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The purpose of the study is to empirically investigate

the effect of international joint venture formation on

shareholder wealth.

The period under investigation was from 1972 to 1987.

Based on the theoretical and empirical researches done in

this area, several hypotheses were tested. The statistical

significance of the capital market reation to the joint

venture formations was examined by using the standard event

study methodology. The Ordinary Least Squares method was

used to estimate the coefficients of each firm's market

model parameters.

The results, in general, support the wealth effect of

international joint venture formation. The capital market

seems to react to the unexpected information of the

international joint venture formation announcements. There

is evidence to indicate that international joint ventures

will provide firms' shareholders with positive net present

values.
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CHAPTER 1

INTRODUCTION

During the past three decades, U.S. manufacturers have

been transformed under an increasingly changing

international environment. The economic and technological

gaps between the United States and other major

industrialized countries have become narrower. The new

environment, with development in product, technologies,

trading, and industrial policies of each government, has

contributed to an increase in international joint ventures

between U.S. and foreign firms in product research and

development, manufacturing, and marketing.

Mowery(1988) defined an international joint venture as

an instance of interfirm collaboration in product

development, manufacture, or marketing that spans national

boundaries, is not based on arm's length market transaction,

and includes substantial contributions of capital,

technology, or other assets by each partner.

The general perspective in which a joint venture can be

considered is that this type of corporate activity

represents only one of many methods by which firms can

combine resources to accomplish some objective. Other

methods include mergers, franchising and trademark

1
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agreements, long-term buy/sell agreements, and one-time-only

buy/sell transactions. The simplest form of intercorporate

combination of resources is the capital budgeting or

investment project in which one firm acquires various

resources from a variety of suppliers and combines them to

accomplish some objective under its own management. From

this perspective, an intercorporate joint venture is only

one special case of capital investment (McConnell, and

Nantell, 1985).

A joint venture, in contrast to a merger, involves the

combining of part of the resources of two or more companies

to accomplish objectives under the joint management of those

firms. Therefore one of the fundamental differences between

a merger and a joint venture is that the original management

of the parent firms remains intact under the joint venture.

Regarding the issue of combining the firms' resources, a

merger may be interpreted as a special(extreme) case of a

joint venture.

There are several studies which provide information

about trends in international joint ventures. Stuckey (1983)

found that joint ventures have long been common in

extractive industries such as mining and petroleum

production. Harrigan (1984) found that international joint

ventures have now extended far beyond those concentrated,

during the 1960s, in the chemicals, primary metals, paper,

stone, clay and glass industries. Hladik (1985) found a
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significant increase during 1970-1982 in the number of

international joint ventures involving U.S. firms, and

predicted a growth trend in joint ventures. However, a more

general study done by Ghemawat, Porter, and Rawlinson (1986)

covering license agreements, supply agreements, and other

long-term interfirm accords, shows no significant upward

trend.

There are several factors that can explain the increase

in international joint venture activities. Many firms hope

to mitigate future trade barriers by investing outside their

countries and allying with host countries' companies.

According to the study done by Reich and Mankin (1986),

nontariff import restrictions protected about 20% of U.S.

manufactured goods; by 1984, protection covered 35%. Thus,

foreign companies view joint ventures with U.S. firms as a

tool to help forestall further protectionism. In the same

rein, the protectionism of the Japanese government or the

increasing trend of protectionism in the European Community

may cause many U.S. corporations to go abroad and form joint

ventures with foreign host country firms.

Melicher and Nielsen (1978) surveyed managers and

reviewed proxy statements, obtaining a list of motives for

joint ventures similar to the one's compiled by Berg and

Friedman (1977). These motives can be loosely categorized as

achievement of operating and production economies,

achievement of marketing efficiencies, achievement of
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vertical integration, acquisition of enhanced financial

resources, and exploitation of patent rights.

It is a controversial issue whether international joint

ventures benefit U.S. firms and the U.S. economy as a whole,

both in the short-term or in the long-term. Reich and Mankin

(1986), expressed concern about the competitive edge of U.S.

industry. They did not agree that U.S. industry should

sacrifice competitiveness for lower cost production workers

abroad. On the contrary, other studies, such as Porter and

Fuller (1986), and Perlmutter and Heenan (1986), support

international joint ventures as an essential means for

future global competitive strategies.

Over the past ten years, a large number of United

States firms have been involved in joint ventures activities

across several sections of industries. Mergers &

Acquisitions journal reports that billions of dollars have

been invested annually on joint ventures. Given this level

of activity, joint ventures have received very little

attention in finance literature. Most of the studies done on

joint ventures have focused on case studies of single

industries or antitrust issues. Studies by Berg and Friedman

(1980), Duncan (1981), McConnell and Nantell (1985),

Ravichandran (1986), Ravichandran and Pinegar (1987), and

Ravichandran and Sa-Aadu (1988) investigate the wealth

effects of joint ventures.
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Since joint ventures and mergers have several similar

characteristics, the organization of this dissertation will

employ some of the development in the merger literature.

Most empirical studies in mergers have used the "event

study" methodologies to examine the wealth impact of the

event. This paper will employ the traditional "event study"

methodology used by Mikkelson and Partch (1988) as a

guideline to analyze the wealth effect of international

joint ventures on stockholders (see also Brown and Warner,

1985; Warner and Watts, 1988).

It is the purpose of this study to determine whether

international joint ventures benefit the shareholders of

U.S. corporations. The results of this study may provide

management with a better understanding of international

joint ventures and help them make better decisions.

The proposed dissertation will be divided into six

chapters. Chapter two will do a theoretical investigation of

the mutual benefits of an international joint venture.

Chapter three will describe past studies in this area.

Chapter four will cover hypotheses, data, and testing

method. Chapter five will discuss the results of the

analysis. The final chapter will be a conclusion chapter.



CHAPTER 2

INVESTIGATION OF MUTUAL BENEFIT

Benefit, Cost. and Timing Analysis

Scherer (1967) examined the effect of market structure

on a firm's perception of optimal development strategy for

an innovation. This section employs his model to examine

whether an international joint venture will provide a mutual

benefit for the partner firms. The analyses are based on the

following assumptions: (1) the benefits function, V, is a

function of revenue minus costs, other than R&D costs and it

is a linear decreasing function of time; and (2) the R&D

cost function, C, is a nonlinear decreasing function of time

(Berg, Duncan and Friedman, 1982).

The reasons behind the support of the first assumption

are: a) earlier product introduction allows more periods of

product monopoly for the innovator; and b) earlier product

introduction has potential for permanent enhancement of the

innovator's market share, or "first mover advantage." The

reasons behind the second assumption are: a) total costs

increase when time of development is compressed as a result

of increased errors that could be avoided if the process

were more sequential; b) information from one step may save

money in a subsequent step if the knowledge is acquired in

6
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FIGURE 2-, SINGLE FIRM'S PRODUCT INTRODUCTION ANALYSIs
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time; c) diminishing returns to additional scientists and

engineers are experienced, given the state of scientific and

technical knowledge at the time; d) parallel approaches may

be required to hedge against uncertainty regarding the

technical feasibility of alternative solutions. From FIGURE

2.1, considering firm's benefit function V1 and cost

function C1, the optimal time of product introduction is at

T1 where the slope of the benefit function at point X1 is

equal to the slope of the cost function at point Y1. Any

rivalry could shift the benefit function, V1, downward to V2

which has a steeper slope because competition diminishes the

potential benefits of innovation. At this stage, benefits

are still above costs. However, the optimal product

introduction time will move back to T2 where the slope at

point X2 is equal to the slope at point Y2. If the firm

delays product introduction until T1, expected profits will

shrink. If competition causes V2 to shift downward below the

C1 curve to V3 , then cost will be higher than benefit. The

firm will be in a loss situation and, thus, the firm will

not initiate this R&D project.

The previous analytical framework can be applied to

joint venture decisions. Differences in risk aversion and

opportunity sets lead the firms to situations in which joint

ventures can be mutually advantageous. For illustrative

purposes, suppose firm B approaches firm A with some new R&D

project. Firm A operates with a relatively higher cost
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FIGURE 2.2 PRODUCT INTRODUCTION OF TWO INDEPENDENT FIRMS
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function, CA, but also has a relatively higher benefit

function, VA, while for firm B the cost and benefit

functions are Ce and VB respectively (see FIGURE 2.2). One

possible reason is that firm A is a larger firm while firm B

is a smaller firm which has capital and marketing

limitations but can operate more efficiently.

Firm A may have two possible reactions. In the first

alternative, from FIGURE 2.2, the model assumes that both A

and B may or may not know of the other firm's interest in

the project, but neither firms knows the development costs

of the other. In this case, each firm can be profitable

without the help of the other. Both firm A and B have their

own benefit functions exceed the cost function. Without

including joint venture possibility, firm A may delay

introduction until time TA in order to maximize profits. By

the same token, firm B will introduce its product before

firm A, at TB.

In the second alternative, (FIGURE 2.3,) we assume that

firm B approaches firm A with the joint venture proposal.

Firm B informs firm A about its extent of research and

development. As Scherer(1967) suggests, at this point, firm

A's benefit function should shift downward with steeper

slope to V'A because of potential rivalry. If firm A turns

down the joint venture prospect, firm B can take its

innovation elsewhere. If the joint venture prospect is

ignored, the increased rivalry should speed up introduction
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FIGURE 2.3: PRODUCT INTRODUCTION WITH JOINT VENTURE
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to time T'A. As a consequence, for firm A, the expected

return will shrink to XY which is less than initial amount

SR. Moreover, the increased rivalry could push the benefit

function of firm A down to the level which is lower than the

cost function. In the latter case, it causes firm A to

abandon the project because of the loss. On the-other hand,

firm A could choose to enter into a joint venture with firm

B. In this case, if the commercialization advantages can be

transferred to the venture, the benefit function of the

joint venture for both firm is V3v which is equal to VA. At

the same time, if technological transfer can be done without

cost and further development can be accomplished by the

joint venture, then, the cost function of the joint venture

is Cj, which is equal to CB. In this case, the expected

return should be VZ and the introduction time should be T'A

which is equal to TB.

By having a joint venture, the final cost function of

the joint venture firms will be the one with the lowest cost

function while the benefit function will be the one with the

highest benefit function. Thus, joint venture will help

expand the profit spread of each partner firm. Joint

venture, based on Efficient Market Theory, helps improve the

profit spread of both firm A and B to (V, - Cjv) which is

better than (VA - CA) or (VB - C) due to a lower risk

premium in the discount rates, and more stable cash flows.
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Total Revenue, Total Cost. and Quantity Analysis

In addition to the above analysis, we may assume that

both firms are in a highly concentrated industry where the

price falls as output quantity increases. Hence, the Total

Revenue curve (TR) will be concave downward. The Total Cost

curve (TC) has a decreasing rate slope up to a point and

then has an increasing rate slope. There are three main

features of the Total Cost curve: 1) The vertical axis

intercept represents the Fixed Cost. Therefore even when the

quantity is zero, Total Cost may be positive. 2) At low

output levels, Total Cost rises but only at a decreasing

rate because of the advantage of large-scale production. 3)

At high outputs, however, Total Cost rises at an increasing

rate which reflects the Law of Diminishing Returns.1

From FIGURE 2.4, a case of single firm analysis, the

optimal production quantity is at Q* where the slope of TR

at X is equal to the slope of TC at Y. Again, any possible

rivalry could shift the Total Revenue downward to TR',

because of price competition, which can result in a lower

profit spread. If the curve moves lower to TR'', then the

firm will not include this product in its product line

because of the loss.

1 for more detail and discussion about the total cost
curve and total revenue curve, see Maurice and Phillips
(1986); Hirshleifer (1988).
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YQj.U1,4: SINGLE FIRM ANALYSIS
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We may also apply the above analysis to explain the

mutual benefit of having joint ventures. Since different

firms have different opportunity sets, this can lead the

firm to a situation in which joint ventures can be mutually

beneficial. From FIGURE 2.5, let firm A be a large multi-

product firm which has broad marketing distribution channels

that help generate more Total Revenue (TRA). However, firm A

has higher operating cost which causes the Total Cost (TCA)

to be higher than firm B. Firm B is a small company which

has limited access to the market because it lacks large

scale marketing channels. Thus, firm B has lower Total

Revenue (TRe). However, firm B can operate more efficiently.

Therefore, the Total Cost curve of firm B is (TCB).

If there is no rivalry between firm A and firm B, firm

A will produce QA units while firm B will produce QB units

and they will have profits of XAYA and X6YB respectively.

However, if firm B approaches firm A by offering a joint

venture between the two firms, then, firm A has two options.

If firm A turns down the offer, firm B can find another

suitable firm, which could cause a rivalry situation. Since

firm B can operate more efficiently, the competition might

pull firm A's total revenue TRA down to TRA1. In this case,

the profit of firm A will shrink to XA1YA. If the rivalry

causes the Total Revenue of firm A to plunge lower below the

Total Cost curve, then, firm A will have a loss. On the

other hand, if there is a
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FIGURE 2.Ss TWO FIRMS WITH JOINT VENTURE ANALYSIS
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joint venture between the two firms and if the

commercialization advantages can also be transferred to the

joint venture activity without any additional cost, then,

the Total Revenue will be TR4y and the Total Cost will be

TCjv. The profit will be XjyYjv which is more than the sum of

the previous two firms' profits. The production quantity

will be Qjv. The joint venture helps improve the profit

spread of both firms to (Xjv - Yjv) which is greater than the

sum of (XA - YA) plus (XB - YB).

The above analyses may be applied to explore the impact

of risk. Risk factors can have a negative impact on the

firm's value via increases in discount rates (or the

required rate of returns),2 thereby decreasing the present

value of firm's future net cash flows. By -making a decision

to enter into joint venture with potential partners, it can

help the firm to reduce its level of risk exposure.

Considering firm A and B, for example, R&D risks could be

divided into technological risk, associated with uncertainty

about developing a usable product, and marketing risk,

associated with the selling and marketing of the product. A

joint venture can significantly reduce the technological

risk and perhaps some marketing risk as well from greater

2 Based on Securities Market Line, higher risk
projects, investors will require higher rate of returns to
compensate for the higher risk. For more discussion please
see Copeland and Weston (1983); Brealey and Myers (1984);
Farrell (1983).
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flexibility in timing of introduction of product andservice.

By forming joint ventures to reduce risk, which helps lower

the required rate of return, and generate cash flow, a firm

can increase the present value of future net cash flows.

This will help in increasing the firms' values.

The implication from the above analysis is that joint

venture will help generate positive net present value

projects which, by it self, might not be accomplishable by

individual firm alone. Thus, based on Efficient Market

Theory, the unexpected news of international joint venture

announcements by partner firms will be reflected

appropriately in partner firms' stock prices.



CHAPTER 3

LITERATURE REVIEW

Background

Since World War II, U.S. manufacturing firms have long

invested in extractive industries such as petroleum

production and mining in the form of international joint

ventures, and these joint ventures account for a significant

share of total foreign investment (Stuckey, 1983). The

number of joint ventures, both domestic and international,

have increased considerably (Harrigan, 1984; Hladik, 1985).

Based in part on the development of modern

communications and transportation technologies, the number

of multinational corporations has been rising. Capital is

simultaneously transferred around the world in different

major financial markets. Labor skills and wages in most

developed countries can no longer be considered

fundamentally different. Technological know-how is becoming

a global resource. The protection of intellectual property

and export control tend to have less impact than the rapid

development of the technologies which help facilitate

communication, duplication, storing, and reproduction of

information. Therefore, the ability of firms to manage these

19
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globally existing variables is one of the major factors in

determining international success.

The increase in international joint venture activity

has been accompanied by a general upsurge in U.S. firms'

reliance on external sources of research and development

expertise, including such research consortiums as the

Semiconductor Research Corporation and the Microelectronics

and Computer Technology Corporation.1

Melicher and Nielsen (1977) surveyed managers and

reviewed proxy statements describing mergers to compile a

list of stated motives for mergers. Their list is contained

in EXHIBIT 3.1 along with a similar list of motives for

joint ventures as compiled by Berg and Friedman (1978).

Examination of the two lists indicates a significant overlap

in the apparent, or at least the stated, motives for

corporate mergers and joint ventures. These can be loosely

categorized into the following areas: achievement of

operating and production economies, achievement of marketing

efficiencies, achievement of vertical integration,

acquisition of enhanced financial resources, and

exploitation of patent rights.

The reasons for entering into international joint

ventures could stem from complementarities among the

1For more detail please see the National Science Board
(1983); Nelkin and Nelson (1985); Friar and Horwitch (1985);
and Graham (1985).
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EXHIBIT 3. 1: MANAGERIAL MOTIVES FOR MERGERS AND
JOINT VENTURES

Motives for Mergerso

1. Extension of Existing Markets
2. Improved Distribution Network
3. Extension of Product Lines
4. Improved Production Facilities
5. Anticipation of Operating Economies
6. Improvement of Earnings Stability
7. Achievement of Vertical Integration
8. Acquisition of New Technologies
9. Improvement of Research Facilities

10. Acquisition of Financial Resources
11. Anticipation of Management Economies
12. Acquisition of Government Contracts
13. Acquisition of Timber or Patent Rights

Motives for Joint Venturet

1. To Acquire Skills and Technical Know How
2. To Acquire Distribution Facilities'
3. To Acquire Production Facilities
4. Joint Venture is a Customer of a Parent
5. Joint Venture is a Supplier of a Parent
6. To Research and Develop a New Product or Process
7. To Acquire Capital
8 . To Produce for Government Contract
9. To Purchase Government Owned Facility

10. To Exploit a Product or a Licensed Process

aSource: Melicher and Nielsen (1977/78)
bSource: Berg and Friedman (1978)
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different functions that are necessary to appropriate funds

for new investments. In order to reap a profit from the

development of a technology, firms in some industries may

require a new marketing network. Such complementarities may

be less compelling in other industries because of

differences in market structure, characteristics of the

technology, and other factors.

The ability of firms to purchase these complementary

assets often is limited by high transactions costs. Hence, a

firm is faced with a choice between developing these

capabilities internally or trying to gain access to them

through licensing, contractual agreements covering marketing

or production, or joint ventures with a domestic or foreign

company.

Many studies have considered the determinants of the

firm's choice among export, licensing, direct foreign

investment or joint venture as ways for the production or

sale of products or the exploitation of other assets. Hymer

(1961) expressed that "firms are by no means equal in their

ability to operate in an industry. Certain firms have

considerable advantages in particular activities. The

possession of these advantages may cause them to have

extensive international operations of one kind or another."

In addition to Hymer, more fundamental insight about this

issue has also been provided by a number of scholars (see

Vernon, 1966; Dunning, 1981; Teece, 1982; and Rugman,1981).
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Caves (1982), reviewing the empirical and theoretical

investigation of various scholars, suggests that, to exploit

firm-specific assets or capabilities, the export and sale of

products in foreign markets are less effective means for the

exploitation of such assets than direct foreign investment.

Direct foreign investment enables the firm to utilize its

combined strengths in production, innovation, and marketing

in foreign countries. However, most firms do not have

strength within all fields, especially in foreign markets.

Thus, one of the practical solutions to penetrate foreign

markets, without excessive risk exposure, is to have

international joint ventures.

Risk and Diversification

The primary incentives for entering into joint ventures

are risk avoidance, knowledge acquisition, and market power

creation. Since all three incentives may influence a

specific joint venture, sorting out the weights placed on

these factors is very difficult. However, within this

section of the chapter, the risk factor is conceptually

distinguished and is treated separately.

Some projects, for example, resources exploration,

technological innovation, and new market entry, involve high

degrees of risk. Faced with choices involving uncertainty, a

risk averse manager will trade returns for uncertainty

reduction. When risky outcomes are the dominant
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consideration, managers may use joint ventures in order to

achieve diversification which can reduce dependence on risky

outcomes.

For example, a firm can invest in project "A" which

costs $10 millions, is expected to earn 30 percent with a 50

percent probability, and zero percent with a 50 percent

probability. Thus the overall expected return in this case

is 15 percent. Alternatively, we can assume that the firm

can invest $5 million each in two projects A and B which are

independent of each other. The firm expects that there is a

50 percent probability of a 30 percent return and a 50

percent probability of a zero percent return. Then, the

expected return is still 15 percent. However, the difference

is that there is only a 25 percent chance of a zero percent

return from the total investment.

If we assume that the two projects returns are

perfectly negatively correlated, 2 (line AC on FIGURE 3.1)

then, it implies that a success of one will come with a

failure of the other. The expected return is still 15

percent, but there is no chance of getting a zero percent

return on the total investment. Between the two extremes, if

the returns of the projects are partially positively or

negatively correlated, then, there is a trade off between

risk and return (within the triangle ABC area).

2 see FIGURE 3.1, Portfolio Analysis of two Assets in
Combination.
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However, risk measurement using mean returns and

variances of the returns tell us nothing about the attitude

of firms' management toward risk. By definition, risk-averse

managers tend to choose projects that have lower risk. One

good example is that Mobil's exploration activity almost

always employs joint ventures, which might be best explained

due to its management's greater risk aversion. This

explanation is consistent with agency theory which best

explains the tendency of management to participate more in

joint venture activities.3

International Risks

There are also several distinctive types of risks

related to foreign countries. Each country's risks,

especially in developing countries, could be included in the

determination about the type of activities which will be

best for firms to exploit. If the country risk is too high,4

then the feasibility of the proposed project may be very

small. Since demand for products or services is normally

expected to be highly influenced by the economy, a recession

in the business cycle could sharply reduce demand for the

firm's exports.

3 see Appendix 1 for some examples of risk and types of
project risks.

4 see EXHIBIT 3.2, showing Business Environment Risk
Information (BERI).
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EXHIBIT 3.2: BERI RANKINGS, NOVEMBER 1987

1!2w-- RI Category*
Switzerland............ 82
Japan...9.*........... 80
Germany.. ... ........... 78
United States......,... 78
Singapore .......... . 74
Taiwan................ 70

NNu-IRISM
Netherlands............

United Kingdom,......
Canada................
Sweden..............
Norway.....9.99.99.....
France.............. ...
Ireland........9.......9
Denmark................w
Australia.....*........*
Denmark................9
South Korea............
Saudi Arabia...........
Spain..........
Malaysia..............

gichm Rish
Greece............... .
Israel...9............

1

B

Thailand...............

South Africa..........
Turkey . .. .. .. . .. ... .. 

Ecuador.............

Colombia.. . .. .. .. ... *....

Cote d'Ivoire..........
Hungary.......

Portugal.... ......
Indonesia..............
Argentina... .... ..... .

Mexico.0.#........*..9.... .
Pakistan...............
Venezuela...*. . *.........

jaohibitive Risk
Egypt....0.............
Peru..... .. . .......... *
Philippines............*

Morocco.. .. ..... . ......

Nigeria.... .. .. ...... 

Iran... ............. .

69
68
68
67
67
66
64
62
62
62
62
61
58
57
56

54
54

54
52
50
49
49
48
48
48
46
46
46
46
42
40
40
40
40
40

39
39
39
38
38
38
34
28

*BERI Categories
00-86 Unusually stable and superior business environment

for the foreign investor.
85-70 Typical for an industrialized economy. Any tendency

toward nationalism is offset in varying degrees by
the country' efficiency, market opportunities,
financial entities, etc.

69-56 Moderate risk countries with complications in day-to-
day operations. Usually the political structure is
sufficiently stable to permit business without
serious disruption.

55-41 High risk for foreign-owned businesses. Only special
situations should be considered (e.g., scarce raw
materials).

elow 41 Unacceptable business conditions.

Source: Business Environment Risk Information, Geneva, 1987.
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Some of the financial factors which may increase

financial risk include interest rates, exchange rates, and

inflation. Different countries have different

characteristics related to these variables. Some countries

have very high inflation rates which tend to slow down the

economy and could reduce demand for products. Inflation

pushes up interest rates and at the same time has negative

impact on purchasing power and as a consequence, may reduce

consumer's demand. On the other hand, lower interest rates

could help increase the money supply which might stimulate

the economy and boost demand for products. Exchange rates

can also strongly influence the demand for import and

export. A strong currency could benefit the importing firms

while harming the exporting firms.

Multinational corporation subsidiaries often send

funds, which may be in the form of loan repayments,

purchases of supplies, administrative fees, remitted

earnings, and so forth, back to the parent company. In some

situations, the host government may block fund transfers.5

The blockage might cause losses to the firms or force the

firms to invest in less optimal project or put money in

local securities which may provide lower return.

. For example, the U.S. government blocked all fund
transfers to Iran and froze all Iranian government funds in
the U.S. during the U.S. and Iran conflict.
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Multinational corporations are also concerned about

political risk. The increasing government intervention in

the economy has increased the risks of international

operations of many multinational firms. Political risks

might come in the form of foreign government actions which

include currency controls, change in tax laws,

expropriation, 6 requirements for local production parts, and

pollution control requirements.

Probability of war is another threat to foreign

investments. Some countries may engage in constant battles

with neighbor countries or may have civil war between

different parties within the countries. The fighting can

affect the safety of the firms' employees. Such risk factors

could have a negative impact on the firms' cash flows

resulting in reduced value for the firm.

Thus, a manager, as an agent of the firm's owners, has

an obligation to be informative about all types of firm

related information that could have an impact on the firm's

operations. By doing this, an informed manager is in a

better position to make the right decisions to maximize the

firm's value.

6 see EXHIBIT 3.3, Expropriation by Region, 1960-1976,

for more discussion also see Bradley (1977).
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HIBITJ3.2Z EXPROPRIATION BY REGION, 1960-1976

Number of expropriations

0 010

Latin America

Arab States

Africa

Asia

Rate of Expropriation Percent

5ii o15 ag

Total numbers of expropriations

Expropriated companies as a percentage of total
U.S. companies ih the region
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Agency Cost

A joint venture can exploit technological capabilities

without incurring contractual limitations and licensing

transactions costs. Joint ventures also help the firm to

reduce the problems of uncertainty and opportunism which

make the international technology licensing agreements more

complicated. As Brodley (1982) has summarized:

"By providing for shared profits and managerial
control, joint ventures tend to protect the participants
from opportunism and information imbalance. The problem of
valuing the respective contributions of the participants is
mitigated, because they can await an actual market
judgement. The temptation to exploit a favored bargaining
position by threatening to withhold infusions of capital or
other contributions is reduced by the need for continuous
cooperation if the joint venture is to be effective.
Moreover, a firm supplying capital to the joint venture can
closely monitor the use of its contributed.capital and
thereby reduce its risk of loss. Common ownership also
provides a means of spreading the costs of producing
valuable information that could otherwise be protected from
appropriation only by difficult-to-enforce contractual
undertakings. .... Because of these advantages, joint
ventures are especially likely to provide an optimal
enterprise form in undertakings involving high risks,
technological innovations, or high information costs."

Therefore, joint ventures help reduce agency costs

because the formation of a joint venture allows each partner

to better monitor the behavior of the others, which help

reduce the incentives for opportunistic behavior.

Joint ventures can also control technology transfer

more effectively than licensing transactions. In licensing,

firms normally makes a sale of a complete package of
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technological know-how while in a joint venture, the

portfolios of technological assets can be unbundled and

selectively transferred to a partner. Joint ventures can

provide financial rewards and be a strong cohesive force for

selective technological transfer. As mentioned, joint

ventures allow a transferor to monitor the behavior of the

recipient of any transferred asset within a joint venture.

Joint ventures cover only a limited range of functions

or products. Thus, joint ventures help partners avoid the

difficulties of pooling large, multiproduct firms through

mergers. On one hand, partners in a joint venture can have

cooperative activities, while on the other hand, it allows

partner firms to compete with one another in other product

areas. Since joint ventures can provide a means for lowering

the costs and risk to the firms involved, it motivates young

firms in industries such as biotechnology and robotics, to

work together and form joint ventures.

However, joint ventures involving firms of different

technological capabilities may differ on the amount of

technology transfer. One partner may want to maximize while

the other may want to minimize the amount of technology

transfer. The conflict of interests could contribute to the

collapse of the joint venture.

In product development, joint ventures between former

competitors that focus only on one product line among many

other produced by the partners, may not be stable.
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FIGRE 3.2: RISK AND RETURN RELATION

Manager

Owner Control

I Control

3004R58RISK (Dr)

Sour see Boudreaux (1972/1973)

RETURN

(R )
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Technological change can cause some independently

manufactured products to become competitors with those

jointly developed by the partnership. The knowledge of

market demand and conditions may lose its value to the joint

venture partner (Porter and Fuller, 1986).

Furthermore, a number of empirical investigations, e.g.

Boudreaux (1973), Kamerscher (1968), Monsen, Chiu, and

Cooley (1968), Radice (1971), Baumol (1967), and

Monsen and Down (1965), imply that, because of assymetrical

opportunities for return-risk combinations on the part of

the managers in the two types of firms, the owner-controlled

firm will produce higher and more variable income streams

than will the manager-controlled firm. Boudreaux (1973)

found that manager-controlled firms, on average, provide

investors with lower return (10.45%) and lower deviation

(3.07) . Thus, by entering into joint ventures which allow

more monitoring from both sides of partner firms, the agency

cost could be lower.

Wealth Effect

Over the past ten years, a large number of U.S.

corporations have been involved in joint ventures including

a wide range of industries. Mergers & Acquisition journal

7see FIGURE 3.2, Risk and return between owner-
controlled firms and manager-controlled firms. R represents
Return on Equity, and D represents Standard Deviation.
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reports that billions of dollars have been invested annually

in joint venture activities. However, given this much

activity in the industries, joint ventures have received

little attention from academic finance literature.

Mergers, in contrast to joint ventures, have received

widespread attention in finance literature. The wealth

effects of mergers have been extensively investigated. In

contrast, most of the joint venture research has only

focused on issues related to antitrust perspectives or case

studies of a single industry. A few studies which do

investigate the wealth effects of intercorporate joint

ventures, are briefly reviewed next (see Appendix 2).

Berg and Friedman (1978) using a cross-sectional time-

series econometric model to identify differences in the

sources of variation, made an indirect test of the effects

of joint ventures on firm rates of return. They found a

negative impact due to joint ventures. The result is

consistent with the hypothesis that joint ventures tend to

be knowledge-acquiring and risk reducing activities, rather

than market-power generators. However, the tests focused on

a single industry and the analysis did not consider the

intensity of the activity, nor were the technological

characteristics of the joint ventures included in that

analysis. Moreover, the rate of return is calculated from

firms' net income which might bias the results of the study.
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Berg and Friedman (1980), using multivariate analysis,

found that joint venture partner firms involving knowledge

acquisition had a negative impact on rate of return, while

all other had a positive impact, but smaller in absolute

terms. Average size of firms and industry R&D intensity both

had positive impact.

Berg and Friedman (1981) used pooled cross-sectional

time series analysis to determine the direction of impact of

joint venture participation. Parent-participations were

partitioned into two categories, "technology transfer" and

"all the other". Then they tested for the association of

those two types of joint venture activities with industrial

rates of return across nineteen industries over twelve

years. They found that technological joint ventures, as a

class, negatively affect rate of return, which is consistent

with the result from knowledge acquisition.

Lummer (1983) employs standard event study analysis

(uses Mean Returns Model) to investigate the wealth effect

of entering into international joint ventures. In general,

there is evidence to indicate that international joint

ventures provide an increase in the U.S. participating

firms' market value. The increase in market value is

significantly higher for joint ventures with foreign private

firms than it is for joint ventures with foreign

governments. However, the study results do not support the
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diversification benefit of entering into international joint

ventures.

McConnell and Nantell (1985) empirically investigated

the common stock returns of U.S. companies that enter into

domestic joint ventures. There are positive significant

returns from joint ventures, which supports the synergy

hypothesis. The results also show that shareholders of the

smaller partner in the joint venture earn a larger excess

return while dollar gains tend to be more equally

distributed.

Ravichandran (1986) found that shareholders, on

average, of firms which engage in domestic joint ventures

earn statistically significant positive abnormal returns

during the two-day announcement period. However, he found

that the reaction to the announcements is not uniform across

all types of joint ventures. In competitive industries,

firms which enter into joint ventures do not earn any

significant announcement period abnormal returns. It occurs

either because the announcement is not totally unanticipated

or because investors do not believe that joint venture

partners can capture the project's rent for a long period

due to the ease of entry into the competitive industry.

Similar results were also obtained in joint venture studies

in regulated industries. The result is consistent with the

notion that projects in regulated industries earn exactly

their risk adjusted cost of capital. However, the author
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found significantly larger abnormal return from joint

venture in concentrated industries. Therefore, the results

of the study tend to indicate that capital markets appear to

reflect the joint venture firm's ability to capture monopoly

rents.

Finnerty, Owers, and Rogers (1986) partitioned the

sample into domestic and international joint ventures. They

found no significant evidence of abnormal returns from joint

venture formation. The results indicate zero net present

value projects of the joint ventures. They concluded that,

in the short-term, shareholders might perceive no

diversification gains from the projects. In the long-term,

as more information about the success or failure of the

venture become known, investors may react positively or

negatively.

Ravichandran and Sa-Aadu (1988) found that shareholders

of the real estate joint venture firms, during the two-day

announcement period, gain statistically significant positive

abnormal returns of 0.63%. They found that the capital

market reaction to real estate joint venture announcements

is not uniform across firms. Firms which have an

informational advantage in joint ventures gain significantly

larger positive abnormal returns than informationally

disadvantaged firms. They also found that returns associated
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with firms having major lessees are statistically

significantly higher than those of firms without major

lessees. However, there is evidence which shows that the

economic importance of major lessees is not homogeneous

across each segment of the market.

Firms with relevant technical expertise tend to have

relatively small positive rates of return while ones without

expertise tend to have small negative rate of return. Market

power generator or concentrated industry joint venture firms

tend to have significant positive abnormal rate of returns.

The latter studies show that, on average, firms

entering into joint ventures earn significant positive

abnormal returns. However, the results are not uniform

across all industries. Joint ventures related to competitive

or regulated industry do not earn any significant abnormal

return while concentrated industries and informational

advantages can provide firms-with significant positive

abnormal returns.

These wealth effect studies in the past provide us with

some useful theoretical information related to- joint

ventures. In the next section, more discussions about the

theoretical framework in this area should provide us with a

8 lessee in this study means major tenant holding

lease, which may be, for example, Sears, JC Penny,
Montgomery Ward, Dillards.
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broader perspectives as a background for additional analysis

in this study.

Theoretical Framework

According to the Myers and Majluf (1984) study,

managers have more information about the firm's investment

opportunities and the market value of the firm than general

investors in the market. Therefore, it is possible that the

securities in the capital market may be undervalued or

overvalued. However, even if there is a good investment

opportunity, in some cases, the managers may have to turn

down the project if financing by new external equity will

cost the current shareholders more than the earned benefit.

A joint venture can be a good choice as a substitute

for a financial intermediary or private placement. Joint

ventures help the firm fill the gap and also provide a

signal to the market about possible synergistic effects and

the positive net present value arising from the project. For

example, if firm ABC has sole information about a positive

net present value project but does not have sufficient

internal funds to invest, then, ABC may choose to have a

joint venture with firm XYZ. By having a joint venture, both

firms are better off and do not have to pass up the good

project altogether. Therefore, joint venture announcement

can convey new information about the positive net present

value investment project to the public.
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There are several types of costs associated with a

false signal. Those costs are, for example, negotiating,

monitoring, implementing, and ending the contract. If the

project .is a negative net present value project and one firm

misrepresents the facts and enters into a joint venture,

then, there is a significant cost related to sharing the net

present value. This might cause the firm to plunge into

bankruptcy or be the target of an acquisition. Moreover, the

joint venture contract normally states that firms cannot

withdraw from the joint venture without the consent of the

remaining interested parties. Thus, because of substantial

legal and contractual penalty costs, it is very costly to

provide a false signal (see Corpus Juris Secundum (Vol. 48A,

pp. 440),; Campbell and Kracaw, 1980).

In addition to the impact from false signalling, the

value of the joint venture may vary depending on the

characteristics of the industry. For example, a highly

competitive industry which has several market participants

might have different reactions to joint venture

announcements when compared to a highly concentrated

industry which has tough barriers to entry. Even though the

joint venture announcement could signal positive information

in both industries, the degree of responses could be

different. One reason is that highly concentrated industry

has strong barriers to entry, which help protect the

projects' cash flow into the firms for a much longer period.
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Thus it does provide a larger net present value for the

firms.

Studies done by Bain (1949) and Manne (1966) provide

evidence that firms in highly concentrated industries can

earn significant returns above the required rate of returns.

If this is the case, the investors in the market should

respond more favorably to the joint venture announcements of

highly concentrated (or monopolistic) industry firms than

those of competitive industry firms' announcements.

During most of this century, smaller firms tend to have

greater rates of earning growth than do larger firms (Keim,

1983; Banz, 1983; Reinganum, 1983; Baasu, 1983). This is

generally true because small firms tend to be in new

industries where growth opportunities are greater. Since the

growth of the whole will depend on the growth of the parts,

one of the results of diversification, in addition to risk

reduction, is that it will limit the growth of the firm.

Therefore, the small firm effect, in this case, suggests

that investors should invest in stocks of small firms so

that they can earn return in excess of what is expected

(Seligman, 1983; Ariel, 1987; Kolb, 1986).

Brauer (1986) found that the impact of unexpected

information varies by firm size. Small firms securities may

be riskier than those of larger firms because small firm

securities are not as frequently traded and there is less

information relating to small firms available in the market.
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Based on firm size effect, we would expect small firms'

international joint venture announcement to have a greater

impact on return than those of the large firms.

A large number of studies have investigated the

determinants of the firm's choice among export, licensing,

and direct foreign investment as channels for the sale or

the exploitation of the firm assets. Hymer (1961) suggested

that the possession of some advantage over firms based in

the foreign country was the key determinant of a firm's

decision to undertake direct foreign investment (Dunning,

1981; Rugman, 1981; Teece, 1982; Vernon, 1966). Caves (1982)

supported Hymer by suggesting that, to exploit firm-specific

assets, export and sale are less effective means than direct

investment. Chandler (1977) shows that the combined

performance of manufacturing, distribution and marketing

functions by a single firm were greater than those which

specialize only in one area. Firms that viewed joint

ventures as a weak cousin of direct internal development or

other methods of transferring technology would prefer to do

the project on its own. Aggressive firms view joint venture

as an option to buy without a price and will do the project

on its own, take all the risk, and earn the higher return.

Therefore, we would expect returns from the direct foreign

investment announcement firm to be higher than the ones from

international joint venture announcement.



44

The type and degree of risks present in joint ventures

are dependent on the country with which the partnership was

developed. Financial risk, business risk, and political risk

have significant impact on foreign investment. Differences

in labor and other investment costs, exemption benefits, tax

benefits, and other benefits offered by foreign countries,

could boost or hurt the partner firms' returns. However,

return is normally offset by risk. Therefore, we expect

international joint ventures of U.S. firms with foreign

firms whose country is more stable in both economy and

politics will tend to provide a lower return because of

lower risk and vice versa.

Conclusion

In general, past studies tend to indicate that, on

average, joint ventures tend to benefit the participating

firms. Joint ventures involving risk reduction could lower

the firm's return. On the other hand, high risk joint

venture projects are normally associated with low cost

resources, low labor cost, and potential for new market

expansion, which, in turn, could have positive impact on the

firms' values. Moreover, joint ventures involving market

power expansion tend to increase the firm's values. The

agency cost issues could be explained by analyzing the

differences between manager-controlled firms and owner-

controlled firms. Agency theory would indicate that



45

international joint ventures from owner-controlled firms may

perform better than manager-controlled firms. The sizes of

the participating firms could also help explain the nature

of joint ventures. Small firms could get benefit through the

marketing channels of the large firms while large firms

might obtain technological know-how from the small firms.

Finally, firms with informational advantage or those having

better control over the joint ventures could gain

significantly larger positive returns than those with

informational disadvantages.



CHAPTER 4

METHODOLOGY

Data

The data base for this study was created by identifying

international joint venture announcements during the period

1972-1987. The initial list of all international joint

venture announcements was collected from the Wall Street

Journal Index, Predicasts Funk & Scott Index of Corporate

Changes and Mergers & Acquisitions journal. Care was taken

to ensure that the data for international joint venture

announcement include only the first announcement of each

joint venture and that it was between United States

corporations and foreign firms.

The next step in the screening process was to make sure

that the sample firms' stocks are frequently traded in the

market. To meet this criterion, we selected firms that are

listed either on the New York Stock Exchange or on the

American Stock Exchange.

The market returns and the sample firm's stock returns

were obtained from the Center for Research in Security

Prices (CRSP tape) at the University of Chicago. To ensure

that market returns and the sample firm's stock returns

exist at least 230 days before and 30 days after the

46
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announcement date, the first day and the last day of trade

of each firm stock listed in the CRSP tape were checked to

make sure that there are sufficient data for the required

interval. Any announcement date that was not supported by

available data in the CRSP tape was excluded from the

sample. The Wall Street Journal Index was also carefully

checked for any possible contemporaneous announcements. The

WSJ Index was checked for five days surrounding the

announcement date to see if any dividend, earning, new

financing, or investment news were included within this

specified period. If there was any such announcement during

this period, the joint venture was excluded from the study.

This was done to ensure that a "clean" sample is obtained

for further analysis.

After all screening, we had a sample size of 231

announcements which come from 162 U.S. corporations (see

Appendix 3). The distribution frequencies shown in Appendix

3 may not be a good reflection of the trend in international

joint ventures by U.S. corporations. The final sample size

and its distribution is what was left from the original

sample after all the screening steps. The overall sample

involves 46 foreign countries (see Appendix 4). Japan,

leading the group, has 67 joint ventures with the U.S.

corporations. Host of the international joint ventures come

from manufacturing industries which make up about 81 percent

of the overall sample (see Appendix 5). Furthermore, out of
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186 international joint ventures from the manufacturing

industries, about 69 percent are from chemicals and allied

products, primary metal, industrial and commercial machinery

and computer equipment, electronic and other electrical

equipment, and transportation equipment industries combined

(see Appendix 6).

Testing Method

The statistical significance of the capital market

reaction to international joint venture announcements will

be investigated using the traditional event study

methodology. We use the method advocated by Mikkelson and

Partch (1988) (see also Fama, Fisher, Jensen, and Roll,

1969; Warner and Watts, 1988). We use the single index

market model for our analysis. The one-factor market model

is presented below,

(1) Rjt = a1 + b1 Rt + ejt

where,

Rjt = The daily rate of return of security j

on day t

Rmt = continuously compounded rate of return

for an equally weighted market index on

day t (CRSP provided index)

a1 = intercept term
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by =

ejt =

slope of the model

The residual return on firm j in day t

The prediction error (PE) for the common stock of firm

j on day t is defined as follow:

(2) PEjt = Rjt - (a1 + bjRmt)

where:

PEjt

Rjt

(a1 + b1Rmt)

= prediction error of firm j on day t

= continuously compounded rate of return

for the common stock of firm j on day t

= expected rate of return on the

prediction interval for the common stock

of firm j on day t

The Ordinary Least Squares method (see Johnston, 1984;

Kmenta, 1986; Kelejian and Oates, 1981) is used to estimate

the. coefficients of firm j's market model parameters. Two

hundred days of estimation period start two hundred and

thirty days before each international joint venture

announcement and extend to thirty-one days before the

announcement date. The sixty-one days of prediction interval

will include day zero, thirty days before, and thirty days

after the announcement date. The details of estimation and

prediction intervals are shown below,
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Estimation Period Prediction Period

<-------- 200 days --------- > < 30 days> < 30 days >
-230 -31-30 0 30

The key statistical tests involving prediction errors

will use the following Z-statistic,

1 N t2 t2
(3) Z = S[E PEjt/ Var EPE'

J 1 t /A tati

where the t, is the first day (day -30) of the prediction

interval, and t2 (day +30) is the last day of the prediction

interval. N is the number of observations (in this case it

is the number of announcements). The variance of the

cumulative prediction error can be defined as follows,
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tz

2 (S Ret - Tibv) 2
t2 T2 ~

(4) Var T +
t=ti ED ED

S (Tai - )2

The term V23, in equation 4, is the residual variance of

firm j's market model regression. T is the number of days in

the cumulative prediction interval (could be ranged from 1

to 61 days) . ED is the number of days in the estimation

period used to estimate the market model coefficients. Rt

is the market return on day t while P,, is the mean of the ly

in the estimation period. The comparative statistical test

will employ equation (5) as follows (see Appendix 7):

(5) Z = (Z 1-Z 2)/]2

where,

Z = The comparative test Z-statistic between the

two groups of each hypothesis

Z1. The test Z-statistic of the first group

Z2 The test Z-statistic of the second group
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Based on Efficient Market Theory (see Lorie, Dodd, and

Kimpton, 1985; Farrell, 1983; Copeland and Weston, 1983;

Brealey and Myers, 1984), any significant change of stock

prices will reflect unexpected information. If firms'

international joint venture announcements signal information

asymmetry between the firms and the market. The reactions of

the capital market should be evident and captured by our

test statistic.

Hypotheses

Based on theoretical and empirical studies done in this

area,1 The.following null hypotheses will be tested:

(1) H10 : The international joint venture announcement
period firms' returns are drawn from the same
distribution as the comparison period
returns.2

The next hypothesis employs definitions used by

Boudreaux (1973). He defines owner-controlled firm as (1)

firm that has one party which owns 10 percent or more of the

voting stock and is represented on the board or is

management or is otherwise known to control the firm or, (2)

1 already discussed in the theoretical framework
section in chapter 3

2 This hypothesis has sample size of 231 announcements

from 162 U.S. corporations.
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firm that has one party which owns 20 percent or more of the

voting stock.

Boudreaux defined management-controlled firm as a firm

in which no individual shareholder owns a single block

greater than 5 percent of the voting stock exists and there

is no recent evidence of control 3. By using the above

definitions, the second hypothesis is as follows,

(2) H20: The stock returns in the international joint
venture announcement period4 of the manager-
controlled firms are not significantly
different from those of owner-controlled
firms.5

Based on the sales figures,6 the top twenty five

percent of the sample in terms of sales was included as the

large firms group. The bottom twenty five percent of the

sample in terms of sales will be considered the small firms

3 'evidence of control' implies that, for example, the
shareholder may be a director or a chief executive officer.

4 stock returns in the announcement period includes day
'-1' or day '0' or the cumulation of both days returns.

5 by employing Boudreaux (1973) definitions and
screening the sample through Disclosure/Spectrum Ownership
or CDE Stock Ownership Directory, owner-controlled firm
group has 58 announcements while manager-controlled firm
group has 87 announcements.

6 used the sales figures from COMPUSTAT tape
corresponding to the year of each international joint
venture announcement.
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group. Based on the sizes of the sample firms, we test the

third null hypothesis as follows,

(3) H30: The stock returns on the international joint
venture announcement7 period of the small
firms group are not significantly different
from those of large firms group.

The sample classification of concentrated industry or

competitive industry for the next null hypothesis is a test

which employs the "Four Firms Industry Concentration

Ratio." 8 The value of Four Firms Industry Concentration

Ratio for the concentrated industry group for the next null

hypothesis test is equal to or greater than 60 percent (on

the top 40 percent of the sample). The value of Four Firms

Industry Concentration Ratio for the competitive industry

group is equal to or less than 40 percent (or the bottom 40

percent of the sample). Thus we have the fourth null

hypothesis as follows,

(4) H40: The stock returns on the international joint
venture announcement period of the firms in
the highly concentrated industry is not

7 for this hypothesis test, small firm group has 41
announcements while large firm group has 41 announcements.

8 the "Four Firms Industry Concentration Ratio"

obtained from the Census of Manufactures: Concentration
Ratios in Manufacturing, U.S. Department of Commerce: Bureau
of the Census, April 1986.
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significantly different from those of firms
in the very competitive industry.

For the purpose of this study, the foreign direct

investment is defined as "The foreign investment by a U.S.

parent firm to create a wholly owned subsidiary in a foreign

country, or the U.S. firm makes 51 percent or more of common

stock acquisition of foreign firms outside the U.S." By

comparing international joint ventures to foreign direct

investment, we test the fifth hypothesis as follows,

(5) H50 : The stock returns in announcement period of
the firms that have foreign direct investment
announcement are not significantly different
from those of firms having international
joint venture announcement.10

The classification of low risk country or high risk

country is based on the "Business Environment Risk

Information" (see Shapiro, 1989). Following the BERI

rankings, which classifies countries with BERI value equal

to or greater than 70 as low risk countries or BERI value

9 the concentrated industry group has sample size of 55
while the competitive industry group has sample size of 70.

10 The overall international joint venture group has
sample size of 231 announcements while foreign direct
investment group has 57 announcements..

..........
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equal to or less than 54 as high risk countries, " we have

the sixth null hypothesis as follows,

(6) H60: The stock returns in international joint
venture announcement period of the firms that
have joint venture with foreign firms from
low political risk countries are not
significantly different from those of the
firms that have joint venture with foreign
firms from high political risk countries.12

Each country's capital market has a different degree of

efficiency. Developed capital markets have more trading and

have more firms involved in the capital market. Thus they

have more information about the firms available to the

public. On the other hand, less developed capital markets

tend to have less trading activities, thus less information

about the firms available to the market. Any announcements

of international joint ventures related to the less

BERI Categories

100-70 Low Risk
69-56 Moderate Risk
55-41 High Risk

Below 41 Unacceptable business conditions

Source: Business Environment Risk Information, Geneva,
also see Shapiro (1989).

12 the low political risk country group has sample size
of 75 announcements while the high political risk country
group has sample size of 59 announcements.
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developed capital markets might be less expected and could

have a greater impact on the stock returns. Moreover, firms

from less developed capital markets may provide investors

with a higher value through greater diversification benefit.

Related to the capital market discussed above, the seventh

null hypothesis is stated as follows,

(7) H70: The stock returns in the announcement period
of the U.S. firms that have international
joint ventures with foreign firms from less
developed capital markets are not
significantly different from those which have
international joint venture with foreign
firms from developed capital markets.13

The location of international joint venture child

firm14 whether located in the United States or in the

foreign countries might have different impact on the firms'

values. In most developing countries, the local governments

may have set up a policy to attract more foreign investment

13 For the purpose of this study, we assumed that the
capital markets of the countries included in the "World
Markets" or "Overseas Markets" sections of the daily Wall
Street Journal are developed capital markets, while all the
other countries are defined as less developed capital
markets. For this study, the less developed capital market
group has sample size of 77 while the developed one has
sample size of 137.

14 child firm, in this study, means new firm formed by
the joint venture partners.
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in their countries to boost the economy. Factors such as

lower labor cost, availability of raw materials, less labor

union problems, new market potential, and less environmental

concerns could increase the firms' profit. On the other

hand, in the United States, there is high labor cost, more

labor union problems, market maturation in some industries,

antitrust issues, and greater environmental issues, which

could shrink the firm profits. Thus, we expect the joint

venture child firm located in the foreign country to perform

better than the one in the United States. Therefore, our

eighth null hypothesis is as follows:

(8) H80: The stock returns in announcement period of
the firms that have the child firms from
international joint venture located in
foreign countries are not significantly
different from those that have the child
firms located in the United States. 15

Some foreign firms' stock is traded in the United

States. They are called American Depository Receipts

(ADR's). They may be traded in New York Stock Exchange,

American Stock Exchange, or NASDAQ (OTC). Therefore, we can

compare the test results of the U.S. firms' returns against

15 The subsample group of international joint venture
child firms that locate in the foreign countries has a
sample size of 159 while those that locate in the United
States has a sample size of 31.
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those of the foreign firms. The ninth null hypothesis is

stated as follows,

(9) H90: The stock returns in the announcement period
of the foreign firms (ADRs) 16 are not
significantly different from those of the
international joint venture partner U.S.
firms'17

By creating a control group of domestic joint venture

announcements of U.S. corporations that have international

joint ventures announcements as experimental group, we

analyze the responses of the capital market to both types of

announcement. There may be more risk involved in

international joint ventures due to foreign country risk and

international risk in addition to domestic risk. Based on

Capital Asset Pricing Theory, higher risk project should be

compensated with higher returns (see Schall and Haley, 1986;

Keown, Martin, and Petty, 1985). Thus we expect the

reaction of capital markets to international joint venture

16 belong to NASDAQ tape.

17 From all available foreign firms' names in the
international joint venture sample, after all the screening,
only 14 firms are on the NASDAQ. This small sample size may
not be adequate to make any generalization.
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announcements to be different from the one from domestic

joint venture announcements.

(10) H100: The stock returns in the announcement period
of the firms that have international joint
venture announcements are not significantly
different from those of the same firms but
have domestic joint ventures announcements. 18

In general, the foreign partners of international joint

ventures are not all private firms. Some of the joint

ventures in the sample are between the U.S. corporations and

the foreign governments or foreign companies which belong to

their governments. Since foreign governments, especially

from developing countries, tend to have monopoly control

over the natural resources used in the productions and try

to protect their countries' interest (Hall, 1984), the terms

of the international joint venture contract could be in

favor of the foreign governments rather than the U.S. firms.

On the other hand, in cases which involve joint ventures

with foreign private firms which depend heavily on U.S.

firms' technological know-how, and are not closely

controlled by the foreign governments, the U.S. firms could

18 International joint venture group has sample size of
231 announcements while domestic joint venture has 106
announcements.
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be in a better position to negotiate. Therefore we may test

the eleventh null hypothesis as follows,

(11) H110 : The stock returns of the U.S. firms that have
international joint ventures with foreign
private firms are not significantly different
from those that have international joint
venture with foreign governments or state-
owned companies.19

Finally, the level of ownership of the U.S.

corporations involved in the international joint venture

child firms could range from a majority shareholder, equally

owned, to minority shareholders. The ownership structures

may reflect the parent firms' expectation on the joint

venture firms' returns.. Being majority owned or minority

owned could have impact on the management or operational

success or failure of the joint venture child firms (see

Wright, 1979; Hall, 1984). Thus, we may test the twelfth

null hypothesis as follows,

(12) H120 : The stock returns of the U.S. firms that have
international joint ventures with foreign
private firms and are majority or equally-

19 The foreign private firm group has sample size of
111 announcements while the foreign government group has
sample size of 21 announcements.
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owned are not significantly different from
those that are minority-owned.20

The results of the tests, the analyses, and the

discussion will appear in chapter five. The conclusions of

the study will be covered in the final chapter.

20 majority or equally-owned group has a sample size of
78 announcements while the minority-owned has a sample size
of 54.



CHAPTER 5

RESULTS AND DISCUSSIONS

The abnormal return analysis was applied to the overall

sample and the partitioned subsamples. The results of the

tests are presented in Tables 5.1 to Table 5.12.

The announcement day (t = 0) used in the study is the

date of publication of the Wall Street Journal article.

Since it is difficult to determine whether the information

was made available to the public during or after the close

of trading day, we use day -1 or day 0 or the cumulation of

both days returns as the announcement period for the

analysis (Finnerty, Owers, and Rogers, 1986; Ravichandran

and Sa-Aadu, 1988; Warner and Watts, 1988). Use of wire-

service data would have provided more accurate information

about the earliest release of announcement of joint venture

to the public. If there is any unexpected significant

information from the announcement, it should be quickly

reflected in the stock prices of these firms.

5.1 Results

In general, the results seem to indicate that

international joint ventures may benefit the participating

63
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firms. The announcements of international joint ventures

seem to be associated with positive abnormal returns.

Overall Sample of International Joint Venture

Table 5.1 shows the average prediction errors and the

cumulative prediction errors with the corresponding Z-

statistic, for the period -30 to +30 days relative to the

announcement day (t = 0). As shown in Table 5.1, the

announcements of international joint venture are generally

associated with positive abnormal returns. The cumulative

abnormal return for the announcement period day -1 through

day 0 is 0.3603 percent (Z-statistic = 2.2094) which is

statistically significant at 0.05 level. As predicted, the

outcome which rejects the null hypothesis is consistent with

the theory of corporate multinationalism that views the

international joint venture as a collection of valuable

options arising from the systemic advantages inherent in the

creation of a multinational network.

This result might reflect the recognition of investors

on the extent of global diversification of the U.S.

corporations. The benefits of international joint ventures

could evolve from the product and market imperfections,

The Z-statistic can have differences in sign from the
cumulative prediction error because the weight used in the
calculation of Z-statistic is the inverse of the standard
deviation of the prediction error or the raw return. Return
of security with higher variance is weighted less and vice
versa (see Mikkelson and Partch, 1988).
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differences in taxation, imperfections in international

labor markets, and imperfection in financial markets (see

Agmon and Lessard, 1977; Errunza and Senbet, 1981).

However, our results contradict the findings of

Finnerty, Owners and Rogers (1986). They find no

statistically significant abnormal return during the

announcement period for a sample of international joint

ventures.

Qyner-controlled Firms vs. Manager-controlled Firms

The announcements of international joint venture, as

shown on Table 5.2, are generally associated with positive

returns. However, owner-controlled firms' returns are not

significantly different from zero. On the left panel, the

owner-controlled firm announcement period cumulative

prediction error on day 0 is equal to 0.4266 percent (Z-

statistic = 1.7915, which is not statistically significant

at 0.05 level). On the right panel of the table, the

manager-controlled firms' announcements are associated with

significant positive abnormal returns. The manager-

controlled firms' cumulative prediction error on day -1

through day 0 is 0.5110 percent (Z-statistic = 1.9877,

statistically significant at 0.05 level).

The comparative Z-statistic between the two groups on

the announcement period does not seem to indicate any

statistically significant difference. Thus, the comparison
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results seem to imply that there is no significant

difference between the owner-controlled firms and manager-

controlled-firms.

The above results are not consistent with the

expectation stated earlier that the owner-controlled firms

will perform better. The comparative result seems to

contradict the Boudreaux (1973) study which found that

manager-controlled firms' mean return was lower than that of

owner-controlled firms' (see Figure 3.2).

Small Firm Group vs. Large Firm Group

Table 5.3 presents significant abnormal return on the

international joint venture announcement period made by the

small firm group. The cumulative abnormal return for the

announcement period day -1 through day 0 is 0.5263 percent

(Z-statistic is 2.0341, statistically significant at the

0.05 level). On the right panel, the large firms group seems

to be associated with insignificant negative abnormal

returns in the announcement period. The comparative Z-

statistic indicates some difference between the two groups.

The Z-statistic of the cumulative prediction errors on day

-1 through day 0 is 2.1024 (statistically significant at the

0.05 level). The comparative result seems to indicate that

the small firms group might be able to capture the economic

rent from the international joint venture better than the
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large firms group. The result seems to support many previous

studies relating to firm size effect.2

These results are consistent with Brauer (1986) who

finds that the impact of unexpected information varies by

firm size. One possible explanation is that small firms

securities are not as frequently traded as large firms.

Thus, there is less information related to small firms

available to the market and the unexpected announcements

should have more impact on the small firms' securities than

the large firms'.

Monopolistic Group vs. Competitive Group

Table 5.4 shows that monopolistic industry firms, in

general, are associated with positive abnormal returns. The

monopoly group's cumulative prediction error on the

announcement period from day -1 through day 0 is 0.6791

percent (Z-statistic is 2.3724, statistically significant at

the 0.05 level). On the right hand side panel, the

competitive group's cumulative prediction error on the

announcement period day -1 is 0.3798 percent (Z-statistic =

1.8182, statistically insignificant at the 0.05 level). The

comparative Z-statistic on the announcement period does not

2 Most previous studies about firm size effect tend to
focus their studies on taxes, transaction costs, risks, low
price effect, and/or statistical issues. For more
discussion, see Officer (1975), Roll (1981), Banz (1983),
Keim (1983) and others.
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indicate any significant difference between the two groups.

Thus, the comparison results seem to indicate that there is

no significant benefit to the monopolistic group compared to

the competitive group.

This comparative result does not support the results of

Ravichandran (1986) who finds that abnormal returns for the

monopoly subsample are significantly higher than those of

the competitive group. The idea that monopolistic industries

have strong barriers to entry, which help protect the

projects' cash flow into the firms for a much longer period

than the competitive industry may not be applicable to the

international environment.

The general result of this section does not support the

findings done by Bain (1949) and Manne (1966) who found

evidence that firms in highly concentrated industries can

earn significant returns above the required rate of return.

Foreign Direct Investment vs. International Joint Venture

The first panel of Table 5.5 presents foreign direct

investment abnormal returns on the announcement period,

which indicate that, on day -1, the prediction error is

0.4583 percent (Z-statistic = 2.7027, statistically

significant at the 0.01 level). In the same manner, on the

right panel, the cumulative prediction error on the

announcement period day -1 through day 0 is 0.3603 (Z-

statistic is 2.2094, statistically significant at the 0.05
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level). However, the comparative Z-statistic does not

indicate any statistically significant difference between

the two groups.

The above result might be explained by several studies.

Franko (1971) found that the multinational corporation may

buy out its joint venture partner and create a wholly-owned

subsidiary, thus international joint ventures may be

transformed into foreign direct investments.

Similarly, Gomes-Casseres (1987) found that

subsidiaries of U.S. multinational corporations may be

unstable due to structural changes. The changes could result

from joint ventures turning into wholly owned subsidiaries

or from wholly owned subsidiaries turning into joint

ventures. For example, multinational firms with higher rate

of foreign expansion are more likely to change from joint

ventures into wholly-owned subsidiaries. Moreover, local

partners in the joint ventures in low growth countries are

more likely to be bought by the multinational firms than in

high-growth ones.

Kogut (1983) views foreign direct investment as a

temporary organization which provides options for the

future. He also views joint ventures as a tool with

flexibility, which can help firms respond quickly to future

events.

The studies cited above seem to lead to the conclusion

that both foreign direct investment and international joint
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venture are closely related. Since both types of business

structures can be transformed from one to the other, it is

not surprising that the outcomes are similar and there are

no significant differences between the two groups.

High Risk Country vs. Low Risk Country

Table 5.6 shows the average cumulative prediction

error, Z-statistic and the comparison between the joint

ventures of the U.S. firms having their partner firms from

high political risk country (on the left panel) and the U.S.

firms with their partner firms from the low political risk

country (on the right panel). The results indicate that

having joint ventures with firms from high political risk

country, in general, will not provide significantly positive

benefit for the U.S. firms. The high risk country group

abnormal return on the announcement period day 0 is 0.4558

percent (Z-statistic = 1.7524, insignificant at the 0.05

level). On the right panel, the low political risk country

group cumulative prediction error on the announcement period

seems to be associated with insignificant abnormal returns.

The low political risk group abnormal return on the

announcement period day -1 through day 0 is 0.3060 percent

(Z-statistic = -1.3163, insignificant at the 0.05 level).

However, the comparative Z-statistic on the

announcement period from day -1 to day 0 is 2.0185 which is

statistically significant at the 0.05 level. The comparative
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result is consistent with our original expectation. It

confirms that having international joint ventures with firms

from high political risk countries could benefit the U.S.

firms more than having international joint venture with the

firms from low political risk countries.

This comparative result supports the study done by

Doukas and Travlos (1989) who find that the objective of

wealth-maximization can be better accomplished when the

firms have international expansions into the new economic

areas that are less related and less developed relative to

the U.S. economy.

Less Developed Capital Market vs. Developed Capital Market

Table 5.7 shows that, on the left panel, the

international joint venture announcements of U.S.

corporations that have joint venture with foreign firms in

countries with less developed capital markets seem to be

associated with positive abnormal returns. The cumulative

prediction error on the announcement period from day 0 is

0.4886 percent (Z-statistic = 2.1634, statistical

significance at the 0.05 level). On. the right panel,

international joint ventures that have the joint venture

with firms from developed capital market are not associated

with positive net present value projects. The cumulative

prediction errors on announcement period day -1 through day

0 is 0.2852 (Z-statistic is 1.6795, statistically
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insignificant at the 0.05 level). However, the comparative

Z-statistic of cumulative prediction errors on the

announcement period do not indicate any significant

difference between the two groups.

In general, there may be less information from less

developed capital market available to the public. Thus the

degree of response to the joint venture announcement should

be greater for the less developed capital market group.

Therefore, the significant returns from the less developed

capital market group may reflect the diversification benefit

from the joint venture.

IJV located in the foreign countries vs. IJV located in

the U.S.

Table 5.8 shows that, on the left panel, the

international joint venture announcements of U.S.

corporations that have joint venture child firms located in

the foreign countries seem to be associated with positive

abnormal returns. The cumulative prediction error on the

announcement period from day -1 through day 0 is 0.6116

percent (Z-statistic = 2.9489, statistical significance at

the 0.01 level). On the right panel, international joint

ventures that have the joint venture child firms located in

the United States seem to associate with zero net present

value projects. The cumulative prediction errors on
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announcement period are not statistically significantly

different from zero.

The comparative Z-statistic of cumulative prediction

error on the announcement period day -1 through day 0 is

2.1759 rejecting the null hypothesis at the 0.05 level.

Thus, these findings indicate that having the child joint

venture firms located in the foreign countries tend to

significantly benefit the U.S. corporations more than

locating the child firms in the U.S.

During the glory period of the 1950s and 1960s, U.S.

corporations were the most active in terms of investing

abroad. However, in the past 30 years, there has been a

substantial increase in foreign investments in the U.S.

Ajami and Ricks (1981) indicates that extremely large U.S.

market was the most important reason in attracting foreign

firms to invest in the U.S. Additionally, by using factor

analysis, they found that "Technology and Innovation," "Risk

Avoidance," and "Enhancing the Economic Viability of the

Enterprise," explained 29, 13, and 10 percent respectively

of the total variance. Therefore, by having investments in

the U.S., foreign firms seem to have closer and more

convenient access to the U.S. technological know-how, and

reduced firms' political risks.

Franko's (1976) study finds that international joint

ventures have a tendency to be transformed into foreign

direct investment. This finding seems to support this
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hypothesis test because the movement is normally an attempt

to improve effective control of management.

Foreign Firms Group (ADRs) vs. U.S. Partner Firms Group

Table 5.9 shows that foreign firms that have

international joint ventures with U.S. corporations seem to

be associated with insignificant positive abnormal returns.

The cumulative prediction error on the announcement period

day -1 is 0.7643 percent (Z-statistic equal to 1.6249,

insignificant at the 0.05 level). Similarly, the U.S. firms

cumulative prediction error on the announcement period is

0.8467 percent (Z-statistic = 1.6625, insignificant at the

0.05 level). The results of the U.S. firms group seem to

indicate that international joint ventures might not provide

any positive net present value projects for the

participating U.S. firms, which contradicts the result of

the first hypothesis test, using the overall sample of the

international joint ventures.

The comparative test does not show any significant

difference between the two groups. Thus, the comparative

results seem to support the mutual benefit hypothesis of the

participating firms (see Chapter 2).

International Joint Venture vs. Domestic Joint Venture

Table 5.10 shows the abnormal returns, Z-statistic, and

comparative Z-statistics of the joint venture announcements
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of U.S. corporations that have international joint ventures

with the foreign firms and also have domestic joint ventures

with the U.S. firms. As shown in table 5.10, the

announcements of international joint ventures are, on

average, associated with positive abnormal returns. The

average cumulative prediction error on announcement period

from day -1 to day 0 is 0.3603 percent (Z-statistic =

2.2094, statistically significant at the 0.05 level).

From the domestic joint venture panel, the abnormal

returns on the announcement period day -1 through day 0 is

0.4317 percent (Z-statistic = 2.0242, statistical

significance at the 0.05 level). The finding is consistent

with the study done by Ravichandran (1986) who finds

significantly higher positive abnormal return on the

announcement period of the domestic joint venture sample

over the comparison period. The result also supports Lummer

(1983) study, which finds that international joint ventures

increase the firms' market value.

However, these results contradict the study done by

Finnerty, Owners and Rogers (1986) who find no significant

abnormal return from both the international joint venture

and domestic joint venture subsamples.

The comparative Z-statistic on the announcement period

does not indicate any significant difference between the two

groups. The study seems to indicate that both international
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and domestic joint ventures are more likely to provide the

U.S. participating firms with positive net present values.

Foreign Private Firms vs. Foreign Governments

The announcements of international joint venture, as

shown on Table 5.11, are generally associated with positive

returns. On the left panel, the international joint ventures

of the U.S. corporations with foreign private firms have

cumulative prediction error on the announcement period from

day -1 through day 0 is equal to 0.6397 percent (Z-statistic

= 2.5570, which is statistically significant at the 0.05

level). On the right panel of the table, the announcements

of international joint ventures related to foreign

governments group are associated with insignificant positive

abnormal returns. The foreign governments group cumulative

prediction error on the announcement period day 0 is 0.6423

percent (Z-statistic = 1.6858, which is statistically

insignificant at the 0.05 level).

The comparative Z-statistic between the two groups on

the announcement period day -1 is 2.1076 which is

statistically significant at the 0.05 level. Thus, the

comparison results seem to imply that there is a significant

difference between the foreign private firms group and the

foreign governments group. The result seem to indicate that

having international joint ventures with foreign private
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firms might provide greater benefit to the U.S.

corporations.

Equal or Majority Ownership vs. Minority Ownership

Table 5.12 shows that, in general, the international

joint venture announcements are associated with positive

abnormal returns. on the left panel, the equal or majority

ownership group has cumulative prediction error on the

announcement period day -1 through day 0 is 0.5438 percent

(Z-statistic is 2.1704 which is statistically significant at

the 0.05 level). The left panel results seem to indicate

that majority or equal ownership could provide positive net

present value for the U.S. firms. On the right panel, the

minority ownership group is not associated with any

significant abnormal returns.

However, the comparative Z-statistic indicates that

there is no significant difference between the two groups.

The result of this hypothesis test might reflect the nature

of having international joint ventures (see Franko, 1971;

Gomes-Casseres, 1987; Kogut, 1983). International joint

venture could be a tool for market penetration. Thus, the

ownership structure could be changed. Franko (1971) found

that the multinational corporation may buy out its joint

venture partner and create a wholly-owned subsidiary. Kogut

(1983) views joint venture as a tool with flexibility, which

can help the firm to respond to unpredictable future.
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5.2 Discussions of Results

The opportunities to capture additional economic rents

by entering into international joint ventures could persuade

more international joint venture activities. There is

evidence to confirm the overall trend. As supported by the

Morris and Hergert (1987) study which provides some evidence

about the increasing number of international joint ventures

activities between the U.S. corporations and the EEC firms

and between the U.S. corporations and the Japanese firms.

The trend is consistent with the change in trading policy of

each country, especially within the European Community which

have developed a more common and closer market among the

member countries in order to protect themselves and, as one

block, to compete with the U.S., Japan, and other developed

countries. To maintain or expand their markets, the U.S.

corporations have employed a cooperative strategy by

entering into international joint ventures with foreign

firms, especially those of competitor countries and

potential new markets.

The total production from joint ventures of the major

industrial countries in the manufacturing sector now account

for from 2 percent to more than 4 percent of total output

(see Christelow, 1987), which is consistent with the

increasing trend of global economy.
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However, the significance of the overall result is not

strong. Lummer (1983) finds that in more than 60 percent of

international joint ventures, the initial investment values

of the joint venture child firms are approximately less than

or equal to 5 percent of the parent firms' market values.

Life of the projects are normally short and the possible

profit contribution from international joint venture to the

parent firms may be small compared to the size and profit of

the parent firms. Moreover, since the U.S. firms in the

sample are relatively large compared to the other firms in

the industries, thus, some of the joint venture

announcements may not be unanticipated by the markets.

Therefore, the responses of the market to the announcements

is not as strong as the early expectation.

The results from Hypothesis two (between the owner-

controlled firms and manager-controlled firms) are supported

by 'Entrenchment Hypothesis'3. It states that management of

manager-controlled firm are working to maximize the firm's

value because of market disciplines (Fama, 1980). Agency

theory suggests that managers are more risk averse than

owners. Therefore manager-controlled firms might be involved

3 This hypothesis states that management of manager-
controlled firm are still working to maximize the firm's
value because of market disciplines (Fama, 1980), the
product market (Hart, 1983), and the market for corporate
control (Jensen and Ruback, 1983). (also see Morck, 1988)
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in lower risk projects, thus providing lower returns (Jensen

and Meckling, 1976).

Related to Hypothesis three, Brauer states that large

firms' securities markets are relatively more efficient

because their securities have traded more frequently and the

large firms have been monitored more closely from the

outsiders. Therefore, based on his argument, there might be

some possibilities that for large firms', announcements

about international joint ventures might leak to the public

before the official announcements.4 The results could imply

that large firms' international joint venture announcements

are well anticipated by the capital market. Thus the

official announcements do not provide any new information

and there should be no significant abnormal returns

corresponding to the official announcements. The two groups'

samples include firms listed in the NYSE or AMEX, which are

relatively large compared to all the others in the

industries.

The unexpected outcome of the Hypothesis four testing

results, showing no significant difference between the

monopolistic industry group and competitive industry group,

might imply that the U.S. corporations from both types of

industries could benefit from the international joint

venture activities. The reason might be that this is an

4 see also Lorie, Dodd, and Kimpton (1985), and Farrell
(1983)
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international environment. The domestic classification of

monopolistic or competitive is solely depended on domestic

data and closely related to Anti-trust law issue. There is

still no reliable statistical information or method to

directly classify the concentration of each industry in the

global economy. Moreover, there is no Anti-trust law issue

related to the international trades. The international joint

venture between two of the largest automobile manufacturers,

G.M. and Toyota (see Weiss, 1987; Koten, 1983), was not

against the U.S Anti-trust law policy. 5 Therefore, the

opportunity to capture economic rents by entering into

international joint ventures could belong to any firm

regardless of size.

The sixth null hypothesis was rejected as expected,

which indicates that the U.S. corporations could gain

greater benefits by entering into international joint

ventures with higher political risk countries. Considering

the firms from the lower risk country sample, most of the

U.S. participating partner firms from the low risk country

group are from West Germany and Japan which have high trade

surpluses with the United States. The large U.S. annual

trade deficit during the last decade might indicate that the

firms from those two countries that have business tied to

5 FTC grants final approval to GM and Toyota joint
venture in 3-2 vote (after a 25 months negotiation since
Kato visits R. Smith for the first time in Detroit in 1981).
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the U.S. have high performances and profit from their

operation. At the same time, the gain of West Germany and

Japan might reflect the loss of some of the U.S. firms in

the same manufacturing industries. Most of the U.S. firms

included in the low political risk subsample. have

international joint ventures with the foreign firms from

West Germany and/or Japan which have had tremendous trade

surpluses with the U.S. in the last decade.

The result of the seventh null hypothesis test might be

explained by analyzing its data sets in combination with the

data sets of the sixth null hypotheses (see Appendix 8).

There are 57 percent common countries from the total of the

Less Developed Capital Market and the High Political Risk

Country groups. Thus, it may provide firms with more

international diversification benefit for the Less Developed

Capital Market group (see Doukas and Travlos, 1989).

Moreover, there are 62 percent common countries from the

total of the Less Developed Capital Market and Outside the

U.S. groups (see Appendix 9). This might benefit the partner

U.S. firms by providing low cost resources and potential for

market expansion. On the other hand, the Developed Capital

Market group tend to have a more common subset with the Low

Political Risk and Inside the U.S. groups. However, the

comparative test results between hypothesis 6 and 7 are not

similar. The different outcome of the comparative test could

come from the specific definition of each group which
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unexpectedly reducing the size of the common countries(see

also Appendix 10, 11).

The insignificant results of the test of the ninth null

hypothesis could be due to a very small sample size, which

can cause higher variance values and thus provide a less

powerful test.

The expected comparative test statistic of the eleventh

hypothesis of the two groups between the foreign private

firms group and the foreign government group might suggest

that foreign governments control resources and employ some

level of monopoly power in the joint ventures. Managers

traditionally consider maintenance of effective control as a

fundamental prerequisite for overall corporate success. The

objective to maintain effective control, along with those of

the local government, are increasingly difficult to achieve

(Wright and Russel, 1975). Moreover, the red tape problems

due to bureaucracy could undermine the cooperative effort to

strive for success by the U.S. firms. There could also be

some differences in management policy between the highly

competitive free market system of the U.S. corporations and

those controlled closely by the central government. The

results of the hypothesis test might reflect potential

management problems. The governments, for this hypothesis,

might not have the objective of maximizing the firms'

values. Therefore, having international joint ventures with

foreign governments could cause higher agency cost. On the
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other hand, foreign private firms which are profit oriented

are more likely to have a positive impact on the cooperation

agreements between the international joint venture partners.

Thus, the international joint ventures with foreign private

firms should provide better returns for the U.S. firms than

from the foreign government partners.

The insignificant result of the comparative test

statistic of the twelfth null hypothesis might reflects some

of the characteristics of the two groups discussed in the

fifth null hypothesis (between the foreign direct investment

group and international joint ventures). There could be

similar changes in ownership structures which might be the

transfer of interest to the other side of the joint venture

partner (Wright, 1979). Therefore, minority ownership might

be transformed into majority ownership or vice versa. Thus,

the results between the two null hypothesis tests (fifth and

twelfth null hypotheses) come out to be somewhat similar.

By analyzing the U.S. partner firm, as to whether there

is any structural change after the announcement, we use

paired comparisons between the pre-announcement (day -230 to

day -31 estimation interval) beta and post-announcement (day

31 to day 230 estimation interval) beta of each firm in the

overall sample. We find that the mean difference is 0.0182

(t-statistic is 0.71 which is insignificant at the 0.05
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level) .6 This result indicates that having international

joint venture does not change the structure of the firm.

Finally, by comparing the data between the group of

firms having international joint venture (group A) and the

group of firms without the international joint venture

(group B) (see Appendix 12), we find that firms having

international joint ventures tend to be large firms while

the ones without international joint venture are relatively

smaller firms. Group A firms tend to be more aggressive

maintaining a lower current ratio, and higher debt/equity

ratio. This might indicate that group A firms are involved

in international joint ventures to partially reduce the risk

currently existing within the firm. Group A's profitability

ratio are lower than those of group B's. Moreover, the

higher payout ratio, the lower investment ratio, and the

lower R&D to sales ratio of group A firms are consistent

with the sizes of the group A firms. Group A firms are

relatively larger firms, and tend to be in more mature

industries. Thus, firms can payout greater dividends, retain

less of the profit for reinvestment, and spend less on

research and development.

6 The mean difference between the beta before and after
the announcement is 0.0182 which has standard error of
0.0258 and t statistic 0.71 with probability of 0.4802. Both
period betas are calculated by using equation (1) in chapter
four.



CHAPTER 6

CONCLUSION

Many U.S. corporations have been transformed under an

increasingly changing international environment to be more

globally oriented. Research and product development,

trading, and government policies, have contributed to an

increase in international collaborations.

This study examines the wealth effect of international

joint ventures over the period 1972 to 1987. The study of

international joint venture is important because it allows

us to investigate the benefit of intercorporate investment

activity. Moreover, the study of international joint

ventures will provide us with a better understanding of the

securities market.

Chapter one of this study provides us with the

background, the present conditions, motives, and other

information related to international joint ventures.

Chapter two theoretically investigates the mutual

benefit of international joint venture. Benefit, cost, and

timing analysis are discussed. A discussion employing total

revenue, total cost, and quantity analysis provides us with

additional understanding in different dimensions.

98
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Chapter three reviews many of the studies in this

field. The changing trend towards joint ventures in

different industries after the World War II were reviewed.

The forces behind the changes are broadly discussed. Agency

theory is used to explain the nature of firms entering into

joint ventures. Risk issues are also included for a better

understanding of joint ventures. Previous studies associated

with the wealth effects of joint venture are discussed in

detail.

Chapter four discusses the event study methodology used

in this research. Sources of data and data screening

processes are discussed. Testing methods are described in

detail. Finally, each hypothesis is described.

Twelve hypotheses are tested by using standard event

study methodology. The results of these hypotheses tests are

discussed in chapter five. In general, there is evidence to

confirm the wealth effect of entering into international

joint ventures. The study seems to support the positive net

present value effect generated from the international joint

ventures.

International joint ventures by manager-controlled

firms, small firms, monopolistic group, less developed

capital market group, foreign private firm group, and equal

or majority ownership group seem to provide significant

positive abnormal returns for the shareholders on the

announcement period. There is evidence to indicate that
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international joint ventures with firms from the high

political risk country as well as locating the venture child

firms in foreign countries tend to have significantly higher

returns on the U.S. participating firms' stock prices. On

the other hand, owner-controlled group, competitive group,

low risk country group, developed capital market group,

foreign government group, and minority ownership group seem

to have insignificant impact on the firms' security prices.

There are several limitations to this study. One major

limitation of this study is its use of cross-sectional

analysis. The results of the tests are analyzed through the

use of sample firms which come from various backgrounds. The

classification of the sample from a heterogeneous group

could weaken the results of the tests on specific factor.

Moreover, some of the sample sizes used to test some of the

hypotheses might be too small for any generalization. The

definitions and the source of information that help group

the sample may not be accurate to draw a clear line for any

grouping processes. The firms included in the sample are

relatively large firms since all of them are listed in the

NYSE or AMEX. Thus, any international joint venture which

might be a small part of the overall activities of the

multinational corporation may not be adequate to show a

detectable change in the price of the securities in the

capital market. In addition, the sample is limited to the

U.S. capital market. Thus, there could be a significant loss
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of information related to the other partner in the joint

venture formations. In addition, since the study covers the

time period of 16 years, the timing of the joint venture

formation and the changes in economic forces during

different stages of the business cycle could have different

impacts on the joint ventures.

There are several potential areas for future research.

Future researches could employ different types of data and

methodologies to investigate the activities. Research could

focus on the parent firms or the child firms or the

combination of both the parent and the child firms.

Different time periods, countries, and industries might have

different impacts on the international joint ventures. Asian

and European country firms might be worth comparing. Since

one of the objectives of forming an international joint

venture is to reduce risk, analyzing risk factors in

combination with the announcements might help explain

whether the objective can be accomplished. Economic factors,

such as, inflation rates, exchange rates, and international

trade factors might be closely related to international

activities, especially international joint ventures.

Investigation by using annual, quarterly, monthly, or weekly

data might provide some additional understanding. The

participating firms' financial or accounting information

might be good indicators to help explain the nature of the

international joint venture process.
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APPENDIX 1

Types of Joint Venture Risks

Risk Area Types of Project Risks

Resource

Market

Size and nature of reserves.
Continued availability of the reserve or

resource.
Fluctuations in availability of renewable

energy sources, such as water, sun,
and wind.

Inaccurate demand estimates.
overcapacity emerges (e.g., too many

similar projects are being built
worldwide),.

New technology lowers the price of the
product from other sources.

The price at which the output must be
sold is not economic.

Relationship between borrower
lender's country changes.

Basic stability of borrower.

Government
approvals

Regulatory,
tax, and
legislative

Environmental

and

Government approval of any critical
element of the project is not
received in a form satisfactory to
lenders.

Government authorities withdraw (or
alter) initial approval after
project is under way.

Changes in regulatory or tax treatment.
Legislature repeals or alters law on

which project based.

Environmental opposition to the project
delays construction or forces
shutdown or alteration in project.

environmental or safety conditions
attached to project approval cause
large cost increases.

103
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Technical

Currency

Legal

Transportation

Managerial

Construction
phase

Operational
phase

Unexpected production problems.
New technology is used and has start-up

problems.
Technology becomes obsolete.

Debt service obligation is in one
currency, and revenues are in other
currencies which depreciate against
the currency in which repayment is
to be made.

Long-term contracts are often made
between parties with different legal
systems, resulting in inadequate
security for lenders.

Sovereign immunity.

Inadequate transport for the project.
Transport bottlenecks develop.

Remote location makes it difficult to
attract and retain the types of
technicians and managers needed to
run project.

Size and nature of project requires
specialized management skills.

Cost overruns due to factors such as
inflation, poor cost estimates,
construction delay caused by
technical, environmental, or
regulatory problems, or poor
contractor.

Overruns can create funding problems or
make the project uneconomic.

Insufficient funds to meet cost overruns
can create problems by increasing
delay and forcing noncompletion

Noncompletion and abandonment.

Interruption or diminution of supply from
the project due to the various risks
noted above and plant failure,
malfunction, extended maintenance
and repair, and natural disaster.

Note: Source of the material is from Chrystie, T. L., and
F.J. Fabozzi (1983).
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APPENDIX 2

Summary of Wealth Effect Studies in Joint Ventures

Author (Year)

Berg and Friedman
(1978)

Berg and Friedman
(1980)

Berg and Friedman
(1981)

Lummer (1983)

McConnell and
Nantell
(1985)

Ravichandran
(1986)

Contents of the Studies

They found negative impact from
having joint venture. They also found
that joint ventures tend to be
knowledge-acquisition and risk reduction
activities rather than market-power
expansions.

Joint venture partner firms
involving knowledge acquisition had a
negative impact on rate of return while
all other had a positive impact. Average
size of firms and industry R&D intensity
both had positive impact, while capital
growth had negative impact.

Technological joint ventures, as a
class, has negative impact on rate of
return. Innovative and productive
efficiencies might be lost if joint
venture activities were limited.

In general, there is evidence to
indicate that international joint
ventures provide an increase in the U.S.
participating firms' market value. The
increase in market value is
significantly higher for foreign private
firms than it is for foreign
governments.

They found positive significant
stock returns from joint ventures, which
support the synergy hypothesis rather
than management displacement hypothesis.

Domestic joint ventures provide
significant positive abnormal returns
during the two-day announcement period.
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Finnerty, Owers,
and Rogers (1986)

Ravichandran and
Sa-Aadu (1988)

The results of the study tend to
indicate that capital market appears to
reflect the joint venture firm's ability
to capture monopoly outcomes.

They found no significant evidence
of abnormal returns from having joint
ventures, both domestic and
international.

Shareholders of the real estate
joint venture firms gain significant
positive abnormal returns on the
announcement period. Firms with
informational advantage gain
significantly larger positive abnormal
returns than an informational
disadvantage firms. They also found that
firms having major lessees can earn
significantly higher returns than those
of firms without major lessees.
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APPENDIX 3

Distribution of International Joint Venture
by Year

Number of
Year Joint Ventures

1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987

17
29
27
12
9

10
1
4

12
10
15
21
25
12
10
_7

Total jfl

The total of 231 international joint ventures
involve 162 U.S. corporations which are included
in the Center for Research in Security Prices
(CRSP) daily returns files.
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APPENDIX 4

Distribution of International Joint Ventures
by Countries

Number of
Countries Joint Ventures

Algeria 1
Argentina 1
Australia 4
Austria 1
Belgium 3
Brazil 3
Canada 6
China 12
Columbia 2
Egypt 3
Finland 2
France 10
Greece 1
Hong Kong 2
Hungary 1
Iceland 1
India 3
Indonesia 6
Iran 6
Italy 4
Jamaica 1
Japan 67
Malaysia 1
Mexico 3
Morocco 1
Netherlands 6
Norway 1
Panama 1
Peru 2
Philippine 1
Puerto Rico 1
Romania 1
S. Africa 1
S. Korea 8
Saudi Arabia 2
Surinum 1
Sweden 6
Taiwan 5
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Thailand 1
Trinidad 1
Tunisia 1
U.K. 23
U.S.S.R. 3
Venezuela 2
W. Germany 10
Yugoslavia 2
Unknown 7

Total 2_3_

The total of 231 international joint ventures
involve 47 countries.

Note:
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APPENDIX 5

Distribution of International Joint Ventures
and Number of Firms Involved by Industries

Industry (SIQj

Mining (10-14)

Construction (15-17)

Manufacturing (20-39)

Transportation, Communications,
Electric, Gas, and Sanitary
Services (40-49)

Wholesale Trade (50-51)

Retail Trade (52-59)

Finance, Insurance, and
Real Estate (60-67)

Services (70-89)

Number of
Joint

Venture

9

2

186

6

1

3

14

10

Number of
Firms

Involved

4

2

126

5

1

3

11

10

Total 231
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DISTRIBUTION OF INTERNATIONAL JOINT VENTURES
OF FIRMS IN THE MANUFACTURING SECTION BY INDUSTRIES
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APPENDIX 6

Distribution of International Joint Ventures
of Firms in the Manufacturing Section by Industries

Industries (SIC) V. Firms

Food and Kindred Products (20) 11 10

Tobacco Products (21) 2 2

Textile Mill Products (22) 6 5

Paper and Allied Products (26) 7 7

Printing, Publishing, and Allied 2 2
Industries (27)

Chemicals and Allied Products (28) 35 22

Petroleum Refining and Related Idustries (29) 7 6

Rubber and Miscellaneous Plastic 2 1
Products (30)

Stone, Clay, Glass, and Concrete 11 7
Products (32)

Primary Metal Industries (33) 14 10

Fabricated Metal Products, Except Machinery 6 3
and Transportation Equipments (34)

Industrial and Commercial Machinery and 28 20
Computer Equipment (35)

Electronic and Other electrical Equipment and 28 15
Components, Except Computer Equipment (36)

Transportation Equipment (37) 23 12

Measuring, Analyzing, and Controlling 4 4
Instruments, Photographic, Medical
and Optical Goods, Watches and Clocks (38)

Total 186 126
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APPENDIX 7

Comparative Test Z-statistic

HO: Z1 - Z2 = 0

Z = (Z1 - Z 2 ) / /Var(Z1 - Z2 )

Since,

Var (KX)

Var(Z1 - Z 2 )

= K (Var (X)) and

= Var (Z1) + (-1)2 Var(Z 2) - 2 Cov (Z1,Z2 )

= Var(Z1) + Var(Z 2) - 0

= 2

Thus ,

z = (Z 1 - Z 2 ) /1J2
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APPENDIX 8

Common Countries Analysis
Among Sample Groups of

Hypotheses 6, 7

Sample Groups

Less
Developed
Capital
Market

Developed
Capital
Market

High Political Risk

Low Political Risk

NOTE: 1. The number 20 and (0.57) mean that there are

20 common countries for both groups and the
number (0.57) is the percentage of common
countries obtained by dividing the number of
common countries by number of total countries.

2. There were a total of 31, 12, 24 and 6
countries involved in international joint
venture in Less Developed Capital Market,
Developed Capital Market, High Political Risk
and Low Political Risk groups respectively.
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20
(0.57)

1
(0.03)

1
(0.03)

3
(0.20)
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COMMON COUNTRIES ANALYSIS
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APPENDIX 9

Common Countries Analysis
Among Sample Groups of

Hypotheses 6, 8

Sample Groups

Less
Developed
Capital
Markt

Developed
Capital
Market

Located outside the U.S.

Located inside the U.S.

NOTE: I. The number 29 and (0.62) mean that there are
29 common countries in both groups and it
accounts for 62 % of the total countries in
the combined sample.

2. There was a total of 31, 12, 45 and 7 countries
involved in international joint venture in Less
Developed Capital Market, Developed Capital
Market, Located outside the U.S. and Located
inside the U.S. groups respectively.
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29
(0.62)

2
(0.06)

11
(0.24)

5
(0.36)
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Countries Included in the High Risk, Low Risk,

Less Developed, and Developed Capital Market Groups

High Risk

Algeria
Argentina
Austria
Brazil
Chile
China
Colombia
Cote d'Ivoire
Ecuador
Egypt
Greece
Hungary
India
Indonesia
Iran
Iraq
Israel
Italy
Kenya
Mexico
Morocco
Nigeria
Pakistan
Peru
Philippines
Portugal
S. Africa
Thailand
Tunisia
Turkey
U.S.S.R.
Venezuela
Yugoslavia
Zaire

Low Risk

Japan
Singapore
Switzerland
Taiwan
United States
W. Germany

Less Developed

All the Other

Developed

Australia
Belgium
Canada
France
Hong Kong
Italy
Japan
Netherlands
Singapore
Sweden
Swiss
U.K.
United States
W. Germany
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COMMON FIRMS AMONG SUBSET GROUPS
OF HYPOTHESES 2, 3, 4, 6, 7, 8, 11, 12
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APPENDIX 11

Common Firms Among Subset Groups
of Hypotheses 2, 3, 4, 6, 7, 8, 11, 12

3A 3B 4A 4B 6A 6B

2A 17 7 12 10 10 15
2B 24 21 16 21 21 28
3A 5 22 22 26
3B 12 5 16 22
4A 12 17
4B 11 19
6A
6B
7A
7B
8A
8B
11A
11B

7A 7B 8A 8B 11A 11B 12A 12B

11
25
25
19
14
17
47
3

27
38
46
26
22
37
5

58

23
43
52
31
30
37
45
34
43
75

6 24
13 30

6 34
8 24
3 25
9 23
0 17

15 37
2 20

19 67
63
13

3
6
6

12
4
6

17
0

17
3

20
0

16 11 2A
25 16 2B
19 20 3A
18 16 3B
22 9 4A
17 13 4B
6 25 6A

31 6 6B
9 25 7A

49 18 7B
39 41 8A
9 3 8B

63 34 11A
3 15 11B

NOTE:

2A
2B
3A
3B
4A
4B
6A
6B

Owner-Controlled
Manager-Controlled
Small Firms
Large Firms
Monopolistic
Competitive
High Risk
Low Risk

7A Less Developed
7B Developed
8A Outside the U.S.
8B Inside the U.S.
11A Private
11B Government
12A Majority or Equal
12B Minority
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APPENDIX 12

Financial Analysis
Mean Values and Test of Differences in Means

Between Firms with and without IJV

Financial Data

Sales (Log of Sales)

Current Ratio

Debt/Equity

Net Income/Sales

Return on Equity

Payout Ratio

Investment Ratio

R&D/Sales

NOTE:

w/o IJV

1.3189

2.1229

1.6451

0.3676

0.2702

0.3840

0.7085

0.1843

V/ IV

3.2007

1.7583

1.9999

0.1687

0.1602

0.6919

0.6215

0.0495

to-statistic

-8.3034 *

2.9693 *

-0.6549

3.9540 *

1. 9504

-0.6919

3.8022 *

4.2728 *

1. All the firms' financial informations are
obtained from the COMPUSTAT tape.

2. The group of firms without the international
joint venture has sample size of 165 while
the one with international joint venture has
sample size of 171.

3. * indicates significant at the 0.05 level.

4. Investment Ratio = Total Investment/Total
Asset.
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