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THE JOURNAL OF FINANCE ¢ VOL. XXXIX, NO. 5 « DECEMBER 1984

Shareholder Benefits from Corporate
International Diversification

ALI M. FATEMI*

ABSTRACT

This study provides further evidence on the rates of return realized by the shareholders
of multinational firms relative to those of purely domestic firms. The results indicate
that the risk-adjusted returns realized by the shareholders are identical across the two
groups except where the MNC operates in competitive foreign markets. In that case,
MNC shareholders experience negative abnormal returns. The study also provides
further evidence on the risk-reduction effect of international diversification. The results
fail to support the hypothesis that the beta is a convex function of the degree of
international involvement. Finally, the paper provides some preliminary evidence on
the effect of corporate international diversification on shareholders’ returns. It is found
that abnormal returns rise by some 18 percent during the 14 months preceding the
initial foreign diversification.

A NUMBER OF EXPLANATIONS have been proffered for the popularity of inter-
national operations with multinational corporations (MNCs).! One such expla-
nation often set forth is the profit motive (e.g., see [10], [17], [33]). The argument
is that foreign operations are more profitable than comparable domestic opera-
tions and that this differential provides firms an inducement to expand beyond
national boundaries. This expansion would be carried up to the point where the
return on incremental foreign investment is just equal to the return on incre-
mental domestic investment. If this argument is correct, we would expect MNCs
to be more profitable than their domestic counterparts: uninational corporations
(UNCs). A direct test of the argument would, thus, involve a comparison of
profitability of MNCs and UNCs. Such a test, however, would be subject to a
high degree of measurement bias due to possible differences in financial reporting
practices. To avoid the bias, past research has for the most part dealt with
indirect tests of the proposition by comparing the rates of return realized by the
stockholders of MNCs to those realized by the stockholders of UNCs. The
implicit rationale for this approach has been that any abnormal profits (or
monopoly rents) associated with foreign operations will result in higher dividends
and/or a higher price of the common stock, and would be reflected in the realized
rates of return.

The argument, as set forth, centers on profitability (and the subsequent return
to the stockholders) without explicit consideration for risk. To the extent that

* Associate Professor of Finance, Kansas State University. I would like to thank James Ang, Jess
Chua, Randolph Pohlman, and an anonymous referee for their valuable comments. Financial support
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! For a review of different motives for direct foreign investment see [24], [33], [37], and [39]. For
an excellent review of the topics related to foreign investment see Adler and Dumas [1].
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economic activity in foreign countries is less than perfectly correlated with
domestic economic activity,? foreign operations should provide the stockholders
of MNCs risk-return opportunities superior to those available to the stockholders
of purely domestic firms. Given that MNCs are perceived less risky than UNCs
([2], [20]) and barring other complications, this result would obtain even if the
unadjusted returns to the shareholders of MNCs and UNCs were identical (i.e.,
if multinationals and purely domestic firms were equally profitable). But, such a
result would only hold if the arbitrage process does not function and if the
markets are inefficient. In efficient and competitive markets, resources will move
away from less profitable ones, such that in equilibrium no one sector’s risk-
adjusted return would dominate or be dominated by others.

The purpose of this study is twofold. First, it is designed to provide further
evidence on the rates of return realized by the stockholders of MNCs compared
to those realized by the shareholders of UNCs. Although it is highly desirable to
be able to compare the performance of an MNC to that of an otherwise similar
UNC, such comparisons would involve a high degree of measurement bias. To
minimize such bias, this study compares the performance of a portfolio of
multinationals to that of a portfolio of purely domestic firms. Comparisons are
made with respect to the unadjusted monthly rates of return, betas, and the risk-
adjusted abnormal returns [13] over the five-year period January 1976-December
1980. The second objective is to provide some initial evidence on the effect of
corporate international diversification on shareholders’ returns. The motivation
behind this objective is that although MNCs and UNCs may provide their
stockholders identical returns, this does not imply that foreign and domestic
operations are equally profitable. If the markets are rational and efficient, any
net advantage (or disadvantage) associated with corporate international diversi-
fication will be discounted and reflected in the price of MNC shares around the
time of such diversification and the subsequent returns will be normal. Observing
normal returns for MNCs is not sufficient to conclude that corporate interna-
tional diversification has no effect on shareholders’ wealth. To assess this effect,
we examine the behavior of abnormal returns for a portfolio of MNCs during a
60-month period surrounding the period of initial foreign diversification.

Section I briefly reviews the previous work. Section II reports the results of
the comparative tests. Further evidence regarding the risk-reduction effect of
international diversification is presented in Section III. Section IV reports the
time series effects of international diversification, and Section V summarizes and
concludes the paper.

I. A Review of Previous Work

There is a rather convincing body of literature which indicates that internation-
ally diversified portfolios are superior to portfolios which are diversified within a
single national market in the sense that they provide higher risk-adjusted returns
to their holders (see, for example, [15], [25], [26], [28], [37], [40]).> However,

2 See [11], [15], [28], and [36] for empirical evidence supporting low correlation between U.S. and
foreign economic activity.

3 This phenomenon results from various legal, informational, and economic barriers which segment
national financial markets.
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evidence regarding the performance of multinationals, which may be viewed as
portfolios of internationally diversified assets, relative to the performance of
uninational firms is sparse and contradictory.

Agmon and Lessard [2] found that the higher the degree of an MNC’s
international involvement, the lower its market-assigned measure of systematic
risk. Jacquillat and Solnik [21], on the other hand, found that the effect of
foreign influence on the systematic risk of multinationals is unexpectedly limited
compared to the extent of their foreign involvement. They concluded that
investing in multinationals is a poor substitute to international portfolio diver-
sification. A similar conclusion was arrived at by Senchack and Beedles [38].
However, none of these studies investigated possible differences in returns.
Hughes, Logue, and Sweeney [20] used Treynor’s [42] measure of risk-adjusted
return to investigate differences between multinationals and uninationals. They
found that, when a domestic market index was used to compute the betas, MNCs
provided a higher level of risk-adjusted return. However, when a world index was
used to estimate the betas, UNCs performed as well as MNCs. Mikhail and
Shawky [31] used Jensen’s [22] risk-adjusted measure of performance and found
that MNCs earn a higher return than would be expected for their degree of
systematic risk. However, measurement problems associated with single security
analysis are present in both [22] and [31]. Brewer [6] used the grouping method
of Black, Jensen, and Scholes [4] to alleviate these measurement problems. He
found that the security market line (SML) for MNCs is statistically identical to
the SML for UNCs. Brewer’s tests are quite sophisticated relative to the others’
and greater reliance could be placed on his results for this reason alone. However,
his tests are limited to a single time period.* Finally, Errunza and Senbet [12]
have arrived at a different conclusion. Using a value-based test of profitability,
they found that there is a positive relationship between the degree of international
involvement and excess market value. Logue [29], however, points out that
because of data and measurement problems Errunza and Senbet’s findings should
be considered quite preliminary.

This study provides further evidence on the risk-return characteristics of U.S.
MNCs vis-a-vis those of the UNCs. It differs from previous work in that: (1)
measurement and data problems are, to the extent possible, minimized; (2) the
sample is selected carefully to include only firms with significant foreign involve-
ment in the MNC group and to exclude firms with any foreign involvement from
the UNC group; (3) comparative tests are multiperiod in nature; and (4) some
new tests are performed to determine the effect of foreign operations on the
degree of riskiness of MNCs. Additionally, this study provides some initial
evidence on the effect on shareholders’ returns of a firm’s decision to embark on
direct foreign investment.

II. Cross-Sectional Comparative Tests

In this section, we compare a group of multinationals to a group of uninational
firms with respect to monthly unadjusted returns, betas, and abnormal returns.
Comparisons on the basis of the latter two criteria require the establishment of
a benchmark. We employ two such benchmarks: the CRSP value-weighted NYSE

4 Brewer [6], himself, points this limitation out.
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index and Capital International’s World Index.’ The former evaluates perform-
ance from the point of view of an investor with investment opportunities limited
to U.S. capital markets, whereas the latter evaluates performance from the
viewpoint of an investor with global (portfolio) investment opportunities.

A. The Sample

The source of monthly return data is the CRSP tape. For a firm to be included
in the sample, it had to have complete return data over the ten-year period
January 1971-December 1980. Moody’s Directory of Corporate Affiliations was
then consulted to determine whether these firms were engaged in overseas
operations. Those firms which were not reported as having foreign operations
were tentatively classified as uninational firms. Those firms which were reported
as having foreign operations were tentatively classified as multinationals. Next,
Stopford, Dunning, and Haberick’s World Directory of Multinational Enterprises
[41] was used to ascertain each MNC’s extent of foreign involvement. From the
tentative list of MNCs we retained only those which derived at least 25 percent
of their annual sales from foreign operations. This screening process resulted in
a sample of 84 MNCs. Each MNC was then assigned to one of the 13 industry
classifications listed in Panel A of Table I according to its main line of business.

Next, from the tentative list of UNCs, we retained only those firms with main
lines of business corresponding to those of the MNC group. Moody’s Industrial
Manuals were consulted to ensure that the sample represented only purely
domestic firms. Firms with any degree of international involvement (including
those involved in exporting) were dropped from the sample. This screening
process resulted in a sample of 52 UNCs. Panel A of Table I reports the
breakdown of each sample into different industries.

Panel B of Table I reports the summary statistics for the distributions of (1)
the size of the firms included in each sample, where size is proxied by the dollar
value of annual sales,® and (2) the degree of international involvement (DII) of
the sample firms in the MNP, where DII is defined as the percentage of total
sales generated from overseas operations.” As expected, the average MNC is
larger in size than the average UNC. Indeed, in our sample the average MNC is
over five times as large as the average UNC. By design, the MNCs in the sample
derive at least 25 percent of their annual sales from overseas operations and the
UNCs have no international involvement. The average MNC, however, derives
over one-third of its annual sales from international operations.

B. The Results

The two groups are compared on the basis of monthly unadjusted returns,
betas, and abnormal returns over the 60-month period January 1976-December

5The use of the World Index was suggested by the Journal’s referee.

% Although the total assets figure is ideally a better proxy for size, its reported value is subject to
possible differences in accounting practices of the sample firms and may bias the results. The same
problem exists for reported earnings as well. Reported sales is relatively free of these problems and
is used as a proxy for size.

7DII is defined as a function of sales, rather than of assets or earnings, because of the possible
differences in accounting practices and their effect on reported values of assets and earnings.
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Table I
Sample Composition and Characteristics
Industry Multinationals Uninationals
A. The Composition
Agriculture Production and 10 9
Foods
Mining, Drilling, Petroleum, 11 10
Gas & Refining
Glass Containers 1 1
Lumber, Wood & Paper 3 3
Rubber, Plastics & Chemicals 14 4
Drugs & Toiletries 14 4
Metal Products 2 2
Industrial Machinery & 5 5
Equipment
Electronics & Computers 12 4
Electrical Equipment & Sup- 2 2
plies )
Autos & Automotive Parts 6 4
Leisure Products & Services 2 2
Conglomerates 2 2
Totals 84 52
B. The Characteristics
Sales (millions of dollars)
Mean 7,357 1,405
Standard Deviation 12,258 2,643
Minimum Value 1,112 24
Maximum Value 83,555 16,667
Degree of International In-
volvement
Mean 0.3664 0.0
Standard Deviation 0.1006 0.0
Minimum Value 0.2500 0.0
Maximum Value 0.7200 0.0
1980. Abnormal returns are computed according to
5it =Ry — ’;’Ot - ’;’uﬁin (1)

where

&;; = the residual or abnormal performance of firm i for month ¢,

R;; = the rate of return (adjusted for dividends, stock dividends, and splits)
on firm ¢ during month ¢,

ﬁit = the estimated measure of firm i’s risk relative to the market portfolio
computed as cov(R;, R,.)/o?(R,.) by using the 60 monthly rates of
return data prior to month ¢, and

Yoz, Y1: = market-determined variables representing the ex post relation be-

tween risk and return at time ¢ estimated according to the procedure
used by Fama and MacBeth [14].2

8 The details of the procedure are as follows. Monthly returns data (adjusted for dividends, stock
dividends, and splits) for all common stocks traded on the NYSE during the period January 1964-
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Two sets of residuals are computed for each group. One with the NYSE value-
weighted index as the proxy for the market portfolio and a second with Capital
International’s World Index as the proxy. These estimated residuals (remaining
after subtracting out the effects of market-wide factors o, v1¢, and §; which, of
course, depend on the choice of the proxy for the market) are studied to determine
if shareholders of MNCs realize abnormal returns significantly different than
UNC shareholders. To avoid measurement problems associated with single
security comparisons, average residuals on the portfolio of multinationals are
compared to those on the portfolio of uninationals. These average residuals are
obtained by averaging the residuals, &, for each month ¢ across firms in each
portfolio, i.e.,

émnp = Voe T &,
éune = Y52 T 321 8¢ (2)

where
é, mnp = the average residuals for the portfolio of MNCs for month ¢, and
é; unp = the average residuals for the portfolio of UNCs for month ¢.

Table II reports the summary statistics for the distributions of returns, betas,
and residuals. These results indicate that the MNCs in our sample have, on

December 1980 were used to estimate o and v;;. With the value-weighted NYSE index as the proxy
for the market portfolio the following steps were taken:

1. Monthly data for the first seven years (1964-1970) were used to estimate 3; for each firm, where
B = cov(Ri, Bn)/o*(Ron).

Return on the value-weighted NYSE index was used as a proxy for R,,.

2. Each firm was assigned to one of 20 portfolios by a ranking procedure. The first five percent of
firms with the lowest 3;’s were placed in the first portfolio. Five percent of firms with the next
lowest ;s were placed in the second portfolio, and so on.

3. The following five years (1971-1975) of data were used to recompute the §’s. These estimates
were then averaged across firms within portfolios to obtain 20 initial portfolio estimates of Ber.
For each month ¢ of the following 30 months (January 1976-June 1978), these fp’s were
recomputed as averages of individual firm §;, thus allowing for delisting of firms. The B’s of
individual firms were themselves updated annually.

4. For each portfolio, monthly returns Rp, were computed (with equal weighting of individual firms)
every month during the 30-month period January 1976-June 1978.

5. For each month ¢ of this 30-month period, the monthly returns of the 20 portfolios were regressed
on the estimates fp,_;, derived in step 3 above,

Rpi = Yor + TiBpes + €, P =12, --.,20. ()

In this equation, Bp,_, is the explanatory variable while v, and v, are least squares estimates
of Yot and Yite

The steps above were repeated for the period July 1966-December 1980 by using seven years of data
to form portfolios; the next five years to compute initial values of the explanatory variables in (*);
and the next 30 months to fit month-by-month regressions of (). As a result, 60 pairs of estimates,
vo: and 1, were obtained for the period January 1976-December 1980.

With the World Index as the proxy for the market portfolio, all of the above were repeated using
the return on the World Index as a proxy for R,.. As a result, a separate set of 60 pairs of estimates
of o and 7y, were obtained.



Table II

Summary Statistics and Tests of Normality for the Distributions of Returns,
Betas, and Residuals

Market Portfolio
Market Portfolio Proxy II: World
Proxy I: NYSE Index

Monthly
Returns Betas  Residuals Betas Residuals

A: The MNC Sample

Mean 0.011453  1.0739  —0.0042 1.1731 —0.0051

Standard Deviation 0.076653  0.3163 0.0643 0.3717 0.0782

Minimum Value -0.319000  0.0000  —0.3260 -0.0217 -0.3321

Maximum Value 0.562000  2.2360 0.4910 2.5130 0.5370

Standard Error of Mean 0.001080  0.0045 0.0009 0.0051 0.0011

Kolmogorov-Smirnov D- 0.040690*  0.0451* 0.0424* 0.0531* 0.0497*
Statistic

B: The UNC Sample

Mean 0.021304 1.2254 0.0028 1.2754 0.0022

Standard Deviation 0.111171 0.4467 0.0964 0.5944 0.0989

Minimum Value —0.468000 0.2290 -0.3370 0.2098 —0.3408

Maximum Value 1.026000 3.3180 1.0350 3.6291 0.9863

Standard Error of Mean 0.001990 0.0080 0.0017 0.0093 0.0021

Kolmogorov-Smirnov D- 0.073700*  0.0907* 0.0691* 0.0926* 0.0722*
Statistic

* Significant beyond the 0.01 level.

Table I1la

Summary Statistics and Tests of Normality for the Distribution of Returns,
Betas, and Residuals: The Size-Controlled Subsample

Market Portfolio
Market Portfolio Proxy II: World
Proxy I: NYSE Index

Monthly
Returns Betas Residuals Betas Residuals

A: The MNC Subsample®

Mean 0.013217  1.0861 —0.0032 1.1982 —0.0047

Standard Deviation 0.072051  0.2201 0.0587 0.2173 0.0629

Minimum Value —0.184000  0.6530 —0.2520 0.6672 —0.2980

Maximum Value 0.269000  1.6840 0.2140 1.8263 0.2425

Standard Error of Mean 0.002685  0.0082 0.0022 0.0097 0.0031

Kolmogorov-Smirnov D- 0.0414* 0.0336* 0.0524*  0.0408* 0.0567*
Statistic

B: The UNC Subsample®

Mean 0.025144  1.1105 0.0097 1.1710 0.0085

Mean Deviation 0.096849  0.3452 0.0809 0.3106 0.0714

Minimum Value —0.277000  0.3080 —0.1950 0.5231 —0.1862

Maximum Value 0.705000  2.2500 0.6080 1.9172 0.7235

Standard Error of Mean 0.003609  0.0129 0.0030 0.0102 0.0047

Kolmogorov-Smirnov D- 0.0649* 0.0715* 0.6172*  0.0691* 0.6534*
Statistic

2 Mean Sales = $4,267 million (Std. Dev. = 3851).
b Mean Sales = $4,424 million (Std. Dev. = 4184).
* Significant beyond the 0.01 level.
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average, provided lower rates of return than those provided by the UNCs.
However, as judged by the standard deviation of monthly returns, the total risk
borne by the MNC stockholders has been lower than that borne by the holders
of UNC shares. Additionally, regardless of the choice of the proxy for the market
portfolio: (1) MNC betas have been lower and considerably less volatile than
UNC betas,® and (2) while the MNC residuals have, on average, been negative,
they have been more stable than those of the UNCs which have, on average,
been positive.'® However, any further inference must await statistical evaluation.

In order to determine the appropriate technique for tests of equality of returns,
betas, and residuals across the two groups, normality tests were performed. The
Kolmogorov-Smirnov D-statistics'! for all five distributions and for both samples
are also reported in Table II. According to these results, none of the distributions
(in either sample) are normal. Thus, the appropriate test is the nonparametric
Kruskal-Wallis one-way analysis of variance of ranks (the H-test).'?

The test is to determine whether the 60 monthly return observations for the
multinational portfolio (MNP) and the uninational portfolio (UNP) are gener-
ated from identical populations. However, the monthly returns for the MNP and
the UNP are obtained by averaging the returns for 84 MNCs and 52 UNCs,
respectively. Disregarding this imbalance in the underlying number of firms may
bias the results. To eliminate this potential bias, the weighted analysis of variance
of ranks was used, in which the weights are equal to the number of underlying
firms. The same approach was also used for tests of distributions of betas and
residuals. Results are reported in Panel A of Table III. According to these results,
we can not reject the null hypothesis of no difference between the monthly
returns on the MNP and the UNP. The monthly rates of return on the two
portfolios are generated from the same or identical populations. However, the
null hypotheses of identical betas (for both proxies) are rejected at the one
percent level of significance. Also rejected are the null hypotheses that the
average residuals for the two portfolios come from the same or identical popula-
tions. These hypotheses are rejected regardless of whether the NYSE value-
weighted index or the World Index is used to estimate the betas and the residuals.
Average residuals for the MNP are significantly lower than those for the UNP,
with the former’s mean being negative and the latter’s mean being positive. In
view of our earlier observation that the average MNC is over five times as large
as the average UNC, these results are in line with the small firm effect reported

9 Notice that the use of the World Index instead of the NYSE index causes an upward shift in the
estimates of the betas. Thus, the use of the latter index results in underestimation of the “global”
measure of riskiness of an asset. This is supported by the evidence that 78 percent of the differences
between B;wi and B;nyse are positive and the average difference is +0.0804.

1 The same holds true for the multinational portfolio (MNP) and the uninational portfolio (UNP).
Additionally, for the MNP negative average residuals exceed positive ones both in frequency and
magnitude. The opposite holds true for the UNP.

1 For a discussion of the Kolmogorov-Smirnov D-test see [9, pp. 267-75].

12 The Kruskal-Wallis H-Test does not require any assumptions about the distribution of the
populations from which the samples are drawn except that they are continuous. To use it, each
observation is replaced by its rank, and the sum of the ranks of each group are generated to determine
whether the sums are so divergent that it is likely they were not generated from the same population.
For a description of the test, see any standard statistic text, e.g., [8].
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Table III

Weighted Analysis of Variance of Ranks for Monthly Returns, Betas, and
Average Residuals

Average Residuals Betas

Returns Proxy I ProxyII  ProxyI Proxy II

A: The Entire Sample

Mean Rank, MNP 56.65 52.22 54.03 30.50 31.20

Mean Rank, UNP 64.35 68.78 69.12 90.50 92.80

The Kruskal-Wallis H- 1.44 6.80 7.10 334.49 338.92
Statistic

Observed Level of Signifi- 0.23 0.01 0.01 0.0001 0.0001

cance

B: The Size-Controlled Sub-

sample
Mean Rank, MNP, 56.25 52.89 53.92 50.78 52.32
Mean Rank, UNP, 64.74 68.11 68.73 70.22 73.36
The Kruskal-Wallis H- 1.80 5.98 6.32 10.08 12.98
Statistic
Observed Level of Signifi- 0.18 0.02 0.01 0.002 0.001

cance

by [3], [34], and [35]. Therefore, a determination has to be made as to whether
these results are indeed due to the size effect. To do so, we need to test for the
equality of residuals across the two groups while controlling for size. To this end,
the following steps were taken: (1) The 136 firms in the sample were ranked by
their size from the largest to the smallest. (2) The 12 pairs of MNCs and UNCs
which ranked next to each other (i.e., were of approximately equal size) were
assigned to two size-controlled portfolios, MNP, and UNP;, the summary statis-
tics which are reported in Table Ila. (3) The analysis of variance of ranks was
employed for testing the null hypotheses of no difference in the monthly rates of
return, betas, and residuals across the two groups. Results are reported in Panel
B of Table III. These results are identical to those reported in Panel A, which
suggests that the detected differences between the MNCs and the UNCs are not
due to the size effect but are instead due to either international involvement (or
lack thereof) or some other phenomenon including measurement problems.
Insight may be obtained, as to the cause, by the comparative tests of equality of
residuals across the two groups within each industry represented in the sample.
Mean average residuals for the 13 industries comprising each portfolio are
reported in Table IV.®* Also reported are the H-statistics for testing the null
hypotheses that the average residuals for the MNCs and the UNCs within each
industry come from the same population. An examination of these results

13 Results reported in Tables IV and V are associated with the use of the NYSE index as the proxy
for the market portfolio. Results associated with the use of the alternate proxy (i.e., the World Index)
are similar to those in Tables IV and V and are, thus, not reported herein. They are, however,
available from the author.
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Table IV

Mean Average Residuals and Weighted Analysis of Variance of Ranks for
Monthly Average Residuals by Industry

Mean Average Mean Average
Residuals for  Residuals for ~ Kruskal-Wallis Observed Level of

Industry MNCs UNCs H-Statistic Significance

Agriculture Produc- —0.004742 0.000524 1.58 0.21
tion and Foods

Mining, Drilling, 0.011697 0.011815 0.23 0.63
Petroleum, Gas &
Refining

Glass Containers —0.012017 —0.0110167 0.12 0.73

Lumbar, Wood & —0.003200 —0.002878 0.04 0.85
Paper

Rubber, Plastics & —0.008471 0.011629 8.10 0.005
Chemicals

Drugs & Toiletries —0.005930 0.005217 0.34 0.56

Metal Products —0.002942 —0.005533 2.24 0.14

Industrial Machinery —0.004783 —0.002093 0.16 0.70
& Equipment

Electronics & Com- —0.004203 —0.002400 0.05 0.82
puters

Electrical Equipment —0.012133 —0.003008 0.05 0.82
& Supplies

Autos & Automotive —0.008117 0.003579 0.73 0.39
Parts

Leisure Products & —0.020700 —0.016108 0.68 0.41
Services

Conglomerates —0.007733 0.014983 9.67 0.002

indicates that, within these industry classifications, the average residuals for all
but two industries are statistically identical across the two groups. The two
exceptions are the “rubber, plastics, and chemical” industry and “conglomerates.”
Average residuals for MNCs in these two classifications are significantly lower
than those of the UNCs in comparable lines of business. These results can be
explained in terms of the oligopoly theory of the multinational firm. Multina-
tionals, as oligopolists, should erect and preserve effective barriers to entry in
order to survive as such [39, p. 372]. Once barriers to entry erode, MNCs will be
at a cost disadvantage relative to local firms,'* and this may in turn affect their
overall profitability. Looking back at Table IV, among all of the industries
represented in the sample, the two industries for which MNC are significantly
less profitable than their UNC counterparts are the ones most likely to have the
least degree of monopolistic or oligopolistic advantage abroad.' In fact, included
in the MNC group of the “rubber, plastics, and chemical” industry are firms such

14 See Shapiro [39, p. 372].

15 Other industries (e.g., drugs, steel, autos, etc.) may seem just as old and/or just as subject to
competitive pressures abroad. Yet, within each of these other industries average residuals are
statistically identical across the two groups. This can be explained by one or both of the following
reasons: (1) Although these other industries may now appear to be old and/or subject to competitive
pressure they apparently were not evaluated as such by the markets in the five-year period, 1976-
1980, covered by this study. (2) Barriers to entry are not always in technological (know-how) forms.
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as Firestone, Goodyear, and Uniroyal which because of lack of product differen-
tiation and ease of entry have faced severe price competition in the European
market and have eliminated or are eliminating their operations there.!® Once
these two groups of firms are removed from each portfolio, we can no longer
reject the null hypothesis that the average residuals for the revised MNP (MNP,)
and the revised UNP (UNP,) come from the same population or identical
populations.!” These results are reported in Table V. Notice that the other two
conclusions—that the monthly rates of return are identical and that the betas
are significantly different—are not affected by the revisions in portfolios.

III. International Diversification and the Degree of Riskiness

The general conclusion in Agmon and Lessard [2], Jacquillat and Solnik [21],
and Senchack and Beedles [38] is that foreign operations tend to reduce the
degree of systematic risk. This suggests that MNC betas are a function of the
degree of international involvement. However, disagreement exists as to the
degree of responsiveness of MNC betas with respect to the degree of international
involvement. The conclusion in [2] is that the higher the degree of foreign
involvement the lower the riskiness, suggesting a high degree of responsiveness.
On the other hand, the conclusion in [21] and [38] is that investing in MNCs is
a poor substitute to international portfolio diversification because they do not
provide all of the benefits associated with direct investment in foreign securities.
These results suggest a low degree of responsiveness and/or nonlinearity.

Separately, a body of literature has dealt with the determinants of betas which
has overlooked the possible effect of international involvement on the degree of
systematic risk (e.g., see [5], [16], [18], [27], [30], [32]). Hill and Stone’s study
[18] is the most thorough in which they found that market betas are dependent
on both financial structure and systematic operating risk. Their model is

BM = ao + a1[B%/(1 — )] + aof + asf? (3)
where

BM = market beta,
0 = operating beta = cov(ROA;, ROA,)/var(ROA),), with ROA defined as
the ratio of operating earnings after depreciation to total assets and
subscripts i and M for firm i and the market, respectively, and

They can take the form of highly developed marketing skills and/or enormous advertising expendi-
tures which lead to product differentiation (e.g., companies such as Coca Cola and Procter & Gamble),
production rationalization techniques which utilize economies of scale and lead to reductions in
production costs (e.g., Ford), or control of raw materials (e.g., firms in the extractive industries).
Therefore, although these industries may be characterized as “old” and “low-tech” they are not
necessarily free of barriers to entry.

16 See Shapiro [39, p. 383].

7 MNP, is comprised of 68 MNCs and UNP, is comprised of 46 UNCs, and the mean residuals for
both groups are identical to zero (¢t = 1.12 for MNCs and ¢ = 0.82 for UNCs). The findings that the
average residuals for the two portfolios come from identical populations and that the mean residuals
for both groups of firms are identical to zero, are directly comparable to Brewer’s findings that the
SML for MNCs is statistically identical to the SML for UNCs. However, Brewer’s tests were
performed for a single time period, while our tests are performed over a 60-month period.



1336 The Journal of Finance

Table V

MNP, vs. UNP,: Mean Values and Weighted Analysis of Variance
for Monthly Returns, Betas, and Average Residuals

Average

Returns Betas Residuals
Mean, MNP, 0.012403 1.0697 —0.003206
Mean, UNP, 0.019962 1.2217 0.001500
Mean Rank, MNP, 57.25 30.50 55.67
Mean Rank, UNP, 63.75 90.50 65.33
Kruskal-Wallis H-Sta- 1.04 340.93 2.25

tistic

Observed Level of Sig- 0.31 0.0001 0.13

nificance

f = financial leverage defined as the ratio of all financing other than common
equity to total assets.'®

To determine the effect of foreign involvement on the degree of systematic
risk, we can add a third explanatory variable, i.e., the degree of international
involvement (DII), to Hill and Stone’s model. However, this would be a less-
than-optimal approach if DII is correlated with the measure of financial leverage
and/or the operating beta. Since such a relationship is quite possible, we chose
to investigate the question through an alternative approach. It involves the
regression of DII on the residuals from Equation (3), i.e., the regression of DII
on the market beta once the effects of the operating beta and financial leverage
are removed. Thus, the model is of the form:

BM — {Go + 6:[B°/(1 — )] + dof + G5f?} = 6, DII, (4)
where

DII = the degree of international involvement defined as the percentage of
total sales generated from overseas operations, and do, d;, 4., and @, are
estimates of ay, a:, as, and a; in (3).

Additionally, to test for the presence of nonlinearity, Equation (4) is reestimated
as

BM — {Go + &,[B%/(1 — f)] + dof + Gsf?} = & DII + 5,(DII)2 (5)

Notice that, since the dependent variable is the residual from (3) and as such is
a mean-zero variable, there is no provision for an intercept term in either (4) or
(5). .

Parameter estimates of (3), presented in Table VI,'® were used to estimate

18 Data from the COMPUSTAT tape were used to estimate the operating betas and the degree of
financial leverage consistent with Hill and Stone’s definitions. Estimation of market betas is explained
in Section II.

19 These estimates are comparable to those reported by Hill and Stone. However, as pointed out
by them, because of the high correlation between f and f2 there is little meaning to the significance
of a; or a3 in Equation (3) [18, p. 627]. Additionally, like Hill and Stone, we found no significant
change in results as a consequence of measuring financial leverage by the debt-equity ratio, i.e.,
replacing f by f/(1 — f) results in estimates similar to those reported in Table VIII and does not affect
the estimates of Equations (4) and (5).
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Table VI
The Dependency of Market Beta on Financial
Structure
BM = ao + as[8°/(1 = f)] + aof + asf?
do d G2 ds R?
A. Market Portfolio Proxy: NYSE Index
1.02 0.037 0.061 0.013 0.17
(18.73)* (4.80)* (2.12)* (2.62)*
B. Market Portfolio Proxy: World Index
1.05 0.045 0.030 0.009 0.19
(5.72)* (3.65)* (6.65)* (2.94)*

* Significant beyond the 0.05 level.

Equations (4) and (5). Results are presented in Table VII. Panel A reports the
results for all firms (84 MNCs and 52 UNCs) in the sample. Individually, both
DII and (DII)? are marginally significant. However, these individual estimates of
6; and 6, may be biased due to the discontinuity of DII in the 0.0-0.25 range for
the total sample; while the value of DII is zero for the 52 UNCs, its minimum
value is (by design) 0.25 for the 84 MNCs. To remove this possible source of bias,
the analysis is repeated using only the data for the MNCs. Results, reported in
Panel B, differ from those in Panel A by the observed levels of significance of
the individual estimates of §; and §,, i.e., the estimates are highly significant
when only the data for the MNCs are used. However, (regardless of the choice of
sample) once both DII and (DII)? are included in the model neither exhibit
significance if the NYSE index is used as the reference portfolio. DII exhibits
only marginal significance if the World Index is used. This is due to the high
correlation between DII and (DII)? (p = 0.94) as a result of which the explained
variance is arbitrarily allocated to the two variables.” Therefore, the high
collinearity of DII and (DII)? complicates inference about the exact form of the
effect of international involvement on betas. Nonetheless, while the results
indicate a strong statistical relationship between the betas and the DII, the
evidence is too weak to conclude that the relationship is nonlinear in DII. Thus,
it can be concluded that corporate international diversification results in a lower
degree of systematic risk and that the higher the degree of foreign involvement
the lower the degree of riskiness.?’ These findings are in line with [2] and
contradict [21] and [38].

IV. Time Series Tests of the Effect of International Diversification

The preceding section’s results indicate that MNCs, as a group, are less risky
than their domestic counterparts and that the relative degree of riskiness declines

20 Thus, there is little meaning to the significance of 8, or 8, in Equation (5).

% Bowman [5] shows that the degree of systematic risk is not dependent on size and our earlier
results (Table III) rule out such dependency. Nevertheless, we directly tested for the size effect in
two ways. One involved adding size (proxied by total sales) as a fourth explanatory variable to
Equation (3) and the other involved regressing the residuals of Equation (3) on size. The effect was
insignificant in both cases.
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Table VII
The Dependency of Market Beta on International
Involvement
BM = {do + 6:[B°/(1 — )] + dof + asf} = 6,DII +
8o(DII)?
N ds R?
A: The Total Sample
Market Proxy: NYSE
-0.215 0.26
(—1.87)*
-0.477 0.26
(—1.85)*

—0.137 —-0.180 0.27
(—0.32) (-0.19)
Market Proxy: World Index
—0.196 0.17
(—1.89)*
—-0.439 0.17
(—1.73)*
—0.097 -0.231 0.18
(-1.73)* (—0.24)

B: The MNC Sample
Market Proxy: NYSE
-0.215 0.67
(—2.38)**
-0.477  0.66
(—2.36)**
—0.137 —0.180 0.68
(—0.40) (—0.24)
Market Proxy: World Index
—-0.196 0.41
(—2.81)**
—-0.439 041
(—2.07)**
—0.097 -0.231 0.42
(—-1.87)* (—0.29)

* Significant beyond the 0.10 level.
** Significant beyond the 0.05 level.

as the degree of international involvement increases. However, the results in
Section II indicate that the risk-adjusted returns are identical across the two
groups. This provides the basis for concluding that the null hypothesis of
semistrong efficiency of the markets with respect to the information contained
in the degree of international involvement can not be rejected. This, indeed, is
the only conclusion that can be arrived at. No assessment can be made regarding
the effect of corporate international diversification on shareholders’ wealth. To
assess the latter, one needs to examine the behavior of returns around the period
of initial diversification or, alternatively, around a period of significant unex-
pected foreign expansion. In this study, we opt for the first approach and examine
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the behavior of residuals over a 60-month period surrounding the calendar date
in which the initial diversification took place.

To obtain the information about the specific dates involved, a short question-
naire was mailed to the 84 MNCs initially screened. It contained questions about
the month and year in which foreign operations first began, and the month and
year in which the public (stockholders, security analysts, etc.) was informed of
the company’s intention to engage in foreign operations. A total of 34 responses
were received (a response rate of 40.5%). For a response to be considered usable:
(1) it had to have both the month and the year in which foreign operations
began?? and (2) the subject firm had to have complete monthly data available on
the CRSP tape over the period ¢t — 90 to t + 60, where t is the date of
diversification. With these criteria, 18 responses were considered usable and thus
retained for the time series tests.?

The procedure used to estimate vo;, 71:, and B is the same as that outlined in
Section II.2* However, unavailability of pre-1959 data for the World Index
precluded its use as a reference portfolio in this section. Only the value-weighted
NYSE index is used as a proxy for the market portfolio and, as such, performance
is measured only from the point of view of an investor with investment oppor-
tunities limited to the U.S. capital markets.

Table VIII reports the average and the cumulative average residuals (CAR) for
the portfolio of 18 firms. According to these results, firms that diversify inter-
nationally experience sizeable positive abnormal returns in the time interval ¢t —
14 to t — 5, relative to the diversification date. Lack of sufficient monthly return
data for seven of the 18 firms included in the portfolio precluded performing
statistical tests like those performed by Hong, Kaplan, and Mandelker [19].
Therefore, the appearance of the positive drift in the CAR may be due to the
random walk behavior of the average residuals (see Brown and Warner [7, pp.
228-29]). However, these residuals reflect only the income effect (i.e., higher
cash flows) associated with international diversification and do not reflect the
risk-reduction effect. As defined in Equation (1), 8;; is estimated as cov(R:, R..)/
o%(R..) by using the 60 monthly rates of return data prior to month ¢ and as such
represents the pre-diversification §; (i.e., the 8 of firm i as a UNC). However,
results in Section II indicate that MNC betas are significantly lower than those

22 Practically, all respondents reported the calendar date in which foreign operations began as the
announcement date. Telephone interviews with approximately one-fourth of the respondents indi-
cated that the reason for these “best guesses” was lack of knowledge about the date of such an
announcement, if any. This being the case, our point of reference (¢t = 0) is set at the time of
diversification instead of the announcement date. Therefore, our subsequent results should be
interpreted with great caution, because the news about such diversification may have been released
or leaked some time prior to the event, providing the market sufficient lead time to discount the
advantages (disadvantages) of international diversification into share prices. This lead time can be
quite substantial due to the potentially long lags involved in site selection, negotiations, construction,
tooling, etc., prior to the start of operations.

2 The 18 firms retained consist of six firms with diversification dates in the 1940s, seven in the
50s, and five in the early 60s.

2¢ However, the dates are changed such that the first estimate of residuals, computed according to
Equation (1), is for t = —30 where t = 0 is the calendar date of international diversification.
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Table VIII

The Monthly Average and Cumulative Average Residuals Relative to the
Month of Initial Diversification

Cumulative Cumulative
Relative Average Average Relative Average Average
Month Residuals Residuals Month Residuals Residuals
-30 0.026 0.026 0 0.016 0.157
—29 -0.014 0.012 1 —0.013 0.144
—-28 —0.013 —0.001 2 -0.017 0.127
=27 0.022 0.021 3 —0.012 0.115
—26 —0.035 -0.014 4 0.028 0.143
-25 0.023 0.009 5 0.011 0.154
—24 —0.011 —0.002 6 —0.013 0.141
-23 0.008 0.006 7 0.009 0.150
-22 0.012 0.018 8 0.005 0.155
=21 -0.023 —0.005 9 -0.012 0.143
-20 0.033 0.028 10 —0.011 0.132
-19 0.010 0.038 11 0.034 0.166
-18 —0.012 0.026 12 -0.013 0.153
-17 0.028 0.054 13 0.016 0.169
-16 -0.021 0.033 14 —-0.025 0.144
-15 0.013 0.046 15 0.012 0.156
-14 0.037 0.083 16 0.021 0.177
-13 —0.002 0.081 17 —0.034 0.143
-12 —0.015 0.066 18 0.025 0.168
-11 0.029 0.095 19 -0.016 0.152
-10 0.017 0.112 20 —0.012 0.140
-9 0.012 0.124 21 —0.011 0.129
-8 -0.016 0.108 22 0.027 0.156
=7 0.021 0.129 23 —0.012 0.144
—6 0.015 0.144 24 0.015 0.159
-5 0.013 0.157 25 —0.003 0.156
—4 —0.018 0.139 26 -0.013 0.143
-3 —0.012 0.127 27 0.022 0.165
-2 0.026 0.153 28 —0.011 0.154
-1 —0.012 0.141 29 —0.012 0.142

of UNCs, and Section III results indicate that the higher the degree of interna-
tional involvement the lower the beta. To provide for the risk-reduction effect,
we reestimated the residuals using estimates of the post-diversification betas.?
The behavior of the resulting cumulative average residuals is portrayed in Figure
1. There is no striking difference between the patterns of the two sets of CARs
except that with post-diversification betas, the CAR is stabilized at about 18
percent instead of the 15 percent with pre-diversification betas. Again, lack of
sufficient data precludes an assessment regarding the statistical signficance of
these abnormal returns. However, significant or otherwise, the magnitude of the
abnormal gain is quite small relative to that associated with other events (e.g.,

% Post-diversification betas are estimated using the 60 monthly observations subsequent to the
diversification date. Consistent with our results in Sections II and III, we found post-diversification
betas (avg. = 1.036) lower than the pre-diversification betas (avg. = 1.197).
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Figure 1. The Behavior of Cumulative Average Residuals with Post-Diversification Betas

mergers, splits, etc.) and relative to the potential of the combined effect of higher
profits (as set forth by the profit motive argument) and lower systematic risk.
Given this small gain (even if it were not due to chance but indeed a significant
gain), the implication is that either foreign operations are not significantly more
profitable than the domestic ones or that the higher profits of foreign operations
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are largely offset by their disadvantages. Our conjecture is that both factors are
responsible for the observed phenomenon. First, as Shapiro hypothesizes, for
many firms becoming multinational is more a matter of survival than one of
choice, i.e., huge R&D expenditures, antitrust laws, domestic market saturation,
and other factors may indeed force the firm to become multinational in order to
stay in business [39, pp. 383-84]. Therefore, for these firms the primary motive
in international diversification is the preservation of normal profits and thus
survival rather than the search for abnormal profits. Notice that, following this
line of reasoning, we are not ruling out the possibility of foreign operations being
more profitable than the domestic ones. Actually, foreign operations must be
marginally more profitable in order to compensate the firm for the marginal
costs of foreign operations. These marginal costs or disadvantages are mainly in
the form of higher monitoring and bonding costs [23]. MNCs are, by nature,
larger than UNCs, and the larger the firm the larger the total of these agency
costs because “...the monitoring function is inherently more difficult and
expensive in a larger organization” [23, p. 348]. These larger agency costs
adversely affect the wealth of MNC shareholders. In terms of the initial reaction
of the market to the news about international diversification, while the market
discounts the positive effects of (possible) higher profits and lower systematic
risk, it also discounts these larger agency costs into the price of shares. The
relative magnitude of these two opposing adjustments has, yet, to be empirically
determined. However, it appears that for our sample there is a positive net effect
(i.e., corporate international diversification results in positive abnormal returns
to the stockholders), but the magnitude of the effect is quite small relative to
what would be expected under the profit motive hypothesis.

V. Summary and Conclusions

The purpose of this study was twofold: First, to provide further evidence on the
rates of return realized by the shareholders of MNCs relative to those of UNCs.
Second, to provide some initial evidence on the effect of corporate international
diversification on shareholders’ returns. The first objective was accomplished by
comparing the performance of two carefully constructed portfolios: A portfolio
of 84 multinational firms, each with at least 25 percent of their annual sales
generated from international operations, and a portfolio of 52 purely domestic
firms. Monthly performance comparisons were made over the five-year period
January 1976-December 1980.

The results obtained indicate that: (1) The monthly rates of return on the two
portfolios are statistically identical and, disregarding risk, MNCs and UNCs
provide their shareholders the same returns. (2) The monthly rates of return on
the multinational portfolio fluctuate less than those on the portfolio of purely
domestic firms. Thus, corporate international diversification may reduce share-
holders’ total risk. (3) The monthly betas of the multinational portfolio are
significantly lower and more stable than those of the uninational portfolio,
indicating that corporate international diversification reduces the degree of
systematic risk. The effect of international involvement on the beta was formally
tested for and it was found that the higher the degree of international involvement
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the lower the beta. (4) The risk-adjusted abnormal returns on the multinational
portfolio are significantly lower than those on the uninational portfolio. However,
it was found that this differential is due to inclusion, in the sample, of two groups
of “senescent multinationals” [39]. Once these two groups are dropped out, the
average residuals are identical across the two portfolios. It may, therefore, be
concluded that MNCs provide their shareholders the same risk-adjusted returns
as those provided by UNCs. Exceptions are when MNCs operate in markets or
offer product lines in which they do not have monopolistic or oligopolistic
advantage. In such cases, stockholders experience negative abnormal returns.

The second objective of the study was carried out by examining the behavior
of cumulative average residuals for a portfolio of 18 firms during a 60-month
period surrounding the period of initial foreign diversification. It was found that
abnormal returns rise by some 18 percent during the 14 months preceding the
initial foreign diversification. This reflects the market’s assessment of the net
effect of (possible) higher profits, lower degree of riskiness, and the agency costs
involved in becoming a multinational. However, because of the small number of
firms included in the portfolio, these results should be considered quite prelimi-
nary. Further research, using larger sample sizes, is needed before any definite
statements can be made on the effect of corporate international diversification
on shareholders’ wealth.
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