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Abstract

Purpose — The aim of this paper is to explore whether and how the depth of a company’s operations
in a given host country influences how shareholders value further investments in that country. Here,
depth means the extent of a company’s presence, that is, a company’s accumulated foreign direct
investment (FDI) in a given country prior to the focal investment.
Design/methodology/approach — This paper develops a theoretical framework postulating that
the value of an additional FDI in a given host country decreases to the extent to which it is redundant
to a company’s accumulated FDI in that country prior to the focal investment. Hypotheses are
advanced and tested using a sample that encompasses the FDIs of 91 German MNEs over a 20-year
period from 1985 to 2004.

Findings — The empirical analysis shows that there is a negative relationship between depth of
operations in a host country prior to the focal investment and the value that shareholders put on that
investment. It is also found that the negative relationship is moderated by characteristics of the
focal investment, as well as by characteristics of the country in which the additional investment is
made.

Research limitations/implications — The theoretical framework developed in this study provides
a starting-point for further research on the valuation effect of individual FDIs. This study focuses on
cross-border acquisitions mainly because the value effect of such FDI can be calculated using an event
study approach. However, it is believed that testing this study’s theoretical framework using other
forms of FDI would yield interesting results.

Originality/value — This is among the few studies that investigate how a company’s path of FDI in
a given host country affects the value of additional FDI in that country.

Keywords International investments, International business, Shareholder value analysis,
Diversification, International strategy, FDI, Value effect, Sequential perspective
Paper type Research paper

1. Introduction

The past few decades have seen a surge in firm expansion through foreign direct
investment (FDI). According to the UNCTAD FDI database, between 1984 and 2009 the
volume of FDI inflows measured in US dollars increased from just shy of 57 million to
over 110 billion, a compounded annual growth rate of 12.64 percent. In light of its
importance, researchers in strategy, international business, finance, and other fields
have investigated the relationship between a company’s value and its portfolio
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of foreign investments, also called its level of corporate international diversification
(see for example, Denis et al., 2002; Gande et al., 2009; Morck and Yeung, 1991).

Somewhat less attention has been paid to the valuation effect of individual
investments. Notable exceptions include Doukas and Travlos (1988), who found that
when companies invest in countries where they have not previously been active, there is
a positive valuation effect, but when they invest repeatedly in the same country abroad,
there is no valuation effect; Doukas and Lang (2003), who showed that shareholders gain
when companies make FDI in core-related businesses, whereas they lose if FDI is outside
the company’s core businesses; and Berry (2006), who focused on host-country
characteristics and found that when FDI is made in advanced economies, it is valued
differently than when it is made in developing countries, depending on a company’s
prior international expansion, capabilities and experience, and industry-specific
knowledge. What has been learned about the company, industry, and host-country
characteristics explored in these studies has contributed to a more fine-grained
understanding of the valuation effects of individual investments. This study intends to
take a further step forward by investigating how a company’s path of foreign investment
n a given host country affects the value of additional FDI in that country.

The tendency of companies to make sequential investments in the same host
country has long been the subject of research (Chang, 1995; Chang and Rosenzweig,
1998; Shaver et al, 1997). It is an important topic because there are substantial
differences in terms of shareholder valuation of the benefits and costs associated with
successive investments. What is surprising is that, as far as we have been able to
determine, no research has been conducted on whether a company’s history of FDI
within a given host country affects the contribution of additional FDI in that country to
the market value of a company, and if it does, how. Considering the possible effects of
prior FDI on subsequent FDI within the same country is likely to add to our
understanding of the value effects of a company’s international expansion strategy
(Kogut, 1983).

This paper explores whether and how the depth of a company’s operations in a
given host country influences how shareholders value further investments in that
country. Here depth means the extent of a company’s presence, that is, a company’s
accumulated FDI in a given country prior to the focal investment. The hypotheses are
tested using a sample that encompasses the foreign investments of 91 German
multinational companies over a 20-year period from 1985 to 2004. The empirical
analysis shows that there is a negative relationship between depth of operations in a
host country prior to the focal investment and the value that shareholders put on that
investment. It is also found that that negative relationship is moderated by
characteristics of the focal investment, as well as by characteristics of the country in
which the additional investment is made. Taken together, the results suggest that
shareholder valuation of a company’s international expansion strategy within a focal
host country depends upon the extent of the unique opportunities that the investing
company is able to realize by expanding in that country.

2. Theory and hypotheses development

2.1 The benefits and costs of FDI

Internalization theory suggests that MNEs develop in response to imperfections in the
goods or factor markets (Rugman, 1980, 1981). These imperfections act as barriers
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to the free trade of goods and services across national borders. As a result, free trade is
replaced by second best solutions, such as the MNE, because imperfections in the
goods or factor markets create an incentive to bypass them by creating internal
markets, that is, bringing under common ownership and control the activities that are
linked by the market (Buckley and Casson, 1976). In this view, FDI is a response to
some sort of externalities, which the MNE overcomes by internalization. However,
given that companies strive to maximize their profits, it is evident that FDI occurs only
as long as the benefits of internalization outweigh its costs.

Some researchers have, for example, argued that companies invest in international
operations in order to benefit from differences in business cycles and the degree of real
asset risk (Rugman, 1976, 1977). Consequently, MNEs may be able to reduce their level
of risk, or alternatively, they may achieve higher returns given the same amount of risk
(Kim et al., 1993; Michel and Shaked, 1986). Multinational operations may also provide
companies with opportunities to benefit from access to cheaper and idiosyncratic
resources in a given foreign country, including cheaper labor, better technology, or
other country-specific resources (Almeida and Kogut, 1999; Contractor ef al., 2003;
Porter, 1990). Apart from those market failures, MNEs may also benefit with regard to
exogenous governmental regulations, such as tariffs. Given production in the host
country, the MNE can avoid the customs duty by replacing exports with on-site
production (Rugman, 1980).

In other words, MNEs may enjoy benefits by internalizing markets for certain
assets when they are able to organize activities more efficiently than external markets
(Buckley and Casson, 1976; Hennart, 1982, 2001). For certain assets, in particular
intangible assets, such as information and knowledge, there might even be no proper
market. Given that intangible assets, such as technological know-how, marketing
skills, or management quality, are based largely on proprietary information, these
cannot be sold at arm’s length. In order to nevertheless realize the value of these assets,
the MNE is driven to create an internal market in order to overcome the failure of an
external market to emerge for the sale of these assets (Rugman, 1980). In order to do so,
the MNE engages in FDI (Morck and Yeung, 1991, 1992).

Finally, the benefits of multinational operations may grow out of an ability to
organize activities as a network. Because they have affiliates in different geographic
locations, MNEs can use their internal market to react more flexibly to country-specific
environmental shocks and fluctuations by shifting factors of production and
distribution across national borders (Allen and Pantzalis, 1996; Tang and Tikoo, 1999).
In addition, as Kogut (1983, 1989) has argued, the beneficial effect of international
diversification may originate from a company’s ability to arbitrage institutional
restrictions, to capture information externalities, and to save costs through joint
production and marketing efforts.

The potential benefits of international diversification do not come without costs.
As an MNE performs more and more FDIs, it also increases its number of subsystems,
increasing the complexity with which it must contend (Daft, 2007). The larger and
more diverse the portfolio of investments becomes, the greater the management and
coordination costs (Contractor et al., 2003; Tong and Reuer, 2007).

Moreover, when a company is active in markets that are geographically distant
from its home country, it is likely to experience different economic, institutional and
cultural settings (Ghemawat, 2001). Because new investments need to be integrated for



potential benefits to be realized, adaptations in its structures, systems, and processes
must be made (Johanson and Vahlne, 1977). This, too, adds complexity and, so, affects
coordination costs (Ruigrok and Wagner, 2003; Tong and Reuer, 2007). These include
the costs of forging and maintaining communication links between various
investments, of exchanging information along those links, of handling transactions
between internal and also external partners, and of monitoring managerial decision
making to check mismanagement and limit opportunistic behavior (Jones and Hill,
1988; Malone, 1987; Reeb et al., 1998).

2.2 Value-effects of sequential FDI within the same foreign country

Assuming that there are effects of prior FDI on subsequent FDI within a focal host
country, there should be substantial differences in the benefits and costs across
successive investments in that country (Kogut, 1983). Accordingly, shareholder
valuation of a company’s international expansion is likely to depend upon the
idiosyncratic characteristic of the focal investment.

As argued by Kogut and Chang (1996), a company’s initial FDI in a country serves
as a platform that provides benefits that the company otherwise would not be able to
obtain. This platform FDI can create a string of benefits, such as a location in which to
declare profits, an appropriate market in which to concentrate market power, or a
low-cost location in which to raise capital (Morck and Yeung, 1991; Ruigrok and
Wagner, 2003; Tang and Tikoo, 1999). Subsequent FDI in the same country increases
the depth of company operations. Everything else equal, subsequent FDI can be
conceptualized as non-platform FDI, because it is unlikely to provide an equivalent set
of benefits as the platform FDI. Further, non-platform FDI is, at least partially,
redundant, since its characteristics are likely to overlap with at least some of those of
the platform FDI and any prior non-platform FDI (Belderbos and Zou, 2009). For
example, each FDI is part of a company’s configuration of domestic and foreign
investments and, so, contributes to the company’s ability to organize its activities as a
network, enabling it to switch manufacturing operations relatively quickly between
locations in response to changing cost differentials and market opportunities.
However, the value of an additional investment in that regard is decreased by the
number of investments already in place that share the same characteristics. Hence,
while an investment in a foreign country increases an MNE’s discretion in making
value-maximizing decisions, the scope of additional benefits that comes along with
each additional non-platform FDI in the same country is likely to decrease; that is, the
marginal benefit of subsequent non-platform FDI is likely to decline. In sum,
non-platform FDI is sub-additive to a company’s FDI already in place (Belderbos and
Zou, 2009; Tong and Reuer, 2007).

Similarly, there are also cost differences between platform and non-platform FDI.
Platform FDI is more likely to incur higher costs due to the liability of foreignness
(Hymer, 1976; Zaheer, 1995). Over time, however, as host-country experience is gained,
local practices learned, relationships with local suppliers and governmental agencies
built, and local employees recruited, the liability of foreignness diminishes (Petersen
and Pedersen, 2002; Zaheer and Mosakowski, 1997). Hence, any costs stemming from
the liability of foreignness are lower for later FDI than for earlier FDI. In contrast,
coordination costs immediately increase with each investment in a foreign country as
complexity increases. As a result, coordination, agency, and transaction costs increase
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disproportionally with each additional investment (Geringer et al, 1989; Gomes and
Ramaswamy, 1999; Lu and Beamish, 2004).

In sum, it is concluded that the incremental benefits of making an additional
investment in a given country decrease while its costs increase disproportionally.
Hence:

H1. The value effect of FDI decreases with the depth of a company’s operations in
that country, that is, with the extent of its already existing FDI in that
country.

The implicit assumption underlying this reasoning so far, in particular concerning the
arguments of redundancy and sub-additivity, is that the focal investment is within the
same business. Thus, it is assumed here that the role of platform FDI is restricted to
only the initial FDI. However, an MNE may also choose to invest in the focal country in
a different business. In this case, the distinction between platform and non-platform
FDI is not so clear-cut. Indeed, investment in different businesses at the same time
unifies non-platform and platform FDI characteristics. Still, every investment,
including those in different businesses, results in an increase in complexity and, so,
inevitably leads to an increase in costs. On the other hand, when a company invests in
a different business for the first time in a country in which it is already active, it is the
equivalent of creating some kind of industry-specific platform investment. Owing to
industry-specificity, the new business investment is likely to provide new and valuable
benefits, as prior investments in the country do not fulfill the same roles (Belderbos and
Zou, 2009). There are several reasons why benefits not available with already existing
FDI become available through business diversification. First, different businesses
require different resources. Consequently, by diversifying a company can access
resources that are available in the focal country but are unique to the new business,
e.g. technology or natural resources (Ahuja and Katila, 2001; Robins and Wiersema,
1995). Second, diversification provides opportunities to further exploit
company-specific intangible assets. If a company possesses excess capacity in given
assets, it can realize economies of scope, for example, by using particular marketing
skills or management qualities that would remain untapped if it did not diversify
(Martin and Sayrak, 2003; Montgomery, 1994). Third, diversifying into different
businesses is likely to increase an MNE’s operating flexibility. Given that a company is
already active in a given business outside the focal country, if it diversifies by
investing in a different kind of business in the focal country, it increases its discretion
to flexibly react to environmental shocks likely to be felt by one business but not the
other. Through diversification, that is, through the creation of an industry-specific
platform FDI, an MNE adds another dimension to its multinational network, creating
the possibility of shifting factors of production and distribution to and from the focal
country (Kogut, 1989; Tong and Reuer, 2007).

The more distant businesses are from each other, the more likely they will require
different resources and, so, the less likely it is that an existing investment within a
country will be able to duplicate the role of an industry-specific platform investment.
Consequently, the extent to which diversification creates additional benefits for an
MNE within a given foreign country is not a constant, but depends upon the distance
between its already existing businesses and any new business in which it invests there.
Hence, it 1s proposed:



H2. The extent to which the industry of the focal FDI differs from that of previous
FDI in the country moderates the relationship between value-effect and depth
of the MNE’s operations in a focal country in such a way that high levels of
distance between the focal FDI and the FDI already in place in the focal
country reduce the negative value effect attributable to the existing depth of
the MNE'’s operations in the focal country.

Previous research has suggested that country characteristics may have an impact on
the relationship between MNE depth of operation in a foreign country and the value
effect of an additional FDI in that country (Chan ef al, 2010; Davidson, 1980;
Globerman et al., 2006; Moeller and Schlingemann, 2005). However, not all drivers of
value effect are equally affected by country characteristics.

First, the degree to which platform FDI is able to access the idiosyncratic resources
of an entire country is likely to decrease with the size of the country. As Zhao and Zhu
(2000) have argued, regional clusters may develop within larger countries, with
different regions providing different strategic assets. In the case of particularly large
countries, such as the USA and China, additional FDI might be the most expedient way
to benefit from their full resource potential (Luo et al, 2008; Porter, 2000). In other
words, subsequent FDI made in different regions is only partially redundant, as they
only partially duplicate prior investments. Take the case of specific spatially bound
resources, for example. Within the USA there are at least two particularly important,
high-tech knowledge clusters: Route 128 in the greater Boston area and Silicon Valley,
and they are separated by the entire width of the country. Investing along Route 128
may enable an MNE to access qualified personnel and specialized suppliers located
there, but it will not enable it to access all of those in Silicon Valley (Almeida and
Kogut, 1999). To access the resources pooled in Silicon Valley would require investing
there as well. This argument also applies to natural resources, which are often widely
dispersed (Luo et al., 2008; Porter, 2000).

Second, the degree to which entry in a country provides an opportunity to enlarge
market share in order to exploit company-specific intangible assets depends upon
market size, conceptualized as market potential (Davidson, 1980; Morck and Yeung,
1992). As Agarwal and Ramaswami (1992) have argued, countries with high market
potential can yield greater long-term profitability, because they make it possible to
achieve economies of scale and, consequently, lower marginal costs of production.
Moreover, such countries can absorb additional productive capacity, hence motivating
and justifying further investments (Globerman et al., 2006).

Third, in contrast to these two drivers of the value effect, the benefit of being able to
more flexibly react to country-specific environmental shocks and fluctuations by
shifting factors of production and distribution to and from the focal country is reaped
primarily through platform FDI. Hence, this benefit is less connected with country size.
However, the existence of different regional and local governmental agencies within a
large country may provide MNEs with the option to arbitrage institutional restrictions
within a single country (Chan et al., 2010; Luo et al., 2008). Summarizing the previous
reasoning, it is proposed:

H3.  The size of the focal country moderates the relationship between value effect
and depth of the MNE’s operations in the respective country in such a way
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that high levels of country size reduce the negative value effect attributable to
the existing depth of the MNE’s operations in the focal country.

3. Methodology

The theoretical framework developed in this paper applies to any form of FDI.
However, in order to test the hypotheses, this study focuses on cross-border
acquisitions. The rationale for doing this is twofold. First, as cross-border acquisitions
make up almost 90 percent of total FDI inflows, they represent an important means by
which companies increase the depth of their multinational operations (UNCTAD,
2008). Second, a cross-border acquisition is the kind of company-specific event that has
been shown to influence a company’s stock price. Hence, focusing on cross-border
acquisitions enables the capture of the value effect of an individual investment.

3.1 Data

The sample consists of 637 cross-border acquisitions by major German companies
between 1985 and 2004. Although most of the studies in the field have used data on the
internationalization of companies based in the USA, German companies were chosen
for two reasons. First, Germany’s proximity to nine other countries with relatively low
cultural and psychic distance (Johanson and Vahlne, 1977) ensures that, everything
else constant, on average German companies will be more internationalized than US
ones with just two close neighbors (Contractor, 2007). Second, there is almost no
research in the field that uses a non-US sample. Yet, German companies are likely to be
better suited for the analysis of the impact of foreign acquisitions on the stock price,
because international acquisitions are, by and large, more important to German
companies than to US companies, as cross-border acquisitions represent a bigger part
of total company value for German companies.

To compile the sample, data on all of the German companies included in the HDAX
segment of the German stock exchange during the observation period were gathered[1].
First, all of the companies doing business during our two-decades long observation
window were identified, including those that were later no longer in the index, e.g. due to
bankruptcy. This resulted in 195 potential companies, from which 34 companies
comprising financial institutions, real estate companies, and purely financial holdings
were excluded. Following Vermeulen and Barkema (2002), another 15 companies were
excluded — four retailers and 11 cross-listed non-German companies.

The remaining companies were asked to provide their annual reports for the years
they were in business during the 20-year period. Because there were 30 companies that
had merged or gone out of business during that time, gaps were filled using public
sources and archives, such as those at the German national library. This yielded
91 German companies having annual reports or equally complete information for at
least five consecutive years.

Using the Thomson M&A database, 645 cross-border acquisitions made by these
companies between 1985 and 2004 were identified. Each of those acquisitions was
checked for confounding events that may have taken place during the observation
window (the day of an acquisition announcement, one day prior to it, and one day after it).
This led to the exclusion of eight cross-border acquisitions. In the end a total of
637 cross-border acquisitions were included in the analysis.



The respective annual reports and archival information were analyzed to determine
the depth of the multinational operations of a company. For each company, data were
extracted on the extent of its existing presence, measured as the number of existing
subsidiaries, in each country prior to the period of analysis. The resulting portfolios
served as a starting point, with all subsequent expansion steps captured from annual
reports and other public information. Any and all new subsidiaries, regardless of
whether they were greenfield investments or acquisitions, were included. Divestments
of subsidiaries were also tracked. In this way, the complete country-specific portfolio of
the subsidiaries of the companies in the sample during the period of analysis was
determined.

This complex and time-consuming approach of extracting data on the expansion
steps of the sample companies was necessary in order to have a complete
country-specific portfolio of subsidiaries for each company. To check the accuracy of
the data, each company was asked to verify its portfolio. Eight companies were willing
to double-check the data for completeness and accuracy, and in each case all of the
company’s investments abroad had indeed been included.

3.2 Variables

3.2.1 Dependent wvariable. The dependent variable, acquisition performance, is
measured through an event study analysis. Daily excess market returns of an event
window centered on the date of an acquisition announcement were calculated. An event
study approach assumes that financial markets are information efficient, so that a
company’s share price reflects all publicly available information, and share prices
change as new information becomes available. Although some studies have
documented anomalous evidence on market efficiency (Jensen, 1978; Shiller, 1981),
the overwhelming majority of empirical studies provide evidence suggesting that
financial markets do indeed respond rapidly to new information (for an overview and
extensive discussion see, for example, chapter 17 of Elton et al., 2009).

An acquisition announcement introduces new information into the financial market.
The importance of the event may lead to an adjustment in the company’s share price,
and the impact of the acquisition may, in turn, be assessed by the amount of share price
change. Excess market return, also called abnormal return (AR), is calculated as the
difference between the actual stock return and the expected normal stock return, had
the new information not been introduced into the market. Based on the CAPM, which
has traditionally been used to calculate ARs, the AR of stock i for day t (AR;) can be
calculated as follows:

ARjy = Ry — (0 + Bi*Ryut)

where R;; = return on stock i for day t, R,y = return on the market portfolio for day t,
a; = constant that is estimated during a period prior to the event, and B; = beta of
stock 1, reflecting the non-diversifiable risk that is estimated during a period prior to
the event.

A 200 trading-day window, ending 30 days before an acquisition announcement,
was used for the estimation of the correlation between the value of the company stock
and that of the market (Laamanen, 2007), AR;; was then summed up over a chosen time
window to form cumulative abnormal returns (CAR) for the period of observation for
each acquirer.

When more
can be less

339




MBR
194

340

Research has shown that acquisition-related information may leak out to some
market participants earlier than to others (Asquith, 1983). Hence, looking at market
response beginning on the day of an official announcement would, of course, miss any
action taken by those who had information previous to that. On the other hand,
including market changes over too long a period may incorporate changes that are not
related to the focal acquisition announcement. Therefore, prior studies were followed
and a three-day window was chosen, one day on either side of the day on which an
official announcement was made (Carow ef al, 2004; Esty et al., 1999; Laamanen, 2007).

Since all the acquiring companies in our dataset are based in Germany and listed on
the Frankfurt stock exchange, that domestic stock market was used to calculate
abnormal returns (Conn et al., 2005). The historical stock prices and the daily values of
the German stock market benchmark (HDAX) were retrieved from the Datastream
database, and, where needed, were adjusted for corporate actions, such as capital
increases. Finally, confounding effects during the event window that might affect the
stock price were controlled for (MacKinlay, 1997; McWilliams and Siegel, 1997).

3.2.2 Independent variable. Presence was operationalized as the number of already
existing subsidiaries a company had within a given country prior to the focal
cross-border acquisition. The exact business portfolio for each company in each
country at the time of the acquisition was determined by taking the number of past
investments (acquisitions and greenfield investments) and adjusting it for divestments.

3.2.3 Interaction variables. Target Country Size refers to the size of the country in
which the target is located. As stated previously herein, the size of a country may
impact the potential benefits of an investment. Country size was measured by the
number of inhabitants, which proxies for both the number of potential customers and
the size of the pool of local talent. The data were taken from the CIA World Factbook.

Added Product Scope describes the extent to which the focal acquisition represents a
diversification of the acquirer’s product portfolio in the focal country. The established
measure of Robins and Wiersema (1995) was used, which captures the similarity
between industries by examining patterns of technology flow between industry
groups. The closest distance between the existing industry codes of the acquirer within
the focal country and the added industry code(s) of the target was calculated.

3.2.4 Control variables. Several variables to control for target country
characteristics, as well as deal and acquirer characteristics, were included.

Target country controls were Target Country Size and GDP Growth, GDP Size,
Cultural Distance and Economic Freedom. Target Country Size was included as control
variable, since companies may more quickly succeed in penetrating a smaller country
in order to obtain the available valuable options than a larger country. The size of the
target country by its population was measured. Moreover, high economic growth in the
target country can increase the attractiveness of local companies to foreign companies
(Reuer et al., 2004). A country’s GDP Growth was measured as the growth of its gross
domestic product (GDP) in the year of the acquisition (Nadolska and Barkema, 2007).
GDP Size was also controlled for. Cultural Distance was included, since cultural
distance between countries makes it more difficult to integrate an acquisition. To
measure cultural distance between Germany and the target country, the Kogut-Singh
index (Kogut and Singh, 1988) was used, which is based on the work of Hofstede (1980).
Acquisition targets in countries with higher Economic Freedom may be seen as more
attractive (Moeller and Schlingemann, 2005). The measure of economic freedom used



here is based on the Economic Freedom of the World Index published by the Cato
Institute (www.cato.org/pubs/efw). The index is built from data on government size,
legal structure and security of property rights, access to financing, freedom of trade,
and regulation of credit, labor, and business.

Deal-related control variables include Increase in Stake and Added Product Scope.
Increase in Stake controls for the presence of a pre-existing stake by the acquirer before
the acquisition. Added Product Scope measures the extent to which the acquisition
represents a diversification with regard to the company’s previous investments in the
focal country. This variable is grounded on the established measure of Robins and
Wiersema (1995) and based on the four-digit SIC codes.

Capital Structure, Company Performance, Cultural Diversity, Product Diversity,
Company Size, and Tobin’s € control for characteristics of the acquirer. The Capital
Structure of the acquiring company was controlled for. A relatively high debt to equity
ratio can hinder acquisitions, particularly if they are cash offers. Jensen (1986) has
shown that managers of companies with high debt to equity ratios tend to be more
prudent when choosing takeover candidates. The Company Performance of the
acquiring company can also influence acquisition activity and success (Morck et al,
1990). Company performance was operationalized as return on assets (ROA) in the year
prior to the focal acquisition. The Cultural Diversity of the multinational operations of
the acquirer was controlled for. Following Gomez-Mejia and Palich (1997), the average
pairwise cultural distance between existing subsidiaries worldwide was calculated
using the Kogut-Singh index (Kogut and Singh, 1988). The diversity of the existing
product portfolio prior to the announcement was also controlled for. The Product
Diversity of the portfolio is also based on the relatedness measure of Robins and
Wiersema (1995) and the respective four-digit SIC codes per company. The size of the
acquirer, Acquirer Size, was included, as it has been found to have a direct impact on
the return to the acquirer of an acquisition announcement (Moeller ef al., 2004). The size
of the acquiring company was measured by its number of employees in the year prior
to the focal acquisition. In addition, Tobin’s @ was introduced (Tobin, 1969). Values
above 1 indicate unmeasured or unrecorded assets of the company. Values below 1
indicate that the stock market is undervaluing the company.

Finally, most studies control for possible influences of macroeconomic effects on
acquisition activity and success. Especially during so-called merger waves, both the
level of acquisition activity and the size of ARs may differ significantly from that of
other years (Moeller and Schlingemann, 2005). Therefore, year dummies were included.
Table I summarizes the variables used in our model, their operationalization and the
data sources.

4. Analysis and results

4.1 Results

The sample includes 637 cross-border acquisitions, among which 77 were initial
investments, that is, platform FDI, meaning that the company did not have a presence
in the respective country prior to the focal acquisition. The remaining 560 cross-border
acquisitions were subsequent investments, or non-platform FDI in that the company
already had at least one subsidiary within the respective foreign country prior to the
focal acquisition. To test the hypotheses, OLS regression analysis was used. Table II
shows the descriptive statistics and the correlations between the variables.
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Operationalization and
sources of variables

Table L.
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Table III.

Impact of presence on
CARs (using the standard
market model)

A collinearity diagnosis showed no hints for multicollinearity, since the variance
inflation factor for all continuous variables were below five and, hence, lower than the
critical threshold value of ten. Moreover, all independent variables that constituted an
interaction term were mean-centered to mitigate the potential threat of multicollinearity
associated with testing interaction effects (Aiken and West, 1991).

In addition, the sample was tested for heteroskedasticity. A White-test confirmed
the existence of heteroskedasticity (Wooldridge, 2002). To obtain consistent
estimators, Aiken and West’s (1991) suggestion was followed and heteroskedasticity
robust Huber-White-Sandwich estimators (Laamanen, 2007) were used. Since the added
product scope of an acquisition was assessed as the shortest distance between the
industry code of the target and those of the existing country portfolio, using the measure
of Robins and Wiersema (1995), the sample for the regression analysis consists of
560 cross-border acquisitions. The 77 platform investments could not be included as, by
definition, there was no reference portfolio in the respective country. The OLS regression
results for the sample are presented in Table IIL

In the base model, CAR was regressed on a proxy of Presence, namely, the number
of already existing subsidiaries of a company within a given country prior to the focal
cross-border acquisition. The other control variables described in the previous section
were also included. For HI to hold, the coefficient of Presence would be expected to
be negative and significant. As predicted in HI, the coefficient of Presence in the

HDAX (market model; Control model Base model Full model

=L +1) Coef. SE Coef. SE Coef. SE
Presence —0.00047  0.00022 —0.00080™* 0.00026
Presence X Target Country Size 0.00025*  0.00012
Presence X Added Product Scope 0.00042 000025
Target country level controls

Target Country Size 0.00018  0.00099  0.00003  0.00098  0.00001  0.00092
GDP Growth —003584  0.06290 —0.05226  0.06436 —0.06898  0.06445
GDP Size 000015  0.00081  0.00109  0.00087 0.00121  0.00086
Cultural Distance 000223  0.00180  0.00230  0.00181  0.00221  0.00180
Economic Freedom 000195  0.00178 000236  0.00178  0.00221  0.00179
Deal level controls

Increase in Stake —0.00827  0.00643 —0.00808  0.00645 —0.00871  0.00642
Added Product Scope 0.00208  0.00188  0.00214  0.00188  0.00199  0.00189
Acquiring company controls

Capital Structure —0.03473** 001208 —0.03320"" 0.01270 —0.03083* 0.01277
Company Performance —0.12153%" 003955 —0.12947"" 0.03915 —0.13041%* 0.03807
Cudtural Diversity —0.00134  0.00260 —0.00095  0.00261 —0.00122  0.00262
Product Diversity 0.00030  0.00208  0.00011  0.00208 —0.00005  0.00207
Company Size 000001 0.00001  0.00001** 0.00001  0.00001** 0.00001
Tobins Q —0.00036  0.00204 —0.00032  0.00206 —0.00029  0.00200
F 211 2.31 2.30

R? 0.067 0.082 0.096

Notes: Significant at: *p < 0.05, **p < 0.01 and *p < 0.1; time dummies are ommitted; SE — standard
error; intercept not shown




base model of Table III is —0.00047 (or —0.047 percent) and is significant at the
5 percent level.

The full model tested for the influence of company-specific and country-specific
variables, respectively. Added target country size and added product scope were
interacted with our proxy for Presence and our base model was augmented with these
interactive variables. For H2 and H3 to hold, the coefficients of both interactive variables
would be expected to be positive and significant. Support was found for H2 and H3.
The coefficient of Target Country Size X Presence is positive (0.00025 or 0.025 percent)
and significant at the 5 percent level. The coefficient of the interaction of added product
scope (country portfolio) and Presence was also positive (0.00042 or 0.042 percent) and
statistically significant at the 10 percent level. In the full model, the coefficient of
Presence takes the value of — 0.08 percent, significant at the 1 percent level.

Although the reported R? and the reported effects may appear relatively low,
the magnitude is consistent with other studies using ARs as a dependent variable.
As Gomez-Mejia (1992) has argued, studies examining the relationship between firm
strategy and performance result in relatively low R % Haleblian and Finkelstein (1999),
for example, using ARs as their dependent variable, reported R 2 ranging from 0.08 to
0.105 and effects ranging from 0.025 to 0.07 percent. To illustrate the economic
relevance of our findings consider the following: the mean market value of the
companies in the sample is €3,446.2 million. The mean CAR of an initial entry amounts
to 0.11 percent, whereas the mean presence prior to an M&A is 8.12 subsidiaries.
Accordingly, on average an initial entry into a foreign country results in a positive
value effect of €3,790,600. In contrast, an average entry into a country results in a
negative value effect of € — 22,055,680 (mean CAR of mean presence based on the full
model of — 0.64 percent). Thus, the difference between an initial investment in a foreign
country and an average investment amounts to €25,846,280.

Overall, in accordance with the hypotheses, an existing presence was found to
negatively affect the value of cross-border acquisitions, as measured by cumulative
AR. Specifically, the value effect of cross-border acquisitions decreases with an
increase in presence, measured as the number of existing subsidiaries within a given
country prior to the focal cross-border acquisition, even after controlling for other
determinants of the value effects of cross-border acquisitions.

4.2 Robustness tests

A number of tests were performed to confirm the robustness of the findings. First, an
alternative operationalization of the dependent variable Acquisition Performance was
applied. The CAR calculated using the equation presented above is adjusted for both
market and risk, assuming that the market beta is related to the return of the stock.
However, findings in finance suggest that this may not be the case (Fama and French,
1992, 1996; Lakonishok and Shapiro, 1986). An alternative method for calculating ARs
that has been used in the strategy (Haleblian and Finkelstein, 1999; Laamanen and
Keil, 2008) and finance (Brown and Warner, 1980; Jensen and Murphy, 1990) literature
is one that is market adjusted rather than both market and risk adjusted. Accordingly,
ARs may be calculated as follows:

ARit = Rit - Rmt

As shown in Table IV, the use of this approach does not change the direction and
magnitude of the coefficients.
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Table IV.
Robustness checks (only
market adjusted CAR)

HDAX (only market adjusted; Control model Base model Full model
(=1,+1) Coef. SE Coef. SE Coef. SE
Presence —0.00046™  0.00023 —0.00077** 0.00028
Presence x Target Country Size 0.00024"  0.00012
Presence X Added Product Scope 0.00045"  0.00025
Target country level controls

Target Country Size —0.00035  0.00098 —0.00049  0.00097 —0.00054  0.00088
GDP Growth —0.02630 006594 —0.04224  0.06785 —0.05836  0.06865
GDP Size 0.00059  0.00081  0.001517  0.00088  0.00164"  0.00087
Cultural Distance 0.00189  0.00187  0.00195 000189  0.00187  0.00188
Economic Freedom 000223  0.00185 000265  0.00186  0.00244  0.00187
Deal level controls

Increase in Stake —0.01090 000713 —0.01071  0.00713 —0.01133  0.00707
Added Product Scope 0.00117  0.00192  0.00123  0.00193 0.00110  0.00193
Acquiring company controls

Capital Structure —0.03272% 001335 —003172" 0.01315 —0.02902* 0.01317
Company Performance —0.13403%* 004199 —0.14176™" 0.04197 —0.14269** 0.04214
Cultural Diversity —0.00102 000262 —0.00072  0.00264 —0.00101  0.00265
Product Diversity 0.00094  0.00297  0.00758  0.00220  0.00060  0.00218
Company Size 000001 0.00001  0.00001** 0.00001  0.00001** 0.00001
Tobins Q 000142  0.00216  0.00146 000219 000150  0.00214
F 1.90 207 204

R? 0.061 0.074 0.088

Notes: Significant at: *p < 0.05, **p < 0.01 and "p < 0.1; time dummies are ommitted; SE — standard
error; intercept not shown

To obviate a potential bias in using the German stock index HDAX as a proxy for
returns on the market portfolio, the robustness of our results was checked using
an alternative global stock index. In particular, the MSCI World Index was applied,
which is designed to measure the market performance of developed markets and
includes 1,500 stocks from 24 developed countries. The CAR was calculated based on
the market model presented above. Again, the results based on the MSCI index
were virtually identical in signs, magnitude, and significance level, as shown in
Table V.

Alternative event windows, such as (0 to +1) or (— 1 to 0), were also experimented
with to calculate the CAR. Again, the results confirmed the robustness of the model.
Different measures were also used for Acquirer Performance, Target Country Size and
Cultural Diversity. Acquirer performance was measured by its return on equity, and the
size of the target country by its surface area. Measures of cultural diversity derived
from the GLOBE study were used. The results were unchanged.

5. Discussion

The key motivation in conducting the present study was to determine whether
sequential FDI within a host country can explain the value effect of an individual
investment, and if so, how. The results of the analyses clearly show that a company’s
cumulative FDI in a host country significantly impact the value effect of an additional
investment in that country, and that this effect is moderated by characteristics of the
host country, as well as those of the additional FDI itself.



MSCI (market model; Control model Base model Full model

=L +1) Coef. SE Coef. SE Coef. SE
Presence —0.00046™  0.00021 —0.00078™* 0.00025
Presence X Target Country Size ().00024% 0.00012
Presence X Added Product Scope 0.00040"  0.00023
Target country level controls

Target Country Size 0.00030  0.00099 000016  0.00098  0.00013  0.00093
GDP Growth —005344 006444 —0.06959  0.06575 —0.08573  0.06596
GDP Size —0.00002 000082 000091  0.00088  0.00102  0.00087
Cultural Distance 000242 000188  0.00248  0.00189  0.00240  0.00188
Economic Freedom 000227 00018  0.00268  0.00186  0.00252  0.00188
Deal level controls

Increase in Stake —0.00966  0.00659 —0.00950  0.00661 —0.01010  0.00659
Added Product Scope 000209  0.00194 000214  0.00194 000201  0.00194
Acquiring company controls

Capital Structure —0.04368% 00154 —0.04221"" 0.01530 —0.03989%* 0.01516
Company Performance —0.13352%% 004093 —0.14136™" 0.04176 —0.14204** 0.04096
Cultural Diversity —0.00149 000263 —0.00111  0.00264 —0.00136  0.00212
Product Diversity 0.00015  0.00213 —0.00039  0.00213 —0.00039  0.00215
Company Size 000001 0.00001  0.00001** 0.00001  0.00001** 0.00001
Tobins Q —0.00053  0.00213 —0.00050  0.00215 —0.00047  0.00209
F 2.35 254 250

R? 0.082 0.095 0.107

Notes: Significant at: *p < 0.05, **p < 0.01 and 7p < 0.1; time dummies are ommitted; SE — standard
error; intercept not shown; CAR calculated based on MSCI World

When more
can be less

347

Table V.
Robustness checks

The results demonstrate that an MNE’s presence in a host country represents an
additional dimension that helps understanding the value effect of multinational
operations expansion. Conventional international strategy research has long been
dominated by studies that explore the valuation effects of an MNE'’s overall level of
international diversification. Yet, despite more than 30 years of such work, the findings
have been inconclusive (Contractor, 2007; Dos Santos et al., 2008; Verbeke et al., 2009).
Another stream of international strategy research has shifted the focus away from the
characteristics of MNEs themselves, and their level of international diversification, to
the host countries in which they are active. Drawing on trade and economic geography
theories, that research stream has focused on country characteristics, and, in particular,
on differences between countries, arguing that it is the idiosyncratic characteristics of
host countries, such as factor endowments, their cultural, economic, and institutional
contexts, and governmental policies that are the critical determinants of the value
effect associated with multinational operations expansion (Berry, 2006; Chan ef al,
2008; Dunning, 1988; Hofstede, 1980; Pantzalis, 2001). Other studies have explored
within-country characteristics, suggesting that subnational regions within a host
country vary in the types of economic activities that they support (Porter, 2000) or in
other regional endowments such as market size and factor inputs (Venables, 2005).
In this context, Chan et al (2010) found that subnational regions constitute relatively
homogeneous institutional environments that create both unique opportunities and
challenges for foreign affiliates. As such, subnational regions may explain variation in
value effects associated with foreign affiliates.
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This study contributes to this evolving research stream, providing a finer-grained
understanding of the valuation effects of FDI. By focusing on the often sequential nature
of FDI within a host country, this study explicitly considers that the value effects of an
investment in that country depend on the stock of FDI made by the company in that host
country. One of the fundamental questions of international strategy research is what
determines the international success or failure of companies. The findings here confirm
those of some previous studies, in that they suggest we need to dig deeper and take into
account characteristics at multiple levels: company, industry, and country.

Moreover, to date most research has focused on the initial entry into a country and
has somewhat neglected subsequent FDI (Luo ef al., 2008). In contrast, this study has
conceptualized MNE FDI as a dynamic and continuous process. In so doing, the study
explicitly heeds Kogut’s (1983) words of warning about failing to account for the
sequential nature of FDI, which, according to him, is likely to lead to fallacies. MNE
expansion may establish a presence in a new host country, or it may increase a
company’s presence in a previously entered host country. The number of existing
subsidiaries within a foreign country prior to a focal investment is used here, rather
than the ratio of foreign sales to total sales, an approach that has been highly criticized
(Hennart, 2007). This has allows for showing that whether an acquisition in a given
host country adds value to a company depends upon the characteristics of that
acquisition, those of the host country, and those of the MNE’s existing operations there.

While MNEs often try to increase their presence in a host country by repeatedly
investing there, as has been shown, increasing the depth of operations by making
additional non-platform FDI yields fewer benefits. Moreover, as Lu and Beamish (2004)
have argued, costs rise with each additional non-platform FDI. Considering the
diminishing marginal benefits and the rising costs, it is evident that, at some point, any
benefit will be wiped out by costs. Thus, further investments that increase the depth of
operations within the focal country are likely to lead to negative valuation effects
(Contractor et al, 2003; Lu and Beamish, 2004). It is calculated that the negative
valuation effect amounts to more than €25 million for an average investment.

These conclusions based on the main effect are further corroborated by the
interaction effects. Thus, in line with the theoretical reasoning set forth here, the results
reveal that it is the prospect of obtaining valuable options that affects the value effects
of FDI. By explicitly focusing on the value effect of an additional FDI, the study
complements and extends the important work of Allen and Pantzalis (1996), and of
Tang and Tikoo (1999). In contrast to those studies, this study focuses on how previous
investments in a given host country affect the impact of a given acquisition on the
value of a company. Thus, this paper provides important insights on the value effects
associated with the international expansion strategy of MNEs.

The study also contributes to the literature on cross-border acquisitions. It is believed
that this study is the first to show that the value effect of acquiring a target in a given
host country depends upon the extent of an MNE’s prior presence in that country.
In particular, again consistent with the theoretical reasoning herein, the results
show a negative relationship between the value effect of a cross-border acquisition
and the extent of a company’s existing presence in a given country. Cross-border
acquisitions are a quick and efficient way to obtain or to build-up a presence in a target
country (Li, 2007; Nadolska and Barkema, 2007). However, once entry into a foreign



country has been gained through an initial FDI, subsequent acquisitions are unlikely to
provide a similar level of benefits.

The research to date on the value effect of cross-border acquisitions has yielded
inconclusive results (Shimizu ef al., 2004; Slangen and Hennart, 2007). Some studies have
found that cross-border acquisitions result in positive value effects (Markides and Ittner,
1994; Morck and Yeung, 1992), while others have found negative value effects (Datta and
Puia, 1995; Fatemi and Furtado, 1988), and still others have found no effect at all
(Biswas et al., 1997; Eckbo and Thorburn, 2000; Moeller and Schlingemann, 2005). The lack
of consensus suggests that idiosyncratic characteristics of cross-border acquisitions have
an impact on the associated value effect. For example, Markides and Oyon (1998) showed
that that effect depends on the governance characteristics of the acquiring company, and
Moeller and Schlingemann (2005) that it is affected by the legal system of the target country.
The current study has contributed an additional idiosyncratic characteristic that is likely to
have an influence on the value effect of cross-border acquisitions, namely, the pre-existing
FDI by the company in the host country. Hence, the results indicate that the lack of
consensus about the value effects of cross-border acquisitions may be due to a failure to
take into account all of the idiosyncratic characteristics of cross-border acquisitions.

Since no single study can embrace all aspects of an issue, there are some limitations to
the current study. First, the data rarely included acquisition deal size. In many cases,
transaction partners agree not to disclose the value of a transaction, and, thus, reliable
information is only available for selected acquisitions of publicly listed companies. Had the
study been limited to transactions of known size, or even relative target size, the study
would have had a substantially smaller sample that contained only major cross-horder
acquisitions of listed companies. The study follows Morck and Yeung (1992), who have
argued that it is likely the options that can be potentially obtained with an acquisition are
more important than the size of an acquired company. A second limitation is that Presence
was operationalized as the number of already existing subsidiaries a company has within a
given country prior to the focal cross-border acquisition. While companies may be setting
up a new subsidiary with each FDI transaction, it is also possible that FDI takes place
within an already existing subsidiary. As a consequence, the parent company might
increase the depth of its multinational operations without increasing the number of its
subsidiaries. It is not possible in that case to assess the value effect. A third difficulty is that
the study is unable to consider how different subsidiaries were integrated into the structure
of the MNEs. That degree of integration is likely to impact a subsidiary’s amount of
discretion, and the latitude it has to act may be an important determinant in its potential to
seize benefits in a host country. Moreover, research has shown that further firm-specific
characteristics, e.g. experience of the management with integration of acquired companies,
may have impacts on the value effects of cross-border mergers (Verbeke et al., 2009). Finally,
the results of the study may be only partly generalized, because it focuses on publicly listed
companies, a necessity in order to measure the value effect of foreign investments.

6. Implications and conclusion

This study has theoretically argued and empirically shown that the value of an
additional FDI in a given country decreases with the extent of a company’s already
existing presence in that country. Moreover, it has shown that the negative relationship
between additional FDI and previous FDI in a given country is positively moderated
by the characteristics of the later FDI and of that country. Future studies may be able
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to identify additional characteristics that impact the relationship on which this study
has focused. An MNE may have different reasons for increasing the depth of its
operations in a country (Hutzschenreuter ef al, 2007). It may want, for instance, to
enlarge its market share within a given group of customers, or to access an additional
customer group. Future research might specifically take into account the motives for
individual investments.

As stated previously, the study focuses on cross-border acquisitions mainly because
the value effect of such FDI can be calculated using an event study approach. However,
the theoretical framework developed in this paper should also be applicable to other
expansion modes, greenfield investments for example. It is believed that testing this
study’s theoretical framework using other forms of FDI would yield very interesting
results.

Future researchers may also want to use alternative operationalizations for the
independent variable Presence. There are several possibilities, including the total value
of an MNE’s assets, or its market share, in a host country. Using total asset value
would make it possible to take into account FDI in already existing subsidiaries, for
instance.

Finally, it is likely that the value effect of an FDI depends on whether it is in
production facilities, sales, distribution, or R&D. Future research that controls for this
1s likely to yield still further insights.

Managers have been encouraged to expand the international footprint of their
companies to keep up with competitors and to increase shareholder value. Previous
research on the MNE has emphasized such international expansion. At the same time,
research on the effects of value creation from cross-border acquisitions has produced
inconclusive results. The results shown in this paper have important implications for
managers considering investment possibilities abroad, as they show that increasing
the depth of their operations in a given country might actually decrease company
value. It is not suggested that MNEs should categorically refrain from making further
FDI in countries where they have invested previously. As was pointed out previously,
a case might be made for making additional FDI, for example, when the size of a
country is such that multiple investments yield still greater benefits. What the results
highlight is the importance of carefully scrutinizing all of the factors related to each
and every acquisition. Because more can be less, if the management of an MNE
determines, in full knowledge of the possibility of diminishing returns with subsequent
acquisitions, that an additional FDI will allow the MNE to access new and valuable
benefits, it is incumbent on them to communicate this to the capital market.

Note
1. HDAX belongs to the group of All Share Indices of Deutsche Borse, comprising all shares
included in the selection indices DAX, MDAX and TecDAX. HDAX is thus a broader variety
of the DAX, covering all sectors and comprising the shares of the largest 110 companies
listed in Prime Standard.
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