Met meer dan 900 kantoren over het kele land is de BBL zeker
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Creative Accounting in Eastern Europe:
the Case of the Polish Port Companies

During 1999, a large mumber of small companies was created to run the operational
activity of the Polish seaports, whick was until then monopolised by state-crwoned
enterprises. The major part of the shares i3 held by the employees.

Leasing-techniques are used to solve the problem of finuncing the infrastructure.
Although the profit-margins are relaively modest, the return on total assets is mther
important because the infrastructure does rio appear on the assets-side of the privatised
companies. As 4 consequence of what we call leasing-leverage, the return on equity
reaches almost astronomic heights.

In the conclusion we indicate the potenticl dangers of this situation; the fingngial

‘camstruction does not soloe the oumership-problem of the assets, can lead to only very

short-term based decisions and does not guarantee coptinuity when the assels have to
be replaced.

1. Introduction

As a result of the transition and the privatisation process that is going
on, Eastern Furope is being confronted with huge problems, one of
which is getting the infrastructure needed by companies, being
financed In one way or another. The ‘solutior’ in some cases was found
by using leasing techniques, just as it is done e.g. by a lot of Western
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awnme comparues. In this context we will describe the ‘Polish Seaports
Case’. It will be demonstrated that, although at first glance the results
seem to be satisfactory, the resulting behaviour might be destructive to
the economic health of the ports. .

Buring the period of centralized economy, the Polish seaports Szezecin/
Swinoujscie, Gdansk and Gdynia were each dominated by a state-
owned enterprise, which in 1991 were restructured into state treasury
joint stock companies.

The fmportance of these state-owned eﬁnte:prises can be observed by
the following facts. In Szczecin/Swinoujscie Port, the state-owned
enterprise took care of §1% of the 18 million tons that the port handled
mn 1990. In Gdansk Port this figure was 97% of 19 million tons and in
Gdynia Port 99.8% or almost all of the 10 million tons of throughput.
Each company employed between 5,000 and 6,000 people.

A legal basis to transform and de-monopolise Polish port operation
sphetes was created by the Privatisation Act of July 13, 1990. The
indivect way of privatisation by first transforming the state-owned
enterprise info a company with 100% shares owned by the State
Treasury and then making the shares accessible to third Pparties did not
succeed: -

— The attractiveness to shareholders (natural and legal persons) guided

by expected dividends was low becamse of inclusion of the

infrastructure, huge in value but with low profifability.

- As a result of this, firms within the maritime sector would have to
purchase a control stock package, the cost of which was too huge, to
fulfil their investment goals.

— The inclusion of the suprastructure also increases goal achievement
costs to public investors ke towns and communities.

2. Creation of operating companies

3
In mid 1991 limited companies arose: 17 in Szczecin/Swinqujscie Port
including 8 cargo-handling/storage ones (and 9 building/repair

companies} and 28 in Gdansk, 8 of which were in the cargo-handling
and storage activities! :

1 The further elements in the case only refer to the 16 cargo-handling/storage companies.
In Géymia Fort, the transformation is still in the initlal stage.
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The main characteristics in the functioning of the operating companies

are as follows: ' _

— Financial structure of the (small) basic capital: 45% to the joint stock
company, 55% to the port employees.

-- The operating companies lease the infrastructure (wharf, storage
ereas, warehouses, etc.) and the suprastructure (cargo-handling .
facilities and equipment) from the joint stock company. The
operating companies maintain and repair the leased elements at their
own costs, while the joint stock companies calculate the
depreciation. Of course this is being reflected in the income structure
of the joint stock companies. In the pre-transformation period, 95%
of thelr income has an operational character, now about 60% of their
income is generated by leasing fees.

— The aperating companies had to provide certainty of employment for
all former state-owned enterprise operational workers who are
simultanepusly the main owners and the employees of the firms.

3. Performance of joint stock and operating companies

The performance can be measured:

1) in relation to the revertues (see 3.1), 1ohere

. EBDIT®
Gross margin = SALED
EADBIT®
t in =
Net margin .

These margins express what is left from every 100 zloty of revenues,
the difference between gross and net margin of course being due to

depreciation.
2) in relation to fotal assets (see 3.2}, where

EADBIT

tal assetg = ———
Retiern on total as: TOTAL ASSETS

2 EBDIT = Earnings before depreciation, interest and tax.
3 BADBIT = Earninggs after depreciation, before interest and tax.
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This ratio is a measure of how efficient the available resources are being
used.

3) in relation to equity (see 3.3), where

EADIBT*
Return on equity =
EQUITY

This ratio is a meagure of the return generated for the owners of the
company after the creditors (by means of interest) and the goverriment
{by means of taxes} have been rewarded, and after depreciation has
been taken into consideration.

3.1. Gross and net margin

As can be observed from table 1, we notice that as far as profitability
measured by the gross and net margin is concerned, the performance
of the operating companies is relatively low, certainly in comparison
with the joint stock companies. Needless to say that a comparison of
the two kinds of companies is not sensible in view of the totally
different activities. The small difference between gross and net margin
for the operating companies is dne to the fact that they lease their main
fixed assets while the depreciation is being reflected in the accounts of
the lessors (the joint stock compariies) where of course the difference
between gross and net margin is much more important.

Thble 1
Gross and net margins (in %)

A Iomt stnck company
Gaarisk
.OPetatmgeompames :
Gdinsk - ..
:Im.nfsfadk cetmpan ¥
Szt:zem\/Swmotqsﬂe
Opa'a.hng mmparl,ies

Source: Own accounts based on port stabistics.

4 EADIBT = Harnings after depreciation, interest and before tax.

156

3.2. Return on total assets

As can be observed from table 2, the results here suggest a more
favougable situation of the operating companies. This is, of conrse, due
to the fict that total assets, expressed in the balance sheet of the
operating companies, are artificially low because of the enormous use

of leasing.

Table 2
Return on total assets (in %)
TS
242

Sowrre: Own aceounts based on port statistics.

(Nef) margins (as studied in 3.1) and return on total assets (as studied
in 3.2) ean be linked together by using the rotation (= sales/total assets)
which suggests how many times every zloty invested in the resources
is béing converted inte revenues in the ‘production” process.
EADBIT Sales
X

Total Assets

EADBIT _
Total Assets Sales

Return on Total Assets =

= (net) margin X rotation

As can be'observed from table 3, the rotation of total assets is of course
much Jarger in the operatmg companies.

Table 3
Rotution as the link between net margin and return on assets
. 0.C8... (4)
S99
7.
IRIRE-7 ¥ PR

{1) Joint stock company Gdansk

(2) Opexating companies Gdansk

{3) Jolnt stock company Szezecin/Swinoujscie
{4) Cperating companies Szczecin/Swinoujscie
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3.3. Return on equity

Here, as was the case with return 6n assets, the figures seem in favour
of the operating companies, but this time the differences are gigantie.
This, of course, is due to the fact that besides a relatively low amount
of total assets, only a small fraction is being financed by owner’s equity,
while no interest has to be paid on the debt.

Again we want to stress the fact that making comparisons between the
operating and the joint stock companies is not very sensible.

Table 4
Return on equity (in %)

Sowurce: Own accounts.

It is clear that the well-known leverage effect is at work here. In view of
the circumstances we will call it leasing-leverage’ in this context and
elaborate more on this effect in the following paragraph.

4. Leasing-leverage

Leasing-leverage has aspects of two other, betterlnown concepts in
financial analysis, i.e. financial and operational leverage.

Operational leverage results from using assets partly resulting in fixed
operational costs although the revenue generated is variable.

Financial leverage results from using financial resources which generate
profits beyond the fixed rate you have to pay for them. The finandial
leverage éffect can be measured by (return on equity/return on assets).

The magnitude of the financial Ievera-ge effect 'is the result of a
combination of three elements: Teturn on total assets, interest and the
debt/equity ratio, as can be seen from the following formula:

Retwrn on Equity = Return on Assets + (Refirn on Assets —
’ Interest%) x Debt/Equity
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or from the graphical presentation of our hypothetical exampte. In this
example we start from a 50% Debt/50% Equity situation, the return on
assets equals 15% and the interest rate is 10%.

Graph 1

20%
7
Fleturs on equity / /

Equity 50% bebt 50%

a) In this example, return on total asseis equals 15%. It is clear that
return on equity reaches 20% because the 5% extra on top of the
interest which has to be paid because of the debt retums to the
owners on top of what equity already earned for them. Of couxse
this is only true because in this case equity equals debt. _
When, of course, everything else remaining the same, return on
total assets increases to 20%, return on equity will increase to 25%.

b) K, everything else remaining the same, the interest goes down fo
5%, return on equity will again increase to 25%.

¢) If, everything else remaining the same, the debt/equity ratio climbs
to 1.5 (equity being 40%, debt 60%), it is easy to see that return on

equity increases to 22.5%.

d)y If we assume that the three changes described in a, b and ¢ occur
simuttaneously, return on equity booéts to 42.5%.
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Thxs graphical presentation for the Operating companies in Gdansk
esults in (see graph 2):

Graph 2

Asium on Assets
24906

=

Return on Equity = Retirn on  Assets + (Return on Ass ets —
Interest%) x Debt/Equity

0 % Intorest

220% = 24.2% + (24.2% — 0) x 89/11

I
For the operating companies in Szczecin/Swinoujscie we get graph 3.
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Graph 3

Return on Equity
2736%

- TP T Return on Asssts
% 0 % Interest
Equity bt
125% ’ B7.5%

Return on Equity = Retirn on Assets + (Return on Assets -
Interest%) x Debt/Bquity

273.6% = 34.2% + (34.2% - U) x 87.5/12.5

Ther h]rnﬁglu'e s we get here are very impressive. The three elements
we mentioned arliert o get a high return on qmtya.t working to-

gether. First, an interest rate which equals 0. Infactth e companies are )

paying interest, but this is being refleéted in the leasing fees they are
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I‘Jaying to the lessors, the joint stock companies, which in turn explmns
the very moderate profit margins.’ However, because of the very lugh
rotation, due to the fact that the main fixed assets do not appear in their
- palance sheets, they get seemingly high refurn on assefs levels. The same

explanation goes for the debifequity ratio.

]
The magnitude of this leverage effect is once more very dear when we

look at the figures of table 5, where we learn that 98% of the assefs at
the disposal of the operating comparies is being leased.

Table 5 ) ‘
Assets at disposal {(own -+ leased) of operating companies (1952)

Assets - . .- | . PartofSscpcin/Swinowjseie. - |

o - 7. ooomlngoty % T

TOTAL" & = L8710 109

LE&SEdBSSBtS o 1,055.0"‘, - : A

opeta:ﬁngcompmes 221 7 ‘20“.3‘ . 4

Souree: D. Bernacxy en ], GoRra, Privatisation in Polish Seaports, Paper prepented at

‘Workshop-UFSIA, 1993.

5. Conclusions

Although the accounting figures seem to suggest 1.;hat things are

warking out all right, we ought to mention some warmings.

- The problem we encounter here is a very complex one: there is 2 Etlg
contrast between the weak economical basis of activity and ﬁnanclal
position of the operating companies on the one hand, axlxd the Iug‘h
profitability of the capital put at the disposal of companies by tl'_teu,-
partners: the joint stock companies together with the comparnjes

loyees.

- ’;’ﬁf lazge disproportions between the engaged capital and the assets
in use aflow shareholders to: :
— maximise profits from own shares by operation of leased assets;

— limit the responsibility to a minimum.

5 In Belgium e. g., where the accounting regulations stipulate that the lessee puts the
leased assets on his balance sheet, you would get completely different resalts ... urless
the conditions descibed in the law to fall under this arrangement are not met-
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— At first glance everybody feels happy and this leads to consolidate
the behaviour aimed towards maximised profits (from shares and
remuneration). This conduct, however, might be destructive to the
operating companies” development and competitiveness and to the
whole port as such., .

— The high return on equity from the operating companies is being
‘caused by leasing fees which are in fact too low.

— Even then the joint stock companies can make a big margin due to
the fact that depreciation is not enough to cover the real cost of using
the fixed assets.®

-- The well-being of the operating companies is very dependent on the
lease agreements and any change could lead to a completely different
outlock. The way in which the construction is being built does not
solve the asset-ownership problem, could lead to very short-term
based decisions and does not guarantee sound economic behaviour
by the parties involved. -

~ Consoclidated information would only offer a partial solution
because, in view of the fact that the joint stock company only holds
45% of the shares of the operating companies, only the equity
method - or ‘onedine consolidation’ — which can hardly be
considered a superior method, enters into the picture.

— Of course these conclusions are only preliminary since, due to the
only very recent changes, no intertemporal comparisons can be
made. In the meantime we can ordy hope that the resources required
to replace the fixed assets in the Iong run will not be distributed ...

Spmenvatting
Gebruik van leasingtechnieken door Poelse zeehavens

In de loop vare 1991 kwoam de operationele activiteit van de Poolse zeehavens, voorheen
gemonopoliseerd door staatsondernemingen. in handen van een groot aantal Keine

ondernemingen. met de werknemers ols vovrnuamste aandeelhouders. Gezien de

problemen verbonden uan de financiering van de infrastructuuy, werd gebruik gemankt
van leasingtechnieken. Deze infrastructunr verschifnf niet op de activazijde van de
geprivatiseerde ondernemingen. Zulks heeft tof geoolg dat, ondanks relatief bescheiden
marges, de rendabiliteit van het totale actief vrij aanzienlijk is. Tengevolge van wat wif
in het arbikel de leasinghefboom noemen, bereikt de rendabiliteit ban het eigen
vermogen dan ook astronomische hoogten.

6 Itis worth mentioning that depreciation policy in the past has always been treated as
an arm to combat inflation rather than as an instrument to calculate the value of the
usage of the fixed asset 1o determine the real cost of the production process.
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In het beshyit wordt gewezen op de potentitle gevaren die daaragn verbonden zifn: de
opgezetie financizle constructie lost het eigendomsprobleem van de activa et op, kan
Ieiden tot op slechis zeer korte fermijn gebaseerde beshissingen en garandeert geen
continuiiteit op het vervangingsmoment.
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Boekbesprekingen

The methodology of economics

Mark Blaug, The methodelogy of econgmics:
or how economists explain. Second edition
{Cambridge Surveys of Economic Literature)
Cambridge, Cembridge University Press,
1992, xxviti+ 286 biz. — Prijs: 13,95 GEP
ISBN 0-521-43678-8

Dit boek is een bijgewerkte edite
van het klassieke werk van Mark
Blaug over de methedalogie van
de economie, dat in 1980 ver-
scheen. Deel I van het boek geeft
een inleiding in wetenschapsfilogo-
fie en een overzicht van de litera-
tunr over methodologie. In deel II
wordt de geschiedenis van de eco-
nomische methodologie nitgebreid
behandeld. Vooral het onderscheid
tussen positieve en normatieve
economie en de methodologische
posttie van de welvaartseconomie
wordt wuitvoerig bediscussieerd.
Deel ITT bevat tal van korte hoofd-
stuldcen, waarbij Blaug de ontwik-
keling van de theorie, controver-
gen en methodologische ontwikke-
ling voor een deelaspect van de
economie beschrijft. In deze heg-
werkte editie komen ook de theo-
rie van het algemeen evenwicht,
de Heckscher/Ohlin-theorie van in-
ternationale handel en macro-eco-
nomie (monetaristen versus keyne-
gianen) en het rafionaliteitspostiz-
laat uitgebreid aan bod. Tenslotte
trekt Blaug een aantal besluiten in

. deelIV.

Blaug wijzigt niets aan zijn funda-
mentee! Popperiaanse opstelling:
een theorie of hypothese is weten-
schappelijk enksl en alleen indien
er falsifieerbare voorspellingen
mee te doen zijn die het voorko-
men van gebeurterdssen of toe-

_Algemené ecoriomie ..

standen witsluiten. Blaug beweert
dat veel economen, hoewel ze dit
methodologisch: principe wel on-
derschrijven, er zich vazk mniet aan
houden door loze theorieén te pro-
duceren of puur empiricisme.

Watter Nonneran

Aspects of Central Bank Policy
Making '

Zui Bekstein, ed., Aspects of Central Bank
Policy Making

Berlijn, Springer-Verlag, 1891, xo + 412
blz, — Prijs: 148 DEM

ISBN 3-540-54281-7

Dit werk bevat een aantal bijdra-

- gen van een conferentie over As-

pects of Central Bank Policy Making,
die plaatshad in jarnwari 1930 en
georganiseexd was door de Bank of
Israel en Tel Aviv University. De
papers zijn rond drie onderwerpen
gegroepeerd: regels en beperkin-
gen op het monetair beleid, pri-
dentigle controle en landenstu-
dies.

In het eerste deel, dat meer dan de
heift van het boek in beslag neemt,
worden regels en beperkingen gea-
nalyseerd die fundamenteel zijn
voor het monetair beleid. Tlerbij
wordt vooral de xelatie tussen fis-
caal en monetair beleid en de in-
vioed van het wisselkoerssysteem
op het menetair beleid onder-
zocht. Dikwijls gebeurt dit tegen
de achtergrond van het proces van
de Eurcpese monetaire integratie.
Cruciaal staat meestal de geloof-
waardigheid van het monetaix be-
Leid.

Wat opvalt is dat twee invloedrijke
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