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The internalization theory of multinational firms proposes that direct international investment 
occurs when a firm has information-related intangible assets with public good properties. We 
find that firms with characteristics suggesting the presence of information-based assets experience 
a significantly positive stock price reaction upon announcing a foreign acquisition. On the other 
hand, !inns apparently lacking such assets experience at best zero abnormal returns upon 
announcing overseas acquisitions. 

1. Introduction 

Recent developments in international economics suggest that multinational 
expansion is due to the presence of intangible assets. The internalization 
theory1 posits that direct foreign investment should occur when a firm can 
increase its value by internalizing markets for certain of its intangible assets. 
Such assets are commonly thought to include:2 

(1) technological know-how; 
(2) marketing ability and related consumer goodwill; and 
(3) effective and dedicated management. 
The internalization theory holds that such intangible assets have some of 

the characteristics of public goods in that their value increases in direct 
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proportion to the scale of the firm’s markets. Since they are also based 
largely on proprietary information, they cannot be exchanged at arm’s length 
for a variety of reasons arising from the economics of information as well as 
from the economics of public goods3 

To realize the potential additional value of employing these intangible 
assets abroad, a firm must internalize the market for them. This can be 
accomplished by engaging in international direct investment. A value- 
maximizing firm does this if the expected gains from applying its intangibles 
abroad exceed the expected cost of running a foreign subsidiary, which is 
often substantial.4 The internalization theory thus implies that when tirrns 
possessing significant intangible assets expand abroad, shareholders’ wealth 
increases owing to the increased scale over which such intangible assets are 
applied. 

Recent work has connected the internalization theory to trade theory, e.g. 
Helpman (1984), Markusen (1984), Ethier (1986), and Horstmann and 
Markusen (1987). These papers develop trade models based on the premise 
that multinational firms have a factor of production which behaves like a 
public good. Given the popularity of the internalization theory and its recent 
incorporation into trade theory, it is important to subject the idea to 
empirical investigation. 

There are several other plausible theories about why international expan- 
sion occurs. It has been argued that there are barriers to direct international 
portfolio diversification. Multinational firms offer shareholders international 
diversification opportunities via their direct investments abroad.5 There is 
evidence that multinational firms exploit lower tax rates in some foreign 
countries.6 Others’ point out that more direct access to inexpensive labor 
or raw materials may be a motivation for international expansion. 

All these theories suggest that a firm’s value increases when foreign direct 
investment takes place. This paper therefore examines acquiring firms’ stock 
price reaction to news of foreign acquisitions. We focus on the relation 
between the stock price reaction and indicators of the presence of acquirer 
intangible assets relating to technology, marketing, and the convergence of 

‘See Caves (1986, ch. l), for a more detailed explanation. 
4Running a foreign subsidiary is usually more costly than running a domestic subsidiary 

because of distance and differences in cultural, political and legal environments. The higher cost, 
for example, can manifest itself in the form of higher managerial control costs; see Ethier and 
Horn (1990). Because of these higher costs, the internalization theory is more relevant in an 
international setting. In a domestic setting the additional value of intangible assets with public 
good properties can be realized more directly and immediately in the form of domestic growth. 
Firms will expand internationally only when the additional value to their intangible assets 
exceeds the cost barrier of establishing and running a foreign subsidiary. 

%e, for example, Agmon and Lessard (1977), and Errunza and Senbet (1981, 1984). 
%ee Hines and Rice (1990), Grubert and Mutti (1991) and Harris, Merck, Slemrod and 

Yeung (1991). 
‘See Hood and Young (1979, ch. 2). 
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managers’ and shareholders’ interests. While our analysis is designed as a test 
of the importance of the internalization theory in international expansions, it 
also casts indirect light on the above alternative motives for international 
expansion. 

An advantage of our event study test is that it focuses explicitly on how 
the stock price reaction to foreign direct investment is related to intangible 
assets present at the time when the foreign investment takes place. The 
interpretation of causality running from the possession of intangible assets to 
the value of international expansion is thus unambiguous, 

Briefly, our results are consistent with the internalization theory. Research 
and development spending (indicating technology-related intangibles) is 
positively correlated with stock price reaction when a foreign acquisition is 
announced. Advertising spending (indicating marketing-related intangibles) 
increases the probability of a positive stock price reaction among large firms. 
Management ownership (indicating convergence of managers’ and share- 
holders’ interest) is also positively correlated with stock price reaction. 
However, large block holdings by insiders (possibly indicating entrenchment 
of management) are negatively related to abnormal returns. In general, when 
firms with intangible assets expand abroad, their stock prices rise. 

In contrast, when firms which lack intangible assets expand abroad, their 
stock prices at best hold steady and may even fall - although this is not 
statistically significant. We should not observe this were international 
expansions bringing shareholders the benefits of increased diversification, tax 
avoidance at the corporate level, lower costs, etc. 

Relevant empirical literature is reviewed in the next section. The data are 
described in section 3 while the results are reported in section 4. We discuss 
the implications of our results in section 5. 

2. The empirical literature 

There is a significant empirical literature on internalization. Vaupel (1971), 
Vernon (1971) and Dunning (1973) find in simple descriptive studies that 
multinational firms are larger, earn higher accounting profits, and spend 
more on R&D and advertising. Using regression analysis, Horst (1972a, b), 
Caves (1974), Buckley and Casson (1976, ch. 4), Wolf (1977), Pugel (1978, 
ch. 4) and Dunning (1980), all find a positive relationship between multi- 
national structure and proxies for intangible assets like R&D expenditure, 
advertising and the proportion of scientists and engineers in total 
employment. 

The earlier studies do not directly test for a relationship between the value 
of a multinational structure and the possession of intangible assets. They also 
rely on industry averages rather than individual firm data. The internal- 
ization theory, however, is a firm-level theory. 
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More recently, Grubaugh (1987) uses linear probability and logit models 
to show that advertising intensity, R&D expenditures and product diversity 
increase a firm’s probability of being multinational. Also, Merck and Yeung 
(1991) show that the market value of a firm is positively related to its 
multinational structure and that the relationship is explained by the presence 
of intangible assets proxied for by R&D and advertising spending. While this 
recent work overcomes some of the problems of earlier studies, it does not 
allow any interference of causality. The internalization theory explicitly 
suggests that causality runs from the possession of intangible assets to the 
value of direct foreign investment. 

An event study approach is appropriate for testing the causal linkage 
directly. Using this technique, we examine the relationship between stock 
price reactions to the news of foreign acquisitions and the possession of 
intangible assets. The internalization theory predicts a positive relationship. 

We believe that this is the first paper to employ an event study 
methodology to directly test the internalization theory. However, a number 
of other papers have used event study techniques to examine international 
acquisitions in other contexts, and are thus of interest here. 

In studying the correlation between returns to U.S. multinational firms 
and the U.S. stock market, Fatemi (1984)* finds small positive cumulative 
abnormal return of multinational firms around the data of international 
expansion. 

Doukas and Travlos (1988) use an event study methodology to examine 
the differential impact on stock prices of three types of foreign acquisitions 
by U.S. based firms. They show that multinational firms not initially 
operating in the target firm’s country experience significant positive share 
price movements upon the announcement of the acquisition. The abnormal 
return is insignificantly negative if the acquiring tirm is already operating in 
the target firm’s country. The abnormal return is insignificantly positive if the 
acquiring firm is expanding internationally for the first time. 

Foreign acquisitions, like other complex takeover events, have effects 
which are likely to depend on the detailed financial characteristics of both 
the target and bidder [see Lang et al. (1989), Merck et al. (1989)]. 
Unfortunately, comparable financial and ownership structure information is 
not readily available for foreign targets. Nonetheless, some insight into the 
motives behind multinational expansion can be developed by relating the 
characteristics of U.S. firms making international acquisitions with the 
market’s reaction to the announcements of the bids. 

The emphasis in this study, the presence of useful intangibles, is not 

*The major focus of Fatemi (1984) is to investigate further the Agmon and Lessard (1977) 
finding that multinationals’ stock returns are less correlated to domestic market movements than 
are returns from domestic firms’ stocks. While he confirms their result, he shows, however, that 
risk-adjusted returns on multinational and uninational firms behave similarly. 
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entirely different from that in some studies of domestic acquisitions. Singh 
and Montgomery (1987) and Merck et al. (1989) report that bidders’ 
abnormal returns are higher for ‘related’ acquisitions than for ‘unrelated 
acquisitions. ‘Relatedness’ in the current context suggests that the bidder 
possesses intangible assets useful in managing the target firm. Of course, 
other interpretations are possible. Unfortunately, we are unable to test for 
such an effect because of a lack of data about our foreign targets’ lines of 
business. 

You et al. (1986) report that percentage ownership by managers and 
directors is a positive and significant determinant of the bidder’s return.g 
Merck et al. (1989) show that the bidder’s return is higher the better the 
bidder’s management track record as measured by past equity or income 
growth. Lang et al. (1989) find that the bidder’s return is significantly 
positive when a bidder with a high Tobin’s q acquires a target with a low 
Tobin’s q. They hypothesize that management performance is an important 
determinant of a firm’s q. All of these papers can be interpreted as finding a 
relation between intangible assets and abnormal return upon announcing an 
expansion of the firm’s scale of operation. 

3. The data 

Our sample consists of 322 foreign acquisitions by U.S. corporations 
between 1978 and 1988,” collected from the Dow Jones News Retrieval 
Service. The event date is defined as the date when the acquisition news first 
appears either in the Dow Jones News Retrieval Service or in the Wall Street 
Journal Index. For each takeover, the stock return around the date of the 
first news release is obtained from the CRSP daily cum dividend returns 
series. Abnormal returns are constructed by subtracting the CRSP value- 
weighted market index series from each firm’s daily returns. In the analysis 
below, we employ a one day event window. Our results do not change 
qualitatively if the window is widened to three days; however, significance 
levels fall. Our results become insignificant if a five day window centered on 
the event date is used. 

We relate stock price movements upon the announcement of a foreign 
expansion to variables which indicate the presence or absence of intangible 
assets. Multinational expansion in the presence of substantial intangible 
assets should be viewed by investors as increasing firm value. 

Helpman (1984) and others point to three main sorts of intangible assets 
that might be important in this context: proprietary technology, marketing 

‘You et al. (1986) also report that ‘skill’ is a positive and significant variable determining a 
bidder’s return. Their skill variable is a dummy index indicating a likely similarity between the 
business systems required to run the bidder and target companies. 

“Our sample also includes three foreign-controlled acquirers which trade on U.S. exchanges 
and satisfy SEC disclosure rules. 
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expertise, and good management. All three are abstract concepts and, by 
their very nature, difficult to quantify.” 

As a proxy for the value of a firm’s intangible stock of technological know- 
how, we employ research and development spending (R&D) during the year 
prior to the expansion as reported in Standard and Poor’s Compustat. 
Where research and development spending is listed by Compustat as nil or 
not reported, we set it to zero if all other standard financial data are 
available. Note that firms which do not report R&D spending in one year 
almost always have no R&D spending in nearby years either, so using the 
flow to approximate the stock is to some extent justified. To reduce 
heteroskedasticity problems, we scale R&D spending by total corporate 
assets (A) - also from Compustat. We expect R&D spending per dollar of 
assets (R&D/A) to be positively correlated with stock price reactions to 
overseas expansions. 

Similarly, we use advertising spending (ADI’) reported in Compustat for 
the year before the international expansion to proxy for intangible assets 
related to marketing ability and consumer goodwill. Again, we set this 
variable to zero if it is listed as nor reported or nil and the firm lists complete 
financial data otherwise. As before, we scale by total assets (A) to control 
potential heteroskedasticity. Our hypothesis is that advertising spending per 
dollar of assets (ADV//lA) should be positively correlated with stock price 
reactions to overseas expansions. 

Measuring good management as a distinct intangible asset is more 
dimcult. An analogous procedure to that used above for R&D or advertising 
would be to assume that managerial intangible assets are related to the firm’s 
annual spending on managers - i.e. their total overall compensation. While a 
link between managerial compensation and firm performance has been 
demonstrated [Murphy (1985)], it has also been shown to be quite tenuous 
[Jensen and Murphy (1990)]. Indeed, much concern has been expressed in 
the finance literature about the weakness of this link. 

We consider measures of the extent to which managers’ interests are likely 
to converge with those of shareholders as proxies for ‘good’ management. 
Strictly speaking, convergence of a manager’s and an investor’s interests leads 
to responsible management, not necessarily good management. 

Jensen and Meckling (1976) argue that convergence of managers’ interests 
with those of shareholders should increase with equity ownership by 
managers. Therefore to proxy for management quality we include the 

“An obvious measure of general intangible asset is Tobin’s 4. In this study, however, we 
consider the effects of specific types of intangibles. Using book value q’s risks introducing biases 
of uncertain sign. Estimating market value q’s requires many years of prior data for each firm 
and thus substantially reduces the sample. This is a serious problem since rapidly growing firms 
in the initial phases of foreign expansion are of special interest in this study. These firms are 
often recent additions to Compustat and therefore disproportionately lack past data. We return 
to this issue in footnote 15 below. 
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fraction of the firm’s outstanding equity held by insiders (INS). Insiders are 
defined here as officers of the corporation. This variable is obtained from the 
SPECTRUM 6 database. 

Others, such as Demsetz (1983) and Stultz (1988), argue that if insiders’ 
equity stake (INS) is very large, managers might be effectively insulated from 
hostile takeovers, proxy challenges, or other aspects of the market for 
corporate control. Such entrenched managers might feel free to ignore the 
interests of dispersed small shareholders with impunity. Stultz (1988) juxta- 
poses these arguments against those of Jensen and Meckling (1976) and 
concludes that a non-linear relation should exist with firm value first rising 
with INS, and then falling. Merck et al (1988) find empirical evidence of 
such a non-linear relation, They find value initially increasing with INS, 
abruptly falling as entrenchment sets in, and rising again for extremely high 
levels of insider holdings. Thus, in conjunction with INS, we also include an 
entrenched management indicator (CONTROL) which is set to one wherever 
total insider ownership exceeds 20 percent. This threshold for entrenchment 
has indicated, given the results in Merck et al. (1988), that a negative 
relation between insider ownership and fum value sets in at relatively low 
levels. They argue that effective domination of the board is possible with 
such a stake under ordinary circumstances. 

We anticipate that insider fractional holdings (INS) should be positively 
related to the stock price reaction to overseas expansion and that entrench- 
ment (CONTROL) should be negatively correlated with it. 

To summarize: if the internalization theory is valid, the expected relation 
between the abnormal stock return (AR) upon the announcement of a 
foreign acquisition and the various proxies for intangibles is as follows: 

_ 

AR = F(R&A, AL&A, IiS, CONTROL) (1) 

In the actual estimation of the above relation, several important effects must 
be controlled for. 

It is established in the corporate finance literature that new share issues in 
general are accompanied by share price declines. This is thought by some 
[e.g. Myers and Majluf (1984)] to be because investors expect managers to 
issue new shares when managers know the share value to be too high. A new 
share issue thus conveys information in a situation where the market for 
used capital, the stock market, resembles the market for used cars in that a 
classic lemons problem exists. Travlos (1987) documents that financing by 
stock issuance reduces the bidder’s gain in domestic acquisitions. In light of 
this literature, in the results below we control for equity financing separately. 

A dummy for whether the acquisition was financed through a new share 
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issue (STOCK) is constructed from the first news release that appears either 
in the Dow Jones News Retrieval Service or in the Wall Street Journal 
Index. If there is indication that the acquisition is fully or partly financed by 
stock issuance in the announcement, the dummy is set to one; otherwise it is 
zero. This dummy variable is expected to have a negative correlation 
with AR. 

Another set of effects we attempt to control for relates to firm size. First, 
there is an estimation issue. A large firm acquiring a small one should 
experience a much smaller stock price change than a small bidder acquiring 
a large target. OLS regression may thus overemphasize the latter type of 
acquisition. Ideally, we should control for the bidder’s size relative to the 
target’s. Unfortunately, comparable accounting information on our foreign 
targets is not available. l2 However, we do attempt to control for bidder size 
by introducing the natural log of total assets (log(A)) from Compustat as an 
explanatory variable in our estimation of eq. (1). Log(A) is expected to have 
a negative correlation with AR. 

Second, there may be purely economic issues related to size. Larger firms 
tend to have more diffuse ownership and lower management stakes. They are 
less likely to have dominant owners. Larger firms usually have a larger pool 
of managers but are more difficult to manage and to monitor. Larger firms 
may have more resources to spend on R&D, or advertising. On the other 
hand, they may be older and in more mature industries less characterized by 
R&D spending. Moreover, size itself might reflect certain intangibles. Small 
firms that expand abroad might tend to be dynamic, rapidly growing firms 
with substantial intangibles to capitalize by accessing foreign markets. Thus, 
firm size may be correlated with the intangibles which are the focus of our 
study. Given this possibility, we present results both with and without the 
size variable. 

Finally, we present results both with and without dummies for two- and 
three-digit Standard Industrial Classification (SIC) codes from Compustat. 
This allows us to determine whether it is more important to have an 
absolute advantage in intangibles, or merely an advantage over other firms 
in the same industry in order to engage in value-increasing international 
expansion. 

4. Empirical results 

Table 1 shows summary statistics for all of the above variables in our 
sample. Univariate statistics are displayed in panel A; simple correlation 
coefficients are displayed in panel B. 

The mean abnormal return for our 322 U.S. based firms making foreign 

‘%till, according to the internalization theory, it is the scale of the foreign market that is 
important, not necessarily the size of the foreign target. 
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Table 1 

Panel A: Summary statistics. 

Abnormal return (RETURN) 0.0029 0.0282 
R&D spending/% of assets (R&D/A) 0.0244 0.0334 
Advertising spendingj.9 of assets (ADVIA) 0.0207 0.0405 
Fraction holdings by insiders (INS) 0.0637 0.1202 
Entrenchment dummy (CONTROL) 0.1118 0.3156 
Stock financing dummy (STOCK) 0.0683 0.2527 
Size (log(A)) 6.516 2.276 

Standard 
deviation Maximum Minimum 

0.1791 -0.1348 
0.2029 0.0000 
0.2563 0.0000 
0.6736 0.0000 
1.000 O.f0OO 
1.000 O.WOO 

11.44 1.037 

Sample: 322 observations. 

Panel B: Simple correlation coefficients. 

R&D/A ADVIA INS CONTROL STOCK 1% (A) 

Abnormal return 0.1212 -0.0011 0.1213 0.0424 0.0060 -0.2263 
(RETURN) 0.0297 0.9844 0.0295 0.4481 0.9144 0.0001 

R&D/$ of 0.0142 0.0275 - 0.0301 - 0.0547 -0.1930 
assets (R&D/A) 0.7996 0.6236 0.5905 0.3282 o.cmO5 

Advert/$ of -0.0721 -0.0610 -0.1072 0.1062 
assets (ADVIA) 0.1970 0.2750 0.0546 0.0570 

Insider stake 0.8790 0.0746 -0.4096 
(INS) 0.0001 0.1817 O.oool 

Entrenchment 0.0992 -0.2784 
(CONTROL) 0.0754 0.0001 

Stock financing -0.1076 
dummy (STOCK) 0.0538 

Sample: 322 observations. 
Note: Numbers below sample correlation coetlicients are estimated probability levels for the 

hypothesis that the true correlation is zero. 

acquisitions between 1979 and 1988 is 0.29 percent. This value is significantly 
above zero with a t-ratio of 1.86. This result is consistent with Fatemi (1984) 
and is noticeably different from well-known results in corporate finance for 
domestic acquisitions. For example, Bradley et al. (1988) report bidder 
abnormal returns between 1981 and 1984 averaging -2.93 percent. Also, 
Jarrell et al. (1988) report a - 1.1 percent average in the 1980s. The market 
appears to view international acquisitions as good news on average - and 
apparently as better news than domestic acquisitions. 

The average firm in our sample spends 2.44 percent of the value of its 
assets on R&D and 2.07 percent of the value of its assets on advertising 
annually. Note in panel B that high R&D spending is significantly correlated 
with a positive reaction to news of a foreign acquisition. Advertising 
spending appears to be uncorrelated with the market’s reaction to overseas 
expansion. This could be taken as evidence that the sort of intangible assets 
which render overseas expansion profitable are more directly linked to R&D 
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Table 2 

Results of regressions explaining abnormal return upon the announcement of a foreign 
acquisition with measures of the existence of various intangible assets. 

Independent variable (2.1) (2.2) (2.3) (2.4) 

Intercept -0.0003 
(0.155) 

Stock financing dummy (STOCK) 

R&D spending/% of assets (R&D/A) 

0.0014 
(0.228) 
0.1032 

(2.19) 
Advertising spending/% of assets (ADVIA) 

Fractional stake of insiders (1N.S) 

Entrenchment dummy (CONTROL) 

R2 0.0148 

0.0029 -0.0002 
(1.56) (0.100) 
0.0007 0.0007 

(0.106) (0.118) 

-0.0003 
(0.008) 

0.0868 
(3.20) 

- 0.0253 
(2.44) 

0.0000 0.0329 

- 0.0020 
(0.872) 
0.0014 

(0.224) 
0.0884 

(1.88) 
0.0055 

(0.142) 
0.0812 

(2.98) 
-0.0232 

(2.23) 

0.0437 

Sample: 322 observations. 
Note: t-ratios are in parentheses. 

than to marketing. This is a priori reasonable since marketing expertise in 
the United States is less likely to be immediately transferable to foreign 
countries than are technological advantages. In previous work advertising 
expenditure is a weaker variable than R&D spending in explaining why a 
firm is multinational [Grubaugh (1987)], and the value of a multinational 
structure [Merck and Yeung (1991)]. 

The effect might, however, also result from a failure to control for bidder 
size. Results in table 1, panel B, confirm that size is negatively correlated 
with acquisition gains, and that size is highly correlated with all proxies for 
intangible assets. This suggests that a possible collinearity problem must be 
added to the other issues connected with size mentioned above. 

The mean insider ownership for our sample is 6.73 percent and ranges 
from 0 percent to 67.4 percent. The median, at 0.988 percent, is much lower 
than the mean, indicating a skewed distribution. Insider ownership shows a 
positive correlation with the market’s reaction to a foreign acquisition. 

We classify 11.2 percent of the firms in our sample as possibly having 
entrenched management. The correlation coefficient relating entrenchment to 
the abnormal return is positive, but quite insignificant. Note, however, that 
firms with very low management stakes make value-decreasing acquisitions 
as well, and about three-quarters of the firms in our sample have insider 
ownership of 5 percent or less. Thus, a simple bivariate relation between the 
entrenchment dummy and the return to international expansion is unin- 
formative. A multivariate approach is required here. 

Table 2 displays OLS regressions explaining the abnormal return upon 
announcing an international expansion. High R&D spending is significantly 
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Table 3 

Results of regressions explaining abnormal return upon the announcement of a foreign 
acquisition with measures of the existence of various intangible assets controlling for industry 

effects and firm size. 

Independent variable (3.1) (3.2) (3.3) (3.4) (3.5) (3.6) 

Intercept - 0.0020 0.0142 
(0.872) (2.33) 

Stock financing 0.0014 -0.0049 -0.0102 -o.OtXM -0.0081 -0.0108 
dummy (STOCK) (0.224) (0.760) (1.45) (0.069) (1.27) (1.54) 

Firm size - 0.0022 - 0.0034 - 0.0022 
(log (A)) (2.87) (3.53) (1.81) 

R&D/$ of assets 0.0884 0.0807 0.0830 0.0627 0.0739 0.0829 
(R&D/A) (1.88) (1.45) (1.18) (1.33) (1.35) (1.19) 

Advertising/% 0.0055 0.0009 -0.0108 0.0142 0.0101 0.0023 
of assets (ADVIA) (0.142) (0.020) (0.180) (0.370) (0.220) (0.040) 

Fractional stake 0.0812 0.0754 0.0818 0.0526 0.0421 0.0613 
of insiders (INS) (2.98) (2.70) (2.64) (1.83) (1.46) (1.87) 

Entrenchment -0.0232 -0.0207 -0.0178 -0.0179 -0.0150 -0.0156 
dummy (CONTROL) (2.23) (1.92) (1.48) (1.71) (1.40) (1.30) 

SIC industry none 2 3 none 2 3 
code level 

RZ 0.0437 0.2461 0.4731 0.0680 0.2789 0.4813 
Sample 322 322 322 322 322 322 

Note: t-ratios are in parentheses. 

related to a positive abnormal return; however, advertising spending appears 
to have no explanatory power. The abnormal return is positively related to 
insiders’ stake, as in You et al. (1986), and negatively related to entrench- 
ment.r3 The point estimate of the insider stake variable is about 0.08, 
indicating that an acquirer whose insiders own 10 percent has, ceteris 
paribus, an abnormal return 0.8 percentage points higher than an acquirer 
whose insiders own no stock. The entrenchment dummy’s point estimate of 
about -0.02 indicates that a firm whose insiders own over 20 percent has an 
abnormal return 2 percentage points below a firm whose insiders own just 
below 20 percent and 2 minus 20 percent of 8 or 0.4 points below a firm 
whose insiders own no stock. These results are generally consistent with the 
internalization theory. 

Note that stock financing is not significantly related to abnormal return. 
This contrasts with a negative effect found for domestic acquisitions.14 Our 
results do not change greatly if the stock financing dummy is omitted. 

In the first column of table 3 we repeat regression (2.4) for reference. 

“The definition of entrenchment is that total insider holdings must exceed 20 percent. The 
significant negative coefftcient on the entrenchment dummy is remarkably stable across the wide 
variety of different specifications below. Changing the definition of ‘entrenchment’, however, does 
cause the result to change. If the cutoff is lowered, the coefficient falls and becomes insignificant. 
Our result is not changed qualitatively if the cutoff is raised. 

‘%ee Travlos (1987). 
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Regressions (3.2) and (3.3) contain the same variables, but also control for 
industry classification at the two- and three-digit levels. Point estimates for 
coefficients of the explanatory variables R&D/A, INS and CONTROL do 
not change much, although their significance levels are reduced by the 
presence of industry dummies. l5 

In (3.4), (3.5) and (3.6) we add the log of the acquirer firm’s size, log(A), as 
an explanatory variable. Size is included to control for the estimation and 
economic issues discussed near the end of section 3. 

Size is significantly negative in all specifications. The point estimates and 
significance of the insider stake and entrenchment variables are not greatly 
changed. This indicates that they are not proxying for size. R&D does less 
well when size is controlled for but is still marginally significant in a one- 
tailed t-test. This hints that its impact might be related to firm size.16 

In table 4 we run probit regressions on a dummy variable which is one if 
the abnormal return is positive and zero if it is negative. Thus we only try to 
explain the sign of the abnormal return, not its value. This largely removes 
the problem that a large firm’s stock price moves less than a small firm’s 
upon its making an identical acquisition. Of course noise may nonetheless 
obscure the correct sign of the abnormal return for large firms more than for 
small firms. Thus, the difficulty with this approach is that we may be 
throwing away information and adding noise. 

Size is insignificant in probit (4.2). This suggests that the size variable is 
important in the OLS regressions because of the estimation issues discussed 
in section 3. Size does not appear to be proxying for additional tangible 
assets. 

Research and development spending has a positive sign in (4.1) and (4.2), 
but is at best only marginally significant in a one-tailed t-test. Advertising 
spending performs much better than in the OLS regressions, producing c- 
ratios in the 1.6 range. Since the probits are not over-emphasizing smaller 
firms, we can hypothesize that marketing-related intangibles are more 
important for larger bidder firms. 

“Regressions similar to (3.1), (3.2), and (3.3), but including the acquirer’s book value q-ratio, 
were also run. (For a large proportion of our firms, especially those with high R&D spending, 
data are not available for enough prior years to allow us to construct estimates of market value 
q’s) The q-ratio, the firm’s market value divided by its replacement cost, can be interpreted as a 
measure of investor’s perceptions about the general level of intangible assets. In these regressions 
the q-ratio is signilicantly positively related to the acquirer’s abnormal return. This is consistent 
with Lang et al.% (1989) results for domestic takeovers and with the internalization theory of 
multinationals. 

16We repeat regression (3.1) dividing the sample at median firm size. In the small firm sample 
the regression coefficient for R&D is 0.10 (t = 1.4) and that for advertising is -0.05 (t =OSl). 
Analogous numbers for the larger firm subsample are 0.04 (t =0.70) for R&D and 0.04 (t = 1.4) 
for advertising. Thus R&D appears to matter more for small bidders, while advertising is more 
important to larger bidders. Still, this procedure does not resolve the dual problem inherent in 
the size variable: it is negatively related to bidder’s gain and is also correlated with proxies for 
intangible assets. 
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Table 4 

Results of probit estimations explaining sign of abnormal return upon the announcement of a 
foreign acquisition with measures of the existence of various intangible assets. 

Independent variable 

Intercept 

Firm size (log(A)) 

Stock financing dummy (STOCK) 

R&D spending/S of assets (R&D/A) 

Advertising/% of assets (ADV/,4) 

Fractional stake of insiders (INS) 

Entrenchment dummy (CONTROL) 

Sample 

Sample sire 

Note: t-ratios are in parentheses. 

(4.1) 

-0.2064 
(1.94) 

3.199 
(1.13) 
2.979 

(1.34) 
2.913 
(1.64) 
3.058 

(2.39) 
- 1.043 

(2.15) 

all 
IillllS 

322 

(4.2) 

-0.1402 
(0.497) 

-0.0090 
(0.253) 
3.119 

(1.09) 
2.877 

(1.28) 
2.945 

(1.65) 
2.938 

(2.15) 
- 1.021 

(2.07) 

all 
filYllS 

322 

(4.3) 

-0.2590 
(1.61) 

0.2852 
(0.820) 
5.124 

(1.83) 
- 1.436 

(0.409) 
3.123 

(2.17) 
- 1.031 

(1.93) 

small 
fiMlS 

161 

(4.4) 

-1.1331 
(0.887) 

0.3702 
(0.735) 

-0.8955 
(:22;) 

(2:04) 
4.168 

(1.0% 
- 1.394 

(1.06) 
large 
thlS 

161 

This is confirmed in probits (4.3) and (4.4) which include smaller and 
larger-than-median sized firms, respectively. The sign of the abnormal return 
for small firms is significantly related to R&D spending, whereas advertising 
has little impact. In contrast, the sign of the abnormal return for large 
bidders is significantly related to advertising spending and unrelated to 
R&D. This is consistent with the view outlined above that small and large 
tirms may be qualitatively different. 

Insider stake and the entrenchment dummy continue to be significant as in 
the OLS model. They appear to be more important for smaller bidders. This 
is reasonable since it is more difficult for insiders to own a substantial 
fraction of a larger firm. 

Overall, the results of the regressions described above are consistent with 
the internalization theory. That is, a firm’s stock price rises upon its 
announcement of a bid for a foreign target if the bidder appears to possess 
intangible assets. This effect is more pronounced among smaller bidders 
having technology-related intangibles and larger bidders possessing 
marketing-related intangibles. 

5. Conclusions and implications 

In conclusion, the behavior of abnormal stock returns around the 
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announcement of international acquisitions is broadly consistent with the 
internalization theory of multinational firms. High R&D spending, an 
indicator of technology-related intangible assets, is correlated with high 
abnormal returns - especially among smaller acquirers. Advertising spending, 
an indicator of marketing-based intangibles, is significantly related to positive 
abnormal returns among larger acquirers. We speculate that this might 
reflect a corporate life cycle effect. Smaller firms, presumably younger and 
more dynamic, are likely to have technological intangibles that could be 
applied on a larger scale. In contrast, the most valuable intangibles of larger, 
more mature firms may relate to things like marketing advantages. 

Abnormal returns increase with management ownership. However, abnor- 
mal returns are reduced where insiders are potentially entrenched due to 
owning a large block of shares. The net result is that foreign acquisitions are 
value enhancing when conducted by firms whose managers have significant, 
but not dominant, equity stakes. Managers in these firms are more likely to 
give high priority to increasing firm value. This is consistent with the 
internalization theory of foreign expansion because convergences of interests 
between managers and shareholders is a valuable intangible asset. Many 
authors” in the finance area view a carefully constructed incentive structure 
for managers as critical for efficient operation of a publicly held corporation. 

Note that in the regressions without the firm size variable the intercept is 
negative but insignificant. Where the firm size variable is included, the 
intercept is positive, but the coefficient on size is sufficiently negative that 
again an average sized firm with no intangibles and negligible management 
ownership is expected to have a small negative abnormal return. 

Hence, in the absence of intangible assets, international expansion is at 
best a wash-out and may even be viewed by investors as a liability.” This 
suggests that gains from better diversification possibilities, tax avoidance at 
the corporate level, and lower costs of inputs abroad do not in general 
compensate for the high cost of operating a foreign subsidiary in the absence 
of internalized intangible assets.lg Foreign acquisitions appear to increase 
firm value only for firms possessing intangible assets. 

“See, for example, Jensen (1988). 
IsOne possible explanation for a negative stock price impact of foreign acquisitions in the 

absence of intangibles is the ‘managerialism’ theory of takeovers. For example, Caves (1989, p. 
167) argues that ‘[blesides Roll’s (1986) “hubris” hypothesis, there is the more testable 
proposition that low-return mergers are a natural outcome of managerial utility-maximization in 
the presence of high monitoring costs and imperfect principal-agent relationships’. Lang et al. 
(1989) and Merck et al. (1989) present evidence consistent with the view that domestic 
acquisition activity is driven in some part by managers’ self-interest. 

190f course, these alternative theories cannot be entirely dismissed. For example, if income- 
shifting to avoid taxes is easier for firms with intangible assets, this could lead to a higher value 
of foreign expansion by such firms. [Evidence is presented in Harris, Merck, Slemrod and Yeung 
(1991).] Furthermore, issues like low-cost inputs may be critical in individual cases, but not in 
the aggregate. Further research in these areas is warranted. 
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