Journal of Financial Intermediatidt0, 276—-305 (2001)

®
doi:10.1006/jfin.2001.0318, available online at http://www.idealibrary.corl DE &l.

Choice of Financing Source in International Debt Markets?

Neil Esho

Australian Prudential Regulation Authority GPO Box 9836, Sydney NSW 2001
E-mail: neil.esho@apra.gov.au

and

Yung Lam and lan G. Sharpe

School of Banking and Finance, University of New South Wales, Sydney,
New South Wales 2052, Australia

Received November 18, 1999

This paper examines incremental debt financing decisions of large Asian firms over the
period 1989-1998. We find that flotation costs, agency costs, and renegotiation and liquida-
tion risk affect the choice of debt type and that firms in countries with well developed private
bond markets have a higher probability of accessing international bond markets. Signifi-
cant differences exist between the determinants of choice of debt type across Japanese anc
non-Japanese firms that cannot be explained by keiretsu associations. Moreover, there is no
significant difference in the determinants of financing source for Japanese firms across inde-
pendent firms, horizontal keiretsus, and vertical keiretdosirnal of Economic Literature
Classification Numbers: F39, G15, G21, G32.2001 Academic Press

I. INTRODUCTION

While studies of firms’ capital structures initially focused on the optimal levera
decision, the discussion has broadened to incorporate issues relating to the stru
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of a firm’s debt. The focus in these more recent studies has been on how fi
choose between public and private debt soufaasy contingent on that choice,
the determination of debt contract terms including maturity, secured status,
pricing of the deb They explore how asymmetric information, agency costs
taxes, credit quality, reputation, and strength of the borrower/lender relations
affect these decisions.

Outside the United States there have been few studies of the choice of finan
source, defined here as the choice between public and private (intermediated) «
Consequently the primary objective of this paper is to extend the U.S. literatt
to consider the choice of financing source by Asian firms in international de
markets. It seeks answers to the following important questions. Are the deter
nants of financing source in international debt markets similar to those obser
in studies of domestic debt markets? Do cross-country differences in gove
ment corruption, in legal rules affecting the enforcement of debt contracts,
the development of financial markets and institutions, and/or in corporate g
ernance mechanisms, affect the choice? Is the behaviour of Japanese firn
selecting debt type different from that of other Asian firms? Does affiliation wit
a horizontal or vertical keiretsu affect the choice of financing source by Japan
firms?

Three main groups of hypotheses explaining the choice between public :
private (intermediated) debt have been suggested. First, flotation costs hypoth
draw on the observation that flotation costs of public debt issues are high and t
a large fixed cost component. With potential economies of scale, firms that issu
large quantities are likely to find public debt financing relatively more attractive (s
Blackwell and Kidwell, 1988; and Easterwood and Kadapakkam, 1991). Seco
agency cost hypotheses draw on the distinction that private debt involves the ler
monitoring the firm’'s activities, while monitoring is not available with public
issues. Only firms with high credit quality, and thus who do not need to be clost
monitored, are able to use public debt financing which is then available at a lov
interest rate. Firms exposed to greater incentive problems, in the form of as
substitution and underinvestment, receive more value from monitoring and v
use private debt despite higher interest rates (see Diamond, 1984, 1989, 1991
Rajan, 1992). Finally, the liquidation and renegotiation hypotheses recognise t
in the event of financial distress, private debt agreements are easier to renegc
and provide for more flexible liquidation than public debt (see Berlin and Loey
1988; Chemmanur and Fulghieri, 1994; and Detragiache, 1994).

A number of recent empirical studies have found support for these hypothes
With the exception of two Japanese studies (see Hetsdli 1992; and Anderson
and Makhija 1999), the data relate to that of U.S. firms. Moreover the studi
generally focus on balance sheet ratios of private debt (or public debt) to tc

2 See for example Houston and James (1996), Johnson (1997), and Krishnas\ah1i999).
3 See Dennigt al. (2000).
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debt? A difficulty with using balance sheet measures of debt type is that it is oft
difficult to distinguish public from private debt, and bank debt from private nol
bank debf. Moreover, balance sheet data often involve the averaging of financi
decisions over time and this may produce misleading indications of a firm’s d
choice. On the other hand, studies based on incremental financing decisions
firm are better equipped to deal with debt choice issues as identification of ¢
type is readily achieved and there is no averaging of financing decisions over ti

There has recently developed an extensive literature on the effects of legal rt
and their enforcement, on economic growth and financial development. Lap
et al. (1997, 1998) examine the importance of national legal origin on credit
and shareholder rights and on external finance, while Levine (1999) and Le\
et al. (2000) extend this research to consider the importance of legal syste
for economic growth. An important conclusion is that countries with poor leg
rules and law enforcement have narrower debt and equity markets (see Lar
et al, 1997), and that a well defined and enforced legal system facilitates gre
financial intermediation and therefore economic growth (see Latiag, 2000).
Moreover, Rajan and Zingales (1998) argue that relationship-based systems,
Japan with its main bank system, work well when contracts are poorly enfore
but can severely mis-allocate capital.

Another strand of the literature considers the effect of alternative forms of ov
ership and corporate governance in Asian firms on financial behavior. Claes:
et al.(1999) document the separation of ownership and control in East Asian c
porations, while the effect of bank equity ownership within horizontal (financie
keiretsus in Japan on the financial performance, corporate control, and valu
firms is examined in Weinstein and Yafeh (1998), Morck and Nakamura (199
and Morcket al. (2000). These studies suggest that main bank client firms do
perform better than independent firms, that firm value and equity ownership
main banks are inversely related, and that the keiretsu facilitate the entrenchr
of management. However, there has been relatively little research into the eff
of keiretsu membership on the choice of debt instruments and the design of (
contracts. Caet al. (1999) find that the maturity of Japanese domestic straig
bond issues from 1980 to 1993 is directly related to the ratio of the firm’s ba
debt to total debt and that this relationship is stronger for independent firms t
keiretsu-affiliated firms. However, when Anderson and Makhija (1999) exami
the determinants of the ratio of bank to total debt of Japanese firms in 1990, t
find itis directly related to the firm’s growth opportunities but that this relationsh
is not influenced by keiretsu-affiliation.

Thus this study makes three important contributions to the literature on
choice of debt type. First it extends the empirical analysis beyond the Uni
States and Japan by examining the debt choice of firms located in ten countrie

4 An exception is MacKie-Mason (1990) which uses incremental data to model the choice betw
alternative forms of debt and equity within a nested discrete choice framework.

5 Houston and James (1996) and Johnson (1997) acknowledge that this feature can lead to subs
measurement errors and bias results.



FINANCING IN INTERNATIONAL DEBT MARKETS 279

China, Hong Kong, Indonesia, Japan, Malaysia, Philippines, Singapore, So
Korea, Taiwan, and Thailarfd.

Second, we use data mcrementafunding decisions of the firms as collected
by IFR Securities Data in Hong Kong and marketedF® OmniBaselt provides
comprehensive information relating to the contract terms on each public debt s
and/or bank loan. Incremental data allow us to narrow the choice between pu
issues and bank financing to contracts likely to perform similar functidtence
we restrict the analysis to the choice between making a public issue of fixed te
debt and obtaining a syndicated term loan.

Third, whereas prior studies have focused on debt choice within domestic Ic
and bond markets, we examine the choice within international debt markets
countries with relatively thin or highly regulated domestic debt markets, large firr
rely on international markets for their medium-to-long-term debt. As in domes
markets, the firms may choose between private debt (a syndicated term loan)
market-traded bond (a Eurobond or foreign bond issue).

In the first of two models that we estimate, Eurobonds are considered idel
cal to foreign bonds. However, because Eurobonds have some characteristics
suggest a limited monitoring role of investors, in the second model we assu
that Eurobonds lie between the intensive monitoring of bank loans and nonmc
tored public issues. We find that the choice of financing source by Asian firms
influenced by a similar set of factors as those of U.S. firms. Across the two mc
els we find strong support for the flotation costs hypothesis and the renegotia
and liquidation hypotheses, with the preference for foreign bonds and Eurobo
directly related to both the issue and firm size and inversely to the probabil
of distress. On the other hand, the evidence for the agency cost/monitoring
pothesis is somewhat mixed, with support for the monitoring role of bank debt
countries other than Japan and for reputation serving as a substitute for monito
in Japan. There is also some evidence that cross-country differences in dome
financial market development impinge on debt choice in international marke
Finally, while the estimated relationships are stable over time, we find that 1
behaviour of Japanese firms is significantly different from that of firms from tf
other Asian countries. However, the determinants of debt choice of Japanese f
affiliated with either a horizontal or vertical keiretsu is not significantly differen
from independent Japanese firms.

In Section Il we describe the primary features of off-shore medium-to-long-ter
debt instruments. Then in Section Il we specify a model of the determinants of
choice between public and private debt. The model is estimated using increme
data of loan/debt issues of Asian firms as described in Section IV. The results
then presented in Section V while Section VI concludes.

6 These countries are recognised as representing the dominant economies in the Asian region.

7 For example, it is unlikely that large firms would be confronted with a choice between issui
long-term bondsor a revolving line of bank credit which is typically used for short-term working
capital management.
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ll. OFF-SHORE MEDIUM-TO-LONG-TERM DEBT INSTRUMENTS

Medium-to-long-term funding in off-shore markets takes three general forms:
bank lending, predominantly term loans and revolving loan agreements (revols
or stand-by facilities); (ii)) Euro medium-term notes (EMTNSs); and (iii) interne
tional bonds which incorporate Eurobonds and foreign bonds. International b:
lending is an important component of international debt markets. Indeed Sn
and Walter (1997, pp. 19-20) argue that there are no good substitutes for &
loans in short term financing in M&A and LBO transactions and in longer-ter
project financing because of the flexibility that may be incorporated within ba
lending arrangements. They conclude that “bank lending provides one of the
alternatives for close borrower-lender contact and monitoring, and therefore mi
tains significant advantages in contracting and information costs.” Loan facilit
in off-shore markets are often syndicated with a lead manager or co-manage
having responsibility for arranging the transactfofhe relationship between the
borrower and lead manager is usually one of long standing with the manager |
ing detailed knowledge of the borrower’s business and financing preferences
contrast the participants in the syndicate will often have little private informati
relating to the borrower and hence rely on the monitoring role of the lead bank
(see Giddy, 1994, p. 2509.

Within international bonds there are important distinctions between forei
bonds and Eurobonds. Foreign bonds are issued within the national bond me
of the currency of denomination of the issue and are subject to the regulation
supervision of public issues of that counttyOn the other hand, Eurobonds are
issued in bearer form and in such a way as to avoid national bond market reguls
and supervisiod? Moreover, unlike the traditional form of public issue generally
applying to foreign bonds in national markets involving broad advertising in pub
markets, Eurobonds involve a form of private placement through syndicates
banks and issuing houses (see Dufey and Giddy, 1994, p. 24).

Ill. THE DETERMINANTS OF DEBT CHOICE

Initially we define the dependent variable, PUBLIC, as a discrete choice varia
taking the value of unity if the deal is a public issue (Eurobonds or foreign bonc

8 This section draws from several sources including Dufey and Giddy (1994), Giddy (1994), McGr
and Viney (1997), and Smith and Walter (1997).

9 This includes the structuring and underwriting of the facility, setting its price and other terms, ¢
organising other participating members of the syndicate.

10with the lead manager(s) acting as agent for the participants, agency costs are contained by
managers seeking to protect and/or enhance their reputation capital and by their taking a share
loan that is at least as large as that of any other syndicate member.

11 Examples of foreign bonds include Yankee bonds when issued in the United States and Sar
bonds when issued in Japan.

12They are issued and sold in jurisdictions other than the country of the currency of denomina
and are structured so that interest payments are not subject to withholding taxes.
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or zero if private debt (syndicated term loans and a small number of bank gu
anteed international bonds). In this version of the model Eurobonds and fore
bonds are treated identically. However, being structured so as to avoid regula
costs, Eurobonds are likely to have lower flotation costs than foreign bond issue:
national bond markets. Moreover, Eurobonds involve a form of private placem
with significantly less disclosure than foreign bond isstfeSareyet al. (1993,

p. 4) argue that in the U.S. private placement market the main institutional lend
“evaluate and monitor the placements they buy in a manner thatis generally sim
to that of commercial banks’ loan underwriting and monitoring operations.” To tf
extent that the Eurobond market has similar characteristics, it may be argued
Eurobonds lie somewhere in the monitoring specthatweerclosely monitored
bank loans and nonmonitored foreign bonds. Thus we define an alternative dej
dentvariable, ORDPUBLIC, in which the three debt types have an ordinal rankir
Foreign bonds take a value of two, Eurobonds a value of unity, and bank loans
bank guaranteed international bonds take zero values.

(a) Flotation Cost Hypothesis

Whereas public issues in domestic markets involve large flotation costs in’
form of registration, legal, accounting, printing, and trustees fees, private d
avoids much of these costs. Given the large fixed cost component in flotat
costs, itis likely that there are significant economies of scale in the issue of pul
debt (see Smith, 1977; and Bhagat and Frost, 1986). Two proxies for flotation cc
have been used in prior studies, ISSUE SIZE and FIRM SIZE (see Blackwell
Kidwell, 1988; and Johnson, 1997). Each is expected to be positively relatec
the probability of a public issue.

(b) Agency Conflicts

In the presence of asymmetric information, contracting (agency) problems |
tween debt and equity holders of a firm may arise from asset substitution
managers of firms with risky debt have an incentive to undertake more ris
projects. Moreover, firms with risky debt financing and growth opportunitie
in their investment opportunity sets may underinvest in low risk, positive NP
projects (see Myers, 1977). These moral hazard problems can be limited by
tive monitoring and collection of information relating to the borrower’s activitie
(see Diamond, 1984, 199%).Generally the demand for monitoring, and hence
bank debt, is directly related to the level of information asymmetry and to grow
opportunities in the firm’s investment set.

13|nvestors in Eurobonds include wealthy individuals who entrust the investment of their funds
retail portfolio managers (often banks) and also institutional investors.

14Because public debt is usually diffusely held, individual bondholders have little incentive
engage in costly information gathering and monitoring of borrowers. In contrast, private or bank d
is concentrated, so that free rider problems are reduced and the lender has greater incentive to pri
information and to increase control over the borrower’s activities so as to reduce the moral hazard
adverse selection problems.
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However, Rajan (1992) suggests an alternative relationship between debt
and growth opportunities in which the bank’s control over the continuation of
firm’s investment project is a major cost of bank debt. This control allows the ba
to obtain a monopoly rent from the firm in return for continuing to fund the projec
but distorts the incentive of the firm to exert optimal effort and lowers proje
returns. Firms that have attractive investment opportunities are able to obtain fu
at a lower rate from both public and private debt, thereby reducing their incent
to engage in asset substitution and underinvestment. Thus the control of the |
over investment decisions of firms with attractive investment opportunities is I
valuable and these firms prefer public debt which avoids the adverse effects of
debt. In this framework, bank debt and growth opportunities are inversely relat

Diamond (1991) argues that reputation can substitute for the role that monitol
plays in overcoming the moral hazard problem. Firms with low and medium cre
ratings borrow from banks since their reputation is not sufficiently high to allo
them to borrow directly from public debt markéfsEirms with the highest credit
rating access funds at relatively low interest rates but any default results in the
of funds at this low rate. Therefore high rated firms have a strong incentive no
cheat and are able to borrow in bond markets without monitoring.

To summarise, the agency costs hypotheses suggest that the probability
public issue is inversely related to the level of asymmetric information and
rectly related to the reputation of the borrower, while the sign of the relationsl
with growth opportunities is uncertain. As a proxy for asymmetric informatic
we follow Krishnaswamet al. (1999) in using the unexpected change in futur
earnings, UNEXP EAR, and expect it will be inversely related to the probability
apublicissue. As a proxy for reputation we use the firm'’s ratio of long-term deb!
total debt, LTD/TD. We expect that a firm’s favourable reputation is reflected in
ability to have previously raised longer-term debt, so that the long-term debt re
will be directly related to the probability of making a public issue. Finally, in prox
ying investment or growth opportunities we use the market-to-book ratio, MVB
While investment or growth opportunities are directly related to MVBYV, the e
pected sign of the relationship with the probability of a public issue is uncertai

(c) Renegotiation and Liquidation Hypotheses

The large number of parties involved in public issues makes it difficult to rer
gotiate bond agreements, as any new agreement must involve the consens
all parties involved. However, private debt agreements involve a small numbe
lenders that often have an ongoing relationship with the borrower whereby
lender obtains detailed information regarding the prospects of the firm. Additic
ally, private debt agreements involve active monitoring of the firm’s activities th
reduces information asymmetries and improves the renegotiation process.

15 Reputation is unlikely to resolve the moral hazard problem for low rated firms, as the inter
rate charged is relatively high so that borrowers have little to lose if they are caught undertal
self-interested actions.
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To resolve the moral hazard and incentive problems associated with risky di
restrictive covenants and security provisions can be written into debt contre
(Smith and Warner, 1979). In public debt contracts the covenants are usu
based on accounting information which can be acquired at low cost. Berlin &
Loeys (1988) note that this information is imperfect so that lenders are una
to distinguish between situations where it is optimal to liquidate the project a
situations where it is more efficient to allow the project to continue. Therefo
the covenants written on public debt contracts tend to be too harsh (prematu
liquidating profitable projects) or too lenient (allowing unprofitable projects t
continue) and this results in an inefficient liquidation policy.

As private debt involves the active monitoring of the firm, when covenan
are breached lenders have more detailed and accurate information on whic
base the liquidation decision. Berlin and Loeys (1988) argue that this results i
more efficient liquidation policy by allowing the liquidation value of unprofitable
projects to be salvaged. As project liquidation value falls, the benefit of efficie
liquidation of unprofitable projects drops and firms are more likely to use pub
debt which avoids the costs of monitoring and has a lower interest rate.

Chemmanur and Fulghieri (1994) argue that banks are able to implemer
more efficient liquidation policy because they devote additional resources to t
task1® For firms that have a high probability of financial distress the value ¢
greater flexibility to renegotiate loans in the event of financial distress outweig
the higher interest rate charged and hence these firms prefer bank debt. F
that have a small likelihood of financial distress place relatively little value on tt
ability to renegotiate and hence prefer public debt with its lower interest rate.

Following Johnson (1997) we use the firm's fixed to total asset ratio, FA RATI(
to proxy project liquidation value and expect it to be inversely related to t
probability of a public issue. Moreover, the firm’s LEVERAGE and Altman’s
Z-SCORE are used as proxies for financial distress. As a high Z-SCORE repres
a low probability of financial distress we expect Z-SCORE to be directly relate
while LEVERAGE is inversely related, to the probability of a public issue.

(d) Legal and Institutional Hypotheses

La Portaet al. (1998) show the origin of a country’s legal system is relate
to the level of legal protection and enforcement provided to external creditc
and shareholders, with common law countries providing the greatest protectiol
shareholder and creditor rights, and French civil law countries providing the le
protectiont” However, Modigliani and Peroti (2000) argue that actual enforcemer
rather than historical origin of legal rules, is important in financial decision makin

16 These expenditures are driven by a desire to acquire a reputation for flexibility in renegotiatic
so that the bank may attract more business.

17 Furthermore, La Portet al. (1997) show that common law countries have both larger and broad:
external debt and equity markets than civil law countries, while French civil law countries have t
least developed external capital markets.
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Using a market based measure of shareholder protection, they find evidence
poor enforcement of legal rules leads to a greater reliance on bank lending and
reliance on traded securitié%.

To account for differences in the level of legal protection and enforceme
across countries we include a time-varying measure of legal and political risk, P
STABILITY, the Institutional Investors Country Credit Risk Rating. It provide:
a score out of 100 for each country, based on perceptions of the internatic
banking community, with higher scores indicating greater creditworthiness ¢
political stability. Firms domiciled in countries with greater political stability are
likely to have greater access to international bond markets implying a posit
relationship between POL STABILITY and the probability of a public issue.

The International Country Risk Guide’s (ICRG) measure of political risk col
tains 12 components. As an alternative to the political stability measure, we fo
on three of those components, the rule of law or LAW & ORDER tradition, the ri
of REPUDIATION of contracts by government, and government integrity (GOV
INTEG). The LAW & ORDER variable “reflects the degree to which the citizens
a country are willing to accept the established institutions to make and implem
laws and adjudicate disputes,” while the REPUDIATION variable reflects the ri
that a government will modify or repudiate a contract with a foreign busine
(a high score indicating a low probability of repudiation). Finally, GOVT INTEC
is inversely related to government corruption or the likelihood that governme
officials will expect or demand bribes, with high scores associated with hi
levels of government integrity and low levels of corruption. Following Ledta!.
(2000) we combine LAW & ORDER and REPUDIATION into a single measure
ENFORCE (see the Appendix for detail8)As low corruption and high quality
law enforcement provide greater protection to external creditors and facilit
access to public debt markets, we expect GOVT INTEG and ENFORCE to
positively related to the probability of a public isstfe.

The development of domestic financial markets may also affect the choice
tween public and private debt in international debt markets. Firms domiciled
countries with highly developed bond markets, and therefore with experience
making public issues, may also have a preference for issuing international®onc

18 The study is limited by the small cross sectional sample of seven observations and the use
equity price measure of legal enforcement, rather than a debt based measure of legal enforcemer
equity price measure of legal enforcement is however consistent with measures of the efficienc
the judicial system, law and order, and government corruption, but sometimes inconsistent with
shareholder rights index provided in La Poetaal. (1998). The authors argue that this supports thei
view that legal enforcement is more important than legal rights.

19 evine (1999), Levineet al. (2000), and Modigliani and Peroti (2000) use similar measures c
government corruption and law enforcement.

20Given that the debtor firms are drawn from only ten countries, legal system dummy variak
are not used as the results may be driven by one or two countries. Moreover, our legal proxie:
time-varying and also focus on law enforcement rather than legal origin.

21Reasons for issuing international bonds may include the ability to access additional func
sources, raising foreign currency denominated debt, and/or avoiding domestic bond market regula
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TABLE |
Summary of Estimated Model

Expected sign for
probability of a

Hypotheses Proxies public issue
Flotation costs hypothesis In (ISSUE SIZE) +ve
In (FIRM SIZE) +ve
Agency conflicts
e Asymmetric information UNEXP EAR —ve
e Reputation LTD RATIO +ve
e Growth opportunities MVBV ?
Renegotiation and liquidation hypotheses
e Liquidation value FA RATIO —ve
e Probability of distress Z-SCORE +ve
LEVERAGE —ve
Legal and institutional hypotheses
e Legal/political risk POL STABILITY +ve
GOVT. INTEG +ve
ENFORCE +ve
e Financial market development PRLTD/GDP ?
Controls COUNTRY DUMMIES ?

On the other hand, international debt markets may also represent a substitute
poorly developed domestic debt markets. This implies that fiitteoutaccess to
well developed domestic bond markets because of poor liquidity are more lik
to issue international public debt. To proxy the level of domestic financial mark
development, we use the ratio of private long term primary domestic debt
sues to gross domestic product (PRLTD/GBPgiven the two offsetting effects,
the relationship between PRLTD/GDP and the probability of a public issue
uncertain.

(e) Controls

The model also includes a set of COUNTRY of domicile indicator variable
to account for systematic cross-country differences in the choice of debt ty
The principal hypotheses, proxies, and expected signs of the relationships
summarised in Table | while the variables are defined in the Data Appendix.

22Thjs variable was originally constructed by Aylward and Glen (1998) and is also used by Be
et al.(1999) . Data are only available to 1995 and are missing for Singapore. To avoid losing observat
we assume post 1995 data are unchanged and substitute Hong Kong data for Singapore. The
assumption is reasonable as the level of debt issues outstanding is very similar for the two count
indicating similar levels of primary debt issuance (see Betcil., 1999).
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IV. DATA

This study combines debt contract data from IFR Securites Omnibase v
annual report data from Global Vantage and Compact Disclosure and institutic
data from the World Bank and the International Country Risk Guide. IFR contal
information on capital issues by Asian companies including the timing of tl
issue, instrument type, issue size, currency of denomination, pricing, guarant
maturity, and various other contract features.

Confirmed Eurobonds, foreign bonds, and syndicated term loans of pul
companies (but excluding finance industry issuers) during the 1989-1998 pe
were extracted from IFR for ten countries: China, Hong Kong, Indonesia, Jap
Malaysia, The Philippines, Singapore, South Korea, Taiwan, and Thailand. In de
where the borrower is a subsidiary or has a third party guarantor, the ultimate cr
risk, and in some cases country risk, may lie with the subsidiary, the parent
the guarantor. The method of assigning deals to the ultimate party responsible
making repayment has implications for matching the deals with annual report d
and when the subsidiary or guarantor is located off-shore, in assigning the de
the appropriate country. For each deal, IFR reports the borrower, borrower’s pat
guarantor of the deal, and country of risk where the latter is “the country of le
incorporation of the entity that would ultimately be answerable to investors in t
event of a default. In loans it is the borrower’s country, except when guarantee
which case it is the guarantor’s country. In bonds it is the ultimate parent coun
with the same provisos for guarantors.”

Rather than adopt the IFR procedure, and at the expense of reducing the sa
size, we adopt a more conservative approach which omits observations where
is any doubt about the identity of the debtor. Thus public issues were assigne
a country based on the nationality of the borrower’s parent company. Howe
unlike the IFR country of risk variableublic issuesvhere anonparenbr nonbank
guarantee is provided are excluded from the sample. In cases where a bank
as the guarantor on an international bond (thereby assuming the credit risk)
treat the bank guaranteed bond as being equivalent to a bank loan or private de
With the sample oferm loanswe followed a stricter procedure. Observations wer
only included where the borrower was also the parent or parent’s finance comg
subsidiary, and both the borrower and parent were located isahmecountry.
Moreover, where information on guarantors is provided, only loans guaranteec
the parent or by a bank were included in the sample.

Approximately one-third of the debt issues were matched to company dat:
the annual report date prior to the deal. When a deal contained multiple tranc
of the same debt type, the tranches were combined to form a single observe
leaving a sample of 3273 observations across 365 firms, an average of 9 issue
firm. However, with two firms making one-sixth of the issues, the results may
unduly influenced by several (large) firms that access the markets in smaller

23The bank guaranteed international bonds are all issued by Japanese companies.
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very frequent deals. Hence, for each firm we aggregate issues of each debt
over the company’s annual reporting period, thereby reducing the final sample
934 observations for 365 companies or an average of 2.6 per corffpany.

A preliminary examination of this data revealed that the observations for bc
China and Thailand were exclusively syndicated loans. While there were me
Eurobond issues by Chinese firms in the IFR data, most were government ins
mentalities and therefore could not be matched to the Global Vantage or Comj
Disclosure annual report data. For Thailand, however, the IFR data revealed
there were no Eurobond/foreign bond issues after early 1989, but many before
date. Rather than allow our results to be affected by these extreme outcomes
initially exclude the 6 Chinese and 57 Thai syndicated loan observations, leav
a sample of 871 observations from 8 countries.

Table Il provides summary statistics relating to the characteristics of securit
and issuers for the full sample, and for Japan and non-Japan, respectively
terms of debt type, 61% of the sample are Eurobonds, 32% are syndicated t
loans (including bank guaranteed bonds), and 7% are foreign bonds. By cour
Japanese firms comprise 68% of the full sample, with 87% of the Eurobonds :
63% of the foreign bonds, but only 33% of syndicated loans and bank guarant
public issueg?®

For the full sample, the aggregated issue size is somewhat skewed with a r
of USD267.1m and median of USD117.ZmWhereas Japanese foreign bond:
and Eurobonds are issued in larger amounts than syndicated loans, Eurobond:
syndicated loans for the remaining countries are of similar size. The mean tern
maturity of the issues is 5.3 years, with foreign bonds having a longer maturity
7.6 years while Eurobonds and syndicated loans average 5.3 and 4.7 years, re:
tively. With one exception, the debt is predominantly denominated in a forei
currency. The exception is Japanese Eurobond issues where 77% are denomil
in the domestic currency. Turning to borrower features, real firm size, proxi
by total assets, is also strongly skewed with a sample mean of USD18880m
median of USD7793m. In all debt categories, Japanese firms are much larger !
non-Japanese firms. An interesting feature of foreign bond issuers, both Japa
and non-Japanese, is that they have higher long-term debt and fixed asset ratios
firms using syndicated loans or Eurobonds. Finally, we note that the institutiol
measures of political risk and financial development reflect Japan’s greater po
cal stability, government integrity, law enforcement, and development of domes
bond markets vis-a-vis the remaining countries.

A correlation matrix of dependent and independent variables is provided
Table lll. Consistent with the predictions in Table I, there are significant positi
correlations between the dependent variables and proxies for flotation costs (i

24 Eshoet al. (1999) report results with and without this aggregation.

25 Discussions with personnel at IFR confirmed that Japanese firms are not frequent users ir
syndicated loan market.

26 For comparability, issue and firm size data are converted to constant 1995 USD.
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290 ESHQ, LAM, AND SHARPE

size and firm size), borrower reputation (the long-term debt ratio), and leg
political risk (political stability, government integrity, and law enforcement), an
negative correlation with the proxy for liquidation value (fixed asset ratio). The
is also a negative correlation with the proxy for growth opportunities (market-t
book value) consistent with the monitoring hypothesis and a positive correlat
with domestic private bond market development. However, the correlation w
leverage is incorrectly signed.

V. REGRESSION RESULTS

(a) Fixed Coefficient Model

As noted previously, we estimate two models of debt choice. In the first moc
Eurobonds and foreign bonds are assumed to have similar characteristics
hence are combined into a single debt category, international bonds. The fir
choice between borrowing in the syndicated term loan market or issuing an in
national bond is then modeled using the bivariate discrete choice logit and pr
estimatorg” In the second model, it is assumed that Eurobonds have monitor
characteristics lying between the extremes of highly monitored bank debtand r
monitored foreign bonds, resulting in an ordered ranking of debt choice whict
modeled using the ordered logit (or ordered probit) estintitor.

Logit regression results with the discrete choice dependent variable PUBI
are reported in the first three columns of Table IV whereas the final three colur
report the ordered logit results with the dependent variable ORDPUBLIC.
ensure that the results are not biased by extreme values of independent
ables, they are truncated at four standard deviations from their it #nisally
the models were estimated using GOVT INTEG and ENFORCE, rather th
POL STABILITY. The country indicator control variables are relative to Hon
Kong which has been excluded to avoid singularity. The logit REG 1 and orde
logit REG 4 do not include the proxies for the legal and institutional hypothes
whereas they are included in REGs 2 and 5, respectively. Generally the inclu
of these institutional proxies has little impact on the results for the flotation cc
agency conflict, and renegotiation and liquidation risk proxies. Rather, they red
the significance of the country indicator variables for Japan and South Korea.
result is not surprising as Japan and South Korea have relatively developed dol
tic medium- and long-term debt markets. Thus the significant positive coeffici
of the PRLTD/GDP variable in both the logit and ordered logit regressions is c
sistent with the hypothesis that firms in countries with relatively strong domes

27 As the results are very similar, for space reasons only the logit results are reported.

28|n contrast with the multinomial logit or probit models, the ordered logit and probit models accot
for the ordinal nature of the dependent variable.

29The regressions were also run with truncation at seven standard deviations with little influenc
the results.
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TABLE IV
Logit and Ordered Logit Regression Results£ 871)
LOGIT2P ORDERED LOGITP
Independent
variables REG 1 REG 2 REG 3 REG 4 REG 5 REG 6
CONSTANT -741 11570 —7.188 —6.300 —-8.877 —5.654
(=7.92y* (294"  (—2.05)* (=842 (=329)**  (—2.07)*
In (ISSUE SIZE) 0.489 0.456 0.774 0.224 0.190 0.446
(4.93)* (4.53)* (8.76)* (2.54)* (2.12)* (5.91)*
In (FIRM SIZE) 0.659 0.685 0.576 0.609
(7.36)* (7.49)* (7.89)* (8.30y
(FIRM SIZE)/GDP 6.356 18.876
(1.14) (436)**
UNEXP EAR 0.394 0.138 0.631 -0.275 —0.345 0.139
(0.22) (0.08) (0.37) +£0.19) (-0.24) (0.10)
LTD RATIO 1.153 0.974 1.500 1.760 1.655 1.821
(2.25)* (1.87) (2.88)* (3.96)* (3.68)* (4.16)*
MVBV —-0.197 —-0.347 —0.472 0.179 0.008 —0.245
(-0.85) (-1.40) (-1.97)* (1.00) (0.04) €1.35)
FA RATIO —1.607 —1.448 —1.407 —0.859 —0.730 —0.799
(—2.86y**  (—2.53y*  (—251)* (-1.79) (-1.50) (-1.68)*
Z-SCORE —0.082 -0.077 —0.245 —0.085 —-0.078 —-0.151
(-0.53) (-0.49) (-1.68) (-0.61) (-0.55) (-1.13)
LEVERAGE —2.04 —2.595 —1.147 —2.805 —2.873 -1.719
(=3.35)**  (—3.34)**  (—1.64) (—4.60)**  (—4.65)**  (—3.00)**
GOVT INTEG 0.705 0.531 0.497 0.354
(1.06) (0.90) (1.12) (0.80)
ENFORCE 0.023 —0.006 —0.007 0.000
(0.15) (0.04) (~0.05) (0.00)
PRLTD/GDP 26.012 19.000 24.810 19.260
(2.26)* (1.82) (2.33)* (1.94)
Japan 3.399 0.845 2.281 2.863 0.474 2.147
(6.15)** (0.64) (189Y* (5.90)* (0.39) (189)*
Indonesia 2.591 4.467 3.225 2.373 3.783 3.189
(4.60)* (3.15)* (2.53)* (4.94y* (4.00y" (3.24)
Malaysia 0.654 0.486 0.167 0.618 0.282 0.090
(1.04) (0.48) (0.18) (1.18) (0.36) (0.12)
Philippines 1.909 3.715 2.943 1.818 3.117 2.776
(2.75)** (2.51)* (2.19) (3.17y* (3.14y (2.73)*
Singapore 0.382 1.108 0.587 —-0.97 0.446 —0.037
(0.49) (1.06) (0.60) £0.15) (0.52) (0.04)
South Korea 1.864 —0.183 0.568 2.273 0.319 1.093
(2.97)** (—0.16) (0.55) (449)+ (0.32) (1.17)
Taiwan 0.124 1.426 0.889 —-0.344 0.714 0.801
(0.13) (1.14) (0.74) £0.43) 0.77) (0.83)
MU (1) 4.373 4.427 4.154

(24.57y**  (2397)** 2327
Summary statistics

Log likelihood —32180 —317.49 —35112 —55995 —55319 —586.65
Correct predictions 84.04% 84.27% 81.06% 76.81% 77.04% 73.13%
Wald statistic (time) 5.02 13.65 8.89 6.14 9.25 8.10
Wald statistic (Japan) 3g1 3246 27.47* 34,54+ 30.54** 29.89"*

2t statistics in parentheses.
b e #% and* indicate significance at 1%, 5%, and 10% levels, respectively.
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private bond markets have a higher probability of accessing international b
markets. However, neither of the political risk proxies is statistically significant

The results in Table IV also provide strong support for the flotation cost, ager
conflict, and renegotiation and liquidation hypotheses. The probability of a put
issue is directly related to issue and firm size consistent with the presence of s
economies in flotation costs of public issues, and with the long-term debt re
consistent with reputation providing a substitute for bank monitoring in overcol
ing moral hazard problems. Also, the renegotiation and liquidation hypothe
are supported with the probability of a public issue inversely related to the firr
liquidation value, proxied by the fixed asset ratio, and to the firm’s probabili
of distress, proxied by the leverage ratio. In contrast with these strong rest
the proxies for asymmetric information and growth opportunities do not atte
statistical significance.

In addition to the parameter estimates, the ordered logit model produces ¢
mates of the unknown threshold parameters, MU, that separate the adjacent cl
categories. The threshold, MU(0), between ORDPUBHQ (syndicated term
loan) and ORDPUBLIG=1 (Eurobond) is normalised to zero so only MU(1) is
estimated for the & 3 choice model. The highly significant positive estimate ¢
MU(1) reported in Table 1V indicates that the three categories in the response
ordered as assumed (see Liao, 1994, p. 43).

Among the summary statistics at the foot of Table IV is the proportion of corre
within-sample predictions of the estimated model. The predictive ability of the lo
model with 84% of observations correctly classified compares well with a nal
forecast that all observations are public issues (which correctly predicts 68%
the observations). The ordered logit model is a little less successful with 77%
observations correctly classified. The poorer performance is due to its inability
classify foreign bonds correctH).

In the summary statistics we report Wald Chi-squared statistics to test the
bility of the estimated parameters over time and across Japan and the remal
countries®® For the test of Japanese stability, each of the behavioral parame
has a fixed and variable component,

Bk = 1Bk + vBk (JAPAN),

where the f and v subscripts indicate fixed and variable, respectively;fkhe
coefficients relate to non-Japan while the coefficients for Japan@re-( Sx)-
The Wald test then tests the null that the k behavioral paramgigi@re jointly
zero®? For the time stability test a time indicator variable, taking the value of uni

30While 83% of syndicated loans and Eurobonds are correctly classified, none of the foreign hc
are correctly classified.

31The fact that Japanese firms are much larger than non-Japanese firms suggests that a cross-¢
test of parameter stability of the relationship across Japan and non-Japan would be of conside
interest.

32Wwhile it would be of interest to examine the stability of the estimated models for other countri
the relatively small number of observations for those countries results in a relatively weak tes
parameter stability.
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forissues after January 1, 1995, and zero otherwise, replaces JAPAN in the vari
coefficient model. In all forms of the model, the Wald (time) statistic is statisticall
insignificant indicating that we cannot reject the null of stable parameter estima
pre- and post-January 1995. However, the Wald (Japan) statistic strongly rej
the null that the determinants of debt choice are the same for Japanese and
Japanese firms.

As the significance of individual variable coefficients suggested that the pa
meter instability across Japan and non-Japan could be related to firm size, R
3 and 6 replace In (FIRM SIZE) with the firm'’s total assets scaled by the countn
gross domestic product (FIRM SIZE/GDP). In a study of debt maturity, Deroirg”
Kunt and Maksimovic (1999) argue that this specification is consistent with t
perception of a“small firm” differing across countries in proportion to the aggrege
output of the country. The scaled firm size results are broadly consistent with
earlier results, although the in-sample predictive performance of the model
reduced. Importantly, the Wald(Japan) statistic still strongly rejects the null
parameter stability across Japan and non-Japan.

(b) Variable Coefficient Model

REGs 7 and 8 in Table V summarise the parameter estimates correspondin
REGs 2 and 5 but allowing for variable coefficients across Japan and non-Ja
As the primary source of variability in the legal and institutional variables is cros
country, the estimated coefficients for these variables are constrained to be e
for Japan and non-Jap&hThe summary statistics for REGs 7 and 8 suggest th:
the variable coefficient model across Japan and non-Japan marginally imprc
the within-sample predictive performance of the model vis-a-vis REGs 2 and
Moreover, the Wald (time) statistics cannot reject the null of parameter stabil
over time.

Where the estimated parameters for Japan and non-Japan are significantly
ferent, this is shown by a # on the non-Japan coefficients. For the logit REG 7,
sensitivity of choice of debt type to changes in firm size, leverage, and long-te
debt ratio is significantly greater for Japan than non-Japan (in each case the |
Japanese coefficient is not significantly different from zero). The ordered lo
results of REG 8 are somewhat different, with the coefficients of issue size, fi
size, long-term debt ratio, and growth opportunities significantly different acro
Japan and non-Japan. While the long-term debt ratio is only significant for Jap
we now find that issue size, growth opportunities, and Z-score are significant
only non-Japan (though the Z-score coefficient is incorrectly signed). These
sults suggest that the logit model is somewhat superior in explaining Japanese
choice while the ordered logit model is superior for non-Japan.

Care must be taken in interpreting ordered logit (or probit) coefficients, fi
while the positive coefficient on the firm size variable implies that an increa

33The constrained estimates of these parameters in Table V are similar to those in Table IV. Ag
cross-country differences in financial development are a significant determinant of the choice of c

type.
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TABLE V
Variable Coefficient Logit and Ordered Logit Regression Results for Japan and Non-Bapa8q1)

REG 8, ORDERED

REG 7, LOGITP¢ LOGIT&bc REG 9, LOGIT®-P°
Independent
variables Japan Non-Japan Japan Non-Japan Japan Non-Jaj
CONSTANT -12921  -7.575% —-9.891 —8.039 —3.237 0.95%4
(—3.16)**  (—2.04)* (—2.80y**  (—2.60)** (—0.52) (0.19)
In (ISSUE SIZE) 0.494 0.530 0.014 0.795 0.497 0.544
(3.336)** (3.44)** (0.12) (5.46)** (3.37)* (3.55)**
In (FIRM SIZE) 1.111 0.18t* 0.750 0.358" 1.120 0.188*
(7.34y* (1.19) (7.78y** (2.38)* (7.36)* (1.22)
UNEXP EAR 1.697 —-0.725 0.238 —1.844 1.734 —0.415
(0.56) ~0.36) (0.07) ¢1.07) (0.57) £0.22)
LTD RATIO 2.131 0.220 2.347 0.14%¢ 2.148 0.23%
(2.37y* (0.33) (3.09)* (0.23) (2.38)* (0.37)
MVBV 0.046 —0.530 0.404 —0.541%## 0.125 —0.555
(0.10) ~1.62) (1.37) (1.93) (0.29) ~1.69)
FA RATIO —1.705 —-1.127 —0.678 -1.113 —-1.752 —1.223
(—1.71y (—1.57) (—0.94) (—1.55) (—1.76) (—1.71y
Z-SCORE —0.000 —0.300 0.005 —0.393 —0.004 —0.306
(—0.00) (~-157) (0.012) (221 (—0.02) (—1.60)
LEVERAGE —5.658 —1.205% —2.916 —2.205 —5.724 —1.169%#
(—4.13)** (—117) (—3.06)**  (—2.29)* (—4.27)=* (—1.14)
GOVT INTEG? 0.656 0.656 0.469 0.469
(1.05) (1.05) (1.01) (1.01)
ENFORCH 0.032 0.032 0.005 0.005
(0.21) (0.21) (0.03) (0.03)
POL STABILITYY —0.073 —0.073
(—1.00) (—1.00)
PRLTD/GDF 22.521 22.521 24.407 24.407 29.035 29.035
(1.83y (1.83y (2.19y* (2.19y* (2.24y* (2.24y*
Indonesia 3.374 3.566 1.041
(2.57)* (3.57)* (0.94)
Malaysia 0.201 —0.053 —0.693
(0.21) +0.07) +0.94)
Philippines 3.398 3.546 —0.192
(2.48)* (3.42)* (—0.08)
Singapore 0.768 0.511 1.262
(0.78) (0.54) (0.95)
South Korea —0.136 0.193 —0.524
(-0.11) (0.19) €0.46)
Taiwan 0.992 0.648 1.220
(0.84) (0.702) (0.86)
MU (1) 4516
(23.90y**
Summary statistics
Log likelihood —29926 —53904 —29956
Correct predictions 85.30% 78.87% 85.76%
Wald statistic (time) 27.01 13.78 27.83

2t statistics in parentheses.
=+ and* indicate significance at 1%, 5%, and 10% levels, respectively.
C### # # indicate significance of the difference between the Japan and non-Japan coefficients at 1%, 5%
10% levels, respectively.
The coefficients for Japan and non-Japan are constrained to be equal.
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TABLE VI
Marginal Effects for Ordered Logit Model, REG 8

Japan Non-Japan
Independent ORDPUBLIC ORDPUBLIC
variables =0 =1 =2 =0 =1 =2

In (ISSUE SIZE) —0.0026 0.0022 0.0004 —0.1538 0.1308 0.0230
In (FIRM SIZE) —0.1452 0.1235 0.0217 —0.0688 0.0585 0.0103
UNEXP EAR —0.0460 0.0391 0.0069 0.3568 —0.3035 —0.0533
LTD RATIO —0.4542 0.3864 0.0679 —0.0280 0.0238 0.0042
MVBV —0.0783 0.0666 0.0117 0.1047 —-0.0890 —0.0156
FA RATIO 0.1312 —0.1116 —0.0196 0.2154 -0.1832 —0.0322
Z-SCORE —0.0011 0.0009 0.0002 0.0761 -0.0647 —0.0114
LEVERAGE 0.5644  —0.4801 —0.0843 0.4267 —-0.3629 —0.0637
GOVT INTEG? —0.0908 0.0772 0.0136 —0.0908 0.0772 0.0136
ENFORCE —0.0009 0.0008 0.0001 —0.0009 0.0008 0.0001
PRLTD/GDP 0.0772 0.0136 0.7057 0.0772 0.0136 0.7057

aThe coefficients for Japan and non-Japan are constrained to be equal.

in firm size unambiguously increases the probability of choosing foreign bon
(ORDPUBLIC= 2) and reduces the probability of choosing syndicated term loal
(ORDPUBLIC=0), the sign of the impact on the probability of a Eurobond issu
(ORDPUBLIC=1) is unclear without further calculations. Thus in Table VI we
report the marginal effects of each of the continuous independent variables in R
8. These are the partial derivatives of the probability of a choice outcome with
spectto changes in the regressor. With probabilities summing to unity, the margi
effects sum to zero across the three choice possibilities. The results in Table
reveal that the marginal effects of the regressors on Eurobonds (ORDPUBL)C
take the same sign as those for foreign bonds (ORDPUBLE}. This suggests
that Eurobonds behave like foreign bonds and thus their combination within
logit model may not lead to significant bias.

Several alternative specifications of the model were estimated to evaluate
sensitivity of the results. In REG 9 in Table V we replace the GOVT INTEG an
ENFORCE variables with the single measure of legal protection and enforcem
POL STABILITY. A comparison of the logit results of REGs 7 and 9 reveals that tf
broad measure of political risk is not statistically significant while the proportic
of correct predictions increases to 85.8%. However, the results for the remain
variables exhibit little sensitivity to the choice of legal/political proxiés.

It was noted above that observations for Chinese and Thai firms were all syr
cated loans, resulting in the observations for these countries being removed f
the sampl€® To examine the sensitivity of our results to this approach, REG 1

34 For space reasons the ordered logit results are not reported. The results were similar to t
reported above for the logit regression.

35 A referee has suggested that these countries could be operating under a different regime to tt
firms in the other countries.
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in Table VIl re-estimates REG 7 but with the 63 Chinese and Thai observatic
included. A comparison of the two regressions reveals that the predictive powe
the regression increases marginally to 86.6% correct predictions, while the prin
effect on the estimated coefficients is to cause the government integrity vari
to become statistically significant at the 95% level while the proxy for the level
domestic financial market development is no longer statistically significant. T
effect on the coefficient of the GOVT INTEG variable is not surprising as Chit
and Thailand are rated poorly in terms of this variable. When they are exclu
from the sample, the GOVT INTEG variable loses much of its variability ar
hence becomes statistically insignificant in the smaller sample.

As the country of domicile indicator variables in REG 7 could be capturing tl
influence of legal and law enforcement issues and differences in financial ma
development, thereby reducing the significance of the GOVT INTEG, ENFORC
and PRLTD/GDP variables, in REG 11 the country variables have been omit
Relative to REG 7, the proportion of observations correctly predicted falls
84.3% while, somewhat surprisingly, the coefficient of the GOVT INTEG variab
now takes an incorrect negative sign and is significant at the 95% level. T
coefficients of the remaining variables are little changed for Japan while the fi»
asset ratio and growth opportunities variables become more significant for n
Japar®® Moreover, the regression exhibits some evidence of instability over tin

Finally, a referee has noted that the quality of legal enforcement is largely irt
evant for debt choice if the country has a limited bankruptcy law to be enforc
Hence in REG 12 we include a creditor rights variable drawn from La Rbda
(1998). Countries earn a point, up to a maximum score of four, if: (i) their lav
prevent an automatic stay on assets, allowing secured creditors to repossess
(i) secured creditors have the primary right to collateral in the event of reorga
sation; (iii) firms require the consent of secured creditors before entering reorg
isation; and (iv) secured creditors can remove management after reorganisa
These four measures are summed to create a single measure, CREDRITS, wil
higher the score the greater the creditor rights. Consistent with the corruption
legal enforcement variables, we expect a positive relationship between the stre
of creditor rights and the probability of making a public issue. Because of the pr
ence of linear dependence between CREDRITS, the country indicator variak
and the constant term, we remove the country of domicile indicator variables fr
the regressiod’ The results of REG 12 are then comparable with those of REG
from which it is evident that adding CREDRITS has little effect on the remainir
variables in the model.

Overall, the sensitivity results of REGs 10 to 12 suggest the need for caut
in interpreting findings for the legal and institutional variables. With only te
countries in the sample, these results are sensitive to the inclusion (or exclus
of country of domicile indicator variables and to the inclusion (or exclusion) |

36 Similar results are found for the ordered logit regression.
37Thus CREDRITS= CONSTANT + JAPAN + 3xINDONESIA + 3%MALAYSIA —
PHILIPPINES+ 3% SINGAPORE+ 2+ SOUTH KOREA+ TAIWAN.
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TABLE VII
Variable Coefficient Logit and Ordered Logit Regression Results for Japan and Non-Japan
REG 10, LOGITP© REG 11, LOGIT-b¢ REG 12, LOGITP©
Independent
variables Japan Non-Japan Japan Non-Japan Japan Non-Jap
CONSTANT —14.861 —10.072# —4.838 —0.552%# —5.151 —0.393%
(=3.78)**  (=3.02)* (~1.95) (=0.27) (~2.05)* (~0.19)
In (ISSUE SIZE) 0.492 0.526 0.536 0.473 0.537 0.487
(3.35)* (3.42)* (3.67)* (3.33)* (3.68)** (3.40y**
In (FIRM SIZE) 1.111 0.20%# 1.094 0.207## 1.094 0.181#
(7.34)* (1.34) (7.297* (1.49) (7.295 1.27)
UNEXP EAR 1.660 —1.229 1.317 0.918 1.292 0.803
(0.55) 0.61) (0.42) (0.50) (0.41) (0.43)
LTD RATIO 2.124 0.202 2.327 0.30% 2.335 0.228
(2.36)* (0.31) (2.61 (0.49) (2.62) (0.37)
MVBV 0.029 —0.588 0.258 —0.654 0.276 —0.677
(0.07) ~1.83)" (0.60) 213y (0.64) 217y
FA RATIO —1.686 —1.061 —1.847 -1171 —1.854 —1.114
(—1.69) (—1.50) (—1.88) (—1.72) (—1.89) (—1.63)
Z-SCORE 0.007 —0.297 0.011 —-0.128 0.014 —0.151
(0.02) +1.57) (0.04) £0.75) (0.05) (0.88)
LEVERAGE —5.636 —1.314%* —5.633 —0.42# —5.632 —0.458%#
(—=4.22y*  (=1.29) (412"  (—0.46) (—4.12y*  (—0.51)
GOVT INTEG? 1.197 1.197 —0.668 —0.668 —0.654 —0.654
(2.46)* (2.46)* (232 (—2.32)* (—2.25)*  (—2.25)*
ENFORCHE 0.015 0.015 0.005 0.005 0.028 0.028
(0.10) (0.10) (0.04) (0.04) 0.23) 0.23)
CREDRITS —0.116 (-0.116)
(—0.85) (-0.85)
PRLTD/GDF 19.075 19.075 9.861 9.861 9.860 9.860
(1.60) (1.60) (1.69) (1.69) (1.68) (1.68)
Indonesia 4.554
(4.56)**
Malaysia 0.967
(1.24)
Philippines 4.538
(4.12)*
Singapore 1.450
.71y
South Korea 0.349
(0.31)
Taiwan 1.736
(1.67)
Summary statistics
Observations 934 871 871
Log likelihood —30038 —30837 —30801
Correct predictions 86.62% 84.27% 84.04%
Wald statistic (time) 27.34 30.31 31.03

2+t statistics in parentheses.
e + and* indicate significance at 1%, 5%, and 10% levels, respectively.
C### # # indicate significance of the difference between the Japan and non-Japan coefficients at 1%, 5%,
10% levels, respectively.
The coefficients for Japan and non-Japan are constrained to be equal.



298 ESHQ, LAM, AND SHARPE

TABLE VIII
Characteristics of Japanese Debt Issues and Borrowers: Mean Values with Medians in Parenthi

Horizontal keiretsu Vertical keiretsu Independent
(N = 220) (N =178) (N =197)

Characteristic st EBP FB® sLa EBP FB° sL2 EBP FB°

Observations 30 185 5 11 152 15 51 125 21
Real issue size 77.0 3056 66.0 87.1 417.7 6939 48.1 300.2 104.
(US$m) (56.6) (170.8) (56.6) (52.7) (209.8) (325.7) (24.5) (200.0) (64.5)

Maturity (years) 5.14 538 580 510 484 520 484 599 652
(5.00) (5.01) (5.00) (5.00) (4.63) (4.75) (5.00) (5.26) (5.05)

PPNinforeign 1000 9.8 1000 81.8 227 1000 902 423 1000
currency (%) (100.0) (0.0) (100.0) (100.0) (0.0) (100.0) (100.0) (0.0) (100.C

Real total assets 10010 23587 17693 28687 41175 90365 2278 18242 20C
(US$m) (2581) (11890) (3015) (15992) (31226) (92939) (643) (10918) (1227

LTDRATIO (%) 455 518 439 498 544 691 472 681 743
(44.5) (49.3) (49.7) (53.3) (54.3) (67.7) (46.7) (70.9) (81.1)

MVBV 1.34 127 207 124 130 128 139 141 152
(1.24) (1.19) (1.99) (1.17) (1.23) (1.31) (1.23) (1.27) (1.38)

LEVERAGE 78 81 77 77 71 61 .70 .73 72
(82) (85) (78 (76) (74) (6L (76) (75 (77)

Z-SCORE 138 159 181 127 135 158 137 113 102

(1.20) (1.43) (1.66) (1.25) (1.32) (1.62) (1.37) (1.11) (.86)

FARATIO (%) 250 229 172 350 328 387 342 481 571
(23.4) (19.8) (18.6) (32.0) (27.2) (28.8) (29.1) (36.2) (48.4)

2 Syndicated loans and bank guaranteed public issues.
b Eurobonds.
¢ Foreign bonds.

the sample of Chinese and Thai firms which relied exclusively on bank debt.
contrast, the results for the flotation costs, agency conflict, and renegotiation
liquidation hypotheses exhibited little sensitivity to these alternative treatment:

(c) Keiretsus and Debt Choice

In light of the parameter instability across Japan and non-Japan, we exam
whether keiretsu affiliation affects debt choice. Japanese firms were identifiec
(i) belonging to a horizontal or financial keiretsu (220 observations); (ii) belongil
toavertical orindustrial keiretsu (178 observations); or (iii) being independent (1
observations¥® The characteristics of the firms and debt issues of each of the th
groupings are summarised in Table VIII. Whereas keiretsus are more domir
in the Eurobond market, independent firms are more heavily represented in
syndicated loan and foreign bond markets. Moreover, vertical keiretsus are la

38 The keiretsu data is obtained from Dodwell Marketing Consultants (1997).
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TABLE IX
Variable Coefficient Logit Regression Result with Japanese Keiretsu
Decompositiof¢ (REG 13,N = 871)

Horizontal Vertical Independent
Independent Variables Non-Japan keiretsu keiretsu firms
CONSTANT —7.395 —12184 —11.209 —18.139%#
(—1.99)* (—2.67)* (~1.30) (—3.60)*
In (ISSUE SIZE) 0.530 0.511 0.627 0.430
(3.44)* (2.03y* (2.14y* (1.42)
In (FIRM SIZE) 0.180 1.168" 0.809 1.818"
(1.19) (4.09)™* (1.84y (5.02*
UNEXP EAR —0.702 4.055 3.419 —2.326
(=0.35) (0.87) (0.36) £0.43)
LTD RATIO 0.220 1.029 2.981 2474
(0.33) (0.59) (1.10) (1.81)
MVBV —0.531 —0.438 1.733 —0.390
(~1.63) (~0.66) (1.01) (0.58)
FA RATIO —1.128 1.088 —3.243 —2.140
(=1.57) (0.52) (0.88) (~1.49)
Z-SCORE —0.299 —0.045 —1.284 1.326%
(~1.56) (=0.12) (-0.98) (1.67¥
LEVERAGE —1.202 —6.076 —5.870 —7.668%
(=1.17) (~2.45)* (—1.44) (=3.23)*
GOVT INTEG? 0.639 0.639 0.639 0.639
(1.02) (1.02) (1.02) (1.02)
ENFORCHE 0.025 0.025 0.025 0.025
0.17) (0.17) 0.17) 0.17)
PRLTD/GDF 24.114 24.114 24.114 24.114
.87y (1.87y (1.87y (1.87y
Indonesia 3.349
(2.54)y*
Malaysia 0.114
0.12)
Philippines 3.356
(2.44y*
Singapore 0.756
(0.76)
South Korea —0.273
(—0.22)
Taiwan 0.986
(0.83)
Summary statistics
Log likelihood —29051
Correct predictions 85.76%
Wald (HOR= non-Japan) 13.58
Wald (VER= non-Japan) 5.46
Wald (IND = non-Japan) 25.31*
Wald (HOR= VER) 6.01
Wald (HOR= IND) 8.97
Wald (VER=IND) 9.56

2t statistics in parentheses.
*x +x " and* indicate significance at 1%, 5%, and 10% levels, respectively.
C### # #indicate a significant difference between the non-Japan and keiretsu type coefficients at 1%, 5%,
10% levels, respectively.
The coefficients for non-Japan and keiretsu type are constrained to be equal.
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in terms of firm and issue size in each debt type. In Eurobond and foreign b
markets horizontal keiretsus and independent firms are of similar size whel
independent firms are smaller in the syndicated loan market.

The variable coefficient model of debt choice was then modified with the JAP/
indicator variable being replaced by three indicator variables, HOR for horizon
keiretsus, VER for vertical keiretsus, and IND for independent firms. Estimat
parameters of the logit model for non-Japan, horizontal keiretsus, vertical keiret
and independent firms are summarised as REG 13 in Table IX (the # on a coeffic
indicates that it is significantly different from that of non-Japanese firms). As
the logit REG 7 of Table V, it is primarily the firm size and leverage variables th
account for much of the parameter instability across non-Japanese firms anc
keiretsu classifications, with the choice of debt type by Japanese firms being n
sensitive to changes in firm size and leverage than for non-Japanese firms.

The summary statistics include Wald Chi-squared statistics for whether
coefficients of each keiretsu classification are jointly significantly different fro
those of non-Japan firms and whether they are different from those of the o
keiretsu classifications. Parameter estimates of independent Japanese firm
found to be significantly different at the 99% level from those of non-Japan, wh
horizontal keiretsu firms are signficiantly different at the 90% level. Furthermo
we cannot reject the null of equality of parameters across horizontal keirets
vertical keiretsus, and independent firms. Thus our results reinforce the findi
of Anderson and Makhija (1999) that balance sheet debt type ratios are insens
to keiretsu associations. Moreover, the tests also suggest that the instability of
choice parameter estimates across Japan and non-Japan is not attributable
role of the keiretsu in Japan.

VI. CONCLUDING COMMENTS

The determinants of debt choice are of considerable interest to theoretici
and practitioners in corporate finance and banking. Our paper contributes to
literature by using incremental data to examine the debt choice decision in
context of international bond and syndicated loan markets, and by using a s
ple of firms drawn from countries that, with the exception of Japan, have limit
access to medium-term domestic bond markets. While focusing on hypothese
lating to flotation costs, agency conflicts, and renegotiation and liquidation that
common to U.S. studies, we also draw on research into the determinants of fir
cial development which suggests the need to control for legal and institutio
factors that may contribute to cross-country differences in debt choice.

There are differences in results depending on the use of logit or ordered I
models. While the estimates of both models are stable over time, there are sig
cant differences in the determinants of debt choice across Japanese
non-Japanese firms, with the ordered logit model producing stronger results
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non-Japan, and somewhat weaker results for Japan, than the logit model. Ge
ally the results are consistent with prior U.S. studies of the choice of debt ty
with support for the flotation cost, agency cost, and renegotiation and liquidati
hypotheses. There is general support across both Japan and non-Japan fc
hypothesis that scale economies associated with flotation costs increase the pi
bility of making a public issue, and for the renegotiation and liquidation hypothes
with the higher the probability of financial distress the greater the likelihood
obtaining a syndicated bank term loan in international debt markets. There is ¢
some support for Diamond’s hypothesis (1984, 1991) that agency costs associ
with moral hazard problems in the borrower/lender relationship may be limit
by active monitoring by a bank lender. However, while non-Japanese firms w
extensive growth opportunities resolve the associated agency costs by using |
debt, such a relationship is not observed for Japanese firms. On the other h
borrower reputation is a significant determinant of debt choice in Japan, with m
reputable borrowers having a higher probability of choosing an international bo
issue, but not for the other Asian countries. Jointly these results are consistent
Diamond’s analysis (1991) in which reputation substitutes for the role of ba
monitoring in limiting moral hazard problems. For Japanese borrowers, reputat
substitutes for bank monitoring.

With only 8 countries in the sample, and Japan comprising two-thirds of ti
sample, care needs to be taken in interpreting the results of the cross-country
trols. Moreover, the results exhibit sensitivity to the inclusion of country of dom
cile controls. Subject to these reservations, we find a significant positive relati
ship between the relative development of domestic private long-term debt mark
and the probability of accessing the international bond markets. This relations
is inconsistent with the hypothesis that large borrowers access the internatic
bond markets because of poorly developed domestic bond markets. Rather,
suggestive of borrowers moving between domestic and international bond marl
(and/or between the domestic bank loan market and the international syndic:
loan market) to avoid domestic regulatory burdens and/or to obtain contract f
tures not available in domestic markets such as foreign currency denominal
loans or cheaper finance.

A unique aspect of the study is its consideration of the influence of keiret
affiliation on debt choice. Although Cai al. (1999) find that the sensitivity of
the maturity of Japanese domestic straight bond issues to bank monitoring
dependent on keiretsu affiliation, our results indicate that there is no signific
difference in the determinants of debt choice across independent firms, membe
horizontal keiretsus, and members of vertical keiretsus. Moreover, the instabi
ofthe model across Japan and non-Japan remained, with the model forindeper
Japanese firms and horizontal keiretsus being significantly different from that
non-Japanese firms.

A disappointing aspect of the results was that we could not find a consist
relationship between the measures of legal and political risk and the choice
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debt type. Indeed the relationships exhibited considerable instability depenc
on whether China and Thailand are included in the sample and on the us
country of domicile controls. Thus, a major extension of the research reporte
this study would be to extend the study beyond Asia to create a larger san
from a more diverse group of countries. Such an extension would enhance cr
country variability in the data and allow greater confidence in the results relat
to the effects of corruption, legal rules, and financial development on debt cho
It would also allow alternative analyses of the observed cross-country param

instability.

APPENDIX

Data Definitions

Variable

Source

PUBLIC

ORDPUBLIC

ISSUE SIZE
(USD million)

FIRM SIZE
(USD million)

UNEXP EAR

LTD RATIO

MVBV

FA RATIO

Z-SCORE

LEVERAGE

Equal to unity if a public debt issue defined as either
a Eurobond or International Bond. Equal to zero if
a private debt instrument defined as a syndicated
term loan or a bank guaranteed international bond.

Equal to two if a foreign bond, unity if a Eurobond,
and zero if a syndicated term loan or a bank
guaranteed international bond.

The real issue amount of all tranches in the issue deflated
by the U.S. CPI index with 1995 1.

Defined as the real total assets of the firm converted to
U.S. dollars and deflated by the U.S. CPI index

with 1995=1.

Unexpected earnings, defined as (ERSL) —
EPS(t))/SP where EPS is earnings per share and SP is
the share price at period t.

The ratio of long-term debt, LTD, to total debt, TD.

Market-to-book ratio, defined as (TA- MKVALF —
CEQ)/TA where TA is the book value of total assets,
MKVALF is market value of the firm at fiscal year
end, and CEQ is total common equity.

The fixed asset ratio defined as net property, plant,
and equipment divided by total assets.

Defined as (3:BBIT/SALES+ 1*SALES/TA+ 1.4
RE/TA + 1.2°WC/TA), where EBIT is earnings
before interest and taxes, RE is retained
earnings, and WC is working capital.

Defined in book value terms as the ratio of

(TA-CEQ)/TA.

IFR

IFR

IFR

Global Vantage
Compact D

Global Vantag
Compact D
Global Vantage &
Compact D

Global Vantage &
Compact D

Global Vantage
Compact D

Global Vantage &
Compact D

Global Vantage &
Compact D
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TABLE X—Continued

Variable Description Source
POL STABILITY Country credit risk rating out of 100. Based on Institutional
perceptions of the international banking community, Investors Country
with higher scores indicating greater credit Credit Risk Rating

worthiness and therefore greater political stability.

GOVT INTEG Score ranges from 0 to 6, with lower scores indicating ICRG
that government officials are likely to demand
special payments.

LAW & ORDER Degree to which the citizens of a country accept ICRG
established institutions to make and implement laws
and adjudicate disputes. Ranges from O to 6.

REPUDIATION Risk that foreign business, contractors, and consultants ICRG
face of a government modifying a contract, taking the
form of a repudiation, postponement, or scaling down
of the contract. Ranges from 0 to 10.

ENFORCE Defined as REPUDIATION (10/6) * LAW & ORDER. ICRG
Ranges from 0 to 20, with higher scores indicating
greater enforcement.

CREDRITS A measure of creditor rights, ranging from 0 to 4. La Pertl. (1998)
PRLTD/GDP Private primary long term domestic debt issued to GDP.  World Bank
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