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by
Frances W. Wong

Submitted to the Alfred P. Sloan School of Marnagement
on May 16, 1986, in partial fulfillment of the requirements
for the Degree of Master of Science in [Management

ABSTRACT

This paper studies the competitive strategies of
Jardine Matheson Holdings and Hutchison Whampoa, two long-
established trading companies in Hong Kong.

Faced with growing uncertainty over the future of Hong
Kong wunder communist Chinese rule after 1837, Jardine
Matheson and Hutchismn Whampoa have pursued different
strategies. Jardine Matheson has chosen to strengthen its
international operations, changing the firm’s country of
registry to Bermuda in 18B4. Financially weakened by debt,
Jarcine’s best short-term course of action is to sell its
holdings of Hongkong Land, the largest property firm in the
colony. Hutchison Whampoa has changed its main business
line from that of a trading firm to an investment firm.
With a strong financial position, it has invested in
1iquid, key industries such as energy and cantainer
facilities development. These investments are relatively
irnsensitive to economic fluctuation in Hong Kong, but
Hutchison must diversify geographically to safeguard its
businesses should Hong Kong not be a viable market after
18397.

Desnite Hutchison’'s apparent strength, the stock
market gives Jardine a higher value in price relative to
egarnings. Unecertainty over dividend and future investment
policies may cloud investors’ perception of Hutchison.
Investors may view Jardine more speculatively, expecting a
financial recovery or that the firm may be a takeover
target.

In the future, trading Ffirms may well Ffollow
Hutchisaon's lead in orienting towards investments as a
response to market complexity and competition.

Thesis Supervisor: DOr. Mel Horwitch
Title: Associate Professor of Management
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I. Introduction

For more than a century, British colonial trading
Firms, or “hongs,” have daominated businass in Hong Koong.
Their trading activities brought intermnational rescognition
to the colony and initiated its growth into a world-class
trading state. These trading firms had a wide range of
business interests and virtual monocpoly over foreign trade.

As Hong Kong’'s largest and most venerable trading
fFirm, Jardine Matheson directly or indirectly controlled
most major segments of the economy and had tremendous
influence over the political policies of the colonial
government. There is an element of truth in the old jibe
that Hong Kong was run by the Jockey Club (which controls
horse-racing), Jardine Matheson, the Hongkong and Shanghai
Bank, and the governor-—-in that order.

Though smaller in scale and less influential than
Jardine Matheson, Hutchison Whampoa (formerlly Hutchison
International) has long been one of the premier trading
houses in Haong Kong. In many ways, Hutchison was similar
to Jardine: strong ties to Great Britain, old-line
expatriate management, broad network of business
relationships and specialization in the import and export
of consumer goods.

Because of Jardine Matheson and Hutchison Whampoa's
long history and broad experience, Hong Kong's business

community regards them as trend-setters—-—-their actions
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symbolic o©of the state of well-being of the colony.
Investors were so sensitive to Jardine’s activities that
when the firm transferred its registry from Hong KXong to
Sermuda in early 1984, they saw it as a vote of no
confidence in Hong Kong's fFuture and sent the local stock
market index-—-the Hang Seng--ralling B61.76 points to 1057.
Hutchison Whampoa had similar effects on Hong XKong when it
declared an extraordinary dividend in 1983. The stock
market saw it as giving shareholders their assets in easily
transportable form.

Investors in Hong Kong do have a particular reasan for
their insecurity. In 1887, the government of Hong Kong
will be transferred from the British to the Chinese, and
the investment environment thereafter is uncertain. HMainly
because of this, businesses in Hong Kong have suffered from
a depressed economy, and the hongs have not been immune to
its effects.

In the ten years prior to 1886, Hong Kong saw the
gradual decline of the British colonial trading companies.
Improved transportation and communication technologies, an
influx of newly developed and sophisticated products and
increased availability of financing caused the erosion of
the hongs’ market dominance by 1local niche players and
foreign Firms.

In the past, most traded goods were transported to or

from Hong Kong by shipping lines controlled by the hongs,
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such that would-be competitors faced much higher costs for
importing or exporting their products. With the
development of the world shipping and cargo facilities, the
hongs lost their corner on  transportation and could no
longer stem the tide of competing goods. The hongs were
also slow in competing for sole distributorships of new
products, instead marketing products that were rapidly
losing market share. The competition was given fFurther
impetus with the development of Hong Xong as a world
financial center, which resulted in easier credat terms and
a strong equity market to support the growth of local
entrepraneurs. Then, as Europe waned in industrial
strength so did the hongs' economic power—--their business
relationships in newly industrialized countries such as
Japan, South Korea and Taiwan are weak. Moreover, ease of
travel and communication allowed many foreign companies to
by-pass the trading firms as middle-men and to sell
directly to retailers.

The colonial trading firms' political power in Hong
Kong followed the economic decline. As the date for the
transfer of Hong Kong's government from Britain to China in
1897 nears, the balance of pouwer shifts +to those
influential in China. Whereas the British had set Hong
Kong’'s laws and regulations on trade and taxes with the
benefit of business--especially the hongs’--in mind, the

Chinese are wunlikely to favor the old-line colonials.
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Firms in Hong Kong are racing to establish ties with China
in hopes of achieving an influential position post 13837.
With a force of expatriate management and a history of
opium trade to China, firms like Jardine Matheson will find
it hard to communicate and win the trust of their Chinese
counterparts.

Faced with the weakening of their economic and
political powers, Hong Kong's trading firms have had to
redirect their strategies to maintain a strong competitive
position. Among trading companies, Jardine Matheson and
Hutchison Whampoa represent two ends of a spectrum of
response strategies which in the past decade has ended
their century-old similarities. Whereas Jardine Matheson
remairs fundamentally 1little changed, a Hong Kong Chinese
entrepreneur is now the leader of Hutchison Whampoa and the
Firm is heading far beyond the traditional activities of a
colonial %trading firm. The following is a study of Jardine
Matheson and Hutchison Whampoa’s businesses and an analysis
of their adjustment to the changing competitive environment

and the resulting implications for the future.




1. coun

Since its founding in 1B42, Hong Kong has grown from a
rocky barren island toc a flourishing manufacturing and
financial center with a population of 5.4 million. Hong
Kong’s per capita GDP in 1885 of USS$4,285 was third behind
Japan and Singapore in fsia.(1) Appendix 1 shows a map of
Hong Kong and its gengraphic setting.

Hong Kong’'s =conomic success has been contingent an
several factors: a free market system, a hardworking labor
force, and political stability. The Hong Kong government's
laissez faire policy imposes minimum interference on the
activities of local and foreign husinesses, and rates of
taxation are very low. Corporations profits tax are a flat
1B8.5% and the maximum income tax is 17%. A free port, an
open capital market and no restrictions on repatriation of
profits also make it attractive to invest in the colony.
The 1local labor force is hardworking and accustomed to
factory discipline. Technicians and supervisory staff are
readily available. Moreover, 1local trade unions ara weak
and non-militant.

Hong Kong has not suffered from the major political

upheavals that have plagued most South-Eeast Asian

countries. Since the founding of the colony, the system
of government has hardly changed. Historically, such
(1) Sguth China Morning Post, Thursday February 27, 1985,

p.BN1 Year End Report from the Financial Secretary, Sir
John Brembridge "Sir John Spares Rod Despite Low Growth.”
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political stability has nurtured the growth of the economy,
and has strongly attracted foreign investors. Although
stability is a key factor inducing Hong Kong’'s growth, the
reverse is also true: stability in Hong Kong has hinged on
uninterrupted economic expansian and the consequent

improvement in living standards.

2. ade

Few other countries in the world are as depesndent on
overseas trace as Hong Kong. Total exports of goods and
services averaged 80% of GDP over 1875-84 and total imports
of goods and services averaged 89% of GDP (in 1984, imports
were 101% and exports 106% of GDP).(2) The colony imports
100% of its fuel, has hardly any local mineral resources,
and lacks adequate water supply from natural sources.(3)
Hong Kong's major trading partners are the United States,
China, Japan, United Kingdom, West Germany, and Taiwan.

The British trading Ffirms operating in Hong Kong
originally dealt exclusively with trade between Euraope and
the Far East in commodities such as tea and silk. Their
role traditionally has been that of agent between primary

producers of goods and retailers. The firms were involved

(2> The Census and Statistics Department, Hong Xong Annual

Digest of Statistics, 198S Edition, Hong Kong: The
Government Printer, 1885, p.B7

(3> Miners, Norman J., The Government and Politics of Hong
Kgng, Hong Kong: Oxford University Press, 1984, p.52
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in every aspect of a trade. In accordance with the
ultimate buyer’s needs, the trading firms would source raw
materials, inspect production ard quality, arrange for
credit and shipping and take part in marketing the final
product.

These trading houses now deal with a much broader
spectrum of business and on a wider global scale. Most
have diversified from pure trading into other areas whers
instead of acting aw middle-men, they exert primary control
and consequently bear greater financial risks. Although
their strengths as traders has been eroded by competitors,
the trading firms today remain as the most influential,

core ccmpanies of Hong Kong.

3. n n nd Chin

Hong Kong has always been extremely sensitive to the
political rumblings of the People’s Republic of China
(PRC)Y. The British are really temporary rulers of Hong
Kong, governing wunder a hundred year lease signed with the
Chinese in 1837.

In 18982, British negotiations with the Chinese
government on the future of Hong Kong after 1997 threw the
colony into a severe recession. Investors feared that
communist government policies would be detrimental to the

efficient and highly sophisticated business infrastructure
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of Hong Kong. Real estate prices declined by up to 50%
from 1981 levels.(4) The Hong Kong dollar depreciated by
as much as B0OX against the US dollar during a particularly
Jittery period in September 1983, finally settling at a
pegged rate of HK$ 7.BO0 = US$ 1.00, 40% lower than 1981
levels.(5) At the peak of the 1984 confidence crisis,
interest rates for one month money in Hong Xong reached
27%. (B) The local stock exchange index, the Hang Seng,
tumbled from a monthly average of 1506 points in 1981 to
Just 930 points in 1883.(7) Local investors bzcame
reluctant to increase their stake in Hong Kong by making
new investments or expanding present cnes. All thesa
factors contributed to a significant slowdown in the
colony’s real GDP growth rates, which declined froem 7% in
18B1 to 1.4% in 13882.(8)

In September 1984, the British and Chinese reached an
agreement whereby China would resume sovsreignty aver Hang
Kong in 1897 but would guarantee commarcial, social,

political and religious freedoms until 2047.

(4> The Economist Intelligence Unit, varterly Economic
view £ _Hon Kon Mac No.1, 1883, London: The

Economist Publications Ltd., p.9

(55 n ng Annual i tisti 1985 Edition,

p.1039

(6> Hongkong lLand Annual Report 1984, p.7

(7> Ibid, p.108

(B) Hong Kong Anpnual Digest of Statistics, 1985 Edition,
pl7



12

The agreement revived the Hong Kong economy somewhat.
The property market experienced a gradual recovery, boosted
by low interest and mortgage rates. Since 1884, prices
have increased on average by 10-15 percent.(3) The stock
market also improved steadily--the Hang Seng Index reached
a four year high of 1755 points in November 1985.(10)
However, some long-term effects of the 1882 rececsion
lingers. Consumer demand remains depressed. Retained
imports contracted by a real 8% in the second quarter of
1385 and has not recovered. Retail sales also declined by
2% in value in the second quarter of 13885 from the same
period in 1984. Overall, investors appear reluctant to
develop new projects. The real growth rate of retained
imports of capital goods (the best indicator of investmant
demand) fell by 14% during the third gquarter of 1985.(11)
The colony’s China trade has been crimped because of
Chinma’s recent foreign-exchange squseze. Controls on
credit expansion, import restrictions and rationing of
fForeign currency have dashed the hopes of Hong Kong
businessmen that China would make up Ffor trade lost

elsewhere.(12) These factors, coupled with a slowdown in

(8) The Economist Intelligence Unit, ! nomj
Review of Hong Kong, Macag, No.4, 1985, p.13
(10> Ibid

(11) Ibid, p.11

(12> Ihe Economist, June 29 13985, p.72
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the growth of the American market, resulted in a vEery
disappointing 0.75% growth in GDP faor 1985, compared to the
staggering 8.3% in 1984 which was largely due to the
buoyancy of the Chinese and American markets.(13) GOP
growth is estimated toc be 4.5% for 18B6.(14)

Despite China’s guarantee to maintain Hong Kong's
capitalistic economy, the business outlook 1is still
uncertain. Given the turbulent 37 year history of the
communist Chinese government, changes or even reversals of
policy can occur are not out of the ordinary. The validity
of the guarantee in 1997 will he determined by the ruling
members aof the Chinese government at that time.
Optimistically, however, recent Chinese government policies
are directed toward establishing a market economy in China.
Moreover, it is highly wunlikely that China would curtail
the foreign exchange earnings it derives from Hong Kong--
approximately one-third of the total amount that China
earns. (15)

The current situation is thus ambiguous for businesses
in Hong Kong. The most popular strategy for those with
sufficient financial resources is to 1look northward into

China and outward into politically more stable countries

for new investment opportunities. lLong established firms
(13) South Chinag Mprning Pgst, February 27, 1986, p. BN1
(14> Ibid

(15) Miners, N.J., p.22
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like Jardine HMatheson and Hutchison Whampoa have also to
cope with the uncertainty in Hong Kong'’s future. As will

be seen in later chapters, they have pursued divergent

strategies in doing so.
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I1. Jardine Matheson Holdings, Limited

1. Histor n usiness

Jardine Matheson & Company, Ltd. (”Jardine”) was
formed in Canton in 1832 as a trading company primariiy
involved in the tea trade. The firm moved its headguartars
to Hong Koeng in 1841 and went public with 25% of its issued
share capital in 1961. In response to the political
uncertainty of Hong Kong after 1897, a new Bermudian
Company, Jardine Matheson Holdings Ltd., was established in
June 1984 to replace Jardine Matheson & Co. as the ultimate
holding company for the Group.

At present, the Jardine Group is diversified in bach
its interests and geographical penetration. Its businesses
span nearly every sector of ths economy and the world.
Excluding associates, the group currently has in excess of
18,000 employees in 17 countries which Ffall into six
geographical areas: Hong Kong & China, Australasia,
Europe, North America. North East Asia and South East Asia.
Jardine’'s business activities are divided into four core
sactors and two extranecous categories. Specifically, the

core sectors are: Engineering and Construction, Financial

Services, Marketing and Distribution and Transport
Services. Jardine also owns 34.6% of Hongkong Land, the
largest property company in Hong Kong. Another business

category, “Investments,” covers miscellargsous ownerships
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and joint veritures in property, trading and o0il and gas

businesses in Hong Kong and abroad.

2. Management Stuyle, Ocrganization Structure and Control

a) Ownsrship Structure

The diagram below shows the structure of controlling

interests in the Jardine Matheson/Hongkong Land Group. The
Kesuick family has held interests in tha firm since William

Kaeswick became "Taipan,” or head of the company, in the

late Nineteanth Century. In 198Z a member of the fFamily,

Simon Keswick, became Chairman and Managi .3 Director of

Jardine Matheson and Hongkong Land.

Structure of controlling interests in the HK Land/Jardine Group

—

15% :
Outside shareholders r - The Ke?wmks
; and friends
v
£6.5% 412.175m
Jardine Holdings
|
60%
40% 93.2m 30% EZS.S%
' Jardine Securities i
|
9.9%,
60.1% R A4 —_

Hong Kong Land |
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b) Organization

Prior tao Simon Kewick’s 1leadership in 1983, the
firm was organized on a functional basis in Hong Kong and a
geographic basis overseas. Today, functional management
and grouping of related activities take priority over
geographic, although there is still territorial
coordination for tax and accounting purposss. Key wholly
owned functionally managed activities are insurance broking
(headquartered in London), wines and spirits and air cargo
(headquartered in Hong Kong). Marketing and distribution
activities in Hong Kong are the main wholly owned
operation. Increasingly, however, Jardine's activities are
carried out through separate associated companies such as
Lombard C(Insurance Holding), Jardine Fleming (Merchant
Banking), and Gammon (Construction), with their own

management teams supervised through board representation

from Jardine Matheson.(1l)

c) Management Style and Control
Within each of the four core business areas, and
similarly within Hongkong Land, are distinct business units
run as profit centers. The board of directors gives
managing directors of operating units near autonomy in

running their busiresses. €imilarly, opsrating decisions

(1) Citibank Hong Kong Corporate Banking Division, Report
on Jardine Matheson, Hong Kong, 1885, p.3




18

within businesses are reasonably decentralized. The board
must, however, approve of major investment decisions.
Typically, there are two top-down approachas toward finding
new investment opportunities. The first is to identify
markets where expertise in an existing core business would
give the firm a competitive advantage. The second focuses
on selecting key geographical areas for expansion, and then
identifying viable businesses for investment within those
areas. No formal strategic planning process exists in the
management suystem.

The structure and organizational culture of
Jardine is formal and hierarchical. Communication and
rapport betuween superiors and subordinates seldom rangs
beyond that nesded in day-to-day opserations. Middle
managers interviswed were rarely knowledgeable of the long-
term goals or directions of the Ffirm. Promotions from
within are the norm, although it is evident that the firm
favors expatriates for management positions and provides
them with better pay and benefits than to their Chinese
peers. The firm’s compensation system, however, |is
changing from a fixed system escalated by seniority tc one
that is at 1least partially performance based. The
executive directors of the firm award bonuses at their
discretion.

Various factors do make Jardine an attractive

company to work at: Job security, good work environment,
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opportunities for geographical relccations, broad scope of
business exposure and strong relationships and contacts.
This set of attractions is rarely found in more
entrepreneurial firms in Hong KXong which may be similarly

paternalistic in management style.

3. Financiai Condition

Jardine Matheson's 18BS5 preliminary results uwere
better than expected. Net income before extraordinary
items increased to HK$157 MM Ffrom HK$BO MM  in 1S84.
Earnings per share increased by 100% to HK$0.38. Total
debt decreased by 36% to HKS$2, 704 MM. The debt to equity
ratio in 1985 was 0.57:1, compared to 1:1 in 1984.(2)

Despite the improvement in 18BS results, Jardine’'s
financial performance exhibits a downward trend in nearly
all operating performance and profit ratios over the past
five years (see five year summary statistics Appendix 2).

Jardine and Hongkong Land (”Land”) built up cross-
holdings of each other in 13980 in an effort to ward off a
takeover attempt. At present, Jardine holds 40% of Land,
and Land holds 25.6% of Jardine. Hongkong Land is perhaps

Jardine’s most important investment, representing well over

(2) Jardine Matheson Holdings Limited, Press Release,

"Jardines Announces Improved Results for 1985,” March 21,
1866.
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S0% of its gross operating funds and 100% of its net
worth.(3) Unfortunately, Jardine acquired Land at a time
when the property market was at its peak. The Group
financed the purchase with debt when the cost of funds was
high. In 1883 the real estate market crashed, leaving
Jardine with substanrtial debt servicing obligations.
Meanwhile, Land suffered tremendous losses from its real
estate investments, driving down its market value and again
adversely affecting Jardine’s profit and loss account.

Excessive diversification was another reasaon for
Jardine’s poor financial record. It has recently divested
its investment in shipping and overseas praperties (mainly
Hawaii) that were unprofitable. The Group also disposed of
interests in several subsidiaries, including: all Hawaiian
sugar interests, all holdings of Renries, a South African
property company, and 50% of Gammon Engineering.

Jardine is wvery wvulnerable to foreign exchange and
interest rate risk. With the appreciation of the Hong Kong
dollar in 1884, the Group’s exchange rate exposure gave
rise to a loss of HK$125 MM compared to a surplus of HK$300

MM in 18B3.(4) Three areas are of particular importance

(3) Jardine Matheson’s market capitalization is HK$ 5,481
million. Hongkong Land’s market capitalization is HKS$
16,158.7. Thus, Jardine's 37.4% holding of Land is worth
HK$ 6,043, more than 100% of Jardine’s net worth.

(4) Kuzil, Lea A., Investment Bulletjn, "Jardine Matheson
Holdings Ltd.,” Hong Kong: ChinTung Investment Services

Ltd., 12/16/85, p.5
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with regard to interest rate risk, including: the carcying
cost of Jardine’'s stake in Land; cost of funds and interest
expense on the Group’s 1level of debt, and the intrinsic

relationship between interest rates and exchange rates.

Financial Analysis

Jardine’s financial ratios are shown in Appendix
3. Jardine’s weakening short-term liquidity position since
1881 indicates that current 1liabilities have grown at a
faster rate than current assets. Management efforts since
1883 to divest of peripheral activities may be a factor in
the decline, as may the increased expenditure in core
businesses.

Jardine’s debt to equity position has risen
steadily such that total debt in 1984 was more than two
times equity. Preliminary results for 1985 are more
encouraging. Long-term debt decreased 36% to HK$2,704 MM.
Despite this, Jardine still has substantial debt servicing
obligations. The Times Interest Earned ratio, which went
from 3.25 in 1880 to only 1.16 in 19B4 indicates that
Jardine bears significant risks of insolvency should
another period of earnings decline.

Investments have yielded substantially less
return over the past five years. Return on Assets in 1984
declined 50% from peak 1981 levels. Return on Equity

results are worse--a mere 1.838% return. This reflects the
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Group’'s high debt and low income levels and points to an
unrealistic dividend payout policy 1in the Fface of rising
debt and shrinking earnings, especially in 1883 and 1384.

Jardine’s asset turnover rates are relatively
healthy. The amount of cash supporting sales bhas increased
over the years, indicating an improved ability to meet the
needs of day-to-day transactions. Net margins have
declined over time despite growth in turnover, which shows

problems in cost management.

4. Analysjs of Core Businesses and Categoriss
a) Hongkong Land (”Land”)

When the real estate boom bsgan in 187B improving
Hongkong Land’s cash flow, the firm invested heavily in
property development sites and in diversifying its
portfolioc.

By the time the property market crashed in 13983, land
had incurred a projected peak of HKS 22 billion (US$ 3
billion) in debt.(5) Land’s financial performance reached
a low point in 1983 when prafit margin and return on

investment dipped to 1.8% and 0.5%, compared to industry

(5) Jardine Fleming Group South East Asia Research,
"Hongkong Land,” Hong Kong: September 10, 1985, p.2
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averages of 28.6% and %4.2% respectively.(B) Return on
equity dwindled to 1.2% and gearing grew to SB6%.

A new management team improved financial results in
18B4. Hongkong Land divested itself of its non-core
businesses such as Hongkong Electric and Hong Kong
Telephone and cut back on development projects. Profits
after tax improved by 114% in 1984. Preliminary 13885
results show a further S6% increase in profits to HK$ 551
MM and a decrease in net borrowing as a percentage of
shareholders’ funds from 104% to B4%. Dividends, which
were cut to HK$0.0l1 per share in 1883 and 1884 were raised

to HKS$0.15 per share for 1985.

Hongkong Land Organization and Business

The Hongkong Land company is organized into three core
business units which operate as autonomous, wholly-owned
subsidiaries:

(i> The Hong Kong Land Property Company Ltd.

The Property division gversess Land’s principal
business of property development, sales and management.
With occupancy rates at over 890%, net rental income has
made the largest relative contribution to profits in
Hongkong Land at 48%. Based on current average asking

rentals, Hongkong Land’'s new and existing commercial

(6) Lackey, Ann, Inv men 1 in, "The Hongkong Land
Company Ltd.,” Hong Kong: ChinTung Investment Services
Ltd., November 15, 188S, p.17
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properties are estimated to have a valuation of HK$ 20.7
billion.(7) Residential investment units, valued at HKS$
1.1 hillion, form only a small part of Land’s portfolio.
In general, Land’'s property development projects-for-sale
have done poorly, creating a HK$674% MM loss in 1883 and
HK$23 MM profit in 13984.(8)>

The current recovery in the property market is
especially strong in the commercial or office sector. A
steady growth in new foreign companies registered in Hong
Kong ( 7% average annual increase 13982-18855(3), and a
general upturn in the economy has increased demand for
office space. An undersupply is forecasted by late 1986
and 1887,(10) as no new buildings are due for completion
for the whole of 13886. By 1888, however, the market is
expected to swing back to a state of oversupply when 2.7

million square feet of space becomas asvailable.(1l1l)

(7) James Capel Hong Kong Research, "Hongkong Land, Re-
appraisal of the N.A.U.,” Hong Kong: James Capel & Co.,
1885, pp. 2, 3.

(B) Lackey, Ann, “Hongkong Land Co., Ltd.,” Hong Kong:
ChinTung Investment Services, 13985, p.6. All $23 profit
came from development projects abroad. Projects in Hong

Kong Jjust broke even.

(3> Hong Kong Annual Digest of Statistics, 1985 Edition,
p.111

(10) Hill, Alan (Senior Partner, Jones Lang Wootton), "The
Outlook for the Hong Kong Property Market,” text from
speech to Rotary Club of Hong Kong, October 1885.

(11> Ibid
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Historically, the Ffirm has made huge profits from
realizing the difference between book and market value of
land that it has owned since the 18900’s. Further growth
would require bidding for new development sites. Given its
current weak cash Fflow position, Land is not in the
position to do that. In the prime areas on Hong Kong
Island, land prices in 1884 averaged HK$3,B831 per square
feet (USS 481/sq.ft.).(12) Hongkong Land has never
actively scught to develop property in Kowloaon or the New
Territories, and has no current plans for foreign

projects.

ii) The Dairy Farm Company Ltd.

Dairy Farm is primarily involved in food
retailing and manufacturing. Retailing through its chain
of Wellcome supsermarkets and drugstores is the most
significant part of Dairy Farm’s business, accounting for
more than 80X of total sales and 79% of divisional profits
in 1884.¢(13) At present, there are 105 stores in the
colony, serving approximately 7 million customers a month.
Manufacturing and wholesale operations are growing but

contribute marginally to the bottom line.

(12> Hong Kong Annual Digest of Statistics, 1985 Edition,
p.151

(13> Hongkong Land Annual Report 1984, p.l12
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Wellcome supermarkets achieved net margins before
interest and taxes of 3.6% in 1984.C14) Wellcome, with
approximately 42% of the rsetail market in foodstuffs,
alcohol and tobacco,(15) has considerable power over its
suppliers. Because the retail food business generates
almost 100% cash receipts, the chain can finance its growth
by the S0 days of supplier credit normally allowed it.
Hutchison Whampoa'’s Park N’ Shop supermarkets are
Wellcome's leading competitor.
Dairy Farm is actively seeking manufacturing
Joint ventures in China. A new joint venture company named
International Food Corporation Limited with capital of HKS
137 MM (70% Dairy Farm) has been formed in Guangzhpu to
promote the development of the foodstuffs industry in
China.(16)
In Australia, Dairy Farm’s Franklin’'s Stores is

the fourth largest supermarket chain with 115 stores in

(14> Jardine Fleming Group South East #Asia Research,
"Hongkong Land,” Hong Kong: Jardine Fleming, 1985, p.11

(15> Hong Kong Annual Digest Of Statistics, 1985 Edition,
pp. 58, 70. "Foodstuffs, Alcohol and Tobacco” industry
turnover in 1984, which includes supermarket sales, was HK$
17,245.60 MM, Dairy Farm’s Wellcome supermarkets achieved
HK$ 7278.30 MM turnover that year, or 42% of the market.

(16) Hongkong Land, Landmark, No.2 1985, Hong Kong:
Hongkong Land Co. Ltd., p.1l0
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1985. Expansion 1is expected to continue and profits

expected to rise by 10% in Australian dollar terms.(17)

(iii) The Mandarin Oriental Hotel Company Ltd.

Preliminary financial results indicate that the
hotels segment of the business contributed roughly 10% of
Hongkong Land’'s profits in 1985. Many overseas hotels are
in a loss position. In Hong Kong, the hotel market is very
strong--occupancy rates averaged B6% from 13980-84.(18)
Hong Kong had 3.4 million visitors in 1985, an increase of
8.2% from 1984.(18) Projections for the remainder of the
decade are optimistic but hotels will be facing greater
competition when 2,000 new rooms open in 1985-86.

Land’s hotels in Hong Kong, the Mandarirn and ths
Excelsior, gensrated HK$180 MM profits for 1984. They are
well positioned competitively, especially the Mandarin,
which was rated the second best hotel in the world by
Institutional Invastor.

The other Asian hotel markets Jakarta, Manila and

Macao all suffer from low average room and occupancy rates.

(17) Jardine Fleming Group South East Asia Research,
"Hongkong Land,” 8/10/85, p.11l

(18) Hong Kong Annual Digest of Statistics, 1985 Edition,
p.136
(185 Hong Kong Economic Trends, December 13985, HongKang:

Census and Statistics Department.
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New hotels will be opening in Kuala Lumpur and Singapors,
both of which are troubled markets due to gversupply.

Land wants to expand into North @merica and to
increase the number of hotel management contracts it
carries. These contracts provide a strong and recurrent
income base. Most are established on terms taking 3% of
turnover in addition to a percentage of profits ouver a

certain pre-established level.(20)

L2 2 4

There is an optimistic future for Hongkong Land.
The strong recovery of Hong Kong’s property market will
boost income from the firm’s investment properties, and the
food and hotel operations should exhibit earnings growth
stability given their current market positions. The major
caoncern over the next few years remains to be Land’s debt
and cash flow position which will continue to be tight

through 13987.

Jardine Matheson Core Businegses (Continued)
b) NMarketing and Distribution
This group is organized under the wholly owned

management company Jardine Marketing Services, Ltd. (JMS).

(20) Lackey, Ann, "The Hongkong Land Co., Ltd.” 11/5/85,
p.14
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JMS manages the marketing and distribution subsidiaries of
Jardine, which are organized into three groups: Consumer
Markets, Technical Markets, and 2ung Fu Company, Ltd.

JMS receives only broad operating guidelines fFrom the
parent Jardine Mathsson and must generate its own cash to
support growth. Management considers a 25% return to be
the hurdle rate for new investments, and expects operating
funds to sustain a 20% return. Each year, JMS pays out
100% of profits to its parent Jardine Matheson and receives
40% back to finmance operations. In 1985, JMS achieved HK$2
billion turnovef, with profit after taxes of about HK$100

MM. (21D

(i) The Consumer Markets Group

The Consumer HMarkets Group contributed approximately
3C% to JMS profits in 1985. The Group sells a wide range
of consumer products from luxury goods to food and
household items. The Group is composead of six
decentralized operating companies and a new product
development department. Five bof the six companies’ main
activities lie in trading through licensing or agency

agreements of brand name products. The sixth, a high

(21) Lee, H.W. (Finance Director, Jardine Marketing
Services, Ltd.), interview in Hong Kong, Feb 26, 1986,
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paotential business, is the 7-Eleven division, which in 13883
sstablished the first franchise network in Hong Kong.

In the four years from 18B1 to 1985, the 7-Eleven
division opened 140 stooez and is growing rapidly. It
achieved $10 MM profits in 1985 and is expected tn generate
$15-20 MM in 18B86. JMS’'s goal for 18B6 is to open 40
stores. Because the projected saturation point is at 500
stores colony-wide, this business has tremendous potential.

Other than 7-Eleven, the consumer goods subsidiaries
are experiencing slower growth and increasing competition.
Jardine Consumer Products, which markets food and household
products, is suffering from a sgueeze on margins,
aggravated by a recent supermarket price uwar. Food
retailers are trying to go directly to primary suppliers,
by-passing Jardine. Likewise, Fardel & Co., the cosmetics
distributor, has to compete with parallel imports which
violate its sole distributorship rights. In face of thess
problems, JMS's strategy is to become less dependent on the
agency business and to invest more in new product
development. So far JMS has produced a very successful

brand of laundry detergent, a new men’s shampoo and a neuw

blend of rice.

(ii) Technical Markets Group

The Group markets technical products such as computer

systems and industrial supplies.
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This is a highly compsetitive segment, supplying about
30% of JNMS profits. The Group competes against legitimate
agents representing other brands such as Xodak and Minolta
as well as with under-the-table distributors, who take as
much as 20-30% of JMS's sales.

The major cost components in this business are
advertising and promotion. JMS needs a minimum average of
35% gross margin to cover these costs and yield a
satisfactory return.

Given the tough competitive environment faced by the
Technical HMarkets Group, JMS must seek growth through
identifying and trading state-of-the-art products and by
strengthening its relationships with primary suppliers to

ensure sole distributorship rights.

(iii) Z2ung Fu Company, Ltd.

This division is 75% owned by Jardine, the rest is
publicly traded. In 1884, Z2ung Fu achieved profits after
taxes of HK$150MM. It has been the most profitable of the
three groups within JMS, contributing 40% to profits. 2ung
Fu 1is involved in the sales, marketing and servicing of
transportation and engineering equipment. It is the sole
dealer of Mercedes Benz cars in Hong Kong, which represents

a 11.6% share of the private car market.(22)

(22> Zung Fu Company, Limited Annual Report, 1984, p.13



32
An improvement in Hong Kong's economic and political
environment has stimulated vehicle salas and the non-
vehicle divisions have reported substantial increasss in
profits as well.(23) 2ung Fu will seek to expand
operations in China, whaere demand For motor vehicles and

engineering equipment is strong.

L2 X

Jardine’'s evident emphasis on diversifying businesses
within the Marketing and Distribution Group has been sound.
The Group was able to withstand the impact of the recent
decline in economic growth and consumer demand. Qutside of

Hongkong Land, it emerged as the largest contributor to

Jardine earnings (29%) in 1984,

c) Financial Services

Jardine’'s involvement in financial services is
extensive. Activities include merchant banking, insurance
underwriting and broking, credit fFinance, money broking and
share registration.

The insurance activities under Jardine Insurance

Broking are experiencing less favorable results in Europe

(23) Wong, Richardson, “Jardine Holdings,” Hong Kong: Sun
Hung Kai Research Ltd., 9/27/1985, p.3
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but are benefitting from improved premiums in the US
market.(24)

B3% of the publicly traded Jardine Securities’
investments are in its 9.8% holding of Hongkong Land. as
with Jardine (which owns 60% of Jardine Sscurities), lLand'’'s
debt burden impeded a profitable performance for Jardine
Securities. The current favorable interest rate structurs,
strong stock market and improving sconomic growth in the US
should strengthen the firm’s results for the next year.

Jardine Fleming and Co., Jardine's S50%-owned merchant
bank, achieved record profits in 1984 and expects better
results following the purchase of a seat on the Tokyo stock

exchange.

d) Iransport Serviceg

Jardine has completely withdrawn Ffrom shipowning but
is still active 1in ship management and the ship agency
businass. The group is also involved in air cargo handling
and freight forwarding.

Despite the downturn in the shipping industry, the
ship agency business is still profitable. Overhead costs
are low: the main components are staff salaries and rent.

Furthermore, the business has not been affected by the

(24) James Capel Hong Kong Research, "Jardine Mathesaon,”
10/10/85, p.2.
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political insecurity in Hong Kong. The colony'’s role as a
transhipment center and entrepot for import/export goods
ganerates an enormous volume of cargo each year, 90% of
which are handled by sea.(25) Annual growth in sea cargo
volume averaged 9% since 1980.

Commissions depends on the rate policy, schedule, and
service provided. An international conference known as the
Shipper’s Council sets the rates, which vary by commodity
but are generally 20-30%X of the landed cost of the
cargo.(26)

Jardine’'s strategy is to increase its current 3% of
market share in the ship agency business by offering
improved service. China is of strategic importance. The
country’s growing foreign trade will divert many goods
directly to China that previously went through Hong Kong.
At present, Jardine is the only foreign shipping agent in
Chinma. Their experience with international shippers gives
them an edge over Chinese agencies. Stanley Ko, director
of Jardine Shipping Agencies said, ” We produce the right
documents, have the right connections and 1load the cargo

well, so that the client gets a faster turnaround time.”

(25) Hong Kong Annwal Digest of Statistics, 1985 Ed., p.128

(262 Ko, Stanley (Director and General Manager, Jardine
Shipping Agencies (HK) Ltd.), interview February 27, 1986
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e) Engineering and Construction

Jardine Matheson holds interests in engineering and
construction through numerous subsidiary relationships.
Foremost among these concerns are Gammon (HK) Ltd. (S0%),
the Jardine Engineering Corporation Ltd. (100%), and
Schindler Lifts (HK) Ltd. (60%). Jardine has been involved
in many major building and civil engineering projects in
Hong Kong and South East Asia. Other activities are the
supply of mechanical and electrical equipment and services
in Hong Kong and the installation and servicing of lifts
and escalators.

Despite the recent recovery in the property market,
the construction sector in Hong Kong is generally fFacing
declining profit margins and net earnings due to strong
foreign competition. The firms in this sector are actively
seeking overseas projects which at present account for
abaut 20% of earnings. Given increasing competitien,

however, Jardine’'s construction and engineering volume may

fall through 1987.
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II11. hisgn Wham

Hutchison Whampoa ("Hutchison”) was incorporated
in 1977 as &a result of the merger betwsen Hutchison
International Limited (established 1880) and Hongkong and
Whampoa Dock Company Limited (established 1866). Before
the merger, the former was a major Hong Xong trading house
and the 1latter was involved in dockyard related activities
and property development. In 1973, 22.4% of Hutchison
Whampoa was bought by Cheung Kong (Holdings) Limited, one
of the most successful local property development companies
controlled by Mr. Ka-shing Li (known in Chinese as Mr. Li
Ka-shing). As of December 13984, Cheung Kong owned 40.7% of
the publicly traded Hutchison Whampoa Limited.

The Hutchison Group is now a broadly-based
conglomerate with five major profit centers in property,
shipping related services, trading and retail, quarrying
and finance and investment. The Group's business is
concentrated in Hong Kong, making Hutchison one of the
largest companies totally aoriented to the success of the
territory.

Recent major corporate developments include the
acquisition in February 1885 of Hongkong Land’'s 34.9%
interest in Hongkong Electric Ffor HK$ 2.83 bn (15% under

market wvalue) and the Joint acquisition with Hongkong
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Electric in 1986 of International City Holdings, a property
development associate of Cheung Kong. The relationship
between Hutchison, Cheung Kong and its gquoted associates is

shown in the figure below:

The Relationship Between Hutchison, Cheung Kong and its Quoted Associates

Cheung Kong

40.7%
24%
HUTCHISON WHAMPOA Hong Kong Electric
50%
50%
Union
Faith
25% 100%
South China : International
Morning Post ; City Holdings

(Delisted with eftect from
31st December 1985. Markel
Capitalisation prior to
delisting $3.5bn)



38
2. Management Style, QOrganizatjon and Control

When Li Ka-shing acquired control of Hutchison,
he effectively broke the British monopoly on big business
in the colony. 1In traditional Chinese style, Li runs the
public companies he controls as if they were his own.(1)
Li installed his own hand-picked management team at
Hutchison’s, mostly from Cheung Kong Holdings. The present
Managing Director, Simon HMurray, wused to run Jardine
Matheson’s trading division and his own engineering Firm.
An executive committee of Hutchison’s board members makes
decisions on capital allocations, although managers know
that approval for investments rests ultimately with the
Chairman, Li Ka-shing.

Unlike Jardine, Hutchison has few expatriate
middle managers. Its management style is Hong Kong Chinese
with no ”"iron rice bowl”: ie no lifetin2 Job security and
merit-based bonuses for those who earn them.(2)
Compensation wvaries in proportion to responsibility and
bottom-line performance. As in many Hong Kong firms,
bonuses at up to 30% of salary are the main incentive to
achieve. Li is known throughout the organization as being
very generous with cash rewards. The company does not
offer shares or stock option plans, hut providses top

benefits in housing, medicine and pensions.

(1) Business Week, February 4. 1398S, p.44
(2) The Econgmist, January 14, 1984, p.G6
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Atypical of Chinese or British run firms, an
entrepreneaurial culture prevails at Hutchison. Business
units are auvutonomous and run as profit centers. Management
encourages employees to be innovative, to take chances and
expect them to make mistakes. There are always
opporturiities to create new businesses and build them up.
As the managing director of the China Trade Division, Simon
To said, ”It’'s like being in business for ygourself.” The
Firm has implemented a management by objectives system and
evaluates each manager by how well he has met his own
targets. For meeting or exceeding target, the firm applies
and established schedule of multipliers on the manager's
base bonus as an extra reward.

All business units go through a comprehensive
annual strategic planning process with 2 five year horizon,
an undertaking rare for companies in Hong Kong. These are
bottom-up efforts ending with presentations from business
unit managing directors, board review, feedback and budget-
setting for the next year. The Ffirm has produced a
corporate planning manual with guidelines on evaluating
business environments and strategic goals. Managers must
include in their analyses such categories as: restatement
of business and main products, long-term threats and
opportunities, key success factors, relationship with other

business units and formulation of a detailed action plan.
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3. Einancigl Condition

with a current market capitalization of
approximately HK$ 13.5 bn, equivalent to about 7% of the
combined capitalization of the Hang Seng index
constituents, Hutchison Whampoa ranks as one of the
aterritory’s leading hongs. (32) Appendix 4 shows
Hutchison’s latest five-year financial statements.

Hutchison was not always financially healthy.
Arter heavy losses incurred during 1874-75, the Group
experienced severe cash flow difficulties. Following that
period, a new management team pursued a policy of cash
preservation that for a short time was carried on after Li
toock over in 1879,

Similar to Hongkong Land, most of the cash stock
that management generated came from development of a land
bank of unused industrial sites and docks centrally located
in Hong Kong and Kowloon. These sites were carried at
turn-of-the-century values, thereby immunizing Hutchison to
real estate price fluctuation.(4) Unlike Hongkong Land,
however, Hutchison’s management resisted the temptation to
pour money inta diversification. The cash cushion
Hutchison built enabled it to weather the recession of

1983-8¢ and allowed it to take advantage of undervalued

(3) Schroder Securities, "Hutchison Whampoa Limited,” March
1986, Hong Kong: Schroder Securities Ltd., p.1

(1) Business Wegk, August 1, 1883, p.BB
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investment opportunities such as Hongkong Electric that
came up as other firms foundered.

In a dramatic departure from the cash
preservation policy, Li decided in late 1983 to declare =
special dividend of HK$ 2 bn (US$256 MM), or HK$4Y a share
in addition to the final dividend of 42 cents a shara.
Some feel that Li as a 34% sharsholder wanted the cash to
finance his other projects, namely Cheung Kong, which was
short of funds as a result of the property slump. Other
major recent cash expenditures were the HK$2.93 bhillion
acquisition of Hongkong Electric and the HK$1.76 billion
acquisition of its 50% holdings of International City

Holdings (see page 37).

inanci An

Hutchison’'s extraordinary dividends had a strong
impact on its financial ratios (see Appendix 5). It caused
a decline in short-term liquidity and working capital, and
the corresponding inflation of short-term liabilities in
1983 produced a distorted capital structure for that year.

Ignoring the effects of that dividend anomaly,
Hutchison’s financial ratios show a different picture.
Most of Hutchison’s current assets are very liquid. Cash
has remained above SB% of current assets throughout the

past five years compared to Jardine’'s maximum of 42%.
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A 400%X growth in fixed assets from 18SB3 reflects
the firm’s rapid expansion. The funds required for these
investments came from long-term financing and use of cash
reserves. The asset growth should correspondingly increase
the contribution of depreciation to funds flow in the
future.

In genseral, Hutchison has pursued a low-debt
policy maintaining a 75% level of equity to total fFunds
invested in the FfFirm. The overall 1level of risk in
Hutchison’s capital structure is 1low, as evidenced by the
low long-term debt 1levels and the wvery healthy times
interest sarned multiple of 33.47.

Hutchison’'s ROI figures are to be envied for
their consistently high levels throughout the economic
turbulence of the past Ffive years. A small decline in
profits in 1884 led to a dip in return but the figures are
gxpected to improve with the current preliminary profit
fFigure of HK$1185 MM for 1885, an increase of 16% fram
1884. Most significant are Hutchison’s net profit
margins, which at an average of 22% in the past five years
is extremely high. Also notable is the low and declining
level of interest expense as a percentage of profits that

Hutchison has incurred through the years.
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a) Hutchison Prgpertiss

The property division is one nf Hutchison's main
cash generating businesses, contributing profits of HK$302
MM to the Group. It is unique among other core bhusinessses
in the corporate attention it receives, not only because of
its strong performance in the recent property market slump,
hut also because real estate is Li Ka-shing’s forte.

Management has always amployed strict cost
control policies, computerizing its data base on costs and
projected income. The managing director, Me. J.D.
sohnston, believes that a conservative pricing stratsgy is
necessary in the volatile Hong Kong property market: "Never
go up too high that you have to come down in price becauss
your buyers will feel they’'ve lost value (and thus

discourage speculators or secondary buyers).”

The major current development is Whampoa Garden--
a redevelopmer of the o©0ld Hunghom Dockyard ocwned by the
Hong Kong and Whampoa Dock Company before the merger with
Hutchison International in 1877. On completion in 1330,
the project will provide 11,200 apartments for about 40,000
people, and 1.7 million sq. ft. of commercial space.(5)
Thre project is designed to attract the lower middle to

middle income segment of the market with apartment sizes

(5) Hutchison Whampoa Limited Annual Report 1984, p.10
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ranging from 550-1,200 sgq. ft. Over its S-year development
phase the developmsnt will generate a projected gross
revenue of at 1least HKS 8 bn for a total attributable
profit of about HKS$ 3.7 bn.(B)

Prices of residential real estate have recently
begun to recovsr and first among these is the segment that
Whaimpoa Garden markets to. Low interest rates and a 45%
increase in average income since 1981 will also spur the
market.(7) Given these bright prospects the above
estimates on the Whampoa Garden project may be
conservative.

Whampoa Garden, however, is the 1last land bank
that Hutchison ouwns. Future developments will require
bidding for land in the open market, which means that
Hutchison would 1lose the cost advantages it so far has
enjoyed. The division is also 1looking at development
businesses overseas: in the United States, Londeon and

Singapore.

2. Irading and Retail
This division is the largest contributor to group

turnover hbut at net margins of 2.5%, contributed only 7% of

(6) Schroder Securities, "Hutchison Whampoa Limited,” March
1886, p.4

(7> Ihg Economist, S-11 April, 1886, p.9S
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Hutchison’s 13984 profits. The division is involved in a
wide range of activities. The main constituents, all
wholly—-owned by Hutchison sxcept for the last, are as

follouws:

a) John D. Hutchison (JDH)

JOH has developed into the largest consumer
product marketing organization in Hong Kong, importing
hotel supplies, foods, confectioneries, toiletries,
pharmaceuticals and other consumer products. JDOH is
seeking to develop trade in China and has established
footholds in areas of offshore oil logistics support, coal
mining, aviation, transport equipment and food processing.

JOH will probably suffer lower profits through
189B6 because of the slowdown in the US market, where GNP
growth was only 2.4% in 1985. JOH's exporting business
will be Ffurther hurt by recent prutectionist sentiment in

the US.

b) Hutchison-Boag

The Hutchison-Boag division is a supplier of
engineering equipment to the construction industry.
Despite the relative weakness of the construction sector in
recent years, this subsidiary achieved a 130% rise in after
tax profits in 1984. In the context of overall divisional

profit, however, Hutchison-Boag is a small contributor.
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The divisian acquired Trifair Electrical
Enginesring in February 1985, a local assembly plant for
switch gear and motor control centers. In December 1985,
Hutchison-Boag acquired the Fortress Group of Companies,
one of the largest retailers of consumer electrical goods
in Hong Kong fFor HK$30 MM. Due to high operating costs,
Fortress is barely profitable and thus would not be
contributing much profit to the division in the near
future.

The overall outlonk for Hutchison-Boag is good
given the recovery of the construction market. The
division has alsoc made inroads in selling its products in

China, where there are good praspects for construction

suppliers.

c) A.S. Watson & Co.

A.S. Watson (“Watsons”) was sstablished in 1841
and was a public company until it became a wholly-ownsd
Hutchison subsidiary in 18B81.

Watsons is organized into three profit centers:
Food Retailing (Park N’ Shop), Non-Food Restailing
(drugstores) and Food HManufacturing. Each profit center
has its own board to identify projects, set corporate plans

and goals.
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The Park N’ Shop supermarkets with 106 outlets
contributes the most turnover and profit to Watsons. It
has approximately 32% of the market.(8) Management feels
that it needs to exert tight control over operations to
prevent excessive costs from eroding already low margins.

Park N’ Shop’s main competitor is Hongkong Land's
Wellcome Supermarkets. However, Watsons feels that retail
arms of food wholesalers are posing an increasing threat,
Selling at near wholesale prices, these retail arms are
trying to undercut the supermarket chains which have
squeezed wholesaler’s margins. Recently, the Japanese have
broken into the Hong Kong food market with a strategy of
coupling supermarkets with large-scale department stores in
new town developments. Although these Japanese stores have
only ¢ small percentage of the market, suppliers are giving
them the same 14-17% extra discounts as large chains get in
an effort to reduce the dominance of Park N’ Shop and

Wellcome.

d) Hutchison China Trade Holdings

Hutchison China Trade C(HCT) was estahlishad in
1978 to develop trade with China. Its main function 1is to
make contacts, maintain liaisons with the Chinese and most

importantly to seek investment opportunities that could

(B8) Fok, Terry, nv men in, "Hutchison Whampoa
Limited,” Hong Kong: ChinTung Investment Services Ltd.,
April 24, 1985, p.4
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exploit Hutchison’s current expertise such as food
processing (Watsons) and electric power generation
(Hongkong Electric).

Despite strong connections developed by Li Ka-
shing in China, it 1is difficult for Hutchison to find
profitable wventures there. The two major praoblems are
foreign exchange and the Chinese bureaucracy. The Chinese
restrict foreign exchange revenues preferring some kind of
barter system instead. Thus, mostly export oriented ar
import substitution businesses can generate their own
foreign exchange. In negotiating and subsequently
opperating businesses in China, Hutchison has found the
Chinese ministries’ complex relationships extremely
difficult to cope with. It is virtually impossible, for
example, to arrange a deal dependent on resocurces
controlled by different ministries because of their lack of
cooperation and responsibility.

Despite such frustrations, Hutchison is committed
to developing its presence in China. The firm is willing
to forgo short-term profits in hope for a lucrative share
of the vast China market in the future. So far, HCT has
already met with some success: Park N’ Shop has a
supermarket in China and HCT has signed contracts for the
marketing of mining systems and technology to the Chinese

coal industry.
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e) Telecommunications

In April 18984, the Hong Kong Telecommunications
Authority granted Hutchison Telephone Company (S1% owned) a
public mobile radic telephone system license permitting it
to provide 1local and overseas radio telephone service to
Hong Kong consumers. While at the embryonic stage, this
business offers excellent growth prospects 1in the long-
term. Hutchison has adopted the state-of-the-art in
cellular telephone technology with a portable system that
weighs 28 o0z. compared to the leading competitor’'s 8 lbs.
As an added advantage, Hutchison Telephone recently signed
an agreement with Cellnet of the UK which would allow
subscribers of either company to have access to cellular

telephones both in Hong Kong and the UK.

3. Finange and Investment

This division accounted for 9.8% of OBGroup
turnover in 1984 but 32.7% of total Group profits. The
principal reason for this imbalance is that the division
embraces a —~'mber of associated companies whose portion of
profits, but not turnover, are incorporated into Group
profit and loss accounts.

This division deals with the treasury management
of the substantial cash flows which the Group has

generated. In 1883 and 1984, this activity produced BS% and
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75% of divisional profits respectively.(8) Income from
interest on deposits and investments, and foreign exchange
gains were the main sources of revenue.

The division also embraces minority holdings in
two publicly quoted companies. The South China Morning Post
(SCMP, 25%-cwned) 1is involved in newspaper and magazine
publishing and has a virtual monopoly over newspaper
advertising in the English press in Hong Kong. It is a
splid, income-producing investment which in calendar 13884
yielded dividend income of HK$23 MM for Hutchisan,
Analysts expect SCMP dividends to grow by 15% in 1986.(10)

The other public company holding is Hongkong
Electric (24%-owned). In addition, the division oversees
Hutchison’s interest in Consoclidated Hotels (which owns the
Sheraton Hong Kong Hotel) together with miscellansous

interests in computer services and insurance.

This division contributed a little over a quarter
of Hutchison's profits after tax. The most important of

the division’s activities 1is the operation of container

(9) Schroders Securities, "Hutchison Whampoa Limited,”
March, 1986, p.1l@2

(10) Ibid, p.1l1
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terminals in Kwai Chung through the wholly-owned subsidiary
Hong Kong International Terminals (HIT).

Kwai Chung is currently the world’s third busisst
container poert, handling approximately B4% of the
territory’s total cargo.(11) Sophisticated computer
technology and lack of custom controls allow turnaround
time for ships to be among the world’s fastest.

HIT currently ouwns 2 out of Ffive terminals at
Kwai Chung and handles about 45% of the port’s throughput.
The division is starting construction of a sixth terminal,
a HK$S 2 bn investment. The Hong Kong Government Marine
Department projections of an average annual 8-12% growth in
throughput Ffor the next 9 years more than Justifies the
added capacity. Apart from HIT the Shipping Related
Services division is comprised of activities (ship
chartering and repair, towage) which are loss-making. Thus,
all HK$274 MM profits from the division in 1384 were from
HIT’s container gperations. Management expects the sixth
terminal and the existing ones to be highly lucrative cash

producers in the future.

S. Quarrying
This division is involved in the supply of ready

mixed concrete and asphalt to the construction industry.

(11) Investment Review, "Hutchison Whampoa Limited,” Hong
Kong: W.I Carr & Sons (Overseas) Limited, August 1885, p.7
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Profits declined by 26% due to poor demand in 1882-84. In
July 1985, Hutchison acquired complete ownership of an
associate, Ready Mixed Concrete (HK). Full ownership of
Ready Mixed Concrete should strengthen the division to take

advantage of the upturn in the property market.
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IV. Strategic Analysis

Hong Kong's investment environment has changed
significantly since the days that Jardine ™Matheson in
effect ran the colony as a trading outpost. Competition
has threatened every facet cf Jardine's business.
Likewise, Hutchison has had to cope with near bankruptcy
and both have had to deal with the political uncertainty of
Hong Kaong’s future. While Jardine is struggling to retain
its leading position as a trading firm, evidence points to
a different direction for Hutchison. Much has to do with
the leadership. Since Mr. Li Ka-shing became chairman in
1979, Hutchison has been building its strengths less as a
trading company, but more as an investment "takeover” firm

in disguise.

1. Portfolio Analysis

Both Hutchison and Jardine have undergone
suhstantial changes in the composition and relative
strengths of their businesses over the past five years.

Jardine Matheson historically has had a
geographically diverse portfolio. A look at the evolution
of geographical business strengths in Exhibit IVU.1 shows
that the firm since 1880 has focused a significant part of
its operations in Hong Kong ( China accounts for less than
1% of Jardine’s total business) and in fact has divested

completely from South Africa.
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Exhibit IU.1
Profit Contribution by Gepgraphical Area

Jardine Matheson Holdings
1380

S. AFRICA (10.2%)

S.E ASWK (8.8%)

N.E ASKA (7.1%) / ~. N

™~

.I
N. AM (16.8%) \\ /’

MIDEAST (2.9%) ~
EUR (9.1%) ALST (0.9%)

HK & CHI (88.7%)

1984

OTHER (8.7%)
. ~ ~
S.E ASW (20K) ~

\

N. A4 (35%) /;///

MIDEAST (R.0K) '\~
st ¢ v/
ELIR (4.0%) %

NE. 4514 (14.2%)

HK & CHI (60.8%)

AUST (8.1%)



55

The shrinkage of geographical scope was a result
of divestiture of non-core businesses, most of which were
overseas investments. The crucial difference in Jardine’s
strategy since 188B0 is a move away from unrelated
diversification to a focus on horizontal growth, including
continued geographical growth of its core businesses.

Among Jardine's business portfolio, the profit
contributions from Hongkong Land and from the Marketing
and Distribution businesses have grown the most, while the
Natural Resources and Transportation businesses have
weakened considerably due to the downturn in the o0il and

shipping industries (see Exhibit IV.2)

Exhibit V.2
Jardine Matheson
Profit Contribution by Business

13980 1984
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Contrary to Jardine, Hutchison has always
concentrated its businesses in Hong Kong. As Exhibit IU.3
shows, Hutchison has changed its business mix since 1880
principally to divest its Construction division, which had
been unprofitable for some time. Also, management merged
the weakening ship repair and ship broking business with
the Container division in 18B1. More interesting is a look
at the firm’s portfolic since 1877, two years before Li Ka-
shing toock aover. The drift away from the traditional
trading function of Hutchison is apparent from the decline
in profit share of the Trade and Retail division from 13.6%
in 1977 to B.8% in 1884. Li’s role as a corporate raider

is evident from the growth in profit contribution from the

Exhibit IV.3
Hutchison Whampoa
Profit Contribution by Businaess

1980 1984
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Exhibit V. (Contij )
Hutchison Whampoa

Profit Contribution by Business
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Finance divisian,

holding company

of Hutchison’s takeover

targets, which recently include Hongkonyg Electric and
International City Holdings. Indeed, Li in 18B0 made an
unsuccessful attempt to take over Jardine Matheson, which

led to Jardine’s ill-fated cross-holding with Hongkong
Land.

Hutchison is close to being a perfect investment
vehicle. Its core businesses (other than Finance) are all
cash generators which provide Li with the resources to
invest in high potential businesses or undervalued
investment targets (see Exhibit 1IV.4). The Industry
Attractiveness-Business Strength matrix (Exhibit IV.Ga)

shows that Hutchison’s core businesses are very well

Exhibit IU.Y4
Hutchison Whampoa Growth Share Matrix

Relative Market Share
(Cash Generation)
High Low

Market
Growth
(Cash Use)

High CContainer

BHK Electr BHotel

@Prop
CQuarry
@GTrade
RBwatson

Low
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positioned relative to their industries. The merger with
the Hongkong and Whampoa dock company in 1877 established
Hutchison’s solid position in the Container and Property
divisions, both of which Hutchison has cultivated by
adapting obsolete resources to current demand in the
shipping and housing market. The Container division enjous
a large, growing and captive market and is highly
profitable. Because of its prime location and state-of-the-
art facilities, there is little wasted capacity. The
Property division did well in focusing on small-unit
residential housing: that is currently the only residential
segment experiencing a recovery from the real estate slump.
However, because consumers are still making buying
decisions based on their evaluation of Hong Kong’'s future
under China’'s rule, prices are sensitive to popular
political sentiment.

Hutchison’s Trade and Retail division is not as
attractive as the others. It 1is facing a stagnating
market, intense competition' and extremely low margins.
However, Hutchison’s acquisition of Watson in 1881
strengthened the division considerably, giving it inroads
to the food retailing business. Hutchison leveraged
Watson's supplier relationships and marketing know-how to
win 32% of the supermarket market in four years. HMuch like
Jardine’s 7-Eleven stores, Hutchison’s Park 'N Shop

supermarkets’ sucsess 1is a result of several factors:
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Watson’s leverage over suppliers, low financial risk due to
cash revenues, economies of scale and a marketing strategy
aimed at the younger, more westernized segment of the Hong
Kong population (46% of which are between the ages of 15
and 3395.(1)

The Hongkong Electric investment has proven to be
a sound one. As a bhasic wutility, it 1is insensitive to
economic fluctuation. Moreover, it has a captive market as
one of only two electric companies in Hong Kong. The
threat of new entrants is low because of the high Fixed
costs required for the business.

The share-momentum matrix in Exhibit IV.5b gives
a dynamic picture of Hutchison's businesses. Growth rates
from 1880 to 1884 have been very high but more
significantly those businesses have been gaining share in
their respective markets. The most brilliant performer is
the Quarrying divisien, which grew at more than 400%

relative to the industry’s 30% over the past five years.

(1> Hong Kong Annual Digest of Stafistics 198S Edition, p.
15.
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Exhibit IU.Sa

INDUSTRY ATTRACTIVENESS-BUSINESS STRENGTH MATRIX
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The following is a summary evaluation of external factors
affecting Hutchison’s businesses:
Hutchj Wham Limited

Business Portfolio Strengths and Weaknesses

Factors\Bus TRAD QUAR ELEC CONT PROP CHINA
MARKET
Market size + - + ++ - ++
Mkt growth rate - - + ++ - +
Product differ ++ - -= ++ + +
Price Sensitive - - + + - -
Cyclicality - + - + + ++
Captive Mkt + + ++ ++ ++ -
Indust Profits - - + ++ + —-=
COMPETITIVE
Intensity - - + + - -
Concentration + + ++ ++ + -
Entry barriers - - ++ ++ + -
Exit barriers ++ - - - - +
Share volatile - N ++ ++ + -
Integratian - ++ + - + +
Substitutes -= -= ++ ++ - -
Capacity utiliz + - + ++ - -=
ECON & GOVT
Inflation - - - - ++ -=
HKS devalue - ++ - N - +
Wage level + + N + + ++
Legislation ++ + ++ + + -
TECHNOLOGY
Volatility - - - - N -
Complexity N N - - N N
SOCIAL
Demographics + + + + + +
HK after 139397 - - + + - ++
QUERALL
ASSESSMENT - + ++ ++ + +
Key: -- Highly Unattractive TRAD Trade & Retail
- Unattractive QUAR Quarrying division
N Neutral ELEC Hongkong Electric
+ Attractive CONT Container Terminal

++ Highly Attractive CHINA China Trade



63
Few of Hutchison’s businesses require continual
commitment of funds for growth. Watson is self-financing
from supplier credit. Property development projects are
mainly Ffinanced by pre-construction sales of units.
Quarrying sites are leased from the government requiring no

up-front capital and operation costs are easily covered by

revenues. Hutchicon needs funds for building a new
container terminal at Kwai Chung but contractors provide a
large part of the Ffinancing unue. apreements in which
initial payments are not due until the site is operational.

The core businesses are the backhone of Li Ka-
shing’s implicit strategy to grow Hutchison’s investment
portfolio. Their health and well-being ensure a bank of
Financial resources which allow the firm to take up
attractive investments as they come along. The biggest
problem for divisional management is how to sustain growth
of their operations given a financial strategy that directs

funds to acquisitions rather than to core businesses.

Heading in another direction since its days of
over-diversification, Jardine is trying to build up its
longstanding core businesses. However, it too is veering
away from the role of trading agent.

Increasing competition in a global market has
made the agency business unattractive. Trading consumer

products requires a minimum of 35% gross margin in order to
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cover costs in marketing, distributing and stock-
keeping.(2) Competition has squeezed neﬁ profit margins to
around 3-8% thus magnifying risks of bad debt, and for
technical products, obsclescence. Operating costs in
servicing and logistics have increased because a higher
population income level has produced more customers but
smaller per unit sales.

The Industry Attractiveness-Business Strength
Matrix C(Exhibit IVU.Ba) clearly shows that Jardine’s
Consumer and Technical products trade, Engineering and Ship
Agency businesses are not only in unattractive industries,
but suffer from relatively weak business strengths.
Moreover, Exhibit IV.Bb shows that these businesses were
losing market share from 1980-13884. 2Zung Fu, while gaining
share, 1is in a shrinking automobile sales industry.
However, the Financial Services division is in a growth
industry and Jardine has been building its strength in this
area by increasing investments.

Recently, Jardine moved into the Ffast food
industry with the acquisition of the Pizza Hut and Taco
Bell businesses in Hawaii. Not only does Jardine derive
advantages from the brand names of these chains, it allows

the firm to widen its scope of supplier relationships in

(2) Jebser.,, Hans Michasl (Managing Director), Jebsen & CO.,
Ltd., Hong Kong at interview February 20, 18B86.
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Exhibit 1U.Ba
INDUSTRY ATTRACTIVENESS-BUSINESS STRPJG'I'I-I MATRIX
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the United States. These acquisitions give rise to
opportunities in the Far East. As indicated by the success
of Jardine’s 7-Eleven venture in Hong Kong, fast food is a
growth business in that dense, urban environment full of
young people. From its experience in retailing, Jardine
possesses many of the key success factors in the franchise
food business: supplier relationships, an understanding of
real estate and location decisions, local contacts for
possible Joint ventures and scale adventages in management,
marketing and finance. Thus, management’s decision to
enter the fast food business makes strategic sense for
Jardine.

Judging Jardine’'s core divisions by how they are
affected by external factors, only the Financial Services
business seems to be attractive, with Hongkong Land being
neutral. The former enjoys a growing market, and is
relatively immune to economic fluctuation. In fact the
investment and merchant banking segments benefit from mild
economic instability as it creates opportunities for
arbitrage and increases market transactions. Nor is the
division affected by the political environment in Hong
Kong. HMost of Jardine’'s major investments in insurance is
overseas, particularly in the United States. Hongkong Land
has the great advantage of possessing most of the prime
office space in the colony. Its product is thus highly

differentiated, has few substitutes and carries high
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margins. Moreover, industry specialists predict an
undersupply of commercial real estate given the flood of
Foreign companies entering Hong Kong. The major
shortcoming of Hongkong Land is of course its debt burden,
its illiquidity and its sensitivity to political conditicens
after 13887.

The Marketing and Distribution division suffers
from shrinking market share, as does the Engineering and
the Transportation divisions. Excess supply and easy
substitutes have caused consumers to be wvery price
sensitive, thus eroding margins in these divisions. Their
well-being is alsc subject to local economic conditicns—-a
decline in consumption would severely curtail revenues,
especially in the Marketing and Engineering divisions.
Technological obsolescence 1is also a threat. For the
Marketing division, there are risks that technological
inventory would be obsolete before it could be sold. For
the Engineering and Transportation divisions, lagging
behind in technology would result in higher costs relative
to the industry and a consequent decrease in
competitiveness.

Jardine has much to gain from pursuing business
in China. The obvious advantages are large market size and
growth rate, low wage levels, future influence in Hong Kong
and a high level of integration with existing operations

in Hong Kong. The most serious drawbacks are restrictions
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on withdrawal of Faoreign exchange income, intense
competition and consequently 1low profits. A summary of
external factors affecting Jardine follous:

rdine Matheson Holdin imj
Business Portfolio Strengths and Weaknesses

Factars\Bus MKT ENG FIN TRAN LANDO CHINA
MARKET

Market size + - + - - ++
Mkt growth rate - - + - - +
Product differ ++ - - N + +
Price Sensitive - - - N - -
Cyclicality - + ++ + + +
Captive Mkt + + - ++ + -
Indust Profits - - + - + -
COMPETITIVE

Intensity -= - - - - -=
Concentration + + - - + -
Entry barriers - ++ ++ - + -
Exit barriers ++ - + ++ - +
Share volatile -— - - - + -=
Integration - ++ + - + ++
Substitutes - + -= - + -=
Capacity utiliz - - + + - -—

ECON & GOVT

Inflation - —-= N - + -
HKS devalue - - N N -= +
Wage level + + N + + ++
Legislation ++ + + + + -=
TECHNOLCGY
Uolatility - - - - N -
Complexity N N ~ N N N
SOCIAL
Demographics + + + N + +
HK after 1987 - - N - - ++
OVERALL
ASSESSMENT - - + - N +
Key: -- Highly Unattractive MKT Marketing & Dist
- Unattractive ENG Engineering
N Neutral FIN Financial Services
+ Attractive TRAN Transportation

++ Highly Attractive LAND Hongkong Land
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2. Ocganizational An i

Jardine and Hutchison's different management
styles are described in Chapters II and III. Exhibit IV.7
gives a comparative profile of the two. Hutchisan’s
emphasis on entrepreneurship, its open communication and
comprehensive planning system are an integral part of its
growth and investment strategies. On the one hand, the
divers.ty of Hutchison's portfolio requires that it
decentralize its business units to take advantage of
management expertise. 0On the other hand, the Ffirm’s
constant search fFor investment aopportunities necessitates a
highly efficient and effective information channel to
corporate executives from below. The firm’s management
structure provides a mix of the two, and its compensation
system rewards those who make the most of opportunitiss.

Jardine’s divisional structure 1is large and
cumberscme; traditional communication barriers based on
hierarchy stem the flow of ideas from below. Exhibit IV.8
shows that a hypothetical investment proposal would have to
pass through two more management layers in Jardine than in
Hutchison. There are in effect few implemented ideas
generated from the bottom. Jardine’s top-down approach
worked well when the firm was mainly in the agency
business. Heavily dependent nn supplier and buyer
relationships, the agency business could smoothly be run by

top executives entrenched in the business circuit.
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Exhibit V.7

Comparative Profile of Management Style

Factors - - E + ++
Management Compstencs J H
Planning & Control System J H
Reward System J H
Delegation of Authority JH
Communication System J H
Corporate Image H J
Entrepreneurial Culture J H
Capability for Negotiating
with the Environment H J
Financial Strength u J H

Exhibit V.8
ny men F

Jardine Matheson isgn_ Wnam
Board of Directors Board of Directors
Jardine Matheson & Co. Hutchison Whampoa Ltd.
Board of Directors Managing Director
Jardine Marketing Services China Trade Division
Chief Executive Manager
Consumer Markets Group China Trade Division

Director and General Mgr
Jardine Consumer Products

Manager
Jardine Consumer Products
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Although relationships are still important, Jardine needs
much more to be well-informed of its competitive position

if it is to be an aggressive player in the future.

3. Einancial Strategy

Hutchison has maintained a much lower dsbt to
equity ratio over time compared to Jardine (see Exhibit
IV.S8a). The Firm has relied on internal funds generation
to finance its growth. Two gquestions must be addressed in
assessing Hutchison's future strategy: what is the naturs
of funds generated, and how management uses the Ffunds to
sustain future growth.

Exhibit TVU.8b shows that since 1980, an average
50% of Hutchison’'s total’' source of funds came fraom
pperations. More revealing, however, is Exhibit IV.10a,
which plots Hutchison’s return on assets from 13880-84. The

curve is a locus of points such that asset turnover and

profitability produce a 10% return or, assets (RUA)Y. As can
be seen, Hutchison has consistently had better thanm 10%
ROA. Howsever, the position of points show that ROA levels
are primarily a result of high net margins; there is much
room for the firm +tfo improve asset management. Becausse
Hutchison's operating leverage 1is high (Fixed assets
average 45% of total assets) management must develop high

sales levels to cover fixed costs of investments.
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Exhibit [U.d
DEBT /EQUITY Ratios Over Time
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Exhibit IVU.10a

Hutchison Whampoa
PROFITABILITY VS ASSET TURNOVER
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A year-on-year analysis of Hutchison’'s actual versus
maximum sustainable growth rate (Exhibit IVU.1138) shows that
Hutchison has been fluctuating betwsen years of undergrowth
and years of overgrowth (3. The net result smoothed aover
five years gives an actual growth rate approximately at a
sustainahle level. How management proposes to allocate
funds is another matter. Li’s recent generous dividend
payout leads one to speculate whether he is using Hutchison
as his personal bank to finance his various business
interests. If so, the future liquidity of the firm depends
on the whether the opportunities available to Hutchison are
more attractive than thaose facing Li. In 1883 they

apparently were not--hence the extraordinary dividends.

Like Hutchison, Jardine’s financial strategu must
be seen in light of the quality of its earnings. However,
thne more useful question following is not how Jardine
intends to wuse the Ffunds but how it can improve its
condition, specifically, whether it would benefit from
dissolving the Hongkong Land cross holding.

Jardine Matheson’s high debt levels are wsll-

known., Debt has averaged 180% of equity since 13880

(3) gll)=pCtI)LROACEI+DCEI/ECEICROACE)-iCLI], where
g(t) = equity growth in year t
p(t) = fraction of earnings retained in ysar t
ROA = return on assets for year t
DCt), E(t) = debt and equity for year t
i(t) = after tax interest rats for year t.
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CExhibit IV.8a). Morecver, the firm’s ability to service
the debt has been 1limited. Analysis of the Firm’'s Funds
flow statements show that with the sxception of 1882, only
25% of funds were generated from operations (Exhibit
IV.9b). The rest came from non-recurrent extraordinary
items such as FfForeign exchange gains. Jardine has
consistently yielded a ROA below 10% from 1380-84 (Exhibit
IV.10h). While the firm is weak both in asset management
and profitability, the former has improved slightly over
the years whereas the latter deteriorated considerably.
Given its low ROA, Jardine equity growth rate seems to have
exceeded that sustainable in the long-run (Exhibit IV.11b).
In contrast to Hutchison, Jardine’s operating leverage is
low (see Exhibit Iu.12). Thus, management’s primary focus
should be to increase net margins on sales to generate

funds for debt service and growth.

Jardine’s bhleak financial outlook originated from
debt incurred to finance the purchase of Hongkong Lard
shares in 13980. The carrying cost of Hongkong Land has
throttled the growth of Jardine’s primary core businesses.
Worse still, it severely restricts the extent that Jardine

can benefit from the upsurge in Hong Kong’'s economy--the

opportunity costs are enormous. Jardine must shed the

Hongkong Land burden to relieve its vulnerability to
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Exhibit IV.11a
ACTUAL Vo SUSTAINABLE GROWTH
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interest rates and to increase the availability of funds
for growth.

Jardine is highly sensitive to the marginal cost of
funds. Exhibit IV.13 shows that, at current debt lavels,
the impact on earnings per share of a 1% change in cost of
debt is much greater on Jardine than on Hongkong Land, even
though the 1latter has a higher absolute level of debt.
That is a result of the second order effects of Hongkong
Land’s profitability on Jardine. The profitability

relationship between the two firms is as follows:

Hongkong lLand & Jardine Matheson Profitability Relatignship
HK Land Jarding

Profits before including
counterpart A B

Percent ownership in

counterpart 25.5% 37 .4%
Final profits

including counterpart R S
Profitability

relationship: R=A+25.5% S

S =B+ 37.4%X R

Thus, Jardine’s profits: S = 1.105 B + 0.413 A
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Assuming that Jardine sells the Hongkong Land
shares in the market, then the possible per share profit or
loss on sale is shown in Exhibit IV.14. The book cost per
share was HK$ 5.92, and Hongkong Land shares have traded
around HK$ 6.50 for the past year. At the latest available
quoted price of HK$ 6.25 (4/28/86), Jardine would make a
HK$ 212 MM profit, or HKS$ 0.50 per share. More
impertantly, revenues of HK$ 4,018 MM would allow Jardine

to retire its debt and channel funds for new investments.

Exhibit IU.1Y4
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4. Market rformance

Hutchison has consistently done better than the
market in terms of share price and Jardine worse during thse
past five years (Exhibit IV.15). An interesting trend in
the data shows that Hutchison’s stock has been highly
correlated with the Hang Seng Index. Hutchison’s 7% share
of the Index’'s combined capitalization largely explains the
phenomenon (Jardine has a 2% share). A caomparison of
sarnings per share and dividends per share of Jardine and
Hutchison shows the expected decreasing trend for the

former and increasing trend for the latter (Exhibit IU.1Ba

and b).

xhibit V.
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The market apparently is looking at other factors
in evaluating Jardine’s and Hutchison’s worth. Exhibit
IV.17 shows the two firm’s price-earnings ratios over time.
Jardine’s has traded at up to 70 times earnings. In 1985,
it was an average 45 times earnings. It seems that the
worse the company performed, the more forgiving the markest
was. Hutchison in comparison has traded eveniy at only 3
times earnings for the past six years. A Ffurther
contradiction is presented by the ratio cf market to book
values of the two firms as seen in Exhibit IV.18. Lack of
profitability has eroded Jardine’'s share price and market
value below book value, causing a 1loss in shareholder
value. Hutchison’s market wvalue has been consistently
greater than book value, though generous dividends have
narrowed the difference recently. Hutchison thus is
seemingly a much more attractive investment for
shareholders. Despite Jardine’s low market to book ratio,
high debt, 1low profits and low dividends, its shares are
priced much higher relative to earnings than Hutchison’s
are.

Perhaps the best explanation for the price-
earnings ratioc phenomenon of the two firms lies in an
egvaluation of each firm’s net asset value (NAU) at market

rates. Jardins’s net asset value, that is, the breakup
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value of all assets, is between HK$ 15 and $20 per
share.(5) At a market price of HK$8 to $14, the stock is
undervalued. Hutchison’s NAU is estimated at batween HK$25
and $28 per share.(B6) At prices ranging from HK$17.50 to
HK$239.50 and currently at HK$ 30, the stock 1is trading at
about asset value.

Stockholders are probably trading on the growth
potential of Jardine, and evaluating it as if it wera a
high growth start-up with 1little current inccme and low
dividerds. Jardine’s potential lies beyond what the market
believes is inevitable-—-the dissolution of the Hongkong
Land cross—-holding. With a healthier financial outlook and
a well-established international presence, Jardine can
pursue apportunities fFor growth far into the future.

Investors may not be as sure of Hutchison’s long-
term potential. The largest source of income in the next
five years will come from the Whampoa Garden development.
Once those units are sold, the firm may not be able to
generate the same high levels of profit. Stockhnlders are
obviously worried about Li Ka-shing’'s use of the firm’s
resources. His decisions are likely to benefit his own
investment portfolio, which could be quite different from

those that would benefit Hutchison in the long run. More

(5) James Capel Hong Kong Research, "Jardine Matheson,”
October 10, 13885, Hong Kong: James Capel & Co.

(6) W.I. Carr, Sons & Co. (Overseas) Ltd., Inv men
Review, "Hutchison Whampoa,” August, 1885, p.14
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importantly, Hutchison's strengths 1lie foremost in Hong

Kong. The Firm has a 1lcng way to go to establish itself

internationally.
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V. Canclusicn

The rapid advancement of communications
technology and transportation channels and the
globalization of world markets have given competitors
access to the once sacred turf of Hong Kong trading
compani=zs. Niche players have transformed the hongs’
former 1lu: cac. . o low risk broker businesses into ones
characterized by narrcw margins and shorter life cycles.
Mcreover, the hongs are steadily losing market share to
ultimate buyers and sellers determined to eliminate the

middle-man.

In response tc this new competitive enviranment,
Jardine Matheson made investments in the 13970's and early
18960°’s which, as has been shown, resulted in serious
financial problems for the 'firm. Realizing this, Jardine
divested its unprofitable investments in areas such as
natural resocurces and shipping. Yet, Jardine continues to
function in the role of a classical trading company. Its
recent investments have been merely a reorganization of the
same basic portfolio--a reshuffling of the deck. Jardine
has allocated resources on the same principles as before:
by leveraging past relationships to expand agency and
franchise businesses. What Jardine has not done is to look
beyond the traditional activities of a trading firm.

Jardine's expansion beyond Hong Kong has also strongly been
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tied tc its existing businesses—-a geographic growth aimed
at providing fuller coverage for its core businesses rather
than at fundamental business diversification.

Jardine cannot afford its current strategy of
half-hearted geographical diversification. It must make
the decision of whether to concentrate on Hong Kong and
China and thus bear the risks of regional focus, or build
its strengths in the international market, giving up the
territery with which it is most fFamiliar. It has neither
the financial resources nor the expertise to accomplish
both. By attempting to do so, it increases its
vulnerability to niche players that are eroding its share
and margins in its various segments.

Jardine has been slow in responding to such

competitive threats. The Engineering division 1s a prime

example. It 1lost a significant part of its market to
competitors who coffered quality work at lower prices. The
Japanese were especially strong, as they could provide
generous financing, often by allowing Ffor payments after
project completion. While others strived to improve their
competitive position, Jardine’'s Engineering division relied
on horizontal integration, particularly con projects from
Hongkong Land developments, to sustain turnover. The slump
in the property market and Hongkong Land’s financial
problems put an end to that. Jardine also enjoyed close

connections to the colonial government, such that it was
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generally favored to carry out public construction
projects. With the completion of perhaps the last major
government project before 1837--Hong Kong’s Mass Transit
Railway—-—-and the waning of colonial supremacy, this avenue
is also closing against the Engineering division.
Management has becaome complacent, risk—-averse and
unprepared to take on the challenge of competitors, a
problem echoed in virtually all of Jardine’s other business
units.

Lick of appropriate management respanse is just
one indication that +trading may not be the way of the
future for Jardina. Loss of scale is anaother. In trading
functions such as distribution and retailing of goods and
services, Jardine derived much competitive advantage fram
scale economies. With loss of market share, such scale
advantages are fast fading away. It is highly doubtful
whether the firm can continue to be the "Jack 0Of All
Trades” in a myriad of low value—-added businesses.

Jardine can no longer rest on its laurels and
rely on contacts to ensure the success of its ventures. It
needs to direct its investments to those with higher asset
turnover, in order to counter a low margin base and
maintain profitability. While the traditional trading
businesses required 1little investment capital and yielded
high returns on sales and assets, asset turnover remained

low. Hongkong Land’s portfolio of rental propertir @ is an
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example. In seeking higher asset turnover businesses,
Jardine must take on greater principal risks and gear the
Firm to becoming an investment vehicle, not unlike what Mr.
Li Ka-shing did with Hutchisaon. The problem is that
Jardine’s current structure cannot support such a change in
direction.

Developing an organization that makes good
investment decisions requires a staff of bottom-line
priented managers rewardeu for their entrepreneurial
instincts. Jardine’s existing culture and personnel are
entrenched in an hierarchical top-down system that
discourages individuals from straying the course. Managers
are not compensated for risk taking, nor for their ability
to manage assets efficiently. The variable part of their
salaries remains small. An event tel’ing of Jardine's
restrictive structure occurred when the oariginator of
Jardine’s highly successful 7-Eleven venture, Mr., Roland
Denning, was forced to resign because the organization
could not Ffind an appropriate promotional opportunituy for
him, However, there are recent signs that Jardine
recognizes the need to improve its investment capabilities.
Instead of strictly bringing managers up from the ranks,
Jardine is headhunting for experts. Earlier this year, it
hired Mr. Brian Powers, a former partner in mergers and
acquisitions at the New York investment bank of James D.

Wolfensohn & Company, to direct Jardine’s investment
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strategy abroad.

Hutchison Whampoa, in contrast to Jardine, has
besn the beneficiary of Hong Kong’'’s weak economy and
political uncertainty. Running the firm as an investment
vehicle, Li Ka-shing built up a sizeable portfolic of cash-
generating investments when weakened firms like Hongkong
Land had to sell their essets below market value. On the
whole, Li’'s investment portfolioc is liquid and relatively
insensitive to economic fluctuation. Container terminal
revenues, for example, depend more on the state of the
world economy than on Hong Kong's economic condition,
Hongkong Electric, a dominant utility, sells to a captive
market where demand is relatively inelastic.

Not only has Hutchison been economically blessed,
but it has gained considerable political pouwer. The
mainland Chiness government locks favorably on Li and has
appointed him a member of a select committee drafting the
Future laws of Hong Kong. With this, Li has pulled a coup
over Jardine. The privilege of being on the British
colonial government's policy making council had always been
reserved for Jardine’s chairman alone, thus giving the firm
more political power than any other hong. Now that Jardine
and other colonial trading firms are seeing their political
influence wane, Hutchison’s clout in Hong Kong has actually

increased.
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Hutchison in effect has found more value from Li
Ka-shing running the company as his own captive finance
vehicle. Its weakness lies in an wuncertain commitment to
the continued growth of its core businesses, which has been
revealed by its recent extracrdinarily generous dividend
policies. Although Hutchison’'s managers may be adept at
identifying good investments, their worth in the management
of operations is unproven. So far, Hutchison’s
profitability has been a result of high windfall-generated
margins, rather than the efficient use of assets, Its

current cash bank resulted from its century-long land

holdings. Even Li’s capabilities in managing an ongoing
concern are qgquestionable. His brilliance was in buying
Hutchison Whampoa, not in turning it around. By the time

Li acquired Hutchison in 1373, the former chief executive,
Mr. William Wyllie, had already reversed the crisis that
began in 1977. Not only did Li buy Hutchiscn for below

market value, but he got in on the ground floor.

The marketplace appears to have discounted
somewhat Hutchison’s uncertain future prospects in the form
of an average price-earnings (F/E) ratioc of 39 times
compared to Jardine’'s 45. However, Jardine’'s P/E is
abnormally high compared to other trading firms. RAs stated
before, this may reflect the market’s faith in its future,

given its international presence and promise cf financial
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recovery. On the other hand, Jardine’'s high P/E ratio may
merely reflect speculative investor holdings. Weak core
business performance and a market value estimated to be
below liquidation value make Jardine a likely candidate for
" a takeover bid that could drive stock prices up.
Furthermore, it is gquestionable whether the Keswicks would
want to continue running Jardine under a red Chinese
‘government post 1987, If not, they may be in the market to
sell their holdings, which again wowld explain the

abnormally high P/E.

e e W

Hong Xong's impending change of government has
put the colony’s investment climate in a uniquely uncertain
context, resulting in an increasingly vrilatile business
environment for the hongs. The transition that colonial
trading firms must face is also a result of the maturation
process of their businesses. Growth in underlying demand
has caused simple, relatively undifferentiated markets to
develop into complex segmented aones. Trading firms must
now deal with more products, in more markets, with more
sophisticated players and more complex transactions.
Trading companies no longer compete merely with each other;
they compete with so many small players that their managers

are aften unable to identify their precise competition.
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Unaer these conditions, the ability of a firm to play the
generalist game and use scale in distribution, marketing
and finance, will erode. In addition, the value of
personal contacts declines as crowded business segments
hzcome more commodity-based.

A trading company that has operated under
generalist principles cannot continue to do so as a long-
term viable strategy. If it is to be successful in the
role of agent, it must choose to pursue a very focused
strategy or build up scale of such dimensicons as to be
capable of overwhelming all competitors. Jardine Matheson
has not done the Fformer and is incapable of the latter.
In order to survive as a broker in the current environment,
Jardine must seek ways to provide more value for the
commissions it charges. One way 1s to assume maore
principal risk. It can 1learn from Japanese trading
companies, which have long pursued that strategy. Part of
Japanese trading companies’ success results from their
assuming principal risks, such as in activities which

entail taking uncover=d long positions on various products.

Hong Kong trading companies can perhaps use
Hutchison Whampoa as the best role model for sustaining a
competitive advantage in the colony. Economic and

political uncertainty require firms to build up a portfolio
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of liquid investments relatively immune to swings in the
local economy--businesses not so much acquired for the
long-term as for fast turnover and cash generation. The
underlying structure of trading firms is well suited for
such an investment task. A trading firm has the advantage
of better information flow through wide contacts. Its
experience in dealing with a broad range of businesses
gives it operational knowledge crucial for evaluating
acguisition candidates. Furthermore, the factors which
ensure success for a pure investment firm should ensure
success in dealing with the new, complex marketplace:
effective resource allocation, efficient management of
assets, maintenance of scale and enrichment of
relationships. Thus, the tirend for the future may well be
a metamorphosis of trading firms into investment firms.

For Jardine Matheson, the time is ripe to break out of its

cocoon and visit greener pastures. For Hutchison, the
challenge is to continue making "good” investment
decisions, while efficiently managing its traditiaonal

trading business.
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JARDINE MATHESON HOLDINES CO. LTD.
Five Year Financial Sumsary 1980-1984

Group Balance Sheets (HKS Millions)

Fixed assets

fccociated companies

Dther investaents

Long ters deposits and receivables

Stock and work in progress
Debtcrs and prepayments
Bank balances and other liquid funds

Current as-ets

Less:

Creditors, accruals and provisions
Barnk and other advances

Taxation

Froposed dividend

Current Liabilities
Net current assets
Exsloyment of Funds

Share capital and contributed surplus
Reserves

Shareholders’ funds
Minority interests
Convertible loan stock
Tere loans

Insurance funds
Deferred liabilities

Funds Employed

Shareholders’ funds per share (HKS)
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Appendix 2

Jardine Matheson Financial Statements

1984 1983 1082 1981 1980
2,290 2,085 2,886 2,202 2,765
5,887 6,171 8,563 9,18¢ 7,861

402 464 624 595 481
210 22 101 g2 245
779 794 1,066 981 994
2,812 3,240 3,95 3,386 2,874
2,441 3,030 2,502 2,709 1,606
6,232 7,064 7,525 7,076 5,476
4,746 8,594 8,921 3,982 7,08t
430 904 900 1,040 999
88 101 156 230 201

- 123 231 237 199
5,284 5,824 6,208 5,489 4,777

948 1,240 1,317 1,587 699
9,737 10,182 13,491 13,585 12,05
2,470 2,457 2,437 2,064 1,834
1,754 2,804 851 ,536 2,401
4,224 5,261 6,288 6,600 5,278

803 811 1,474 1,645 1,227

22 2% 20 A
4,230 3,944 5,088 4,774 1,001
- - 468 422 178

480 144 147 114 148
9,737 10,182 13,491 13,585 11,051
10,25 12.85 15.48 16.68 17,54
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Appendix 2 (Cont’'d)

JARDINE MATHESON HOLDINGS LIMITED
Broup Profit and Loss Accounts (HKS)
Turnover

Profit before taxation
Taxation

Profit after taxation
Kinaority Interests

Profit after taxation and aincrity interests
Net exchange translation differences
Extraordinary iteas

Dividends

Transfer tc reserves

Earnings per share (HK¥! {adjucted for change
in issued share capital)

Dividends per share (HK$) (adjusted for changes

in issued share capital)

1984 1983 1982 1981 1980
8,881 10,644 11,240 9,266 7,467
471 a67 1,267 1,300 9¢8
{276) 328) (286) (320) (290)
1558 23 981 980 676
(75) (100} (273) (257 (153)
e 139 708 723 925
{125 300 173 33 12
{873) (88) (561) 224 348
(918} 35t 320 982 1,197
(41) (164) (324) (216) (238)
{959) 187 4 bbb 929
0.19 0.24 1.77 1,85 t.61
0.10 0.40 0.80 0.80 0,70
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Appendix 2 CCont’'d)

Jaroine Mathecon Funds Flaw 1984
HKE MM Fercent

SCURCZE OF FUNDS

Profit after tan ¥ ain, int g1 °
Extracrdinary Iteas 873 193)

1793) (84)
Add: lItems not reguiring cutlay of funds 0
Depreciation 179 19
Prov against invest & comeite 22 2
Prav against chip owning & oil i 38
Prov against Hawaiin crop 159 7
Loss retained by assoc co. 21 2
Trt itess not reg funds outlay 935 99
Funds generated fros operation 142 13

funds from other sources

Discosal of fined assets 174 19
Increasc in deferred liab 336 3¢
Net increase in tera loans 264 28
Decr in LT depositz & rec 12 {
Net decrease in investments 10 1
Tet funds from other sources 798 85
940 100%
APPLICATION OF FUNDS
Increase in fived assets (1,036) 6
Decrease in minority interects 182) S
Gocdwil! from consolidation (105) 7
Dividends paid {140) 9
Net exchange tranzl, diff (125) ]
Tot application of funds {1,489} 1007
Net funds tlow (549)

Increase/ (Decrease) in working capital

Stock and work in progress £15) 3
Debtors & prepayments {428) 78
Creditors and accruals {206) 18
Taxation 13 {2)
Movegent in net liquid funds 87 (16}

Tot Decrease in working cap (549) 100%
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Appendix 3

Jardine Matheson Financial Ratios

JARDINE MATHESON SHORT-TERM LIGUIDITY RATIOS

1984 1982 1982 1981 108¢
Current Ratis .18 1.2 1.21 1.29 148
Acid Tect Ratio 0.50 0.52 0.40 0.49 0.34
Cach to Current Assets (%) 0.42 0.42 0.32 0.38 0,29
Liquid Pseets to Current Liabilities (%) 1.03 1.08 1,04 1.1 0.94
Working Capital ($MM) 948 1240 1317 1567 69¢
Liguidity Index (assumes conversion of 29 28 3 32 3

receivables to cash takes 40 days)

JARDINE MATHESON CAPITAL STRUCTLRE RATIOS

1984 1982 1982 1981 oo
Total Debt to Equity 2.7 1.89 1.90 1,64 1.7
Long Term Debt to Equity 1.12 0.78 0.91 0.80 0.83
Net Fized Assets to Equity 0.54 0.40 0.48 33 A
Total Debt to Total Capital 0.70 0.65 0.65 0.82 0.6%
Tises Interest Earned 1.16 1.18 2,22 2,02 L

Notes:

(1) Total Debt = Current Liabilities + Long Tera Dekt
{2) Equity = Share capital + Reserves

{3) Total Capital = Equity + Total Debt

JARDINE MATHESON RETURN ON INVESTHENT RATIOS

Return on: 1984 1982 1982 1984 1980
Total Assets (1) 4.18% 4,96% B.31% 9.03% 5.89%
Equity Capital 1.891 2,687 11.26% 10.95% 10,037
Financial Leverage Index (2) 45,32 53.30% 135,54% 12132 176,215
Equity growth rate (3) ~22.70% 1,952 -0.06% 10,092 17.04)

(1) Corporate tax rates: 18.5% (1984}, 16.5% (1981-82)

(2} The financial leverage index coampares the return on capital
against the return on total assets,

{3) The equity growth rate measures growth due to retained earnings
E6R = Transfer to Reserves/Shareho!ders Equity
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Jardine Matheson Financial Ratios (Cont’d)

JARDINE MATHESON ASSET UTILIZATION AND OPERATING PERFORMANCE RATIOS

Turnover to:

Cash and Egquivalents
Norking Capital

Fixed Assets

Total Assets

Short Term Liabilities

Net Profit Tou

Turnover

6ross Interest Expense to Profits after
Taxation and Minority Interests

JARLINE MATHESON COMMON SIZE BALANCE SHEET (% of Total)

fixed assets

Associated coapanies

Other investments

Long ters deposits and receivables

Stock and work in progress
Debtors and prepayments
Bank balances and other liquid funds

Current assets

Total Ascets
Percent

Lisbilities:

Current Liabilities
Long Tera Loans
Deferred Liatilities
Other loans

fotal Liabilities
Percent

1984 1982 1982 1981
3.36 3.9 j.40 3.42
9.37 8.8 8.53 5.84
3.88 .41 .89 4.2
0.59 0.47 0.57 0.49
1.68 1.83 1.81 1.69
0.01 0.0t 0.08 0.08
7.28 4,78 f.11 1.22
1984 1982 1982 1981
15.25% 13.03% 4,857 11.58%
39,194 38,55 43.47% 47.94%
2,481 2.90% 3 ATL 3,14
1.40% 1,392 9% 0.27%
5.19% 4,987 5.41% 14
18,721 20.24% 20, 08% 17.75%
17,581 18.93% 12.71% 14.20%
41,497 44,137 38.20% 37.10%
$15,021 $16,006 $19,699 $19,074
1002 100% 100% 100%
48.941 54.207% 46.29% 44,00
39.18% 36,710 37.94% 38,275
4.457 1,344 1.10% 0.91%
7.44% 1.73 11.168% 13.43%
$10,797 $10,745 $13,411 $12,474
100% 100% 100% 100%

1egy

i l‘\

15,427
46,717
2.85%
1,467

100%

45,107
57,021
1. 40%
12,921

$10,597
100%



Hutchison Whampoa Financial Statements

HUTCHISON WHAMFOA LIMITED
Five Year Financial Sussary 1980-1984

broup 2alance Sheets (HK$ Nillions)

Fixed assets

hssociated companies

Other investsents

Property under development

Propertiec held for sale

Stock and work in progress

Debtors and prepayaents

Bank balanczes and other liquid funds

Current assets

Less:

Creditors, accruals and provisions
Bank and other advances

Taxation

Proposed dividend

Current Liabilities

Net current assets

Eaploysent of Funds

Share capital and contributed surplus
Reserves

Stareholders’ funds
Minority interests
Convertible loan steck
Ters loans

Funds Eeployed

Sharehclders’ funds per share (HKS$)
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fAppendix 4

1984 1983 1982 1981 1989
3,854 3,25 2,799 2,447 2,540
444 442 318 274 M6
17 L 34 5 20
166 384 945 1,116 1,195
0 7 1 0 0
392 3 21 279 289
408 397 413 297 M:
1,657 2,417 1,473 943 82
2,457 3,212 2,158 1,619 1,609
855 664 513 417 175
109 70 60 105 449
82 90 115 13 7
291 1,966 133 120 3
1,337 2,790 821 778 989
1,120 422 1,327 842 £20
5,903 4,537 5,433 4,490 4,591
922 844 844 B44 844
4,156 2,607 3,528 2,827 2,53
5,078 3,453 4,374 3,673 3,17
472 480 450 316 403
167 594 595 59 £00
187 1 13 103 212
5,904 4,538 5,432 4,688 4,591
10,36 7.79 9.87 8.29 7.62
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Hutchison Whampoa Financial Statements (Cont’d)

HUTCHISON WHAMPOA LIMITED
broup Profit and Loss Accounts (HKS)

1984 1982 1982 1981 1984

Turnover 5,213 4,361 3,717 1,444 3,202
Profit before taxation 1,311 1,399 1,191 994 b0k
Taxation {197} (151) (172) {148) (110)
Profit after taxation 1,114 1,248 1,019 B4b 496
Minority Interests (90) (81) (70) (35} (85}
Profit after taxation and minority interests 1,024 1,167 949 790 41!
Extraordinary items 269 123 a2 7 759
1,293 1,290 1,001 947 770

Dividerds {(371) {2,101} (239) (215 {17¢:
Transfer to reserves 122 (811) 762 732 e
Earnings per share (HKS$) (adjusted for change 1.81 2,54 2,05 1.70 0.8

in issued share capital)
Dividends per share (HK$) {adjusted for changes
in issued share capital) 0.84 0.63 0.45 0.40 0.22
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Appendix 4
Hutchison Whampoa Financial Statements (Cont’'d)

Hutchison Whagoca Funds Flow HE$ MR Percent
1984
SCURCE OF FUNDS
Attributables profit 1,292 40
Disposal of fixed assets at BY 87 3
Disp: prop under develos at BY o2 0

1,9¢7 12
Add: Itess not reguiring cutlay of funds
Dep’n and amortisatica 11! 4
Minority interests 86 3
Property revaluation reserve {112) (4)
Others 16 {
Tot item not reg fund outlay 100 4
Funds generated fros operaticn 2,007 76
Funds from cther sources
Subsc shre by warrant hld 45 17
Capital in subsid co. 1 0
Increase irn long terz liab 177 7
Teta! funde froc other sources &28 24
Total funds generated 2,635 100%
Acplication of funds
Dec in deposits on prop 137 4
Additicne to fined assets 870 24
Additions tc prop under dav &7 2
Inc in balance w/ assoz co. 18 1
Dec in lean stock 427 12
Div to shrhclders of Hutchison 1,987 55
Div to shrhld of sub co 79 2
Total application of funds 3,585 100%
Net Source (lse) of Funds 1930}
Increase (decrease) in working capital
Increase in stocks (41) 4
Increase in debtere (1 {
Increase in current liab 184 (20)
Dec in net liquid funds (7°8) 86
Net increase ir work capital {930} 100%
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Appendix S
Hutchison Whampoa Financial Ratios

HUTCHISON WHAMPOA SHORT-TERM LIQUIDITY RATIOS

1984 1982 1982 1981 1980
Current Ratio 1.84 1,15 2,63 2,08 1.63
Acid Test Ratio 1.24 0.87 1.79 1.2 0.99
Cash to Current Assets (%) 0.67 0.73 0.68 0.58 0.6!
Liquid Assets to Current Liabilities (%) 1.54 1.01 2.30 1.72 1.33
Working Capital ($MM) 1120 422 1337 B4z 20
Liquidity Index (assumes conversion of 19 15 17 23 22

receivables to cash takes 40 days, and inventory to receivables
takes 30 days)

HUTCHISON WHAMPOA CAPITAL STRUCTURE RATIOS

1984 1983 1982 1981 1980
Total Debt to Equity 0.33 0.98 0.33 0.40 0,52
Long Tera Debt to Equity 0.04 .00 .00 0,03 0.06
Net Fixed Assets to Equity 0.76 0.94 v. b4 0.67 0.75
Total Debt to Total Capital 0.25 0.50 0,25 0,29 0,33
Times Interest Earned 39.47 18.49 16,06 9.21 5,18

Notes:

(1) Total Debt = Current Liabilities + Long Tera Debt
{2) Equity = Share capital + Reserves

{3) Total Capital = Equity + Total Debt

HUTCHISON WHAMPOA RETURN ON INVESTMENT RATIOS

Return on: 1984 1983 1982 198! 1980
Total Assets (1) 15.74% 17.75% 17.27% 17.16% 10.79%
Equity Capital 20.17% 33.80% 21.70% 2151 12,171
Financial Leverage Index (2) 128.11% 190,374 125, 63% 125.34% 112,755
Equity growth rate (3) 14,22 -23.49% 17,422 19.53% 17,531

(1) Corporate tax rates: 18.5% (1984), 16.5% (1980-83)

{2) The financial leverage inde: compares the return on capital
against the return on total assets.

(3) The equity growth rate measures the growth rate due to retained
earnings. EGR = Transfer to reserves/Shareholders Equity
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Appendix S

Hutchison Whampoa Financial Ratios (Cont’d)

HUTCHISON WHAMPOA ASSET UTILIZATION AND OPERATING PERFORMANCE RATIOS

1984 1983 1982 1981 1987
Turnover tez:  momsseos mmomooms mEmmeeeS "" B
Cash and Equivalents 3.5 1.80 2.52 A 3.2
Working Capital 4,65 10.34 2.78 4,09 .17
Fixed Assets 1.35 1.34 1.33 1.41 1.26
Total Assets 0.72 0.60 0.39 0.63 0.57
Short Tera Liabilities 3.90 1.56 §.53 4.43 3.4
Net Profit To:
Turnover 0.20 0.27 .26 0.23 0.13
Gross Interest Expense tc Profits after
Taxation and Kinority Interests 0.03 0.05 0.08 0.14 0.31
HUTCHISON WHAMPOR COMMON SIZE BALANCE SHEET (¥ cf Totall
1980 1981 1982 fe8z 1oc4
Fixed assets 45.52% 44,59% 44,78% 44, 44% 82.2%
Associated cospanies 3.871 S.011 5. 08% 6.03% 6. 161
Other investaents 0.36% 270 0.54% 0.45% 23n
Property under developaent 21,421 20.41% 15,114 S.24% 6., 44%
Stock and work in progress 3.18% 3.10% 4,171 4,79% 9. 41%
Debtore and prepayments 6.04% 7.26% 6.60% 2427 5,641
Bank balances and other liquid funds 17.60% 17,257 23,551 32.99% 22.89%
Current assets 28.84% 29.561% 34,324 43.20% 12,94
Total Assets 5,580 $35,467 $6,254 $7,327 $7,240
Percent 100% 100% 100% 1003 100
Liabilities:
Current Liabilities 44,887 43.38% §3.69% 72.00% 61.01%
Lorg Ters Loans 9.621 S.75% 0.£91 0.28% 8,65)
Other lpans 45.50% 50.88% S89.61% 27.72% 29,545
Total Liabilities $2,204 $1,793 $1,879 $3,875 $2,163

Percent 100% 100% 100% 100% 100%

=== s=======cZ
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