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Abstract

In this exploratory study, we investigate the influence and effects of foreign govern-
ment corruption on the market value and accounting outcomes of US multinational
corporations. We use hierarchical cluster analysis on Transparency International
Corruption scores to identify high and low corruption in both developed and develop-
ing countries. We argue that corruption obscures the true value of assets, makes
valuation difficult, and reduces the potential gains of an acquisition. We find that
firms acquiring assets from governments in high corruption environments tend to be
larger in size and more intangible asset-oriented than those expanding into low cor-
ruption environments. We find that the market responds much more favorably to ex-
pansions into low corruption environments than high corruption environments for
both acquisitions and joint ventures. We find little evidence that long run accounting
performance is adversely affected by government-multinational relationships in high
corruption environments. However, long run market value outcomes are negative
for all firms entering into relationships with foreign governments, and are especially
negative for joint venture relationships in developing high corruption environments.
Finally, we find that systematic risk increases substantially for firms entering high
corruption environments through trust-based modes of expansions.

1. Introduction

Managers of multinational firms face a bevy of potential internal and external com-
plexities with the potential to create considerable costs, such as cultural differences,
unfamiliar regulations, insufficient physical infrastructure, underdeveloped legal
systems, poor telecommunications systems, and the overextension of intangible re-
sources (Caves, 1996; Odenthal, 2001). In addition to these complexities, there is
the cost of corruption, which has the potential of distorting the levei-playing field for
US multinational corporations (MNCs) in foreign markets. The perpetration of cor-
rupt business practices has been a major concern to most US multinational manag-
ers (Buckley, 1996). Corruption cripples economic development and undermines
rule of law, which in turn weakens the institutional foundation upon which economic
growth depends (Wolfensohn, 1997). Corruption also obliterates transparency, par-
ticularly in an unfamiliar environment; it has the potential to lead managers into a
quagmire of asymmetric information where the true value of assets becomes difficult
to ascertain and contracts are difficult to enforce. The consequences of failing to un-
derstand the business environment could be dire. In fact, according to Merchant In-
ternational Group, multinationals lose on average 10% of their direct investment in
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the emerging markets, because they ignore or underestimate business risks, includ-
ing corruption and cronyism (Industry Week, 1998).

If US managers found corruption to be a disruptive force, they appear to find
anti-corruption measures aggravating as well. The Foreign Corrupt Practices Act
(FCPA) of 1977 forbids managers of US multinationals from taking any practice
deemed unethical, including bribery, but not prohibiting “tipping.” The FCPA marked
a large departure from the global legal attitude towards corruption at the time, where
several European countries allowed bribery expenses to be deducted from corpo-
rate taxes (Windsor and Getz, 1999; Cooper, 1996). Although discussions have
been held among members of the OECD nations regarding the appropriate behavior
of multinational managers abroad, the European Union has made little progress in
terms of actually adopting any regional convention in addressing corruption. Manag-
ers of US firms often claim that the FCPA puts them at a competitive disadvantage in
that their rivals can engage in unethical behavior in foreign markets that they cannot.

Survey evidence suggests that managers’ perceptions of corruption in a given
country affects their willingness to engage in foreign direct investment (FDI) and
may be one reason why FDI in countries with high corruption may be limited relative
to previously anticipated levels (Transparency International, 1997). This exploratory
study examines five related issues. First, to examine the characteristics of firms op-
erating in high corruption environments. Second, to identify accounting profitability
changes following expansions into high corruption areas to see if the burdens of in-
ternalizing corruption leads to performance declines for US firms, which are prohib-
ited by the FCPA from engaging in corrupt practices. Third, to examine the market’s
perception of the wealth gains or losses of expansions into high corruption areas,
both in the short and long run. Fourth, to assess any changes in systematic risk aris-
ing from entry into these markets. Fifth, to examine whether cooperative agree-
ments or acquisitions are more conducive to profitability enhancement in high
corruption environments.

The remainder of the study is organized by a review of relevant literature on
multinationality and mode decisions in high corruption environments. This is then
followed by a development of the hypotheses, methodology employed, the corre-
sponding outcomes, and the analysis of the results.

2, Literature Review and Hypothesis Development
2.1 Multinationality

The transactions cost theory of the multinational enterprise argues that market im-
perfections may exist that allow the MNC to take advantage of superior knowledge
and expertise (Dunning, 1992). These market imperfections are overcome through
investment in intangible assets, which enables managers to internalize markets
across national borders. As a result of these imperfections, it is possible to experi-
ence differential access to technology across firms and countries, product differen-
tiation, or oligopolistic markets. Oligopolistic markets are characterized by barriers
to entry that are overcome by MNCs through exploitation of several avenues of pro-
prietary knowledge. Advertising expenditures, research and development (R&D)
outlays, organizational complexity, capital cost barriers, and scale economies in
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production are all intangibles useful in overcoming barriers to entry that have been
identified in the literature (Caves, 1996). Empirical evidence suggests that MNCs
are effective in overcoming such barriers to entry, particularly through the use of ad-
vertising and R&D outlays, much better than domestic firms (Geroski, 1991). How-
ever, scale economies in production and capital cost barriers may act as deterrents
to MNCs in some markets (Shapiro, 1983).

The issue of whether multinational expansion is beneficial in terms of firm per-
formance, and hence, shareholders response to announcements of FDI is mixed
and at times contradictory. Although several decades of research have uncovered
what managers have known for a long time - that some level of global diversification
is value enhancing - the nature of the relationship between diversification and per-
formance is neither clear nor robust across time periods and performance proxies.

Early literature suggested that spatial diversification led to higher risk ad-
justed performance than strictly domestic strategies (Hughes, Logue, and Sweeny,
1975; Mikhail and Shawky, 1979). Agmon and Lessard (1977) argue that MNCs are
rewarded by investors for their unique abilities to overcome barriers to global diversi-
fication. Examples of such abilities could include knowledge and experience of the
competitive nature of the industry, firm specific factors, economic development, po-
litical uncertainty, and other strategic issues. Tallman and Li (1996) find weak or in-
significant accounting performance differentials across levels of diversification.
Evidence of market value gains resulting from diversification are mixed in research
where performance is measured by market value. Fatemi (1984) finds that excess
returns to diversified firms are negative, while Doukas and Travlos (1988) and Er-
runza and Senbet (1981) find evidence that diversification is market value enhanc-
ing. Similarly, Morck and Yeung (1991) find positive wealth effects associated with
internationalization. Mitchell, Shaver, and Yeung (1992), in their investigation of the
medical diagnostics imaging equipment, observe that changes in the level of inter-
national diversification negatively affect firm performance, as measured by market
value and firm survival. Since information asymmetry leads to hierarchy failure when
the valuation of assets is difficult, therefore, in environments where value is difficult
to assess, it may be value-destructive to utilize acquisition strategies.

Aside from the FDI modes, firms are increasingly utilizing alternative expan-
sion strategies (Dunning, 1997). FDIl involves an investment overseas where the in-
vestor maintains control over the resources transferred. Foreign indirect
investment, in contrast, involves the transfer of specific assets and intermediate
products, such as capital, debt, equity, skills, or technology, between two independ-
ent economic agents. Control similarly is transferred by the seller to the buyer. In
other words, foreign indirect investment transfer is organized by the market, while
FDI transfers are “administered by, and within, investing hierarchies” (Dunning,
1992). Firms have numerous options in terms of engaging in non-FDI modes of be-
havior: licensing agreements, franchising, exporting, management contracts, alli-
ances and consortia, and non-equity joint ventures. The strategic decision to
engage in a particular non-FDI mode may depend on the type of asset being trans-
ferred, the time horizon of the transferor, the competitive nature of the industry, firm
specific factors, economic development, and political uncertainty. Internalization
theory suggests that the decision to use FDI depends on whether market failures
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compel itto protectits competitive advantage over host country firms by internalizing
its foreign market.

Joint ventures (JVs) represent a sharing of resources, ownership, and control
by two or more firms of a common organization. The motives for forming joint ven-
tures involve sharing complementary, but distinct, knowledge or to “coordinate a lim-
ited set of activities to influence the competitive positioning of the firm” (Kogut,
1988). An extensive body of literature exists describing the factors that contribute to
the use of joint venture strategies. Strategy literature further indicates that interna-
tional JVs are used as substitutes for traditional FDI modes. Benefits of the JV mode
include a lower level of risk relative to FDI modes, production rationalization, and lo-
cal acceptance (Harrigan, 1988). While acquisitions may, in some circumstances,
enable the firm to overcome location specific disadvantages as well, the cost of an
acquisition mode may be high due to asymmetric information in valuing the target
asset (Barney,1991). Therefore, unless the expansion is taking place in a geo-
graphic market with few viable partners, JVs may be preferred to acquisitions. Firms
prefer to engage in such expansions to reduce their resource commitment when ob-
taining complementary assets. However, if they must share proprietary information
about their “critical competencies” they hesitate to engage in cooperative arrange-
ments.

Strategic alliances, as previously discussed, have become an increasingly im-
portant part of the internationalization process of firms. Motivations for strategic alli-
ances are similar to those of strategic asset acquiring FDI: to acquire new produce or
process technologies in the area of the core competency; to realize economies of
synergy and scale; to spread the cost of new product development and R&D; to re-
duce the time involved in the innovation process; and to enter new markets or distri-
bution channels. Strategic alliances are also useful as an entry mode in reducing
political risks, “getting in good” with local firms who are favored by the government,
orto cope with unfamiliar markets (Dunning, 1997). In a case study of Upjohn Corpo-
ration, Fina and Fugman (1996), found that strategic alliances were frequently used
to enter markets and diffuse products. Strategic alliances were especially effective in
countries with relatively high degrees of internationalization. Alliances and other co-
operative arrangements, unlike mergers and acquisitions, typically involve only one
part of the participating firms’ activities.

While an independent approach can be good because dependence on others
can lead to quality and cost problems (Teece, 1992), the problem arises because the
commercialization with complex goods is due to many different knowledge bases
(Badaracco, 1991 and Rosenberg, 1982). For this reason, it could be difficult for a
firm to get a leading edge position in all relevant areas of knowledge. Trying to do all
things, or become a “jack of all trades” required things internally as well, and can
lead to lower equality and higher cost. To avoid this problem, firms can enter a col-
laborative relationship, which works well when key development and marketing
knowhow is spread across different organizations (Teece, 1992). An advantage of
these relationships allows firms to identify and coordinate each other’s capabilities
(Hamel, 1991) and exchange technical information (Mitchell and Singh,1992).
These arrangements could generate more trust and less opportunism in general
than other types of relationships. Collaborations can help firms “develop interorgani-
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zational routines suited to their skills and the conditions that occur in practice” (Lev-
inthal and Fichman, 1988) so firms that participate in these alliances may be better
suited to a changing environment.

Atthe same time, alliances can be difficult to exit. If market conditions or indus-
try standards change, participants and/or their partners’ skills may become obso-
lete. It might be difficult for the group as a whole to respond appropriately to
competitive or demand uncertainty. Thus, Mitchell and Singh (1992) note “once es-
tablished, a collaborative relationship is a sticky asset that commits a firm to a rela-
tively immobile strategy.” However, the degree of stickiness depends on the nature
of the partners’ commitment and the degree of the shock to the industry.

Other problems frequently arise within collaborative relationships. Such rela-
tionships can expose a firms’ proprietary information to competitors (Hamel, 1991).
Organizational disruption and adaptation difficulties have also been noted in such
relationships (Lorange and Roos, 1992). Cooperative modes also involve trust is-
sues. If the enforceability of contracts is low, and/or the partner is not reliable, then
proprietary information is likely to be lost. In regimes where the trustworthiness of
the partner is difficult to assess, collaborative modes of expansion can be dangerous
to profitability.

2.2. Corruption

Due to the nebulous nature of corruption, it is better understood when described
than defined. However, a commonly adopted definition of corruption is “any misuse
of public or quasi-public office or any other position of trust” (Banfield, 1975; Bard-
han, 1997; Goudie and Stasavage, 1997; Shleifer and Vishny, 1993, Windsor and
Getz, 1999). In general, corruption refers to bribery or unfair assertion of power,
such as extortion, with the caveat that what might be seen by one culture as a frame-
work of corrupt activity may be seen by another as a normal business practice. One
well-known source of reference is Transparency International. Transparency Inter-
national defines corruption in terms of managers' perceptions of how much of an im-
pact it has on operations. We utilize Transparency International's index of
management surveys related to corruption for a given country to proxy for national
corruption and this is presented in Appendix A.

Little research has been done to provide evidence on how US multinationals
fare in high vs. low corruption environments. However, a substantial body of litera-
ture has emerged highlighting the difficulties of operating in a culturally distant mar-
ket. The challenges faced by MNCs in terms of trust and asymmetric information
when forming a joint venture with a partner from a dissimilar trust context, or of at-
tempting to value an acquisition target in an environment where cultural barriers pre-
vent effective communication and negotiation are many. The same elements of trust
and communication in situations that are not fair games — where a European or
Asian rival may have information advantages due to bribery or engage inillegal com-
petitive activities forbidden to US managers — exist when American managers at-
tempt to operate in high-corruption environments. However, if the business
environment is transparent, managers can assess in advance the costs they will
have to expend in order to evaluate whether the project adds value or not. Corrup-
tion, however, obscures the costs associated with the expansion, and misrepre-
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sents the value of revenues that the firm can anticipate, and the firm may realize only
too late that the project was value destructive. This scenario is illustrated from the
following quote from the representative of Bata Corporation, which withdrew from
Nigeria due to high perceived environmentat uncertainty associated with corruption:
“The corruption killed us. Telephone lines were cut, power was cut, products couldn'’t
get through customs. We decided not to play along and finally moved out. It's heart-
breaking.” (Goldman, 1997 and Oyo, 1997). Understanding a foreign business envi-
ronment, particularly complex situations, requires a substantial amount of human
capital, time, and monetary resources.

International business paradigms also assert that foreign market entry re-
quires a high level of intangibility in order to internalize barriers to entry such as cor-
ruption (Dunning, 1996). Therefore, itis likely to be the case that a large asset base,
high level of intangible assets, and organizational learning are relevant to the suc-
cess of business endeavors in high-context and corrupt operating environments.
Firms that are larger may have the level of organization to compensate for a scarcity
of reliable external institutions in the corrupt environment. Furthermore, MNCs that
are more profitable prior to expansion may be in a position to cross-subsidize a
poorly performing unit in any situation. From the preceding review of the literature,
the following hypotheses are formuiated:

Hypothesis 1: US multinationals announcing new expansions into high corruption
state of affairs are larger, more diversified, and more profitable prior to the expansion
than firms that do not expand into high corruption environments.

Hypothesis 2: The market value and accounting profitability implications of expan-
sions into high-corruption environments will be negative.

2.3 Mode Decisions in High Corruption Environments

There are many problems involved with the management of international joint ven-
ture partners. Differences in management practices may be magnified as a result of
communication breakdowns (Clegg, 1990; Lane and Beamish, 1990). Additional
aggravation may result from incompatibility between the foreign management and
the domestic labor force. Distrust of the partner may emerge due to cultural factors,
especially in the presence of incomplete information (Williamson, 1985). Trust may
deteriorate particularly if the partners anticipate competition. These problems may
lead to a distaste for joint ventures with international partners.

Strategic alliances are in some cases replacing simple market based transac-
tions (Lorange and Roos, 1992). Cooperative ventures are being used to create
global and organizational relationships. A firm may not have “full range of expertise
needed to offer timely and cost effective new product innovations” (Teece, 1987).
This is especially true mainly because of today’s technologically sophisticated com-
petitive environment, which involves “new product innovation requiring the integra-
tion of R&D, marketing, engineering, and design” (Kotabe, 1992). To deal with the
increased complexities, firms use alliances to obtain knowledge and technology ex-
ternally so they can focus on their relative competitive advantage. They can “lever-
age the skills and knowledge outside the firm to maximize competitive advantage”
(Dickson, 1992). Furthermore, firms get into alliances to reduce development costs,

31

Reproduced with permission of the'copyright owner. Further reproduction prohibited without permission.



Review of Accounting and Finance

reduce risk of new product introduction, and access technology and know-how that
is hard to obtain internally (Kogut, 1988; Ohmae, 1989).

Many cross-national alliances are horizontal in nature, involving cooperation
across the same level of the value added chain - R&D consortia, patent swaps, and
technology transfers. Such relationships add to the partners’ internal technology
base and are motivated by a desire to enhance the long term marketability of the
product market combinations of the company. They may help to reduce cultural and
technical barriers to innovation within a firm.

Similar arguments as those presented for joint ventures regarding the effects
of culture on strategic relationships apply to global alliances. Alliances with co-
nationals are usually preferred to those with foreigners (Montgomery, 1993). Com-
patibility between partners with a common set of values, styles, and culture may de-
termine the success of alliances (Perlimutter and Heenan, 1986). As a result, Kotabe
and Swan (1995) note that cooperation between firms from the same country may
result in more innovative products than cross-national alliances.

Dollinger, Golden, and Saxton (1997) find that firms with a high tolerance of
ambiguity may ignore negative information about a potential partner and will be
more willing to enter into an alliance. At the same time, managers with high locuses
of control will be more inclined to make decisions to get into alliances and not feel
limited by negative factors or other individuals. This may provide some evidence as
to the factors considered by managers from countries with low uncertainty avoid-
ance, and high power distance scores might make decisions about whether to cre-
ate an alliance or joint venture.

Mergers and acquisitions are also important modes of internationalization that
are extensively utilized by firms. They may be plagued by some of the same issues
as joint ventures. They face the additional disturbing problem of the integration of the
acquired unit (Cartwright and Cooper, 1993). However, due to the nature of the in-
dustry and the level of risk involved in the project, acquisitions may be preferred to
joint ventures when the investor has previous experience in the domestic market
(Hennart and Reddy, 1997). Furthermore, mergers and acquisitions are useful in
situations where managers need to control a substantial amount of the activities of
the venture. We, therefore, hypothesize as follows:

Hypothesis 3: High control modes such as acquisitions will result in better market
value and accounting performance in high corruption environments than trust-
based modes such as joint ventures.

Our final hypothesis relates to the risk side of the return-risk paradigm. We
know from anecdotal evidence that managers routinely use higher discount rates to
assess foreign investments, commensurate with their view that foreign direct invest-
ment increases systematic risk overseas. Specifically, systematic risk is a measure
of the covariance of returns between an asset and the market, standardized by the
market's own variance. Beta can be rewritten as follows:

B, =pimo, 10, (1)
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Where pi is the correlation coefficient between the return on asset | and the
market,o ;s the standard deviation of firm i’s returns, and o, is the standard deviation
of the market returns.

The international diversification literature suggests that cash flow diversifica-
tion should lead to a decline in systematic risk, because the correlation of returns to
the domestic market would decline. On the other hand, other research has sug-
gested that in certain circumstances, systematic risk may actually rise as a result of
multinationality, because the volatility of the firm’s cash flows go up to the point that
the effect cancels out the impact of lower correlation of cash flows. Reeb, Kwok and
Baek (1998), point out that some factors that increase the volatility of cash flows are
various agency problems arising from a lower ability to monitor, from political risk,
and from management’s perceived risk, which becomes a self-fulfilling prophecy.
Our conjecture is that in cases of high corruption, the correlation of cash flows may
not go up, but the volatility of the firm’s cash flows would, leading to an increase in
systematic risk.

Firms forming agreements in high corruption environments may find that the
complexity of the situation causes an increase in the volatility of cash flows, particu-
larly, as Reeb, Kwok and Baek (1998) point out, when the arrangement is more diffi-
cult to monitor and agency conflict begins to do damage. In other words, corruption
canresultin the systematic risk, as measured by the beta of the firm, to increase.

Hypothesis 4: US MNCs realize increases in systematic risk when they expand into
highly corrupt markets, particularly through trust-based modes.

3. Data
3.1 Sample

Our sample consists of announcements of transactions with foreign governments of
US firms through joint ventures, strategic alliances, and mergers and acquisitions.
The data were obtained from Securities Data Corporation’s International Mergers
and Acquisitions and International Joint Ventures databases. The sample period
ranges from 1985 to 1999. To be included in the sample, firms had to meet two
screening criteria: First, their stocks had to trade on the New York Stock Exchange
(NYSE), the American Stock Exchange (AMEX), or the National Association of Se-
curity Dealers Automated Quotation (Nasdaq) system. Second, their daily stock
market returns had to be available from the NYSE/AMEX/Nasdaq Daily Returns da-
tabase from the Center for Research on Security Prices (CRSP) at the University of
Chicago. Data on the CRSP equally weighted (EW) stock market index were ob-
tained from the CRSP indices database.

Financial data for the sample firms were obtained from the 1999 edition of the
COMPUSTAT Research Insights database. The final sample included 1,492 deals
with governments by US firms.

Of the total, 868 (58%) were joint ventures and 624 (42%) were acquisitions.
Table 1 shows the distribution of the firms by mode of FDI expansion in each level of
country development, and by level of corruption. Of the 868 joint ventures, 139
(16%) were in the developing high-corruption category, 217 (25%) were in the devel-
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oping low-corruption category, 259 (30%) were in the developed high-corruption
group, and the remaining 253 (29%) were from the developed low-corruption cate-
gory. Of the 624 acquisitions, 101 (16%) were in the developed high-corruption
group, 80 (13%) were in the developed low-corruption group, 239 (38%) were in the
developing high-corruption group, and 204 (33%) were in the developing low-
corruption group. Our data set is unique in that it is the first to empirically investigate
MNC-government relationships using actual expansion announcements. Thus, we
are able to look directly at the units involved in managers’ perceptions of corruption,
as noted by Transparency International.

Table 1
Deals with Governments by US Firms
ACQUISITIONS JOINT VENTURES

Developed Developing Developed Developing
High Corruption 101 (16%) 239 (38%) 259 (30%) 139 (16%)
Low Corruption 80 (13%) 204 (33%) 253 (29%) 217 (25%)
Total Sample Size 624 (42%) 868 (58%)
Total Deals 1,492
This Table presents the distribution of the firms by mode of FDI expansion in each level of country
development, and by level of corruption.

3.2 Research Variables
3.2.1 Firm Operating Characteristics

In our effort to assess the characteristics of multinational firms engaging in MNC-
government relationships as well as the performance implications of these expan-
sions, we use two broad categories of performance metrics, Accounting Measure-
ments of Performance and Market Value.

(i) Measurements of Performance

This category of accounting performance metrics utilizes some selected accounting
variables that have been used and supported in banking and similar studies (see
Deephouse, 1999; Woodward, 1991; Le Saint, 1991; Kaplan, 1984; and Chakra-
varthy, 1985). We utilize measures of size and diversification, both business and
spatial, as control variables. Similarly, we examine the changes in performance vari-
ables two years following the announcement to identify firms with the biggest in-
creases in profitability. For both acquisitions and joint ventures, we categorize the
variables by consolidating them into five strands for purposes of these analyses.
These include: Size (in terms of Total Assets, Market Value, and Sales); Profitability
((Return on Asset (ROA), Return on Equity (ROE), Net Profit Margin (NPM)); Intan-
gibility ((Research and Development to Asset Turnover (RD/AT), XAD/AT, Intangible
Assets to Asset Turnover (INT/AT)); Efficiency ((Asset Turnover (AT), Inventory
Turnover (INV), Current Ratio)); and Diversification (in terms of Business Segments,
Geographic Segments, and percentage of Foreign Sales to Total Sales). Profitability
measures such as ROA, ROE and NPM are particularly and often regarded as the
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traditional measures of performance. These are the fundamental index of profitabil-
ity that demonstrates the highest factor magnitude of performance measure of the
firm as a whole. Detailed descriptions of these variables are presented below.

Return on Equity: The return on equity (ROE) indicates the profitability of equity
funds. ROE is calculated by dividing after tax earnings by average stockholder’s eg-
uity. A higher ROE than industry indicates that firms are efficient in product pricing
and/or low operating costs than most firms. MNC’s could take advantage of the
product pricing efficiencies and low operating costs by expanding overseas.

Return on Assets: Return on Assets (ROA, also known as ROI) - This provides in-
formation on profits relative to investment in assets. ROA is calculated by dividing
after tax earnings by average assets. If a firm's ROA is higher than industry aver-
age, it shows that the firm’s receivables, inventory and/or fixed assets are adequate
to generate a higher level of sales while maintaining the same level of net profit mar-
gin. A company that is able to use smaller investment in fixed assets to generate
profits better than other firms in the industry is likely to benefit by expanding over-
seas.

Net Profit Margin PM: Net profit margin (NPM) is a measure of the firm’s efficiency
after operating expenses and taxes are deducted from gross profit. It indicates the
overall effectiveness of managerial decisions by providing insights into the opera-
tions of the firm. A higher net profit margin than the industry may indicate that selling
costs, administrative expenses or taxes are at a manageable level or decreasing.
MNC's are probably more able to manage these costs by expending overseas
where certain operating costs are reduced.

Inventory turnover ratio: This ratio indicates how often inventory is turned into cash
or accounts receivable. It address the issue of whether the company is building up
excessive inventory and not converting them into cash on a timely basis. Inventory
turnover ratio is calculated by dividing the cost of goods sold by average inventory.

Asset turnover ratio: This ratio measures the overall indicator of firm efficiency in util-
izing its assets, that is, it profiles how efficient a firm is in using its assets to generate
sales. Asset turnover ratio is measured by dividing net sales by average total assets.
Companies that are efficient in generating higher sales are likely to expand over-
seas.

Leverage ratio: Leverage refers to a company’s use of borrowed capital (debt) as
compared to owner invested capital (equity) to finance the company’s operations. A
company’s leverage will also provide information about its current financing flexibil-
ity. Acompany’s financing flexibility refers to the company’s ease in obtaining addi-
tional financing, if needed. For example, a company might need to obtain financing
to open a new manufacturing plant.

Debt to equity ratio: The debt to equity ratio measures the proportion of capital pro-
vided by creditors rather than common stockholders. This is measured by dividing
total liabilities by total equity and it indicates whether companies are using debt ex-
cessively.
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(i) Market Value

The use of “window dressing,” or artificially modifying assets prior to reporting finan-
cial statements may be a common practice of publicly held firms for a variety of rea-
sons (Allen and Saunders, 1992), potentially making profitability measures
unreliable. In fact, Allen and Saunders report that over 75 percent of banks practice
upward window dressing of assets on the last day of each quarter over the 1978 to
1986 time period. For this reason, and because they provide unique insights into the
perceived gains and losses on behalf of shareholders, we also examine
announcement-date and long horizon market value impacts of mergers and joint
ventures in high corruption environments. The precedence has been set for using
event-study oriented performance metrics (Morck and Yeung, 1991; Lubatkin, 1986,
Chaterjee, 1991). In this study, we use both an announcement date event study to
examine the market's perceptions of the value added to shareholders by the trans-
action as well as a long-horizon event study technique to examine the improvement
or decline in market value over a one year period following the announcement of the
expansion.

(iii) Systematic Risk

Our final analysis involves looking at the systematic risk changes (defined previ-
ously) of US firms forming cooperative relationships with and acquiring units of for-
eign governments in high and low corruption environments.

3.2.2 Nation-Specific Variables
(i) National Corruption

We utilize a measure of corruption developed by Transparency International, a non-
profit organization engaged in research on national corruption. Transparency Inter-
national’s Corruption Perceptions Index scores countries on the basis of surveys of
managers who work in the country. As stated by Dr. Joan Graf Lambsdorff, research
associate for Transparency International, “...unbiased, hard data continue to be dif-
ficult to obtain and usually raise problematic questions with respect to validity. Inter-
national surveys on perceptions therefore serve as the most credible means of
compiling a ranking of nations.” Furthermore, she states that while alternative
sources of information, such as Political Risk Services, measures not corruption, but
political risk caused by corruption. Transparency International, on the other hand,
uses survey techniques that address aspects of corruption directly. The reliability of
the corruptions perceptions index is very high, as indicated by several nonparamet-
ric tests, such as the bias corrected accelerated method. In short, we believe that the
Transparency International Corruption Perceptions Index meets scholarly criteria
for reliability and validity, and is the best measure available for capturing perceptions
of corruption’.

(i) Economic Development

To control for the effects of economic development, we also utilize the following
country classification: Advanced Industrialized, Newly Industrialized, and Develop-
ing. These classifications are also used by The Economist, among others?.
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4. Methods
4.1 Event Study

To test the markets’ reaction to the announcement of these mergers, joint ventures
and strategic alliances, we follow a standard event study methodology. Returns for
each firm (R;;) are modeled using ordinary least squares. A 150-day estimation pe-
riod was chosen immediately preceding the 21-day (+10 to -10) event window. To
calculate a beta value and intercept for the market model, the holding period return
for each firm (Ry) is regressed on the CRSP equally weighted returns index (Rew),
which includes all dividends and distributions. The OLS takes the form:

Rit = a; + bi Rewt + et (2)

The expected return for the announcement window is then computed from the capi-
tal asset pricing model.

E(Rit) = Rf + bi (Rmt-Rft) )

The abnormal return (AR) is then computed as the difference between the observed
return (OR) to stock i and the expected return (ER) on aday tin the event window:

ARit = ORjt- ERyt (4)

An average abnormal return (AAR)) is calculated across the sample for each day (t)
in the event window. Finally, the cumulative abnormal return (CAR) is computed by
summing the AAR over the appropriate intervals. The results from several event
windows are presented.

Long Horizon Holding Period Returns

We further examine wealth effect issues related to these cooperative transactions
using long-horizon holding period returns. Previous studies have shown that esti-
mating long-horizon returns by accumulating short-term abnormal returns leads to
biased test statistics (see, e.g., Conrad and Kaul, 1993; Barber and Lyons, 1997).
Barber and Lyons provide evidence that using benchmarks comprised of control
firms yield well-specified test statistics because this benchmarking approach miti-
gates the biases discussed (new listing, rebalancing, and skewness biases).

We use a matching firm sample procedure for estimating the long-horizon av-
erage holding period abnormal returns (AHAR) for our sample firms. We first identify
matching firms for our sample of firms on the basis of four digit SIC codes. From this
set we then match firms on the basis of size as measured by total assets. We then
calculate raw returns for both sample and matching firms from the month subse-
quent to the announcement date for six, tweive, and eighteen month holding peri-
ods. The reported AHARSs are the average difference between the holding period
returns for the sample and matching firms.

4.3 Changes in Systematic Risk

For each firm, we estimate the pre-announcement beta, Beta, [post-
announcement beta, Betay.s], over the period from t-110 to t-11 [t+11 to t+110],
where t=0 is the announcement date. We look at the sample firms participating in
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these cooperative activities, where the change in beta is calculated as Beta postr mi-
nus Beta pre.

5. Results

Descriptive Statistics

Table 2
Sample Descriptive Statistics
Panel A. Firms Acquiring Government Units
Firms Expanding | Firms Expanding Difference in

Variable into High Corrupt | into Low Corrupt Mean

Environments Environments (t-statistic)
Size
Assets, $ Mil 35,488 30,656 (‘3'323)
Market Value, $ Mil 20,052 12,087 (373??)7*”
Sales, $ Mil 21,104 15,486 (255?)1()7)**
Profitability
ROA 4.483 2.945 (21 fﬁ)’"
ROE 15.976 9.278 (2%'22?,"
NPM 5.423 -1.805 (g'ggg)
Intangibility
RD/AT 3.200% 3.000% (g'ggg)

0,
AD/AT 3.500% 1.700% (316277)/2**
INT/AT 8.500% 5.600% (32i95%;é**
Efficiency
AT 0.915 0.806 (20612(;?**
INV 12.798 18.105 (2'53;8251*
Current Ratio 1.532 1.509 (8'(1’5%
Diversification
Bus Segments 2.987 2.869 (g'ggg)
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Geo Segments 3.981 3.745 (20:'3%35?**
‘ 9.577
Foreign Sales/Total Sales (%) 32.882 23.305 (3.181)*
Panel B. Firms Forming Joint Ventures with Governments
Size
Assets, $ Mi 30,491 30,015 (041736)
Sales, $ Mil 29,643 33,939 (3(25?8)
Market Value, $ Mil 25,419 21,974 (g’ggi)
Profitability
ROA 3217 0.154 : 139%‘2?**
ROE 12.535 9.870 (gsg?)
NPM 5.300 1.400 (f'ggg)
Intangibility
RD/AT 4.300% 7.800% (_fﬁ%’“
AD/AT 2.300% 1.900% (?'ggg)
INT/AT 6.200% 5.000% (1 'ggg)
Efficiency
AT 0.947 0.973 (:8'%2)
INV 15.727 16.799 (:g'g%
; -0.612
Current Ratio 1.535 2.147 (-2.726)***
Diversification
Bus Segments 3.047 2.801 ((1)(2)‘113)
Geo Segments 3.852 3.843 (8883)
- 0.435
Foreign Sales/Total Sales (%) 26.460 26.025 (0.161)
This Table provides the descriptive characteristics of firms expanding into high corruption vs. low
corruption environments using either acquisition or joint venture methods.
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Table 2 presents descriptive statistics of the firms that acquired government units or
entered into joint venture relationships in high vs. low corrupt environments. In panel
A, firms expanding into high corrupt environments through acquisitions appear to be
larger in size as measured by assets, market value, and sales and are more profit-
able as measured by ROA, ROE, but not NPM. They are also more efficient in em-
ploying resources with respect to asset turnover, but are less efficient than firms
expanding into low corrupt environment with respect to inventory turnover. Firms ac-
quiring government units in high corrupt vs. low corrupt environments are equaily
well diversified in their business segments. However, firms acquiring government
units in high corrupt environments have more geographical segments and higher
percentage of foreign sales to total sales than firms acquiring government units in
low corrupt environments. This supports the previous theoretical literature, such as
Dunning (1996), that the internalization of barriers to entry requires size, scope, and
an investment in intangibility, particularly for high control modes.

In panel B, firms expanding into high vs. low corruption environments through
joint ventures are not different in assets size sales, or market value. They are also
not different in profitability as measured by ROE and NPM. However, firms with joint
ventures in high corrupt environments have a higher ROA, but lower current ratio.
These results suggest that low control modes involving resource sharing do not re-
quire as substantial size, scope and intangibility as high control, FDI modes. These
results are among the first to document that firms who are involved in doing deals
with governments are those that are large and intangibility intensive. In general, the
results for both acquisitions and joint ventures support Hypotheses 1.

5.2 Event Study

Table 3
Market Reactions to Expansions

Panel A. Overall Sample

Sample CARS (-10,+10) CARS (-1, +1) CARS (-1,0)
o 0.85 0.33 0.26

e (2.96)"* (3.07) (2.97)
Panel B. Acquisitions
Overall 1.18 0.38 0.81
N=544 (2.8 (2.36)** (2.37)r*
Developed 1.4 0.39 0.33
N=383 (2.14)* (1.91)* (2.01)**
High Corrupt 1.14 0.18 0.12
N =210 (1.61) (0.69) (0.32)
Low Corrupt 122 0.64 0.52
N =173 (2.61) (2.62)** (2i6l)E"
Developing 1l 0.34 0.24
N = 161 (e (1.25) (1.09)
High Corrupt -0.07 0.49 0.55
N =89 (-0.08) (1.40) (1.91)*
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Low Corrupt 2.81 0.15 -0.13
N=72 (2310 (0.34) (-0.37)
Panel C. Joint Ventures
Overall 0.61 0.30 0.23
N =758 (1.58) (2.06)** (1.92)
Developed -0.81 0.24 0.19
N = 437 (-0.02) (1.18) (1.15)
High Corrupt -0.22 -0.06 0.00
N =213 (-0.33) (-0.24) (0.01)
Low Corrupt 0.19 0.52 0.37
N =214 (0.25) (1.83)* (1.58)
Developing 1.46 0.38 0.28
N = 321 @271 (1.88)* (1.69)*
High Corrupt 0.78 -0.05 0.12
N =127 (0.92) (-0.16) (0.47)
Low Corrupt 1.91 0.67 0.38
N =194 (8:25)t¢ (3.02)*** (2.18)r*
Developed 0.54 0.31 0.26
N = 820 (1.32) (2.03)** (2.06)*
Developing 1.85 0.37 0.27
N = 482 828k (2.29)** (2.04)*
Low Corrupt 1.16 0.55 0.36
N = 663 @74 (3.45)*** (2.72)F "
High Corrupt 0.53 0.10 0.16
N = 639 (1.21) (0.61) (1.21)
Table 3 presents the announcement period cumulative abnormal returns (CARs) for (-10, +10),
(-1, +1), and (-1, 0) event window announcements of US firms expanding to developed and
developing high and low corrupt environments. CARs are calculated using the market model from
110 t0 11 days prior to the event announcement. CARs represent the cumulative market model
adjusted change over the event window.

Table 3 provides the results from the event study. Panel A shows results for the over-
all sample. In Panel B, we find that the market does not respond significantly to an-
nouncements of acquisition-type government relationships in either developing or
developed high corruption environments; however, it responds favorably to an-
nouncements of these deals for developed-low corruption environments. For joint
ventures, the results in Panel C show that collaborative relationships with govern-
ments are viewed positively in low corrupt environments and indifferent in both de-
veloping and developed high corruption environments.

Overall, the results indicate that acquisitions and joint ventures are viewed as
wealth enhancing in both developed and developing countries and in low corruption
environments, whereas the market is indifferent or negatively oriented when an-
nouncements of these expansions in high corruption environments are made.
These results support Hypothesis 2, and are consistent with previous literature re-
garding the value destruction that sometimes occurs in diversification, such as
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Fatemi (1984) and Mitchell, Shaver, and Yeung (1992). The results are also particu-
larty pronounced in circumstances where asymmetric information is high, obscuring
the value of assets in the joint venture or acquisition (Barney, 1991). These results
are the first to document that the abnormal returns to firms acquiring from govern-
ments or partnering with governments in high corruption environments are per-
ceived unfavorably by the equity markets.

Accounting Performance Outcomes

Table 4

Accounting Performance Changes Two Years After Firms’ Expansion to High and Low Corrupt

Environments.

Panel A. Acquisitions

Developed T (High Developing S T(High
Variables® -High _lea:/ggzid t Corrupt- Low -High Fo 3’%2’::3% Corrupt-Low
Corrupt B Corrupt) Corrupt P Corrupt )
Size
7.246 5.349 3.0170 8.688
Asgats @711 | (6.380)y™ ol (4.956)™ |  (4.545)* iy
Market 7.357 6.715 5.2290 8.016
Value (43.90) (5.230)"** 0.208 (6.280)** |  (4.387)™ i
5.946 5.242 2.7170 4.464
GRS @797y | (5.394)* 078 (4579)** | (3.939)™ s
Profitability
-0.7413 -6.95 -2.100 1,479 i
RUA (-0.796) (-0.159) ot (-0.941) (-1.749)" M
-0.361 -2.33 -1.870 1.026
ROE (-0.419) (-0.547) el (-0.977) (-1.962)** Mol
-0.5808 -10.90 1,750 1.0122 ;
Ll (-0.778) (-0.278) “Resh (-1.018) (-1.686)* el
Intangibility
0.423 4.320 2.77 24.22
R (0.106) (0.356) Bt (1573) (-2.852)"** i
297 21.27 12,22 -9.65
e (-0.923) (-3.053)** #lp (0.558) (-1.045) ey
0.7802 0.828 747 0.7051
L] (2.832)"** (2.424) Bk (-1.810)* (1.716)* RiEeS
Efficiency
0.7316 2.306 : -6.350 -0.1132 5
Gl (0.191) (0.925) g (-0.370) (-3.045)"* 12009
6.433 11.49 . -4.469 -0.5577
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Diversification
Bus 28.12 19.37 - 4.235 15.76 .
Segments | (2.702)"** (1.930)* e iin (2.313)" 2.211)" 4,140
Geo 411 5.423 0.511 6.765 /
Segments | (1.987)** (2.488)"* Righ (2.236)** 2.141)" il
e | oum 5.423 S 105708 2.268 i
L (1.596) (1.413) (1.480)
Panel B. Joint Ventures
De}':ilgﬁ oa Developed-L De\_/lje{liggmg Developing-L
Corrupt ow Corrupt Corrupt ow Corrupt
Size
7.465 4.942 > 3.205 4.604
Assets (2.08)™ (2.42) -1.732 (1.98)™ (2.36)™ -1.253
Market 7.866 7.975 5.107 8.762 -
Value (2.16)** (2.39)* eicd (2.25)** (2.65) "eloig
2.239 3.809 2.608 3.672
Sales (3.20)"** (3.08)** -0.048 (3.46)* (3.55)* -1.048
Profitability
6.501 4.421 4553 -4.106
e (2.65)** (1.11) 0.630 (1.35) (-2.66)** T2y
4181 -3.652 2913 -3.273
ROE (1.48) (:0.65) wiee (1.70) (-1.87)* Tdar
4.823 1.035 6.07 -4.348
i (1.88)" (1.17) a (-1.84)" (-2.85)" e
Intangibility
-0.676 11.300 -8.60 -9.18
e (-0.58) (3.21)* i (-2.50)** (1.05) Ll
7.315 9.139 -1.45 7.12
et (1.58) (1.86)" B (-0.66) (0.58) e
9.388 3417 ,, 1239 4.959
INT/AT Ci o -1.760 e s -1.055
Efficiency
170 8.27 -0.235 -0.750
gt (-1.04) (1.55) wiopd (-0.53) (0.78) oD
20.75 27.98 22.10 13.74
g (3.57)™ (2.05)* o (3.00)™* (1.75)* i
Current 3.93 28.92 6.33 1.699
Ratio (1.00) (1.82)* gt (2.03)™ (1.55) N
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Diversification

Bus 1131 12.40 8.784 6.206
Segments |  (0.67) (2.65)" A (2.04) (1.34) 0.800
Geo 6.430 2.133 7.589 3,603

Segments |  (1.68) (1.04) il (1.93)"* (0.88) 1434
el 12.64 G 11.48 39.16 o
Sales (%) | (99 (2.58) (2.19) (3.36)

This Table shows the Accounting Performance Changes for variables two years following the transaction
from one-year prior.

® ROA = Return on Asset, ROE = Return on Equity, NPM = Net Profit Margin, RD = Research and
Development, AT = Asset Turnover, INV = Inventory Turnover, INT = Intangibles, Frn Sales = Foreign Sales,
CR = Current Ratio

We next examine the accounting performance implications of acquisitions and co-
operative agreements with governments over a two year period and the results are
presented in Table 4. Panel A provides the results for acquisitions of government
units in high corrupt and low corrupt, developed and developing countries. We find
that firms engaging in government-MNC acquisitions appear to follow strong growth
objectives in the two years following the announcement of the transaction. On aver-
age, MNCs in both low-corruption and high-corruption environments seem torealize
significant positive growth rates in assets. For example, assets of MNCs in devel-
oped, high corrupt and developed low corrupt environments increased by 7.25%
and 5.34% respectively while the assets of MNCs in developing high-corruption and
developing low-corruption environments also increased by 3.02% and 8.68% re-
spectively. Although the results shows that the total asset size of MNCs in low versus
high corrupt areas is generally increasing, there is no significant difference in the
size of the increases between developed high corrupt versus low corruption envi-
ronments. There is, however, a significant increase in the size of MNCs assets in de-
veloping low corruption environments than in developing high corruption
environments.

Acquiring MNCs seem to experience significant positive growth in market
share after the acquisition in both low-corruption and high-corruption environments.
The market share of MNCs in developed high-corruption environment grew by
7.40% and while the market share in developed low-corruption environment grew by
6.72%. Likewise, the market share of firms expanding into developing high-
corruption countries grew by 5.23% while the market share of those entering devel-
oping low-corruption countries grew by 8.02%. The difference in the market share
growth rate was not significant between high versus low corrupt developed environ-
ments or between high versus low corruption developing environments.

Sales growth was also positive for MNCs in both developing and developing
environments. Sales grew by 5.95% in developed-high corrupt environment and by
5.24% in developed-low corrupt environment. In developing high-corruption envi-
ronments, sales grew by 2.70% and by 4.47% in developing low-corruption environ-
ments. Similar to the growth rate experienced in the market share value, the
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difference in the sales growth rate was not significant different between developed
high versus low corruption environments or between developing high versus low
corruption environments.

Together, these results might be expected, given that the firm may grow in size
following an acquisition. However, there is a substantial body of literature indicating
that many firms who engage in one type of diversification (geographic vs. product
market) simultaneously focus in terms of the other (Bodnar et al, 1999). Hence, if a
firm simultaneously divests in addition to expanding its global scope, it may see a de-
cline in assets. In addition, if a firm engaged in a value destroying acquisition, its
market value may go down following the acquisition.> However, firms expanding into
high-corruption environments grow more slowly post-acquisition, in terms of assets,
market value, and sales than those expanding into low-corruption environments,
and this applies to both developed and developing countries.

Next, we examine changes in profitability and efficiency. We find that all firms
engaging in MNC-government acquisitions realize declines in profitability. However,
the declines are not statistically significant for developed high and low-corruption
environment. Specifically, the net profit margin for developed high corruption envi-
ronments declined by 0.58 percent compared to a decline of 10.90% in developed
low corruption environments. Similarly, net profit margin declined by 1.75 percent in
developing high corruption environments and by 1.01 percent in developing low cor-
ruption environments. These results are however are not significant at conventional
levels for developing countries. Thus, the two-year performance outcomes do not
appear to be large.

We find mixed results when we examine efficiency. Firms in both developed-
high corrupt and developed low-corruption environments realize increases in effi-
ciency as proxied by asset and inventory turnover. Firms expanding to developed
low-corruption environment are more efficient with higher asset turnover (2.30), in-
ventory turnover (11.49) and current ratios (5.29) than firms expanding into devel-
oped high-corruption environments with asset turnover being 0.73, inventory
turnover 6.43 and current ratios -1.75. Firms expanding to both developing high and
low corrupt countries generally experience decline in asset turnover (6.390 and
0.11) respectively, inventory turnover (4.47 and 0.56) respectively, and current ratios
(11.03 and 6.74) respectively. However, these declines are greater for developing
high-corruption environments than for developing low-corruption environment, par-
ticularly for asset turnover. Overall, for all proxies of efficiency, asset turnover de-
clines significantly more for acquisitions in high corrupt than low-corruption
environment. However, neither inventory turnover nor current ratio is different.

Evidence on changes in refocusing strategies for acquiring firms two years
post-acquisition are provided by changes in business segments, geographic seg-
ments and the ratio of foreign sales to total sales. Firms acquiring units in developing
countries appear to be undergoing scope enhancement as shown by the positive in-
creases in diversification. Firms expanding into high corruption environments ap-
pear to be pursuing the strongest business diversification objectives, increasing the
number of business units at a significantly higher pace than those expanding into
low-corruption environments. The number of business segments increased by
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28.12% in developed high corruption environment compared to 19.37% in devel-
oped corruption environment. However, the number of business segments in devel-
oping high corruption environment increased at a slower rate than in developing low
corruption environment (4.24 versus 15.78). The results also suggest that scope is
increasing more rapidly for firms expanding into developing countries through acqui-
sitions of government units than for those expanding into high-corruption environ-
ments as shown by product market segments and geographic market segments. As
shown, increases in geographic units are 4.11% for developing high corruption envi-
ronments, 5.42% for developed low corruption environment, 0.511% for developing
high corruption environment and 7.76% in developing low corruption environment.
Foreign sales are not particularly different between developed high corruption and
developed low corruption environments or between developing high corruption or
developing low corruption environments.

Panel B provides evidence on size, profitability, efficiency, and diversification
for US firms engaging in cooperative relationships with foreign governments. The
results are qualitatively similar to those of acquisitions. Firms expanding into
developed-high corrupt areas tend to have higher growth rates in terms of assets,
market value, but not in sales than those expanding into developed low-corruption
regions. However, firms expanding into developing high-corruption regions have
lower growth rates than those expanding into developing low-corruption environ-
ments. No significant differences are observed for profitability measures for high
corrupt vs. low corrupt environments, although in general, firms realize profitability
declines in the two years foliowing the cooperative venture. Like acquisitions, the
evidence for cooperative forming firms is mixed. All firms realize declines in asset
turnover, but improvements in inventory turnover two years following the transac-
tion, although no significant difference is observed for firms in high-corruption vs.
low-corruption environments. Finally, although all firms significantly increase geo-
graphic and product market scope, no significant difference is observed across lev-
els of corruption.

5.4 Market Value Performance Outcomes

Table 5
Long Horizon Holding Period Returns
LHR (0,6) LHR(0,12) LHR (0,18)
Overall Sample -4.44*** -6.58*** -7.69™**
Acquisitions «3.28* -3.62** -5.37**
Developed Low Corrupt 0.51 2.53™ glesiar
Developed High Corrupt -1.88* -2.54* -2.60**
Developing Low Corrupt -1.54* -1.67* -1.48*
Developing High Corrupt -6.25™* -7.89** -8.96™**
JVs 42,25 -4.96™** -4.21*
Developed Low Corrupt 0.66* 1.58i" 2.54*
Developed High Corrupt -2.67** -3.25* -3.62**
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Developing Low Corrupt -2.61** -3.45** -5.41

Developing High Corrupt =7.99** -8.59*** -9.53***
High Corrupt -2.50*** -6.39"** -5.99***
Low Corrupt -1.67** -2.82** -3.64***

This table reports the long-horizon average holding-period abnormal returns (AHAR) for our
sample firms. We compute long-horizon holding period raw returns for the sample firms (HPRFi)
and for the matched firms (HPRCi). AHARi = HPRFi - HPRCi. The two-tailed significance tests
are based on the standardized cross-sectional method. HPRFi, HPRCi and AHARI are calculated
starting with the month after the announcement date for 6, 12, and 18 month holding periods.
Firms in the sample with multiple transactions that confound the long-horizon analysis are omitted
from the analysis.

We next turn to market value performance outcomes shown in Table 5. Overall, the
results suggest that almost all deals with governments, regardless of the level of cor-
ruption present, precede significant declines in share price over the following six,
twelve, and eighteen months. The only transactions that yield significant share price
improvements are expansions into developed-low corrupt countries, for both acqui-
sitions and joint ventures. Developing country transactions tend to be value destruc-
tive for both acquisitions and joint ventures, particularly so for transactions in high
corrupt countries.

For the acquisitions subsample, six, twelve, and eighteen month, the long ho-
rizon holding returns (LHRs) are declines of 4.44, 6.58, and 7.69% respectively. The
largest contributing group to this substantial decline comes from the developing-
high corruption sample. Share prices declined by 8.9% relative to the market by
eighteen months after the developing high-corruption transaction. This is a signifi-
cantly larger decline than that of the developing-low corruption subgroup. Results
are similar for the developed sample. Although acquisitions of government units in
developed-low corruption countries yield share price increases of 8.65% over the
market by eighteen months post, firms expanding into developed high-corruption
countries realize significantly negative share price declines of 2.60% over the mar-
ket.

For the joint venture subsample, similar results are obtained. The overall de-
cline of4.21% in share price over eighteen months is largely driven by the significant
negative share price activity of the developing high-corruption sub sample (9.53%).
Cooperative agreements with governments of developing-low corruption countries
realize significant share price declines over eighteen months as well, although sig-
nificantly lower declines than the developing-high corrupt group. The developed low
corrupt JV group realizes wealth enhancement above the market over the eighteen
months following the formation of the cooperative agreement, while the developed
high corrupt group experiences wealth declines in excess of the market.

Comparing acquisitions and joint ventures in highly corrupt environments
shows that acquiring firms in all cases outperform partnering firms. The difference is
especially pronounced for high corrupt countries. Where the eighteen-month share
price decline for firms forming JVs with developing-high corrupt governments was
9.53%, the decline for acquiring firms was only 8.96%. Furthermore, the decline for
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firms forming joint ventures in developed-high corrupt environments is 0.92% larger
than that of firms forming partnerships of developed-high corrupt firms. These re-
sults indicate that transactions with corrupt governments, rather than helping firms
construct artificial monopolies, actually are followed by share price declines. Fur-
thermore, firms engaging trust based strategies like joint ventures experience larger
declines than those who do acquisitions in corrupt environments. These results indi-
cate that control modes provide more favorable outcomes than non-control modes.
To our knowledge this has not been investigated in previous research.

5.5 Systematic Risk Outcomes

Table 6
Changes in Systematic Risk from Expansions

Panel A. Acquisitions

Chgnge in beta Change in beta t
High corrupt Low corrupt

All -0.0121 -0.0866 1.853
Developed 0.0498 -0.0882 1.729*
Developing -0.0496 -0.0827 0.077
Panel B. Joint Ventures

All 0.049 -0.051 2.083**
Developed 0.035 -0.1106 2,323t
Developing 0.069 0.0159 0.466

The Table reports the changes in systematic risk around the announcement of the relationship
with the government unit. For each firm, whether in the joint venture or strategic alliance or the
acquisition sample, we estimate the pre-announcement beta, Betapre [post-announcement beta,
Betapost ] over the period from t-110 to t-11 [t+11 to t+110], where t=0 is the announcement date.

Our final hypothesis relates to changes in systematic risk following acquisitions and
joint ventures with foreign governments. These results are shown in Table 6. Panel A
shows that acquisitions of units of high corrupt governments yield decreases in sys-
tematic risk for the developing country sample and increases in systematic risk for
the developed country subsample, although this result is not significant. However, in
the low corrupt environments, firms experience large significant declines in system-
atic risk. In the case of developed countries, the decline in systematic risk is signifi-
cantly larger for the low corrupt subsample than for the high corrupt subsample. In
other words, acquiring firms in low corrupt environments were able to realize reduc-
tions in systematic risk commensurate with their lower returns, whereas firms ex-
panding through acquisitions into high corrupt environments simply realized
reductions in return.

Panel B provides systematic risk results for firms forming joint ventures with
governments. In all cases, firms forming JVs in high corrupt environments realize
significant increases in systematic risk, whereas firms forming JVs in low corrupt en-
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vironments realize significant declines in systematic risk. For developed country
JVs, the difference between changes in systematic risk for iow corrupt environments
is significantly higher than for high corrupt environments. However, there is no sig-
nificant difference in the systematic risk for low vs. high corrupt environments for de-
veloping countries. These results suggest that the wealth losses from expanding
through cooperative modes in high corrupt environments are not offset by corre-
sponding decreases in systematic risk. It appears that the results at least partially
support the contention of Reeb, Kwok and Baek (1998) that internationalization can
contribute to an increase in cash flow volatility, and hence, a netincrease systematic
risk, though the link to corruption and mode strategy has not been previously investi-
gated.

5.6 Limitations of the Present Study and Directions for Future Research

As in any study utilizing expectational or subjective information, the results of our
study are exploratory. We hope that given the importance of the subject of corrup-
tion, additional research will uncover in more depth the manner in which corruption
impacts foreign direct investment decisions of corporate managers. Future research
could also investigate specific transactions in high corruption countries to shed light
on which managerial actions and which deal structures can help managers negoti-
ate the environment and prevent loss of value.

6. Conclusions

In this paper, we investigate the market value and accounting outcomes of
multinational-government relationships to identify the influences of corruption. We
use hierarchical cluster analysis on Transparency International Corruption scores to
identify high-corruption and low-corruption countries in both developed and devel-
oping countries. We argue that corruption obscures the true value of assets and
makes valuation difficult, reducing the potential gains from an acquisition. We find
that firms acquiring assets from governments in high corruption environments tend
to be larger and more intangibility intensive than those expanding into low corruption
environments. Also, we find that the market responds much more favorably to ex-
pansions into low corrupt environments than high corruption environments for both
acquisitions and joint ventures. We find little evidence that long run accounting per-
formance is adversely affected by government-multinational relationships in high
corruption environments. However, long run market value outcomes are negative
for all firms entering into relationships with foreign governments, and are especially
negative for joint venture relationships in high corruption environments. Finally, we
find that systematic risk increases substantially for firms entering high corruption en-
vironments through trust-based modes of expansions.

Overall, the results of this exploratory analysis suggest that corruption has
some impact on the market’s perception of government-multinational relationships,
however difficult it may be to quantify corruption. It appears that the Foreign Corrupt
Practices Act may, in fact, put US multinationals at a competitive disadvantage, as
US firms’ relationships with high corrupt governments yield poor performance and
increased risk. The analysis further reveals that subsequent investigation of the spe-
cific impact of corruption on valuation and the coordination of activities through
trust-based modes is warranted. Further survey-based analysis could provide in-
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sights into how managers conduct valuation and cooperative activities in high cor-
ruption environments.
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Endnotes

1. The Transparency International Corruptions Perception Index has also been used
in other extremely reputable journals, such as Nature (Smith et al. (2003). Govern-
ance and the loss of biodiversity. Nature, 426, 67-70), The American Journal of Eco-
nomics and Sociology (“Slapping the Grasping Hand: Correlates of Political
Corruption in Emerging Markets” Oct, 1999, by Arthur A. Goldsmith), and Treisman,
Daniel, “The causes of corruption. A cross-national study,” Journal of Public Eco-
nomics (June 2000): 76, no. 3 (399-457)

2. We have obtained GDP per capita data from International Financial Statistics for
the year prior to the acquisition, though this variabie is typically used in the literature
to represent the size of the market rather than development per se. Very few
changes in categorization of the sample firms were made based on the GDP per
capita statistic. We thank an anonymous reviewer for this suggestion.

3. An example would be Quaker Oats’ $1.7 billion purchase of Snapple in 1994
which caused a large decline in market value. The unit was divested, causing a
decline in assets over the two years following the acquisition as well.
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Appendix A
Country Corruption Scores
Country Tes | mes | Tier | mas | 0% FORAL | pumid (R
Denmark 10 10 9.94 9.33 8.88 8.01 1 10
Finland 9.8 9.6 9.48 9.05 8.88 8.14 1 10
New Zealand 9.4 9.4 9.23 943 9.3 8.41 1 10
Sweden 9.4 9.5 9.35 9.08 8.71 8.01 1 10
Canada 9.2 9.2 9.1 8.96 8.97 8.41 1 10
Iceland 9.2 9.3 na na na na 1 10
Singapore 9.1 9.1 8.66 8.8 9.16 8.41 1 10
Netherland 9 9 9.03 na na na 1 10
Norway 8.9 9 8.92 8.87 8.69 8.41 1 10
Swiss 8.9 8.9 8.61 8.76 9 8.41 q 10
Luxmbourg 8.8 8.7 8.61 na na na 1 10
Australia 8.7 8.7 8.86 8.6 8.2 8.41 i 10
U.K. 8.6 8.7 8.22 8.44 8.26 8.01 1 10
Germany 8 7.9 8.23 8.27 8.13 8.14 1 10
Hong Kong 7 7.8 1,28 7.01 6.87 7.35 1 10
Ireland T 8.2 8.28 8.45 7.68 8.28 1 10
Austria 7.6 7445) 7.61 7.59 7.14 7.35 1 10
USA 7.5 .9 61 7.66 7.76 8.41 | 10
Chile 6.9 6.8 6.05 6.8 5,51 6.53 2 20
Israel 6.8 T T .7l 7.44 el 1 11
Portugal 6.7 6.5 6.97 6.53 5.5 4.46 i 11
France 6.6 (517 6.66 6.96 7.45 8.41 1 11
Spain 6.6 6.1 5.9 4.31 5.06 6.82 1 11
Botswana 6.1 6.1 na na na na 2 20
Japan 6 5.8 6.57 7.05 7.25 7.75 1 11
Slovenia 6 na na na na na 2 11
Estonia 5.7 8.7 na na na na 2 11
Taiwan 5.6 5.3 5.02 4.98 5.14 5.95 2 20
Belgium 5.3 54 5.25 6.84 7.4 8.28 i 11
Hungary 5.2 5 5.18 4.86 5.22 1.63 1 il
Malaysia 5.1 5.3 5.01 5.32 5.1 6.29 2 20
S. Africa 5 52 4.95 5.68 i 185 1 14
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Greece 4.9 4.9 5.35 5.01 5.05 4.2 1 11
Mauritius 4.9 5 na na na na 2 20
Italy 4.7 4.6 5.03 3.42 4.3 4.86 1 11
Czech 4.6 4.8 5.2 5.37 5.2 5.13 1 11
Peru 4.5 4.5 na na na na 2 20
Jordan 4.4 4.7 na 4.89 5.51 5.3 2 20
Uruguay 4.4 4.3 4.14 na na na 2 20
Poland 4.2 4.6 5.08 557 5.2 3.64 1 11
Brazil 4.1 4 3.56 2.96 8.51 4.67 2 20
Malawi 41 4.1 na na na na 2 20
Morocco 4.1 3.7 na na na na 2 20
Zimbabwe 4.1 4.2 na na na na 2 20
Lithuania 3.8 na na na na na 2 11
Skorea 3.8 4.2 4.29 5.02 3.5 3.93 2 20
Slovak 8.7 3.9 na na na na 2 11
Philipines 3.6 3.8 3.06 2.69 1.96 1.04 2 20
Turkey 3.6 34 3.21 3.54 4.05 4.06 1 11
Zambia 3.5 3.5 na na na na 2 20
Belarus 34 3.9 na na na na 2 20
China 34 85 2.88 243 4.73 5.13 2 21
Latvia 3.4 2 na na na na 2 il
Mexico 3.4 3.3 2.66 3.3 2.23 1.87 2 21
Bulgaria 3.3 29 na na na na 2 21
Egypt 3.3 2.9 na 2.84 1.76 1.2 2

Romania 3.8 3 3.44 na na na 2 21
Thailand 3.2 3 3.06 3:33 1.85 2.42 2 24
Nicaragua 3.1 3 na na na na 2 21
Argentina 3 3 2.81 3.41 5.91 4.94 2 21
Colombia 29 2.2 2.23 2.738 2:71 3.27 z 21
India 2.9 29 2.75 2.63 2.89 3.67 7 21
Croatia 2.7 na na na na na 2 21
Ivory Coast 2.6 3.1 na na na na 2 21
Ukraine 2.6 2.8 na na na na 2 21
Venezuela 2.6 23 2.77 2.9 2.5 3.19 2 21
Vietnam 2.6 2.5 2.79 na na na 2 2
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Bolivia 2.5 2.8 2.05 3.4 1.34 0.67 2 2
Ecuador 24 23 na 3.19 8127 4.54 2 21
Paraguay 24 1.5 na na na na 1 11
Russia 24 24 220 2.58 3.27 5.13 1 44
Albania 23 na na na na na 2 22
Georgia 23 na na na na na 2 22
Kazakhstan 23 na na na na na 2 22
Kyrgyz 27 na na na na na 2 22
Pakistan 2.2 2.7 2.53 1 1.9 1.52 2 22
Uganda 2.2 2.6 na 2.71 8.27 0.67 2 22
Kenya 2 29 na 221 1.6 3.27 2 22
Yugoslavia 2 3 na na na na 2 22
Uzbekistan 1.8 na na na na na 2 22
Azerbaijan 1. na na na na na 2 2
Indonesia 17 2 2.72 2.65 0.67 0.2 2 22
Nigeria 1.6 1.9 1.76 0.69 0.63 0.99 2 22
This Table presents the Transparency International’s index of management surveys related to
corruption for a given country for 1999.
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