exercice précédent

Nombre d'entreprises

INFORMATION ON THE NOTES

- Statement of investment -

Acquisitions of intangible fixed assets
Sales and disposals of intangible fixed assets
Acquisitions - sales and disposals

Acquisitions of tangible fixed assets
Sales and disposals of tangible fixed assets
Acquisitions - sales and disposals

Acquisitions of financial fixed assets
Sales and diposals of financial fixed assets
Acquisitions - sales and disposals

- Statement of depreciation -

Accumulated depreciation on intangible assets
Accumulated depreciation on tangible assets
Accumulated depreciation on financial assets

Distribution of profit for the current year

Distribution of profit for the previous year

Number of enterprises

(*) Non conforme a la 4éme directive / Not in conformity with the 4th directive.
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1. DETAILED CALCULATION OF RATIOSBY COUNTRY OR BY GROUP OF
COUNTRIES

List of ratios calculated for European countries

Indicators of financial structures:

- financid fixed assets/ fixed assats = C3/C

- financid debt / balance-sheet totd = F2+F101+14+12+1 101/balance-sheet total

- own funds = capitd and reserves/ balance-sheet total = L/FL

- reservesrate = reserves/ capital and reserves= (L3+L4+L5+L6) /L

- leverage = provisons and medium- and long-term liabilities/ (provisons and medium- and long-
term liabilities + capitd and reserves) = (J+1101+12+11)/ (L-A+I 1+12+1101+J)

- ghort-term financia debt over turnover = (F2+F101) / 1

- cover rate of capitd employed =(capital and reserves + medium- and long-term debt)/fixed
assats + working capita requirement + other current non-financid items = (L-A+11+12+1101+J
)/ [(C+D1+D2+E) - (F3+F4+F102+14+1102+K)]

- liquid capitd requirement / turnover =[(fixed assets + working capita requirement +

- other current non-finandd items) - (provisons and medium- and long-term ligbilities + capita
and resarves)] / turnover = [C+D1+D2+E - (F3+F4+F102+14+1102+K) - (L-
A+l 1+12+1101+J)] / 1

- financid debt dructure = financid short-term debt/tota financial debt = (F2+F101) /
(F2+F101+11+12+1101)

- provisonsover own funds= J/L

Indicators of profitability:

- cash-flow capacity = cash flow/ turnover = (T-6+W-Y) /1

- working capita requirement over turnover = [(D1+D2.1+E-(F3+F4+14)] / 1

- gross profitability = gross operating profit / capital employed = T-6/ [C+D1+D2+E -
(F3+F4+F102+ 4+1102+K])

- vaue added over capita employed = T/[C+D1+D2+E-(F3+F4+F102+1 4+1 102+K)]

- fixed assets over turnover = C/1

- vaue added over turnover = T/1

- cogts of materias and consumables over turnover = 5/1

- mak-upratio=T-6/1

- daff costs=6/1

- gtocksover turnover =D.1/1
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List of ratios calculated for the US

Indicator s of financial structures:

own funds = capital and reserves/ balance-sheet total (L/FL)

financid debt structure = financid short-term debt/total financia debt
(F2/F2+12+110")

cover rate of capital employed = (capitd and reserves + medium - and long-term debt) / fixed
assets + working capita requirement

[L+110+1 2+J/ C+D1+D2.1-(F3+F4%)]

liquid capitad requirement / turnover =[(fixed assets + working capita requirement) — (provisions
and medium- and long-term liabilities + capital and reserves)] / turnover
[C+D1+D2.1-(F3+F4?)-(L+110+12+J)] / 1

Indicators and determinants of profitability:

fixed assets over turnover (C/1)
working capital requirement over turnover [D1+D2.1+ E - (F3+F4% + K)]/1

Capital structure and capital requirement:

provisions over own funds (J/L)

financia charges over turnover (13/1)

trade creditors over turnover (F3+F4/1)

current assets over non-financid debt (D1+D2/F3+F4?)
short-term financid debt over turnover (F2/1)

working capita requirement + current investments & cash over financid short-term loans
[D1+D2-(F3+F4)+D3+D4/F2]

19

20

110 is chosen as a subdtitute for 11.

The main consequence is that the only item taken into account is “debenture and other fixed-interest-rate instrumentsin
circulaion”; the item “participating loans’ is not included under 110.

F4 is chosen asa sudtitute for 14.

The main consequence is that the only item taken into account is “ trade creditors” ; the item “ payment received on
account from customers” is not included under F4.
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2. VARIABLES AVAILABLE AND MISSING IN THE REPORT FOR EACH COUNTRY

Table of missing Bach itemsused in the calculation of variables

AUSTRIA | BELGIUM

FRANCE

GERMAN
Y

ITALY

PORTUGA
L

SPAIN

JAPAN

Debtors
(D2)

Current investments
(D3)

X
(in 90 and
a1\

Cash at bank and in hand
(D4)

Prepayments and accrued income

(E)

Amounts owed to credit institutions
(due and payable within one year)
(F2)

Payments received on account of
orders (due and payable within one
year)

(in 90)

Trade creditors(due and payable
within one year)
(F4)

Other financial creditors (due and
payable within one year)
(F101)

Other non-financial creditors (due
and payable within one year)
(F102)

Debenture loans

(1)

Amount owed to credit institutions
(due
and payable after more than one year)

Trade creditors (due and payable
after more than one year)

(14)

Note: X denotes missing item.

X
(included in
F4)

X
(included in
F4)
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(included in
F4)

X
(included in
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X
(in 90
included in

X
(included in
F4)



AUSTRIA | BELGIUM FRANCE GERMAN ITALY PORTUGA SPAIN JAPAN
Y L

Other financial creditors (due and
payable after more than one year) X X
(1101)
Other non-financial creditors (due
and payable after more than one year) X X X
(1102)
Accruals and deferred income
(K) X
Revaluation reserves
(L3) X X X
Reserves
(L4)
Profit or loss brought forward
(L5) X
Profit or loss for the financial year X
(L6) (included in

L5)
Added value BACH
()
Staff costs
(6)
Interest paid on financial debts
(13a) X X

Note: X denotes missing item.

Themain consequences of these itemsbeing missng are:

- theimpossihility of caculating the variable gpparent interest rate on financial debt ” for Portugal and Austria;

- anundervauation for the varidble “ reserverate” for Austria, Germany and Japan;

- anundervauation for dl the varigbleswhich indluded theitems* other financid and non-financid creditors” for Austria;

- anundervauation for al the variableswhich included the item “ other non-financia creditors” for Germany;

- anundervduation for dl the variables which included the item “ other financia or non-financid creditors due and payable
after more than one year” for Japan.
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Table of missing Bach itemsfor the United States

us
Debtors
(B2)
Current investments
(D3)
Cash at bank and in hand
(D4)
Prepayments and accrued income
(E) X
Amounts owed to credit institutions
(due and payable within one year)
(F2)
Payments received on account of orders
(due and payable within one year)
(F3)
Trade creditors (due and payable
within one year)
(F4)
Other financial creditors (due and payable within
one year) X
(F101)
Other non-financial creditors (due and
payable within one year) X
(F102)
Debenture loans X
(12) (included in 110)

Amount owed to credit institutions (due
and payable after more than one year)

(12

Trade creditors (due and payable after
mor e than one year)

(14

Note: X denotes missing item.

X
(included in F4)

us
Other financial creditors (due and payable
after more than one year) X
(1101)
Other non-financial creditors (due and payable
after more than one year) X
(1102)
Accruals and deferred income
(K) X
Subscribed capital
(LD
Revaluation reserves
(L3) X
Reserves
(L4)
Profit or loss brought forward
(L5) X
Profit or loss for the financial year
(L6)
Added value BACH
(M X
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Staff costs

(6 X
Interest paid on financial debts
(13a) X

91



Table of missing Bach itemsfor countriesexcluded from our analysis

DENMARK

NETHERLANDS

SWEDEN

Debtors
(D2)

Current investments
(D3)

Cash at bank and in hand
(D4)

Prepayments and accrued income

(E)

Amounts owed to credit institutions
(due and payable within one year)
(F2)

Payments received on account of orders
(due and payable within one year)
(F3)

Trade creditors (due and payable
within one year)
(F4)

Other financial creditors (due and
payable within one year)
(F101)

Other non-financial creditors (due and
payable within one year)
(F102)

Debenture loans

(1)

Amount owed to credit institutions (due
and payable after more than one year)

(12)

Trade creditors (due and payable after
more than one year)

(14)

DENMARK

NETHERLANDS

SWEDEN

Other financial creditors (due and payable
after more than one year)
(1101)

Other non-financial creditors (due and
payable after more than one year)
(1102)

Accruals and deferred income

(K)

Subscribed capital
(L1)

Share premium account
(L2)

Revaluation reserves
(L3)

Reser ves
(L4

Profit or loss brought forward
(L9)

Profit or loss for the financial year
(L6)
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Added value BACH
(m

Staff costs
(6

Interest paid on financial debts
(13a)
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3. COMMENT CONCERNING THE UNITED KINGDOM

Given the limits of the sample, which is not included in the BACH database, the analysis of UK
SMEs cannot yield reliable results. Firgt, only a few ratios can be estimated as many items are
missing. Second, the representativeness of SMEs is very low and the sample is not constant, so that
the indusion of some new firms may introduce erratic changes from one year to the next. Third, the
estimated vaue of some ratios may be abnormal (for instance, the cash flow capacity gives —90%in
1994 for SMES). Findly, differences between medium-sized and large firms tend to be very smdl or
non-existent. Hence, only one ratio is commented on in this study. The own funds ratio tends to

decrease with sze and smdl firmsin the United Kingdom seem to be highly capitalised.
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1. LIST OF RATIOSUSED IN THE DATA

Active variablesfollowing the Bach scheme

‘own funds = capital and reserves/ balance-sheet total = L / FL

‘leverage’ = provisons and medium- and long-term liabilities/ (provisons and medium- and
long-term ligbilities + capitd and reserves) =
(J+1101+12+11) / (L-A+1 1+ 2+1101+J)

‘reserverat€ = reserves/ capitd and reserves= (L3+L4+L5+L6) /L

‘financid debt structure = financid short-term debt/tota financia debt =
(F2+F101) / ( F2+F101+l 1+ 2+1 101)

‘cover rate of capital employed’ = (capital and reserves +medium- and long-term debt)/ fixed
assats + working capita requirement + other non-financid current items =
(L-A+11+12+1101+J) / [(C+D1+D2+E) - (F3+F4+F102+14+1102+K)]

‘liquid capitd requirement’ / turnover =[(fixed assets + working capita requirement + other non-
financid current items) — (provisons and medium- and long-term ligbilities + capital and
reserves)] / turnover =

[(C+D1+D2+E - (F3+F4+F102+14+1102+K) - (L-A+l 1+12+1101+J) ] / 1

‘cash flow capacity’ = cash flow/ turnover = (T-6+W-Y) / 1

leverage impact = financid profitability less gross profitability = (cash flow / capital and reserves)
- (gross operating profit over capital employed) =
[T-6+W-Y/L] —[T-6/ (C+D1+D2+E) - (F3+F4+F102+14+1102+K)]

Supplementary variables following the Bach scheme

Indicators and determinants of profitability:

gross profitability = gross operating profit / capital employed =
(T-6) / [ (C+D1+D2+E) - (F3+F4+F102+1 4+ 102+K)]

profitability of own funds = profit or loss on ordinary activities after taxes/ capital and reserves =
(T-6-7+W-Y) /L

mark-up ratio= (T-6) / 1
fixed assetsover turnover =C /1

working capita requirement and other current non-financia items over turnover =
[(D1+D2+E)-(F3+F4+F102+14+1 102+K)]/1

financid charges over turnover =13/ 1
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Financial structure and capital requirement:

- provisonsover ownfunds=J/L

- solvency = cash flow/financid debt = (T-6-7+W-Y) / ( F2+F101+I 1+12+1101)

- trade creditors over turnover = (F3+F4) / 1

- current assets over non-financid debt = (D1+D2+E) / (F3+F4+F102+1 4+1 102+K)

- ghort-term financia debt over turnover = (F2+F101) / 1
- working capitd requirement + current investments and cash over financia short-term loans =
[(D1+D2+E) -(F3+F4+F102+14+1102+K)+D3+D4] / (F2+F101)
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2. SOME DETAILSOF THE DATA

Contents of cluster according to size

Cluster 1 Cluster 2 Cluster 3 Cluster 4

SMALL 39 28 40 55
MEDIUM 7 58 55 42
LARGE 0 68 42 52
ALL SIZES 46 14 137 149

The firms which contribute most to the definition of the components ares

- onthe negative part of the first component: dmost only small companies
- onthe pogtive part of the first component: dl Szes
- onthe negative part of the second component: mainly small companies

- onthe pogtive part of the second component: dl szes, with amgority of medium-sized companies.
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Principal component analysis

ACTI VE AND SUPPLEMENTARY VARI ABLES (mean and st andard devi ation)

TOTAL NUMBER : 486 TOTAL WEI GHT : 486. 00

B e B e R R |
| NUM. IDEN - NAME SI ZE VEI GIT | MEAN  STANDARD | MNMM NAXIMM |
| | DEVI ATI ON | |
| | |
B T T R L TP
| 1. PDSK - own funds/total 486 486.00 | 32.81 9.98 | 8.16 66.36 |
| 2 . TXEN - |everage 486 486.00 | 39.62 14.08 | 6.48 79.12 |
| 3 . TXRE - reserves rate 486 486.00 | 49. 52 19.18 | 0.00 89.53 |
| 4 . TXQO - cover rate of K enp 486 486.00 | 86. 61 15.86 | 42. 46 141.24 |
| 5. BESL - liquid capital requi 486 486.00 | 8.07 9.26 | -17.43 43.48 |
| 6 . CAFC - cash flow capacity 486 486.00 | 6.25 2.39 | -5.19 18.37 |
| 7 . RFIM - leverage inpact 486 486.00 | 6.29 13.49 | -14.56 89.75 |
| 8 . DFIC - short termfin.debt/ 486 486.00 | 52.12 15.08 | 11.82 82.31 |
| e m e ke n e ERISELEILIRRIEILETEINS [ memme e
| 9 . PROV - provisions/ow funds 486 486.00 | 17.19 15.34 | 0.37 61.25 |
| 10 . SQAV - sol vency 486 486.00 | 23.07 13.77 | -14.36 155.94 |
| 11 . ACTC - current assets /std 486 486.00 | 2.13 1.08 | 1.10 7.42 |
| 12 . LIQU - wer+current investé&c 486 486.00 | 2.37 1.34 | 0.72 8.98 |
| 13 . GBCC - sh fin. debt/t.o. 486 486.00 | 13.58 5.67 | 3.11 35.68 |
| 14 . RBE - gross profit/capital 486 486.00 | 18. 87 4.93 | 3.53 38.46 |
| 15 . RESU - profit/own funds 486 486.00 | 4.67 6.91 | -40. 06 26.45 |
| 16 . EBEC - nark-up 486 486.00 | 9.92 2.59 | 2.10 24.48 |
| 17 . FRSF — fin. charges/t.o. 486 486.00 | 3.65 1.40 | 1.51 9.16 |
| 18 . AICC - fixed assets/t.o. 486 486.00 | 35. 82 14.91 | 12.63 97.35 |
| 19 . BFRC - working cap. requi 486 486.00 | 19. 49 8.02 | 3.14 45.75 |
| 20 . DETT - trade creditors/t.o. 486 486.00 | 16. 41 5.33 | 4.81 32.13 |
B T T R L TP
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CORRELATI ON  MATRI X

|  PDSK  TXEN
1.00
TXCO| 0.52 -0.38
BESL | -0.42 0.30
CAFC | 0.47 -0.21
RFIM| -0.62 0.74
DFIC| -0.24 0.04
_____ o e e e e e e e e m -

|  PDSK  TXEN

TXRE TXCO BESL CAFC RFIM DFIC---- e
------------ PDSK | 1.00TXEN | -0.85 1. 00TXRE | 0.18 -0.14
0.43 1.00

TXRE TXCO  BESL CAFC RFIM  DFIC

El GENVALUES OF THE CORRELATI ON MATRI X

|  PDSK  TXEN
PDSK | 99.99
TXEN | -27.83 99.99
TXRE | 3.96 -3.20
TXCO | 12.83 -8.87
BESL | -9.83 6.86
CAFC | 11.28 -4.77

RFIM | -15.97 20.80
DFIC | -5.47 0.87

CHART OF THE FI RST 8

dommeean Fommmme e O
+| No

|

| | |
Hommaman Fommeme e Fommna-
| 1 | 3.8845 | 48.
| 2 | 1.5721 | 19.
| 3 | 1.2489 |  15.
| 4 | 0.7333 | 9
| 5 | 0.3012 | 3.
| 6 | 0.1400 | 1.
| 7 | 0.0914 | 1.
| 8 | 0.0286 | 0.
L o o

ANDERSON' S | NTERVALS
CONFI DENCE = 0. 95

TXRE TXCO BESL CAFC RFIM DFIC---- e

99. 99

10.11 99.99

-9.81 -40.01 99.99

0.52 3.24 -1.67 99.99

-9.43 -14.94 11.83 3.04 99.99

-6.39 -19.63 17.08 -5.75 4.52 99.99

TXRE TXCO  BESL CAFC RFIM  DFIC

El GENVALUES
e e e e e e e e e e e e e e e e e e e e e e e e e
| El GENVALUE % CUMULA
| % | |
B e B T N T N NN N N N +
56 | 48. 56 | R R R R |
65 | 6821 | khkkkkkkhkhkkhhhhhhkkkhkhkkkkkkkkkkkkkx |
61 | 8382 | khkkkkkhkkhkhkhhhhhhkkkkkkkk kK |
17 | 9298 | Kok ok ok ok ok ok ok ok ok ok ok ok ok ok ok |
77 | 96 75 | * ok ok Kk ok Kk |
75 | | * ok ok |
| | |
| | |
+ +

. o e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e - +
| NUMBER | LOWER CONFI DENCE El GENVAL UE UPPER CONFI DENCE |

| | LIMT LIMT [ .
------------------------------------------ +| 1 3.4251 3. 8845
4. 4055 |

| 2 | 1.3862 1.5721 1.7830 |

| 3| 1.1012 1.2489 1.4164 |

| 4 | 0. 6465 0.7333 0.8316 |

| 5 | 0.2656 0.3012 0.3416 |

Fommm e o e e e e e e e e e e e e e e e e e e e e e e ea s +

2
3
N
5
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VARI ABLE COORDI NATES ON COMPONENTS 1 TO 5
ACTIVE VARI ABLES - ----ccmmmmmmmmmac oo o el S
----------------------- + VARI ABLES COORDI NATES
| CORRELATI ONS VARI ABLE- COMPONENT]|
____________________________ o
------ +
| DEN — NAME | 1 2 3 4 | 1 2 3 4
5 |
PDSK - own funds/total | 0.78 0.54 -0.21 -0.01 0.01 | 0.78 0.54 -0.21 -0.01
0.01 |
TXEN - |everage | -0.69 -0.68 -0.10 0. 05 0.05 ] -0.69 -0.68 -0.10 0.05
0.05 |
TXRE - reserves rate | 0.51 -0.30 0.27 0.76 -0.01| 0.51 -0.30 0.27 0.76
-0.01 |
TXCO - cover rate of K.enp | 0.90 -0.34 -0.01 -0.16 0.14 | 0.90 -0.34 -0.01 -0.16
0.14 |
BESL - liquid capital requi | -0.83 0.42 -0.03 0.18 -0.30 | -0.83 0.42 -0.03 0.18
-0.30 |
CAFC - cash flow capacity/ | 0. 27 0.22 -0.88 0. 27 0.06 | 0.27 0.22 -0.88 0.27
0.06 |
RFIM — | everage inpact | -0.77 -0.28 -0.48 0.03 0.16 | -0.77 -0.28 -0.48 0.03
0.16 |
DFIC - short term fin.debt/ | -0.61 0.57 0. 33 0. 15 0.40 | -0.61 0.57 0.33 0.15
0. 40
____________________________ o
------ +
SUPPLEMENTARY  VARI ABLES- - - === - s cmmmmmmmommoo e - e e e +- -
_____________________________ +

VARI ABLES COORDI NATES | CORRELATI ONS VARI ABLE-
COMPONENT]|
____________________________ e
------ +
| DEN — NAME 1 2 3 4 | 1 2 3 4
5 |
____________________________ e
------ +
PROV - provisions/own funds | -0.77 -0.26 -0.16 0.14 0.31 | -0.77 -0.26 -0.16 0.14
0.31 |
SOLV - sol vency | 0. 39 0.28 -0.67 0. 25 0.17 | 0.39 0.28 -0.67 0.25
0.17 |
ACTC - current assets /std | -0.49 0.07 -0.27 0.31 0.11 ] -0.49 0.07 -0.27 0.31
0.11 |
LIQU - wcr+current invest&c | 0.42 -0.38 -0.30 0.05 -0.08 ] 0.42 -0.38 -0.30 0.05
-0.08 |
CBCC - sh fin. debt/t.o. | -0.62 0. 44 0. 33 0.01 -0.09 | -0.62 0.44 0.33 0.01
-0.09 |
RBE - gross profit/capital | 0.34 -0.37 -0.17 0.11 0.14 | 0.34 -0.37 -0.17 0.11
0.14
RESU - profit/own funds | -0.06 -0.26 -0.57 0. 47 0.27 ] -0.06 -0.26 -0.57 0.47
0.27 |
EBEC - mark-up | 0. 26 0.37 -0.60 0.25 -0.10| 0.26 0.37 -0.60 0.25
-0.10 |
FRSF - fin. charges/t.o. | 0. 07 0.41 0.27 -0.17 -0.34 | 0.07 0.41 0.27 -0.17
-0.34 |
AICC - fixed assets/t.o. | 0.21 0.41 -0.29 -0.04 -0.31| 0.21 0.41 -0.29 -0.04
-0.31 |
BFRC - working cap. require | -0.50 0.40 -0.10 0.30 -0.06 | -0.50 0.40 -0.10 0.30
-0.06 |
DETT - trade creditors/t.o. | 0.11 0. 07 0.42 -0.16 -0.10| 0.11 0.07 0.42 -0.16
-0.10 |
____________________________ o e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e mm ==
------ +
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CHARACTERI STI CS OF COVMPONENT 1

B m e e e e e e e e e e e e e e e e e e e e eeeaaaas
WEI GHT | DESI GNATI ON | AVERAGE | STANDARD DEV| NO |
-0.83 | 486.00 | liquid capital requirenment/turnover | 8.07 | 9.26 | 1
-0.77 | 486.00 | provisions/own funds | 17.19 | 15.34 | 2
0.78 | 486.00 | own funds/bal ance sheet total | 32.81 | 9.98 | 19
0.90 | 486.00 | cover rate of capital enployed | 86.61 | 15.86 | 20
o m ot e e e e e e e e e e e e e e e e i an
B m ot e e e e e e e e e e e e e e e e eeeeaaas
COORD. | WEIGHT | DESI GNATI ON | AVERAGE | STANDARD DEV| NO
-0.77 | 486.00 | provisions/own funds | 17.19 | 15.34 | 1
0.42 | 486.00 | wecr+current invest&cash/st fin. debt 2.37 | 1.34 | 12
e m e e e e e e e e e e e e e e e e e e e e e s

o o e i iil__.
COORD. | WEIGHT | DESI GNATI ON | AVERAGE | STANDARD DEV| NO
-0.68 | 486.00 | |everage | 39.62 | 14.08 | 1
-0.38 | 486.00 | wcr+current invest&cash/st fin. debt | 2.37 | 1.34 | 2
0.54 | 486.00 | own funds/bal ance sheet total | 32.81 | 9.98 | 19
0.57 | 486.00 | short termfin.debt/financial debt | 52.12 | 15.08 | 20
o e el llii_o_o_.
o o e i iil__.
COORD. | WEIGHT | DESI GNATI ON | AVERAGE | STANDARD DEV| NO
-0.38 | 486.00 | wcr+current invest&cash/st fin. debt | 2.37 | 1.34 | 1
0.44 | 486.00 | sh financial debt/turnover 13.58 | 5.67 | 12
o e e iil_o_.
CHARACTERI STI CS OF COVPONENT 3
o e e e e e eieoo.
VEI GHT | DESI GNATI ON | AVERAGE | STANDARD DEV| NO |
-0.88 | 486.00 | cash flow capacity/turnover | 6.25 | 2.39 | 1
-0.67 | 486.00 | sol vency | 23.07 | 13.77 | 2
0.33 | 486.00 | short termfin.debt/financial debt | 52.12 | 15.08 | 19
0.42 | 486.00 | trade creditors/turnover | 16.41 | 5.33 | 20
o o e e e e e e e
BY | LLUSTRATI VE CONTI NUOUS VARI ABLES
o e e e e e e e e e e eieoo-
COORD. | WEI GHT | DESI GNATI ON | AVERAGE | STANDARD DEV| NO
-0.67 | 486.00 | sol vency | 23.07 | 13.77 | 1
0.42 | 486.00 | trade creditors/turnover 16.41 | 5.33 | 12
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DESCRI PTI ON OF PARTI TI ONS
DESCRI PTI ON FROM THE CUT 'a'

CLUSTER 1/ 4

R R B I o e B
" V. TEST | PROBA | MEAN | STANDARD DEVI ATION |
| | CLUSTER GENERAL | CLUSTER GENERAL |
Fomm e R B I o e B
| CLUSTER 1 / 4 ( VWEIGHT = 46.00
16.91 | 0.000 | 38.34 6.29 | 15.55 13.49 |
RFIM |
12.43 | 0.000 | 64.21 39.62 | 7.64 14.08 | 2.l everage
11.27 | 0.000 | 41. 49 17.19 | 7.48 15.34 | 9. provi sions/own funds
9.10 | 0.000 | 19.91 8.07 | 8.16 9.26 | 5.1iquid capital requirement / turnover
5.82 | 0.000 | 3.01 2.13 | 0.38 1.08 | 1l.current assets /st non fin. debt
5.43 | 0.000 | 17.90 13.58 | 2.63 5.67 | 13.sh financial debt/turnover
4.63 | 0.000 | 9.16 4.67 | 6.79 6.91 | 15.profit/own funds
3.92 | 0.000 | 60. 42 52.12 | 4.43 15.08 | 8.short termfin.debt/financial debt
3.44 | 0.000 | 23.36 19.49 | 3.98 8.02 | 19.working cap. requirement(wcr)/turnover
| | |
-3.63 | 0.000 | 2.93 3.65 | 0. 66 1.40 | 17.financial charges/turnover
-3.93 | 0.000 | 27.60 35.82 | 11.92 14.91 | 18.fixed assets/turnover
-4.04 | 0.000 | 1.61 2.37 | 0.31 1.34 | 12.wer+current invest&cash/st fin. debt
-4.58 | 0.000 | 14. 22 23.07 | 6.17 13.77 | 10.sol vency
-6.00 | 0.000 | 11.92 16. 41 | 2. 40 5.33 | 20.trade creditors/turnover
-10.69 | 0.000 | 20.73 49.52 | 19. 74 19.18 | 3.reserves rate
-11.08 | 0.000 | 61.94 86. 61 | 7.86 15.86 | 4.cover rate of capital enployed
-11.52 | 0.000 | 16. 67 32.81 | 4.79 9.98 | 1. own funds/ bal ance sheet tota
Fomm e R B I o e B
-+
CLUSTER 2 / 4
R R B I o e B
-+
V.TEST | PROBA | MEAN | STANDARD DEVI ATION |
| | CLUSTER GENERAL | CLUSTER GENERAL |
Fomm e R B I o e B
-+
CLUSTER 2 / 4 ( VEIGHT = 154. 00 SIZE = 154 )
11.99 | 0.000 | 25.90 19.49 | 6.58 8.02 | 19.working cap. requirement(wcr)/turnover
11.60 | 0.000 | 63. 77 52.12 | 7.64 15.08 | 8.short termfin.debt/financial debt
11.31 | 0.000 | 15. 06 8.07 | 5.92 9.26 | 5.1iquid capital requirement / turnover
10.93 | 0.000 | 28. 38 17.19 | 13. 67 15.34 | 9. provi si ons/ own funds
10.18 | 0.000 | 2.86 2.13 | 1. 47 1.08 | 11. current assets /st non fin. debt
9.27 | 0.000 | 17.09 13.58 | 5.50 5.67 | 13.sh financial debt/turnover
5.43 | 0.000 | 44.72 39.62 | 8.14 14.08 | 2.l everage
| | |
-2.53 | 0.006 | 46. 28 49.52 | 16. 80 19.18 | 3.reserves rate
-2.69 | 0.004 | 20. 60 23.07 | 12.21 13.77 | 10. sol vency
-3.33 | 0.000 | 2.07 2.37 | 0.99 1.34 | 12.wer+current invest&cash/st fin. debt
-3.98 | 0.000 | 5.62 6.25 | 2.38 2.39 | 6.cash flow capacity / turnover
-4.06 | 0.000 | 9.22 9.92 | 2.00 2.59 | 16.mark-up
-6.86 | 0.000 | 28.24 32.81 | 4.61 9.98 | 1. own funds/ bal ance sheet tota
-9.40 | 0.000 | 15.78 18.87 | 3.99 4.93 | 14.gross profit/capital enployed
-10.67 | 0.000 | 75. 33 86.61 | 7.62 15. 86 | 4.cover rate of capital enployed
Fomm e R B I o e B
-+
CLUSTER 3/ 4
R R B I o e B
[ V.TEST | PROBA | VEAN | STANDARD DEVI ATION |

Cluster analysis

OF THE TREE IN 4 CLUSTERS
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VARI ABLES
| DEN

7.1 everage i mpact
TXEN
PROV
BESL
ACTC
CBCC
RESU
DFI C
BFRC

|
FRSF
Al CC
LI QU
SOLV
DETT
TXRE
TXCO
PDSK

VARI ABLES
| DEN

VARI ABLES



R — Foeem -
-+
14.38 | 0.000
8.35 | 0.000
7.59 | 0.000
7.47 | 0.000
6.69 | 0.000
5.78 | 0.000
2.37 | 0.009
2.37 | 0.009
-3.51 | 0.000
-4.20 | 0.000
-5.27 | 0.000
-7.63 | 0.000
-11.81 | 0.000
-15.48 | 0.000
R — Foeem -
-+

CLUSTER GENERAL |

CLUSTER 3/ 4

43.21 32.81 |

44.02 35.82 |

11.33 9.92 |

29.75 23.07 |

89. 33 86.61 |
54.70 52.12 |

2.91 4.67 |
1.96 2.37 |
1.72 2.13 |
-1.17 6.29 |
4.06 17.19 |

23.82 39.62 |

CLUSTER GENERAL |

( VEIGHT =

6.67
1.54
17.28
3.50
17.70
2.82
6.31
11.28

9

137.00

.98 |

1.40 |

14

2.
13.
2.
15.

15.

13.

15.

14.

91 |
59 |

1

17.
18.
16.
10.
6.

4.

8

15.

SIZE = 137 )

.own funds/ bal ance sheet total

financial charges/turnover
fixed assets/turnover

mar k- up

sol vency

cash flow capacity / turnover

cover rate of capital enployed

.short termfin.debt/financial debt

profit/own funds

.wer+current invest&cash/st fin. debt

.current assets /st non fin. debt

| ever age i npact

. provi si ons/ own funds

| ever age
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CLUSTER 4/ 4

UvoTest | eReea e T T sTaNoaRD DEIATION | T VARI ABLES
| | CLUSTER GENERAL | CLUSTER GENERAL | | DEN

| | |

B R — B e Fo m o o e e e e e e e e e e e e e e e e e e e e e e e e eeeeeeao s

-+

CLUSTER 4/ 4 ( PODS = 149. 00 EFFECTIF = 149 ) aada
15.49 | 0.000 | 103. 38 86.61 | 9. 85 15.86 | 4.cover rate of capital enployed TXCO
10.70 | 0.000 | 22.48 18.87 | 4.91 4.93 | 1l4.gross profit/capital enployed RBE
10.02 | 0.000 | 3.28 2.37 | 1.81 1.34 | 12.wer+current invest&cash/st fin. debt LI QU
9.62 | 0.000 | 62.13 49.52 | 15. 42 19.18 | 3.reserves rate TXRE
2.82 | 0.002 | 6. 00 4.67 | 4.34 6.91 | 15.profit/own funds RESU

| | | |
-2.36 | 0.009 | 9.51 9.92 | 1.64 2.59 | 16. mark-up EBEC
-3.88 | 0.000 | 31.87 35.82 | 12.12 14.91 | 18.fixed assets/turnover Al CC
-5.00 | 0.000 | 3.17 3.65 | 0.93 1.40 | 17.financial charges/turnover FRSF
-5.50 | 0.000 | 1.22 6.29 | 4.97 13.49 | 7. leverage inpact RFI M
-6.67 | 0.000 | 10. 20 17.19 | 5.31 15.34 | 9. provi si ons/ own funds PROV
-8.81 | 0.000 | 1.48 2.13 | 0.23 1.08 | 11. current assets /st non fin. debt ACTC
-12.66 | 0.000 | 8. 69 13.58 | 4.18 5.67 | 13.sh financial debt/turnover CBCC
-13.25 | 0.000 | 12.24 19.49 | 5.21 8.02 | 19.working cap. requirenment(wcr)/turnover BFRC
-15.19 | 0.000 | -1.54 8.07 | 4.52 9.26 | 5.1iquid capital requirenent / turnover BESL
-16.50 | 0.000 | 35.13 52.12 | 10. 07 15.08 | 8.short term fin.debt/financial debt DFI C

B R — B e Fo m o o e e e e e e e e e e e e e e e e e e e e e e e e eeeeeeao s

-+
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APPENDIX IV
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1. ESTIMATION METHOD

Edtimation was carried out in three stages.

Stage one

This serves to initidise the iteration procedure. Equations (4) and (5) are estimated independently
for each sze dass, and from this the initid values for coefficients a, d, b, d, e andj are deduced for each
class.

The mean vaues are caculated for dl classes b, e; andj 5 (1 for the first estimation).

Sage two

The purpose of this stage is to start out from the assumption that b, d, e and j areidenticd indl
the Sze classes and to obtain by iteration a convergent estimation of parametersa, d, b, e,

N N NN N
andj ,ora,d,b,j ande.
This was done using equations (4) and (5), dightly modified as follows.

(4) ([R-VA)=b K
a SC N

5) R-GP e TO+ | WCR

TO K TO

o

The iteration was carried out as follows:

[ nput Edimaion
N N
by, e, a1, din

in (4) and (5) by Szeclass

NN

al, dil b21 eZ’j 2
in (4) and (5) for dl classes

N N
b, esj2 a2, i
in (4) and (5) by szeclass
N N
a2, di bs €3] 3

in (4) and (5) for dl classes

and so on, continuing until the estimations converged.
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The required number of iterationsisindicated in the tables.

Stage three

N AN

Once convergence has been obtained, and with the vaues for Ry and R, for each observation as
derived from equations (4) and (5), we return to equation (3):
N N
R =pu Rut po Ro,
to estimate parameters py and po by class.

This method of estimation appears robust, despite its “rule of thumb” character.

If weterm g, eq; and ey; (j is the observation index) the random variables of equations (3), (4) and
(5) respectively, this method amounts to assuming that the random variables are linked by the following
relation:

(6) € =Ppoeo+ pwew; *h;
inwhich:
- h; is arandom varigble providing a measure of the resdud variability of e;, once that of eq; and

ev; has been taken into account,
- varigbles eg;, ey; and h; are independent.

These assumptions flow naturdly from our theoreticd modd for the formation of profitability.
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2. MEANSVALUES OF THE DETERMINANTS OF PROFIT

Explanation of the following tables

The tables digplay the mean vaues per sze of enterprises for the ratios which influence the formation of
profitability.

The reaults are displayed for manufacturing as a whole and then the results are broken down by subsector,
namdy : ‘intermediate product’, ‘investment goods and consumer durables” and ‘ non-durable consumption
goods'.

The dgnificance of the difference of mean vaue is econometricaly tested. An asterix means that the
difference is 9gnificant with an confidence interval of 95%.
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Summary of resultsfor Audtria

Overall results (for all sectors)

Organisation Market
Real gross profit/  Value added/  Capital employed/  Real gross profit/ Mark-up Turmnover/ Working capital
All sectors  capital employed staff costs staff costs capital employed fixed assets  requirements/ turnover
Small 18.77 135.53 189.048 18.77 11.0783 262.457 19.67
Mediu 18.27 136.74 202.083 18.27 10.087 289.89 20.316
m
Large 17.597 143.47 256.216 17.597 10.262 247535 17.129
(*/sme) (*/sme) (*/sme) (*/sme)
Results by sector
Organisation Market
Real gross profit/ ~ Value added/  Capital employed/ Real gross profit/ Mark-up Turnover/ Working capital
capital employed staff costs staff costs capital employed fixed assets  requirements/ turnover
Intermediate Products
Small 19.505 143.972 226.126 19.505 12.821 217.843 19.0833
(*/me)
Mediu 17.72 138.793 221,538 17.72 10.646 236.586 18.131
m
Large 15541 144.873 289.973 15541 11.658 194.216 23.683
(*/se) (*/sme) (*/se) (*/me) (*/sme)
Investment goods and consumer durables
Small 17.328 127.545 160.17 17.328 10.13 284.10 22.283
(*/mle)
Mediu 17.606 130.353 172.891 17.606 9.746 325.105 24.660
m
Large 20.548 135,595 175.70 20548 8.9433 337.618 14.066
(*/se) (*/sme)
Non-durable consumption goods
Small 19.476 135.10 180.848 19.476 10.283 285.43 17.643
Mediu 19.485 141.073 211821 19.485 9.87 307.978 18.158
m
Large 16.703 149.963 302.975 16.703 10.185 210.77 13638
(*/sme) (*/sme) (*/sme) (*/sme)

Note: An asterisk under a figure means that the coefficient is significantly different from that indicated by an abbreviation - small (s),
medium-sized (m) and large (I) enterprises.
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Summary of resultsfor Belgium

Overall results (for all sectors)

Organisation Market
Real gross profit/ ~ Value added/  Capital employed/  Real gross profit/ | Mark-up  Tumover/ Working capital
All sectors  capital employed staff costs staff costs capital employed fixed assets ~ requirements/ turnover
Small 16.110 139.839 259.354 16.110 8.2146 279.247 15.423
(*/me) (*/me)
Mediu 18.448 145.0288 243135 18.448 8.0313 329.695 17.0613
m
Large 16.568 154.442 361.981 16.568 7.906 246.201 13.938
(*/sme) (*/sme) (*/se)
Results by sector
Organisation Market
Real gross Value Capital Real gross profit/ | Mark-up Turnover/ Working capital
profit/ added/ staff employed/ capital employed fixed requirements/
Intermediate Products
Small 13.278 152.66 398.03 13.378 9.27 180.848 14.38
Medium 18.495 157.67 31251 18.495 11.531 222.118 17.228
(*sle) (*/sle)
Large 12.203 163.09 516.75 12.203 12.611 119.238 20.03
(*/se) (*/sme) (*/sme) (*/sme) (*/sme)
Investment goods and consumer durables
Small 16.53 129.036 175.745 16.53 7.678 328.715 16.028
Medium 17.423 129.69 171.076 17.423 8.03 383.802 19.915
Large 21.753 139.01 179.37 21.753 8.443 355.52 10.47
(/sme) (*/sme) (/sme) (*/se) (*/sme)
Non-durable consumption goods
Small 18.523 137.82 204.288 18.523 8.45 328.178 14.848
Medium 19.426 147.72 245.81 19.426 8.226 383.166 16.243
Large 15.748 161.22 389.813 15.748 7.983 263.846 12.646
(*/sme) (*/sme) (*/sme) (*/sme) (*/sme) (*/sme)

Note: An asterisk under a figure means that the coefficient is significantly different from that indicated by an abbreviation - small (s),
medium-sized (m) and large (I) enterprises.
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Summary of resultsfor France

Overall results (for all sectors)

Organisation Market
Real gross profit/  Value added/  Capital employed/ Real gross profit/ Mark-up Turnover/ Working capital
All sectors  capital employed staff costs staff costs capital employed fixed assets  requirements/ turnover
Small 2281 130.592 134.552 2281 9.001 569.465 20.106
Mediu 24.20 142.37 174.89 24.20 9.879%4 541572 21.785
m
Large 19.27 157.97 304.631 19.27 10.205 280.087 16.679
(*/sme) (*/sme) (*/sme) (*/sme) (*/se) (*/sme)
Results by sector
Organisation Market
Real gross profit/  Value added/  Capital employed/ Real gross profit/ Mark-up  Turnover/fix Working capital
capital employed staff costs staff costs capital employed ed assets requirements/ turnover
Intermediate Products
Small 22.485 140.093 178.54 22485 10.925 346.628 19.68
Mediu 25.006 149.82 199.35 25.006 11.115 42454 20.836
m
Large 17.7816 161.35 345.08 17.7816 11.605 22325 20.581
(*/sme) (*/sme) (*/sme) (*/sme) (*/sme)
Investment goods and consumer durables
Small 23.23 123.48 101.073 23.23 8.052 713.62 20.755
(*/mle)
Mediu 23931 149.82 140.65 23931 9.736 597.246 23973
m
Large 21511 161.35 238.621 21511 10.04 278.756 10.702
(*/me) (*/sme) (*/sme) (*/me) (*/sme) (*/sme)
Non-durable consumption goods
Small 22.733 128.2 124,045 22.733 8.027 648.148 19.883
Mediu 23.668 143.64 184.686 23.668 8.786 602.92 20.546
m
Large 18542 161.19 330.19 18542 897 338.255 18.755
(/sme) (*/sme) (*/sme) (/sme) (*/se) (*/sme) (*/me)

Note: An asterisk under a figure means that the coefficient is significantly different from that indicated by an abbreviation - small (s),
medium-sized (m) and large (I) enterprises.
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Summary of resultsfor Germany

Overall results (for all sectors)

Organisation Market
Real gross profit/  Value added/  Capital employed/ Real gross profit/ Mark-up Turnover/ Working capital
All sectors  capital employed staff costs staff costs capital employed fixed assets  requirements/ turnover
Small 24.75 127.088 108.155 24.75 8.215 583.870 15.423
Mediu 21.89 130.27 136.926 21.89 8.031 510.053 17.061
m
Large 16.96 135.04 207.535 16.96 7.906 313941 13.938
(*/sme) (*/se) (*/sme) (*/sme) (*/sme) (*/me)
Results by sector
Organisation Market
Real gross profit/  Value added/  Capital employed/ Real gross profit/ Mark-up  Turnover/fix Working capital
capital employed staff costs staff costs capital employed ed assets requirements/ turnover
Intermediate Products
Small 27.886 136.57 131.78 27.886 10.026 443.932 13.424
Mediu 23.664 136.142 153.118 23.664 8.958 443196 15.252
m
Large 13816 135.74 256.348 13.816 8.93 203.862 15.96
(*/sme) (*/sme) (*/sme) (*/sme) (*/se)
Investment goods and consumer durables
Small 22.162 120.158 91.282 22.162 7.244 649.956 17.77
Mediu 18.522 121.684 117.184 18.522 7174 566.608 21.228
m
Large 15.94 122.306 140.962 15.94 6.396 361.87 12.78
(*/se) (*/sme) (*/se) (*/sme) (*/sme)
Non-durable consumption goods
Small 24.206 124.538 101.39%4 24.206 7.374 649.956 15.076
Mediu 23.488 133.002 140.478 23.488 7.962 520.356 14.704
m
Large 21.15 144.648 225296 21.15 8.394 376.092 13.076
(*/sme) (*/sme) (*/sme) (*/sme)

Note: An asterisk under a figure means that the coefficient is significantly different from that indicated by an abbreviation - small (s),
medium-sized (m) and large (1) enterprises.
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Summary of resultsfor Italy

Overall results (for all sectors)

Organisation Market
Real gross profit/  Value added/  Capital employed/ Real gross profit/ Mark-up Turnover/ Working capital
All sectors  capital employed staff costs staff costs capital employed fixed assets  requirements/ turnover
Small 14.40 146.64 319.844 14.40 9.4527 292.396 29.476
Mediu 17.44 158.79 336.604 17.44 9.6733 369.067 27.3238
m (*/sle)
Large 15.35 158.45 374570 15.35 8.8822 296.389 22.5855
(*/se) (*/sme) (*/me) (*/me) (*/sme)
Results by sector
Organisation Market
Real gross profit/  Value added/  Capital employed/ Real gross profit/ Mark-up Turnover/ Working capital
capital employed staff costs staff costs capital employed fixed assets  requirements/ turnover
Intermediate Products
Small 15.05 154.683 371.466 15.05 11.556 204.333 28.826
(*/me) (*/me)
Mediu 17.998 165.445 364.908 17.998 11.316 282.001 27371
m (*/sle)
Large 15211 164.906 423.086 15211 10.283 224.566 23.655
(*/se) (*/sme) (*/sme) (*/sme)
Investment goods and consumer durables
Small 14.08 136.615 262.795 14.08 8.0883 362.561 29.89
(*/me) (*/me) (*/me)
Mediu 16.696 148.191 289.346 16.696 8.521 445,601 2891
m (*/sle)
Large 13.026 139.725 304.496 13.026 6.353 364.388 2137
(*/me) (*/se) (*/sme) (*/sme)
Non-durable consumption goods
Small 14.076 145.626 325.272 14.076 8.713 310.295 29.712
(*/mle) (*/mle) (*/mle)
Mediu 17.648 162.755 355.558 17.648 9.181 379.59 25.69
m (*/sle)
Large 17.836 170.722 396.128 17.836 10.01 300.213 22.731
(*/sme) (*/se) (*/sme)

Note: An asterisk under a figure means that the coefficient is significantly different from that indicated by an abbreviation - small (s),
medium-sized (m) and large (l) enterprises.
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Summary of resultsfor Portugal

Overall results (for all sectors)

Organisation Market
Real gross profit/  Value added/  Capital employed/ Real gross profit/ Mark-up Turnover/ Working capital
All sectors  capital employed staff costs staff costs capital employed fixed assets  requirements/ turnover
Small 15.866 145.386 288.503 15.866 11.235 228.499 24.435
Mediu 16.803 168.974 412.129 16.803 13.073 207.605 30.308
m
Large 17.820 215.831 622.897 17.820 15.004 196.175 24.160
(*/sme) (*/sme) (*/se) (*/me)
Results by sector
Organisation Market
Real gross Value Capital Real gross profit/ | Mark-up Turnover/fi Working capital
profit/ added/ staff employed/ capital employed xed assets requirements/
Intermediate Products
Small 15.825 156.80 362.775 15.825 13.91 158.273 24.691
Medium 21.42 182.18 385.066 21.42 16.468 206.203 28.466
Large 24.35 275.473 730.503 24.35 22.873 132.586 18.361
(*/sme) (*/sme) (*/sme) (*/sme) (*/sme) (*/sme) (*/sme)
Investment goods and consumer durables
Small 16.3633 137.589 231.81 16.3633 10.605 255.12 25.718
Mediu 13.193 148.878 371.05 13.193 11.55 203.761 38.555
m (*/mle)
Large 12.863 146.456 363.091 12.863 8.17 292.323 29.056
(*/se) (*/se) (*/se) (*/sme) (*/sme)
Non-durable consumption goods
Small 15.411 141.773 270.925 15.411 9.19 272.105 22.896
15.9841 16.388
Mediu 15.796 175.865 480.271 15.796 11.201 212.851 23.905
m 16.695 15.670
Large 16.248 225.565 776.098 16.248 13.97 163.616 25.0633
16.5062 (*/sme) (*/sme) 14.986 (*/sme) (*/sme)

Note: An asterisk under a figure means that the coefficient is significantly different from that indicated by an abbreviation - small (s),
medium-sized (m) and large (1) enterprises.
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Summary of resultsfor Spain

Overall results (for all sectors)

Organisation Market
Real gross profit/  Value added/  Capital employed/ Real gross profit/ Mark-up Turnover/ Working capital
All sectors  capital employed staff costs staff costs capital employed fixed assets  requirements/ turnover
Small 17.024 140.821 236.983 17.024 10.20 324533 27.854
Mediu 15.829 145.942 286.191 15.829 10.133 296.899 29,558
m
Large 12,611 142.190 356.588 12,611 7.831 236.616 20.162
(*/sme) (*/sme) (*/sme) (*/sme) (*/sme)
Results by sector
Organisation Market
Real gross profit/  Value added/  Capital employed/ Real gross profit/ Mark-up  Turnover/fix Working capital
capital employed staff costs staff costs capital employed ed assets requirements/ turnover
Intermediate Products
Small 18,538 149.731 267.575 18,538 12313 247.981 26.0916
Mediu 16.985 152.156 307.22 16.985 12.035 232.243 28.333
m
Large 8.918 144.413 496.736 8.918 8.382 134.25 24.983
(*/sme) (*/sme) (*/sme) (*/sme) (*/sme) (*/me)
Investment goods and consumer durables
Small 15.47 127.728 179.413 15.47 8.66 382.733 30.316
(*/mle)
Mediu 14.035 130.496 217.06 14.035 8.558 34213 35.528
m
Large 14.585 132.446 2271.22 14.585 6.011 335.815 24.983
(*/sme) (*/sme) (*/sme)
Non-durable consumption goods
Small 17.065 145.005 263.961 17.065 9.6266 342.885 27.155
Mediu 16.498 155.175 334.293 16.498 9.8066 316.325 27813
m
Large 14331 149.711 345.808 14331 9.10 239.781 22.005
(*/sme) (*/sme) (*/sme)

Note: An asterisk under a figure means that the coefficient is significantly different from that indicated by an abbreviation - small (s),
medium-sized (m) and large (l) enterprises.
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Summary of resultsfor Japan

Overall results (for all sectors)

Organisation Market
Real gross profit/  Value added/  Capital employed/ Real gross profit/ Mark-up Turnover/ Working capital
All sectors  capital employed staff costs staff costs capital employed fixed assets  requirements/ turnover
Small 20.84277 140.834 197.648 20.84277 8.591 303.595 8.564
Mediu 22915 160.992 272.243 22915 9.316 302.496 7.854
m
Large 16.515 180.944 495.395 16,515 10.733 199.727 13.832
(*/sme) (*/sme) (*/sme) (*/sme) (*/sme)
Results by sector
Organisation Market
Real gross profit/  Value added/  Capital employed/ Real gross profit/ Mark-up  Turnover/fix Working capital
capital employed staff costs staff costs capital employed ed assets requirements/ turnover
Intermediate Products
Small 21.656 149.211 228.251 21.656 9.485 275475 7.776
Mediu 22431 174.023 332.443 22431 10.623 268.185 10.603
m
Large 15.641 195,011 609.828 15.641 13.160 152.458 18.855
(*/sme) (*/sme) (*/sme) (*/sme) (*/sme) (*/sme)
Investment goods and consumer durables
Small 21.833 135.838 165.525 21.833 8553 322.00 8.755
Mediu 26.693 153.565 201.95 26.693 8.753 364.05 5.60
m
Large 17.273 164.0516 371.985 17.273 8.936 239.29 10.165
(*/sme) (*/sme) (*/sme) (*/sme) (*/sme)
Non-durable consumption goods
Small 19.038 137.453 199.168 19.038 7.736 313.305 9.1616
Mediu 19.621 155.388 282.338 19.621 8571 275.25 7.36
m
Large 16.631 183.77 504.373 16.631 10.105 207.435 12478
(*/sme) (*/sme) (*/sme) (*/sme)

Note: An asterisk under a figure means that the coefficient is significantly different from that indicated by an abbreviation - small (s),
medium-sized (m) and large (1) enterprises.
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