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Just Say No
to a Iriple-A Rating

Membership in the world’s most exclusive club
1s1°t worth the dues.

By S.L. MINTZ
T

ndustrial companies with tri]Jli.*-.-"h credit ratings com-

mand a sense of awe. This very elite group consists

of the 13 most creditworthy corporations in the eves

of both Moody's Investors Service and Standard &
Poor’s. They have nothing if not financial clout. Their col-
lective assets approach $250 billion, their stock market
capitalization exceeds §295 billion, and thev earned more
than 320 hillion last vear. As Rov Weinherger, head of
industrial ratings at S&P, puts it, "Basically, a triple-A in-
dustrial is a 12-foot basketball player.”

Praise for these companies comes easily, to sav the least.
Yet nearly all of them can be fanlted in one important re-
spect, A triple-A rating goes only to those industrials that
use very little credit relative to their assets and earnings,
And in a world in which interest pavments are tax de-
ductible, failing to borrow saddles shareholders with un-
necessary taxes. When it comes to these companies, the
bill is truly enormous. If the 13 were to leverage up to a
debt ratio of just 35 percent of assets (about midway he-
tween double-A and single-A), thev could cut their col-
lective tax bill by $1.9 hillion and lift their stock prices by
something on the order of ten times that amount.,

That is not to imply that these companies are poorly
managed. On the contrary, attaining triple-A status also
requires that managers manage inordinately well. Eight of
the 13 triple-As achieved higher returns on equity than
most companies with lower ratings in each year from 1951
through 1986, according to a study by Merrill Lyneh.
From a lender’s standpoint, triple-A signifies unparalleled
strength throughout the business evele, Typically, internal
cash How provides ample funds for capital investment,
leaving little or no requirement for debt. That makes what
little debt triple-As L|1u issue second only to U.S. govern-
ment securities in terms of safety,

Almost all triple-A companies are household names.
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They form a diverse group, if not 4 comprehensive cross-
section of American business. Five of the 13—Eli Lillv,
Bristol Myvers, Merck, Plizer, and Johnson & Johnson—
make pharmaceutical and healthcare products. Their lop-
sided presence among triple-As reflects the high margins
and modest capital reguirements in this industry. Two,
Amoco and Exxon, find and refine oil. Exxon is the senior
member of the club, having held its rating since 1926,
Emerson Electric and General Electric produce electrical
produets for consumer and industrial use. 1BM builds and
services computer equipment. Campbell Soup and Kel-
loge make food products, and 3M is a diversified company
that defies classification.

HOARDING THE CASH

Stature that lets chief inancial officers and lenders sleep
soundly has a very different effect on stockholders. Adding
debt would give the shares of a triple-A a sturdy hoost
without undermining a solid business. But while the rest
of American business was cranking up its debt ratio over
the last 15 vears, the ratio of debt to capital among the
triple-As in the Merrill study actually shrank, from 21.4
percent to 20.3 percent. The ratio for double-A companies
rose from 27 percent to 35 percent; for single-As it went
from 38 percent to 46 percent.

Triple-As also tend to keep considerably more cash and
marketable securities on hand than their lesser brethren,
a fact that further reduces their effective debt ratios. Con-
sider Campbell Soup. Its debt is 20 percent of capital,
versus an average of 39 percent for the food industry, ac-
cording to Moody's. Net of cash and marketable securities,
Campbell's debt amounted to a trivial 2 percent of capital
at the end of last vear.

Campbell keeps a viselike grip on its triple-A standing
by spurning leverage, but it also deprives shareholders of
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in the eye of the beholder,

cFO Jack Quindlen of DuPont: Tripie-A is Dennis Dammerman of GE: Straight from

0 PIress {'”Jrﬁ'f'i'ﬂf'l‘" to Hﬂ' roting H_L:l"'”{'r.i'-"u'

a free lunch, Like all free meals, this one comes out of the
federal kitchen, in the form of tax deductions on interest
payments. Modern financial theory holds that the pretax
costs of debt and equity are equal {after adjusting for their
relative riskiness), making the after-tax cost of debt a bona
fide bargain. More traditional theory assumes that even
the pretax cost of debt is lower than equity, so that after-
tax !!ll_‘llt is super-cheap., The point isn't lost on securities
analysts. “Campbell’s lack of leverage is costing share-
holders monev,” says John MeMillin, a food industry an-
alyst at Prudential-Bache.

If anything. tax reform has enhanced the value of lev-
erage, savs tax attorneyv Peter Faber of Kave Scholer Fier-
man Fiers & Handler, a New York law firm. As investment
credits, tax henefit transfers, and other breaks become
scarcer, says Faber, “the benefits of interest deductions
take on increased importance.”

THE RANKS ARE THINNING
That may explain why membership in the triple-A elub
has been dwindling. In 1981, 18 companies qualified, and

they included only nine of the present members. Most of

the dropouts left voluntarily when management opted for
a more aggressive profile. Beatrice took on a lot of debt
buying Esmark. DuPont bought Conoco. Kellogg, which
has since regained its triple-A, dropped out for two vears
following the repurchase of 20 percent of its shares in 1984,
“Leveraging provided those companies with better profit

opportunities,” savs Sam Gordon, senior vice president of

Moody's corporiate dr.';:-urtnl.q:nt.

The benefits of leverage were abundantly elear at Coca
Cola, where managers perceived the conflict hetween a
triple-A rating and providing the highest retums to share-
holders. "We could not maximize shareholder value with-
out putting on an appropriate amount of leverage,” savs
Murray Friedman, Coke’s vice president for finance.

The company lost its rating in 1956, That vear its debt
reached $1.6 billion, or 31.9 percent of capital, up from a
meager $232 million, or 9.3 percent of capital, in 1951,
Today debt is $2.7 billion, or nearly 46 pereent of capital,
and Coke is more profitable than ever. Meanwhile, the
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credit rating is so unimportant to George Thompson, a
leading soft drink analvst at Prudential-Bache, that he
wasn't aware until interviewed for this story that Coke had
fallen from grace two vears before,

Coke tvpifies companies that sacrifice top ratings for
strategic reasons. It horrowed to buy Columbia Pictures
in 1952, but what precipitated the downgrade was man-
agement's decision to acquire a number of Coke hottlers
wider the banner of Coca-Cola Enterprises. That decision
cost 2.4 billion, most of which came from debt. Savs Har-
old Goldberg, chairman of the ratings committee at
Moody's: "Coke zave up a few hasis points for a chanee to
enhance shareholder returns.”

Friedman is quick to confirm Goldberg's assessment.
“We started with the basic premise that we would do
things to increase value,” he savs. That meant setting busi-
ness strategies first and then structuring the balance sheet
to support them. When it came time to present plans to
the rating agencies, Coke was braced for their response.
“They asked us how we felt about not being triple-A,”
Friedman recalls. “We said, 'If that's where we are, then
that's where we are,” ™

DuPont was a triple-A credit until 1981, when it hought
Conoco for 87.8 billion, at the time the bhigrest merger
ever. CFO Jack Quindlen doesn’t find life as a strong dou-
ble-A borrower any different. “As a practical matter, it
hasn't cost us anvthing,” he declares, adding that the eom-
pany accepted the downgrade without a fuss. “Lenders
have not paid any attention to the fact we are double-A"
he savs. A double-A hasn't even hurt DuPont in markets
outside the U.S., Quindlen insists, mainly becavse triple-
A companies don’t borrow nearly enough to sop up even
the most risk averse lenders’ cash.

“The lending community views the triple-A club as
much higger than the ones that carry the initials,” Quin-
dlen savs. His elaim is difficult to corroborate without two
honds, one issued by DuPont and another issued by a com-
parabile triple-A, that are similar in maturity and coupon.
But if DuPont issued notes today it would pay a slight
preminm at most, according to Richard Wilson, manager
of corporate bond analysis at Merrll Lynch,
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Tke 13 triple-A industrials use only 12 percent of their debt capacity.
E————y

DuPont’s eredit may or may not be as sound as ever in
the eves of lenders, but regaining a triple-A “is not a stra-
tegic ohjective,” Quindlen says. The company has no debt
ceiling, and Quindlen likes that freedom, "It would be a
mistake to handeuff vourself with fnancial strategies that
are too rigid,” he savs. "All other things being equal, re-
turn on equity is improved by higher leverage. I a triple-
A horrows and invests effectivelv—a big assumption—it
will reap the benefits of lower cost money. That's simple
texthook theory, but it works.”

Not simple enough to impress diehard triple-As. Their
refrain usually goes as follows: We recognize the value of
leverage, but we want to be ready for rough times or to
take advantage of nnvx]wt.:tl::| opportunities. Sensible
enough, but these managers lose sight of the crucial dis-
tinction between investment decisions and fnancial strue-
ture. One certainly has an impact on the other, but they
are not the same. Absent investment opportunitics with
sufficient returns, management can always adjust financial
structure by repurchasing shares. That shouldn't close the
door to future investments, If Campeau Corp. can be le-
veraged to its eveballs and still raise almost 57 billion to
purchase Federated Department Stores, then an invest-
ment-grade company should be able to add considerable
leverage without sacrificing Hexibility,

The truth is that financial managers lack a systematic
means for determining debt capacity, savs Ennius
Bergsma, a partner specializing in corporate finance at
McKinsey & Co. "The appropriate way to think about delt
capacity has nothing to do with historical relationships of
debit to equity,” he savs. “You have to look at underlving
cash fows.” With that in mind, McKinsey has developed
a formula for caleulating debt capacity.

Its analysis is keved to minimum expected cash flows,
using management’s internal projections. But for purposes
of illustration, the caleulations can start with expected cash
flow based on past results. To find the cash How available
for debt service, subtract from expected cash Hows: (1) a
safety cushion based on the variability of historical cash
flows, (2) gross investments consistent with expenditures
over the past ten years, and (3) projected dividends, Then
discount the remaining cash Hows at an L'.\]Jl.‘t'tl.‘tl borrow-
ing rate to estimate a company’s total debt capacity. Un-
used debt capacity is total debt capacity plus marketable
securities and minus current debt.

Applyving this method, Bergsma estimates that the 13
triple-A industrials use onlv 12 percent of their debt ca-
pacity. Their total outstanding delst came to 529 hillion at
the end of fiscal 1957, but their holdings of cash and mar-
ketable securities reduced net debt to just $12.5 billion.
As a group, savs Bergsma, they could borrow another $54
hillion or more without substantial risk of having to reduce
capital expenditures or cut their dividends even in the
leanest of times.

Letting debt capacity go idle to save a few basis points
and preserve a white-shoe image seems absurd to staunch
proponents of leverage like Chance Bahadur, who became
treasurer of Beatrice shortly after its 1986 leveraged buy-
out. “Triple-A is a very luxurious status to have,” he savs,
“The price of foregone shareholder value seems excessive
to me.” Amar Bhide, an assistant professor at the Harvard
Business School, is even harsher. "It's my opinion that
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most triple-A companies are nuats,” he savs. Bhide chal-
lenges financial managers to wake up to the cost of nnused
borrowing eapacity, which he measures by the taxes a com-
pany wouldn 't pay iFit substituted debt for equity. He sees
no more reason to tolerate unused debt capacity than to
allow physical inventories to clutter a warehouse.

MULTIPLYING THE SAVINGS

The tax savings from leverage are so valuable because
they recur each vear that a company pavs interest. Thus,
the stock market reacts to an inerease in leverage the same
as it would if assets increased enongh to produce earnings
equal to the tax savings. In other words, a company’s mar-
ket value should increase by the capitalized value of the
tax savings, At a 10 pereent interest rate, the capitalized
value is 10 times the annual tax savings: at 9 pereent, it is
111 times the annual savings. When it comes to triple-
As, the potential savings are vast (see tables).

Such arithmetic doesn’t sit easily with managers of tri-
ple-As. Even DuPont’s Quindlen labels this an exercise in
gimmickry. “Tax savings takes vou from the gross cost of
I:urrm'-'im: to the net cost of borrowing,” he 5AVE, dlis-
missing the idea that the savings can be capitalized.

But there is strong indirect support for the theory in
what happened when companies began switching en masse
from FIFO (first-in, first-out) to LIFO (last-in, first-out) in-

Harold Goldberg of Moody's: 1/ie wenefits of
leverage are worth a few extra basis points.
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GE will part with its vaunted rating for the
right investment opportunity.

ventory accounting in the Seventies, Many corporations
were reluctant to make the change hecause it clobbered
reported earmings. But investors recognized that the com-
panies would save taxes and thus have higher cash flows.
As a result, stock prices rose by roughly the capitalized
value of the tax savings.

Adding leverage won't do much, however, for compa-
nies that already pay low taxes. Jolinson & Johnson, for
example, paid just 40 million in federal taxes last vear on
the 5434 million it earned domesticallv—eguivalent to a
9.2 pereent tax rate. Operations in Puerto Rico will keep
the company’s taxes low through 1999, when tax relief un-
der Operation Bootstrap expives. Were it not for the al-
ternative minimum tax, ]:rlmsm: & Johnson could \irtuu]l'}
eliminate its taxes by hoosting leverage from 16.6 percent
of assets to just 33 percent,

Most triple-A companies deserve kudos for their skill at
tax avoidance. They paid lower effective tax rates than
maore highly leveraged double-A companies from 1975
through 1986, according to the Merrill Lynch studv, But
their 1956 compuosite tax rate of 39 percent still left room
for plenty of improvement from more leverazge,

General Electric paid 8504 million in U5, taxes on earn-
ings of §2.9 hillion last vear. That isn't enough to send CFO

A stromg aversion to leveraee used to be part of the cor-
porate culture at many triple-As. For decudes, the Drass
at Eastman Kodak wouldn’t do anvthing to offend the
memory of founder George Eastman, and Eastman
abhorred debt. That, and many other aspects of the Kodak
culture, began to crumble when the company lost its he-
gemony in the film business and film itself began losing
out o electronic imaging, A triple-A until 1956, Kodak
now has §3.1 billion in debt and a lower rating.

A SEA CHANGE

Chiel’ financial officers at other belt-und-suspenders
comprenies insist that triple-A is the byproduct of business
strategies, not an objective in itsell. Savs Camphbell CFO
Edwin Harper: “If the right opportunity came along, we
wouldn't rule it out simply becanse it would change our
vating to double-A or single-A." The company has vet to
take a step that wonld jeopardize its vating, however.
Though Campliell recently bid $200 million for Freshbake
Foods PLC. a British manofucturer of frozen food products,
it has 53587 million in short-term investments on hand.

Emerson Electric seems to Hirt with its rating, but only
after careful caleulations. Weinberger of S&1 savs that al-
though Emerson has made a string of acquisitions in recent

Dennis Dammerman running for cover
behind interest deductions. Not that
Dammerman isn't as fumiline as anvone
with the henefits of leverage, General
Electric Financial Services has a delbit
to capital ratio of around S0 percent,
But GEs consolidated debit to asset ra-
tio. net of cash and equivalents, is less
than 14 percent. “Its not that we're
blind about the issues,” Dammerman
savs. “We just love having a strong hal-
lance sheet.” GE is using its cash hoard

instead of new debt to pay for most of

its recent $2.3 hillion purchase of Bore-
Warner's chemical division,

Dammerman insists that GE jsn't
married to triple-A, and will part with
its vaunted status for the right invest-
ment opportunity. But when the next
opportunity comes along, GE isn't
|iLt.']3.' to give up its triple-A without a
fight, Dammerman was so concerned
about the rating when GE bhought RCA
for 86.4 hillion in 1985 that he jumped
into a car after the press conference an-
nouncing the deal and went straight to
the rating services,

"We worked very hard so that we
conld keep a triple-A,” he savs, and ar-
gues that the encergy was well spont.
GE horrowed $3.8 hillion at an average
cost of only 19 basis points above U5,
Treasury securities. Some of the delst
was pegeed at 31 basis points below
comparable Treasuries. Dammerman
figures that GE would have paid an-
other 23 basis points, or $2.5 million a

vear, il it had borrowed as o double-A,
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THE HIGH COST BRISTOL MYERS
OF CONSERVATISM Assets $4,732
Debt 434
The following tables show how 1887 Taxes 270
much triple-A corporations could New Debt 1,223
reduce taxes, and boost share Capitalized Tax Savings 416
prices, by increasing their total Tax Savings Per Share 1.44
debt to a still conservative 35 Share Price 40.50
percent of assets. One Percentage Gain 3.6
company, Johnson & Johnson,
theoretically could eliminate its
federal income taxes by raising
debt to 35 percent of assets. CAMPBELL SOUP
The annual tax savings, 34 Assets $3,090
percent of interest paid on the Debt 474
new debt, are capitalized at a 1987 Taxes 136
10 percent discount rate. Mew Debt 608
Capitalized Tax Savings 207
Tax Savings Per Share 3.18
Share Price 25.75
Percentage Gain 12.3
AMOCO ELI LILLY
Assels 524 827 Aszets §5,255
Dabt 4,232 Debt 604
1987 Taxes 464 1987 Taxes 111
Mew Debt 4,457 MNew Debt 1,235
Capitalized Tax Savings 1,512 Capitalized Tax Savings 420
Tax Savings Per Shara 5.88 Tax Savings Per Share 2.88
Share Price 75.75 Share Price 83.25
Parcentage Gain 7.8 Parcentage Gain 3.5
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\l???.?ﬁi‘ Cozad of Amoco says a company needn’t be triple-A
to rank in the uppermost echelon.

vears, “the timing was such that they could always stay
within calling range of a profile we would expect of a com-
pany in the triple-A category,” That said, Weinberger adds
that the rating wouldn't stop Emerson if the right $2 hillion
acquisition came along,

Barry Friedberg, director of investment banking for
Merrill Lynch Capital Markets, detects “a sea change” in
the willingness of inancial managers at triple-A companies
to consider a downgrade. That's the prevailing sentiment
at Johnson & Johnson, which was rated for the first time
last summer in advance of two $250 million bond issues,
its first public debt. Early this vear the company tried to
buy Plavtex, but the deal fell through. Had Johnson &
Johnson suceeeded, the triple-A might not have made it
to a first birthday. “We made that offer realizing that it
was possible we might he downgraded to double-A,” says
CFO Clark Johnson. The risk didn’t disturh him at all. "We
think a double-A is a good, solid, secure company too,”
Such confidence encouraged the company to Filu a shell
registration in June for 3300 million of debt that it will use
to repurchase stock; Moody's immediately reaffirmed the
triple-A rating.

Viee Chairman James Cozad of Amoco also endorses the

view that a company needn’t be a triple-A to rnk in the

uppermost echelon of U.S, business, "T'd like to feel that
other triple-A companies are not passing up a lot of op-
portunities simply to keep delit at a lower level,” he savs,
Triple-A since 1966, Amoco risked—Dbut kept—its status
last March by paving $4.1 billion for Dome Petrolenm, an
overestended Canadian oil producer.

Right now, all the signs point to further shrinkage in the
triple-A eluby. Only an end to the free lunch that leverage
provides is likely to reverse the trend toward higher debt.
But it seems safe to assume that at least a few companies
will continue to cherish the gilt-edged rating. T don't
think any of the U5 industrials with triple-A would be
happy about losing it,” savs Goldberg of Moodyv's. Wein-
berger of S&P agrees that none of these companies wonld
forego its rating without a fight.

But Goldberg and Weinberger have different ideas
about how small the cluby can get. Weinherger savs that
S&P “would not maintain triple-A to the death,” noting
that there no longer are any triple-A electrie otilities,
“Theoretically, the same could happen to industrials,” he
says. Goldberg disagrees. “Its incomprehensible. We will
alwuvs have triple-A." That should reassure shareholders
who wear raincoats and earry umbrellas on sunny davs,
just in cise.

IMERSON ELECTRIC IBM MERCK
hssels 54,868 Assels 563,688 Assets $5,680
Dabt o117 Debi 5,487 Debt 1,012
1987 Taxes 252 Taxes (4-year average) 970 1987 Taxes 209
Jew Debt 7ar MNew Debt 16,803 MNew Debt o970
Zapitalized Tax Savings 268 Capitalized Tax Savings 5,713 Capitalized Tax Savings 332
fax Savings Per Share 1.06 Tax Savings Per Share 9.57 Tax Savings Per Share 2.17
3hare Price 30.875 Share Price 114.375 Share Price 55.375
?ercentage Gain 3.4 Percentage Gain 8.4 Percentage Gain 3.9
IXON JOHNSON & JOHNSON 3m
izsels 574,042 Aszels 56,546 Assels 58,01
Jebt 7,878 Dabit 1,089 Dabt 699
1987 Taxes 776 1987 Taxes 40 1987 Taxes 332
dew Debt 18,022 Mew Debl 1,177 New Debi 2,112
‘apitalized Tax Savings 6,133 Capitalized Tax Savings 400 Capitalized Tax Savings Tis
‘ax Savings Per Share 3.38 Tax Savings Per Share 2.09 Tax Savings Per Share 3.16
hare Price 44.25 Share Price 79.375 Share Price 63.50
ercentage Gain 7.6 Percentage Gain 2.6 Percentage Gain 5.0
*ENERAL ELECTRIC KELLOGG PFIZER
szetis $38,920 Assets 52,681 Assels 56,923
Jebt 5,601 Debt 442 Debt 264
987 Taxes 804 1987 Taxes 193 1987 Taxes 147
dew Debt 8,021 Mew Debt 496 Mew Debt 1,459
sapitalized Tax Savings 2,727 Capitalized Tax Savings 169 Capitalized Tax Savings 496
“ax Savings Per Share 2.94 Tax Savings Per Share 1.10 Tax Savings Per Share 3.00
ihare Price 42.75 Share Price 54.25 Share Price 52.50
*ercentage Gain 6.9 Percentage Gain 2.0 Percentage Gain 5.7
] —— S el CRas ]

CORPORATE FINANCE

VLY 155 &5





