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a b s t r a c t

We analyze the optimal debt structure of multinational corporations choosing between centralized or
decentralized borrowing. We identify how this choice is affected by creditor rights and bankruptcy costs,
taking into account managerial incentives and coinsurance considerations. We find that partially central-
ized borrowing structures are optimal with either weak or strong creditor rights. For intermediate levels
of creditor rights fully decentralized (centralized) borrowing structures are optimal if managers have
strong (weak) empire-building tendencies. Decentralized borrowing is more attractive for companies
focussing on short-term profitability. Credits are rather taken in countries with better creditor rights
and more efficient insolvency systems.

� 2010 Elsevier B.V. All rights reserved.

1. Introduction

Multinational companies (MNCs) have a wide range of financing
options when they set-up a foreign subsidiary. They can rely on
capital transferred from the parent company, but they can also
raise local credits. How do multinational firms finance their foreign
subsidiaries? To what extent do they rely on local financing and
why? Empirical evidence suggests that only part of the subsidiaries
is financed internally, with capital from the parent company (e.g.
Desai et al. (2004)). Furthermore, multinationals seem to choose
a different financing strategy depending on where their foreign
subsidiary is located. Kang et al. (2004) report that in industrial
countries 29 percent of the financing of subsidiaries come from
parents and 42 come from host residents, while in developing
countries 45 percent of the financing come from US parents and
34 percent come from host country residents.

In this paper we focus on one particular aspect of a multina-
tional’s financing decision: the credit financing.1 If (at least) part
of the financing has to be done through credits, the question arises
whether these should be raised locally in the foreign subsidiary’s

host country or via the parent company. The aim of our paper is to
determine the optimal debt allocation within a multinational corpo-
ration. For this purpose we develop a model of multinational bor-
rowing that explicitly considers agency problems in internal
capital markets, the existence of bankruptcy costs and the role of
creditor rights.

In our model the trade-off between decentralized (local) and
centralized (parent) debt financing is driven by two main effects,
the incentive and the coinsurance effect. Centralizing the borrow-
ing structure allows the multinational corporation to realize a
so-called coinsurance effect.2 In this case the CEO of a MNC can
use the net profits of all its subsidiaries to repay debt and avoid
costly bankruptcy. Only if the sum of net profits is not sufficient to
cover all debt repayments, bankruptcy occurs. Thus, one subsidiary
‘‘coinsures” another subsidiary and bankruptcy becomes less likely.
This is the positive effect associated with debt centralization.
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1 Note that the focus of this paper is on the location choice of borrowing. How the

choice of debt vs. equity is determined for multinational corporations is studied
elsewhere (see Kesternich and Schnitzer (forthcoming)).

2 This coinsurance capacity has also been recognized by a different strand of the
literature dealing with the boundary of the firm and the optimality of conglomer-
ation. Lewellen (1971) was among the first to focus on this coinsurance aspect in view
of the large mergers wave in the US of the 1960s. Even though this strand of the
literature has thoroughly investigated the differences between stand-alone firms and
conglomerates (e.g. Inderst and Müller (2003)), the authors mainly focus on the
effects on investments in internal capital markets and the valuation of conglomerates.
These articles neither consider the debt allocation within the multi-entity firm nor
the possibility of employing mixed borrowing structures nor the relevance of creditor
rights explicitly.
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However, debt centralization also entails negative incentive ef-
fects. These arise because the coinsurance of the subsidiaries atten-
uates the disciplining effect of debt. Consider a multinational with
two subsidiaries F and H. If, say, the manager of subsidiary F bor-
rows locally, he is directly liable to his debtors. This gives him
strong immediate incentives to work hard and avoid the bank-
ruptcy of his subsidiary – at least if he enjoys private benefits of
control and does not want to lose his job (Aghion and Bolton,
1992).3

Centralizing the borrowing for subsidiary F weakens manager
F’s incentives because it reduces the direct link between his suc-
cess and the liquidation of his subsidiary: Even if he fails, subsidi-
ary F will not be liquidated as long as subsidiary H is successful
because he ‘‘is coinsured” by subsidiary H.

Similarly, centralizing the borrowing for subsidiary H, thus
‘‘coinsuring” subsidiary H entails negative incentive effects for
the subsidiary manager F as well. Now, internal capital market
considerations come into play: If subsidiary H is coinsured and
fails but manager F is successful, the profits generated by man-
ager F are used to meet the debt repayments of subsidiary H.
As managers are typically interested in having large empires, tak-
ing away these funds reduces a manager’s benefits and hence his
incentives. This is the downside of reallocating funds within
internal capital markets (see for example Brusco and Panunzi
(2005)). To summarize, both ‘‘being coinsured” by and ‘‘coinsur-
ing” the other subsidiary entail adverse incentive effects. These
negative incentive effects countervail the positive risk-reducing
effect of coinsurance.

The trade-off between coinsurance and incentive effects differs
for various host countries depending on the strength of creditor
rights.4 Stronger creditor rights imply more control rights for the
creditor in case of insolvency. As creditors are interested in liquidat-
ing insolvent firms, the liquidation of unsuccessful firms becomes
more likely when creditor rights are stronger.5 When creditor rights
are weak, the threat of liquidation in case of insolvency and hence
the disciplining effect of debt is less present than with strong cred-
itor rights. This affects the overall trade-off.

We determine the optimal debt structure depending on firm
characteristics and the specific legal and institutional settings. In
the first part of our analysis we disregard differences in the legal
environment of host and home countries. In the second part of
the paper we introduce these differences and derive how they af-
fect the optimal borrowing structure.

Our main findings are as follows: For MNCs operating in coun-
tries with very weak or very strong creditor rights, mixed borrow-
ing structures are optimal. A ‘‘mixed borrowing structure”

indicates a borrowing structure with centralized borrowing for
one subsidiary and decentralized borrowing for the other subsidi-
ary. The optimality of the borrowing structure for intermediate
ranges of creditor rights depends on managerial incentives: If man-
agerial empire-building tendencies are weak, a fully centralized
borrowing structure is optimal. If empire-building tendencies are
strong, a fully decentralized borrowing structure is optimal be-
cause it becomes more attractive to provide incentives.

Stronger creditor rights increase the attractiveness of substitut-
ing parental borrowing with local debt in the foreign affiliate’s
country. Furthermore, we find that, due to agency problems, weak
creditor rights are associated with higher probability of bankruptcy
and higher interest rates for foreign affiliates’ local borrowing.
Higher bankruptcy costs increase the attractiveness of centralized
borrowing.

If the two countries in which the multinational operates differ
with respect to bankruptcy costs, the CEO prefers to borrow in
the country with a more efficient bankruptcy system. Differences
in creditor rights do not have any direct effect on expected profits
under any of the borrowing structures. However, as they affect the
disciplining effect of debt, they influence managerial incentives
and indirectly expected profits. More specifically, weaker creditor
rights in the foreign country decrease the attractiveness of a (par-
tially) decentralized borrowing structure. Finally, if the two coun-
tries have different growth opportunities and, say, the foreign
country exhibits a higher growth potential, centralized borrowing
for the foreign affiliate becomes more attractive, whereas it be-
comes less attractive for the home country affiliate.

The remainder of this paper is structured as follows: Section 2
gives an overview of the related literature. Section 3 lays out the
set-up and basic mechanisms of our model. In Section 4 we derive
the equilibrium outcome and optimality conditions in a national
setting. Section 5 analyzes the comparative statics and introduces
differences in the legal environment and growth potential between
the affiliate’s and the parental country. Section 6 highlights the
empirical findings of our model. Section 7 concludes.

2. Related literature

The borrowing decision of multinational corporations (MNCs)
has attracted increasing attention over the last years. A major focus
is on the comparison between multinational corporations and na-
tional firms on an aggregated level. Several authors investigate
whether the overall leverage of MNCs is higher or lower as com-
pared to national corporations (see e.g. Doukas and Pantzalis,
2003). Another strand of the multinational finance literature
explicitly considers the determinants of foreign affiliates’ borrow-
ing structures (e.g. Chowdhry and Coval, 1998; Huizinga et al.,
2008). Even though these papers account for the possibility of prof-
it shifting within multinationals and the opportunity to substitute
external with internal funds, the primary focus is on tax issues.
Empirical evidence suggests that a major determinant of the multi-
national’s and its subsidiaries’ borrowing structure is the institu-
tional and legal environment of the host country (Errunza, 1979).
The relevance of political risk as a determinant has been investi-
gated extensively over the last years.6 Other determinants, like
the level of host country inflation or the affiliate’s growth potential
seems to have only limited influence on the affiliate’s leverage and
capital structure (Desai et al., 2004).

3 The disciplining effect of bankruptcy is especially important in countries in which
it is difficult or very costly to write contracts with subsidiary managers about a
performance-based dismissal. For example, this might be the case in countries with
very strong employer rights, like Germany and other Western European countries.
Furthermore, managerial entrenchment might reduce the credibility of contract
enforcement.

4 In practice insolvency regimes and bankruptcy procedures are very complex. For
example, often, an insolvent firm does not have to file for bankruptcy but can reach an
out-of-court settlement with its creditors. Even if an insolvent firm is declared
bankrupt, it can still be either liquidated or reorganized. Overall, there are a multitude
of possible outcomes for an insolvent firm depending on the specific institutional
environment and bankruptcy legislation. It is beyond the scope of our paper to
include the multitude of insolvency regimes. We only focus on the link between
creditor rights and the probability of liquidation in case of insolvency.

5 See also Dewatripont and Tirole (1994). We do not know of any empirical paper
directly investigating the relationship between creditor rights and firm liquidation.
However, a recent paper by Claessens and Klapper (2005) finds a positive relationship
between the strength of creditor rights and bankruptcy. Based on the plausible
assumption that more bankruptcy filings are associated with more liquidation, this
paper provides support for our modeling. See also Acharya et al. (forthcoming) for the
positive relationship between creditor orientation and liquidation. This aspect
requires further investigation.

6 Aggarwal and Kyaw (2008) identify that for US multinational affiliates among
others low political risks were associated with high external debt ratios. Desai et al.
(2008), on the other hand, find significantly higher (local) debt ratios for affiliates in
politically riskier countries. Kesternich and Schnitzer (forthcoming) show, theoret-
ically and empirically, how different forms of political risks affect the multinational
capital structure.
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