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ABSTRACT

CORPORATE INVESTMENT ACTIVITY,
INDUSTRIAL AND GLOBAL DIVERSIFICATION
AND INTERNAL CAPITAL MARKETS

Ozgur Berk KAN
Old Dominion University
Director: Dr. John Doukas

Recent empirical studies document the average industrially diversified firm trades at a discount
than a portfolio of comparable single-segment firms while geographically diversified firms are
shown to face similar, if not higher, discounts. They attribute the diversification discount to
inefficient allocation of capital in diversified firms. Most of this literature uses aggregate capital
expenditures and cash flows data across divisions obtained from Compustat industry-segment and
geographic-segment data tapes. In our first paper, we employ firm-specific data to examine the
pre- and post-acquisition performance of firms engaging in diversifying and non-diversifying
investments in order to determine whether the diversification discount may be attributed to the act
of diversification itself. Consistent with the diversification literature, our results show, prior to the
acquisition, diversified firms trade at a discount in comparison to their imputed values and single-
segment firms. We also find the valuation of single- and multi-segment bidders deteriorates
systematically as we approach the acquisition year. Post-acquisition evidence indicates the
valuation of diversifying and non-diversifying single- and multi-segment firms worsens. Our
results suggest the core cash flows of multi-segment diversifying (focusing) bidders are used to
finance both core and non-core capital expenditures despite the fact that the non-core (core)
business exhibits superior performance relative to the core (non-core) business while the non-core
(core) business should have been allocated more funds based on segment performance. Overall,
our results suggest diversification fails to reverse poor performance in muiti-segment firms
because they retain relatively poor performing business segments where considerable amount of
capital resources are transferred from the better performing segments of the firm. In our second
paper, we investigate whether the act of geographic and industrial diversification destroy value
when they take place by employing firm-specific data of bidders that engage in diversifying and
non-diversifying overseas investments in the form of M&As. Our results indicate the valuation of
single- and multi-segment overseas bidders worsens as the acquisition year nears. Consistent with
the recent industrial and geographic diversification literature, our findings indicate not only the

extent of industrial diversification, but also the extent of international involvement of bidders has
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significant adverse valuation consequences. Our results also show the act of geographic
diversification destroys value when it takes place in the form of M&As for domestic bidders.
Post-acquisition evidence indicates diversifying multi-segment bidders gain from overseas
acquisitions lending support to Morck and Yeung (1998), while single-segment bidders and
focusing multi-segment bidders face valuation declines, domestic single-segment bidders
diversifying overseas being hurt the most. The workings of the internal capital markets around the
overseas investment decision indicate both core and non-core capital expenditures of multi-
segment bidders utilize their own segment cash flows providing evidence against cross-
subsidization in industrially diversified bidders. The cross-sectional examination of bidders’
valuation lends some support to agency theory and internalization theory explanation of
geographic diversification. The cash flow of the core business seems to contribute to firm value
of single-segment and focusing multi-segment bidders suggesting the value losses associated with
industrial diversification might stem from the inadequate contribution of non-core lines of
business. The evidence that both core and non-core cash flows of diversifying muiti-segment
bidders contribute to firm value 2 years after the acquisition implies that these firms reap the

benefits in an expanded multinational network as suggested by Doukas and Travlos (1988).
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1. INTRODUCTION

Recent empirical evidence documents the average diversified firm trades at a
discount than a portfolio of comparable single-segment firms. This literature implies
diversification itself is the reason that diversified firms produce different cash flows than
they would if split into single-segment firms (Lang and Stulz (1994), Berger and Ofek
(1995)).! Empirical evidence also shows diversified firms that regain focus elicit positive
stock market reactions and improve their subsequent performance (Bhagat, Shieifer and
Vishny (1990), Comment and Jarrell (1995), John and Ofek (1995), Scharfstein (1998),
Megginson, Morgan and Nail (1999), Gertner, Powers and Scharfstein (1999),
Schlingemann, Stulz and Walkling (2001)).

While the recent empirical literature documents diversification is associated with
significant value losses, there is no agreement on how diversification destroys firm value.
Researchers have identified a number of explanations for this discount. Jensen (1986)
and Stulz (1990) argue that cash-rich firms may overinvest in lines of business with poor
investment opportunities. Namely, inefficient investments in diversified firms lead to
agency costs that outweigh the benefits of internal capital markets. In support of this
view, Lamont (1997), Shin and Stulz (1998), Scharfstein (1998) show diversified firms
trade at a discount because they inefficiently allocate funds (cross-subsidization) among
divisions.? Another plausible reason for the diversification discount is that division
managers of diversified firms have weak incentives to maximize firm value (Rotemberg
and Saloner (1994), Hermalin and Katz (1994)). Meyer, Milgrom and Roberts (1992),
Scharfstein and Stein (2000), and Rajan, Servaes and Zingales (2000) argue rent-seeking
behavior by segment managers may lead to inefficient investment decisions in diversified
firms. Rajan, Servaes and Zingales (2000) also find diversified firms with greater
dispersion of investment opportunities tend to transfer resources from divisions with

good investment opportunities to small divisions with poor investment opportunities.

' See also Berger and Ofek (1996), Servaes (1996) Lins and Servaes (1999a, 1999b), Graham, Lemmon
and Wolf (2002), Billett and Mauer (1999), Campa and Kedia (1999), Rajan, Servaes and Zingales
(2000)).

? This draws on Jensen's (1986) "free cash flow hypothesis" that states that managers of firms with excess
cash flow tend to invest more than they should.
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Lang and Stulz (1994), however, argue that diversification could be motivated by firm’s
lack of internal growth prospects, implying that the act of diversification itself may not
necessarily be harmful to firm value. Similarly, Jensen (1986) asserts poorly managed
firms with limited growth opportunities are more likely to diversify. Indeed Hyland
(1999) and Campa and Kedia (1999) find firms that diversify trade at a discount relative
to their industry peers prior to undertaking diversification, implying that the
diversification discount itself may be partly attributable to selection bias. Chevalier
(2000) also provides evidence in support of the selection bias hypothesis. Graham,
Lemmon, and Wolf (2002), however, show diversifying firms do not trade at a discount
prior to diversification, but target firms do trade at a substantial discount prior to being
acquired.

Unlike the industrial diversification, most of the theoretical and empirical studies
on global diversification suggest a wealth increasing effect on the firm in terms of
profitability, excess returns and higher market value. (Leftwich (1974), Mikhail and
Shawky (1979), Errunza and Senbet (1981, 1984), Kim and Lyn (1986)). The theoretical
and empirical literature argues for value enhancing aspects of geographic diversification.
Foreign direct investment (FDI) literature argues that firms expand overseas to exploit
firm specific information based intangible assets by transferring the intangible assets
overseas within an internal market in the same firm (Caves (1971), Buckley and Casson
(1976), Dunning (1977), Rugman (1980), Prahalad (1998)). However, in the theoretical
and empirical literature, not so many studies have addressed the valuation impacts of
industrial and global diversification at the same time. Sambharya (1995) finds only the
interaction of global and product diversification leads to an enhancement in the
performance of multinationals. Morck and Yeung (1998) find industrial diversification,
global diversification and firm size enhance value in the presence of intangible assets.
Bodnar, Tang, and Weintrop (1998) find that global diversification leads to significant
increases in value measures, while industrial diversification leads to significant value

losses.

On the other hand, a recent stream of literature provides empirical evidence that
global diversification hurts firm value. Christophe (1997) and Christophe and Pfeiffer

(1998) provide evidence that geographical diversification makes U.S. multinationals
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destroy value. Similarly, Denis, Denis and Yost (2000) document that U.S. firms pursue
further global diversification even though it leads to valuation losses. Their results
suggest, on average, global diversification leads to valuation losses of 18 percent while

industrial diversification leads to valuation losses of 20 percent.

In addition, very few studies in the theoretical or empirical literature have
addressed the direct link between the nature of the corporate investment activity and the
valuation consequences associated with it. The empirical evidence available only for
domestic acquisitions in the U.S. has produced conflicting results. Graham, Lemmon and
Wolf (2002) find single-segment firms that diversify by reporting changes or internal
growth do not experience a valuation discount while single-segment firms that diversify
by acquisitions experience a significant discount. Billett and Mauer (1999) find that the
internal capital markets have an adverse effect on the value of industrially diversified
firms but they cannot find any evidence of a significant link between diversification
discount and inefficient capital markets. Their main finding is that internal capital market
activity influences the valuation of industrially diversified firms only when resources are
transferred to business segments with good investment opportunities and that would be
financially constrained if they were operating as single-segment firms. Chevalier (2000)
finds evidence that the cash flows of one merger partner are predictive of the investment
behaviour of the other partner in the pre-merger period which might be interpreted as
evidence of cross-subsidization. Chevalier further demonstrates the evidence in favor of
cross-subsidization in the empirical literature may be due to perseverant differences
between the investment opportunities of single- and multi-segment firms. However, no
study in the theoretical or empirical literature has addressed the nature of domestic and
international investment activity, the changes in industrial and geographic focus and their
valuation consequences.

In the first paper, we investigate whether the act of industrial diversification
destroys value. We analyze the performance of single- and multi-segment firms that
undertake diversifying and non-diversifying acquisitions in the years before and after an
acquisition. In addition, we compare how the internal capital markets of diversified firms
work before and after an acquisition in an attempt to gain additional insights about the

efficiency of allocating capital across core and non-core business segments. These issues
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are addressed for an initial sample of 10128 mergers and acquisitions (M&As) completed
by U.S. firms over the 1991-1997 period.

Consistent with the diversification literature, our results show that diversified
firms, expected to conduct acquisitions, trade at a discount in comparison to their
imputed value and single-segment firms that conduct similar types of acquisitions. We
also show the valuation of single- and multi-segment bidders deteriorates considerably
with respect to their industry peers prior to the act of diversification. Post-acquisition
results indicate the valuation of diversifying single- and multi-segment firms worsens. A
similar performance is also recorded for focusing single- and multi-segment firms. This
evidence casts doubt that the act of diversification itself is harmful to firm value.

An examination of bidders' internal capital markets around major investment
decisions reveals that the internal capital markets of bidders are active. Interestingly,
even though core business of multi-segment firms subsidize the capital expenditures of
their non-core business segments, we find capital resources in multi-segment bidders
before and after the merger are allocated to business segments that have previously
achieved higher growth in sales and cash flows. This evidence is in contrast with the
view of inefficient internal capital markets in diversified firms. A closer analysis of the
influence of internal capital market and firm specific variables suggests the act of not
divesting the inferior performing business segment (core business in diversifying and
non-core business in focusing multi-segment bidders) might be held largely responsible
for the value loss of resource constrained firm in the post-acquisition period, especially in
multi-segment bidders that diversify further.

In the second paper, we employ a sample of 1599 pure overseas M&As
completed by the U.S. firms over the 1991-1997 period to examine the impact of global
and industrial diversification on firm value when they take place. First, we analyze the
valuation of single- and multi-segment firms that pursue global expansion through
industrially focusing/diversifying investments before and after investment is made via
overseas M&As. Our evidence indicates the bidders included in our sample, especially
single-segment bidders, experience deteriorating performance prior to an overseas
acquisition and further confirms the well-documented diversification discount arising

from industrial diversification between single- and multi-segment bidders. Interestingly,
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stand-alone bidders exhibit a severe discount in year 0, the year in which they expand
their international involvement by engaging in overseas acquisitions. Further analysis
indicates not only the extent of industrial diversification, but also the extent of prior
international involvement of bidders has significant adverse valuation consequences. Our
post-acquisition results show the act of global diversification destroys value when it takes
place in the form of M&As for domestic bidders. A detailed analysis indicates multi-
segment bidders that diversify into unrelated lines of business gain from overseas
acquisitions while single-segment bidders and focusing multi-segment bidders
experience subsequent valuation declines. The bidders that already have international
exposure experience further valuation declines and can not gain any benefits from further
global expansion. The bidders that face the most severe valuation losses are the domestic

single-segment bidders that conduct diversifying acquisitions.

Second, we examine the internal dynamics of firms involved in capital
investments and analyze the workings of the internal capital markets around the overseas
investment decision of the firm. The pre-acquisition analysis indicates focusing multi-
segment firms use more assets and make larger capital expenditures in core than in non-
core divisions because they generate more sales than their non-core divisions while
diversifying multi-segment firms commit larger capital expenditures in non-core
divisions as the sales and assets of their core and non-core segments are virtually
undistinguishable. Single-segment firms, on the other hand, invest in unrelated business
when they experience higher growth in sales than single-segment firms that choose to
invest in related business. Following the overseas acquisition, the core (non-core)
business segments of focusing (diversifying) bidders continue to generate higher cash
flows per dollar of sales than their non-core (core) business segments and they also begin
to generate significantly more cash flows than the core business of diversifying multi-
segment bidders. Likewise, the bidders continue to invest more of their segment sales in
the relatively efficient line of business in terms of cash generating ability after the
acquisition, as well. In addition, a closer examination of core and non-core capital
expenditures yields different results about the workings of internal capital markets in
bidder firms making diversifying and non-diversifying overseas acquisitions. Our

evidence suggests core capital expenditures of diversifying single-segment bidders are
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influenced by cash flows of the core business. Both core and non-core capital
expenditures of focusing multi-segment bidders seem to rely on their own segment cash

flows and diversifying multi-segment bidders exhibit similar but nor persistent behavior.

Finally, a closer look at the valuation of bidders shows, in support of the agency
theory explanation of diversification, the higher presence of insider ownership in
focusing bidders is accompanied by higher valuations. In support of the internalization
theory of global diversification, the presence of knowledge based (R&D) and marketing
based (advertising) intangibles seem to contribute to overseas bidders’ valuation. Only
multi-segment bidders that diversify into unrelated lines of business seem to benefit from
global diversification while all other bidders seem to suffer from its adverse impact. The
cash flow of the core business seems to contribute to firm value of single-segment and
focusing multi-segment bidders while the cash flow of the non-core business seems to
play a trivial role on valuation suggesting that the value losses associated with industrial
diversification might stem from the inadequate contribution of peripheral (non-core) lines
of business in industrially diversified firms. The evidence that both core and non-core
cash flows of diversifying multi-segment bidders adds to firm value only 2 years after the
acquisition suggests that they might have begun to harvest the benefits in an expanded

multinational network as suggested by Doukas and Travlos (1988).

The remainder of the papers proceed as follows. Section 2.1 describes the sources
of data and sample selection. Section 2.2 presents evidence on the pre-acquisition
performance of bidders. Section 2.3 examines the determinants of firm's diversification
activities. Section 2.4 examines the post-acquisition performance of single- and multi-
segment bidders involved in diversifying and non-diversifying investments. Section 2.5
examines the workings and efficiency of bidder's internal capital markets. Section 2.6
examines the role of internal capital markets and other firm specific characteristics on

bidders' valuation and Section 2.7 concludes the first paper.

Section 3.1 describes the sources of data and sample selection. Section 3.2
presents evidence on the pre-acquisition performance of the bidders. Section 3.3
examines the determinants of firm’s industrial diversification motives overseas. Section
3.4 examines the post-acquisition performance of bidders that engaged in diversifying

and non-diversifying acquisitions. Section 3.5 examines the working of bidder’s internal
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capital markets. Section 3.6 examines the role of internal capital markets and other firm

specific characteristics on bidders’ valuation and Section 3.7 concludes the second paper.

Finally, Section 4 makes concluding remarks about the two papers that analyze
the valuation and internal dynamics of the bidders that prompt industrial diversification
and industrial and global diversification by engaging in domestic and overseas

acquisitions, respectively.
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2. DOMESTIC CORPORATE INVESTMENT ACTIVITY, INDUSTRIAL
DIVERSIFICATION AND INTERNAL CAPITAL MARKETS

Recent empirical evidence documents that the average diversified firm trades at a
discount than a portfolio of comparable single-segment firms. This literature implies
diversification itself is the reason that diversified firms produce different cash flows than
they would if split into single-segment firms (Lang and Stulz (1994), Berger and Ofek
(1995)).) Empirical evidence also shows that diversified firms that regain focus elicit
positive stock market reactions and improve their subsequent performance (Bhagat,
Shleifer and Vishny (1990), Comment and Jarrell (1995), John and Ofek (1995),
Scharfstein (1998), Megginson, Morgan and Nail (1999), Gertner, Powers and
Scharfstein (1999), Schlingemann, Stulz and Walkling (2001)).

While the recent empirical literature documents diversification is associated with
significant value losses, there is no agreement on how diversification destroys firm value.
Researchers have identified a number of explanations for this discount. Jensen (1986)
and Stulz (1990) argue that cash-rich firms may overinvest in lines of business with poor
investment opportunities. Namely, inefficient investments in diversified firms lead to
agency costs outweighing the benefits of internal capital markets. In support of this view,
Lamont (1997), Shin and Stulz (1998), Scharfstein (1998) show diversified firms trade at
a discount because they inefficiently allocate funds (cross-subsidization) among
divisions.* Another plausible reason for the diversification discount is that division
managers of diversified firms have weak incentives to maximize firm value (Rotemberg
and Saloner (1994), Hermalin and Katz (1994)). Meyer, Milgrom and Roberts (1992),
Scharfstein and Stein (2000), and Rajan, Servaes and Zingales (2000) argue that rent-
seeking behavior by segment managers may lead to inefficient investment decisions in
diversified firms. Rajan, Servaes and Zingales (2000) also find diversified firms with

greater dispersion of investment opportunities tend to transfer resources from divisions

3 See also Berger and Ofek (1996), Servaes (1996) Lins and Servaes (1999a, 1999b), Graham, Lemmon
and Wolf (2002), Billett and Mauer (1999), Campa and Kedia (1999), Rajan, Servaes and Zingales
(2000)).

* This draws on Jensen's (1986) "free cash flow hypothesis” that states that managers of firms with excess
cash flow tend to invest more than they should.
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with good investment opportunities to small divisions with poor investment
opportunities. Lang and Stulz (1994), however, argue that diversification could be
motivated by firm’s lack of internal growth prospects, implying that the act of
diversification itself may not necessarily be harmful to firm value. Similarly, Jensen
(1986) asserts that poorly managed firms with limited growth opportunities are more
likely to diversify. Indeed Hyland (1999) and Campa and Kedia (1999) find firms that
diversify trade at a discount relative to their industry peers prior to undertaking
diversification, implying the diversification discount itself may be partly attributable to
selection bias. Chevalier (2000) also provides evidence in support of the selection bias
hypothesis. Graham, Lemmon, and Wolf (2002), however, show diversifying firms do
not trade at a discount prior to diversification, but target firms do trade at a substantial
discount prior to being acquired.

In this paper we investigate whether the act of diversification destroys value. We
analyze the performance of single- and multi-segment firms that undertake diversifying
and non-diversifying acquisitions in the years before and after an acquisition. In addition,
we compare how the internal capital markets of diversified firms work before and after
an acquisition in an attempt to gain additional insights about the efficiency of allocating
capital across core and non-core business segments. These issues are addressed for an
initial sample of 10128 mergers and acquisitions completed by U.S. firms over the 1991-
1997 period.

Consistent with the diversification literature, our results show diversified firms,
expected to conduct acquisitions, trade at a discount in comparison to their imputed value
and single-segment firms that conduct similar types of acquisitions. We also show the
valuation of single- and multi-segment bidders deteriorates considerably with respect to
their industry peers prior to the act of diversification. Post-acquisition results indicate the
valuation of diversifying single- and multi-segment firms worsens. A similar
performance is also recorded for focusing single- and multi-segment firms. This evidence
casts doubt that the act of diversification itself is harmful to firm value.

An examination of bidders' internal capital markets around major investment
decisions reveals that the internal capital markets of bidders are active. Interestingly,

even though core business of multi-segment firms subsidize the capital expenditures of
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their non-core business segments, we find capital resources in multi-segment bidders
before and after the merger are allocated to business segments that have previously
achieved higher growth in sales and cash flows. This evidence is in contrast with the
view of inefficient internal capital markets in diversified firms. A closer analysis of the
influence of internal capital market and firm specific variables suggests that the act of not
divesting the inferior performing business segment (core business in diversifying and
non-core business in focusing multi-segment bidders) might be held largely responsible
for the value loss of resource constrained firm in the post-acquisition period, especially in
multi-segment bidders diversifying further.

The remainder of the paper proceeds as follows. Section 2.1 describes the sources
of data and sample selection. Section 2.2 presents evidence on the pre-acquisition
performance of bidders. Section 2.3 examines the determinants of firm's diversification
activities. Section 2.4 examines the post-acquisition performance of single- and multi-
segment bidders involved in diversifying and non-diversifying investments. Section 2.5
examines the workings and efficiency of bidder's internal capital markets. Section 2.6
examines the role of internal capital markets and other firm specific characteristics on
bidders' valuation and section 2.7 concludes the paper.

2.1. Data Selection, Sources and Industrial Classification
2.1.A. Sources of Data and Sample Selection

Our sample consists of domestic acquisitions made by the U.S. bidders between
January 1, 1991 and December 31, 1997 reported in the Domestic Acquisitions roster of
Securities Data Corporation’s Mergers & Acquisitions (M&A) Journal. The rosters of
M&A Joumal include all acquisitions which are of, or assumed to be of, $ 5 million
value or higher. The rosters report the name, the Standard Industrial Classification (SIC)
code (at 2 digit level before 1993, at 4 digit level starting 1993), the business definition
of target firms or businesses, the name, and the business definition of bidder firms.” Our
sample does not include transactions associated with target firms or businesses that
operated in non-manufacturing industries (i.e., Finance, Insurance and Real Estate (2-

digit SIC codes from 60 to 67), and Services (2-digit SIC codes from 70 to 89)) as Q

5 They also report the value of acquisition, the method of payment, whether the target is divested or not, the
completion day of the acquisition and the advisors to both parties.
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1t

ratios and other measures may be inappropriate for financial firms. The Domestic
Acquisitions roster of M&A Journal reports 11410 domestic acquisitions over the 1991-
1997 period, of which 1282 acquisitions were made by bidders that completed
acquisitions in foreign countries in the same calendar year as well. We focus exclusively
on domestic acquisitions and, therefore, our initial sample consists of 10128 acquisitions.

We observe the acquisitions activity in certain industries is more intense than in
others based on the 2 digit SIC code industrial classification of target firms in the initial
sample.® For instance, in the mining division, oil and gas extraction industry (2-digit SIC
code 13, 573 acquisitions) is the most active industry. In the manufacturing division,
food and kindred products (2-digit SIC code 20, 328 acquisitions), printing, publishing
and allied industries (2-digit SIC code 27, 498 acquisitions), chemicals and allied
products (2-digit SIC code 28, 573 acquisitions), industrial and commercial machinery
and computer equipment (2-digit SIC code 35, 704 acquisitions), electronics and other
electrical equipment (2-digit SIC code 36, 610 acquisitions) and measuring, analyzing
and controlling instruments (2-digit SIC code 38, 648 acquisitions) are the industries with
high acquisitions activity. In the transportation division, communications,
communications (2-digit SIC code 48, 866 acquisitions) is the most active industry
followed by electric, gas and sanitary services (2-digit SIC code 49, 434 acquisitions).
While previous studies exclude electric, gas and sanitary services out of their samples
because they are regulated, we decided to keep them in our sample in the wake of
deregulation in those industries. In the wholesale trade division, wholesale trade of
durables (2-digit SIC code 50, 771 acquisitions) is the leading industry followed by
wholesale trade of nondurables (2-digit SIC code 51, 470 acquisitions) and miscellaneous
retail (2-digit SIC code 59, 372 acquisitions).
2.1.B. Industrial Classification

In the corporate diversification literature, several sources and measures have been

used to analyze firms that operate in unrelated lines of business’. The recent

® Industrial classification of target firms in the initial sample are not reported but available upon request.

7 Ravenscraft and Scherer (1987) use the Line of Business sample of the Federal Trade Commission.
Wemmnerfelt and Montgomery (1988), Liebeskind and Opler (1992), and Lichtenberg (1992) use census data
to measure diversification in terms of different SIC codes for plants. Servaes (1996) uses Dun and
Bradstreet’s Million Dollar Directory to determine the number of business segments operated by a firm for
the 1962-1974 period. Hubbard and Palia (1999) obtain the 4 digit SIC code of bidders and targets from
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diversification literature determines a firm'’s industrial diversity by using the 2 digit SIC
code ®, the 3 digit SIC code’, or the 4 digit SIC code'. In addition, Lamont (1997) uses
his personal judgement to classify oil dependent and nonoil dependent business
segments. In a similar fashion, Scharfstein (1998) pools related business segments into
“divisions” which are unrelated to each other, but the business segments in each division
are highly related. Matsusaka (1993) uses the most advanced method to identify vertical
linkages between businesses. He uses economy-wide industry input-output matrices to
identify vertical linkages between industries.

The Compustat Industry Segment File is used to collect information about the
business segments of bidder firms in our sample. SEC regulation S-K and FASB-SFAS
No. 14 require firms to report segment information for fiscal years ending after
December 15, 1977. Firms must report information for segments representing 10 percent
or more of consolidated sales. The Compustat Industry Segment File reports this
information: net sales, operating profit (eamnings before interest and taxes; EBIT),
depreciation, assets, and capital expenditures on a segment level basis for all active
Compustat firms other than utility subsidiaries. Compustat assigns a primary and a
secondary SIC code to each business segment of the firm, as well as a main SIC code to
the firm at the 4 digit level. However, we must point out that the main SIC code of the
firm reported by Compustat is not always representative of the firm’s main cash
generating line of business (core business). For example, Compustat reports that General
Electric has a main SIC code of 3600; Electronic and Electrical Equipment and
Components for 1997. Nevertheless, the business segment that generates the highest
amount of sales in GE (both in amount and percentage of annual sales) is Financing
activities; SIC codes 6141 and 6159 by about half of the aggregated sales of GE in year
1997.

As Servaes (1996) points out, a straightforward examination of the 4-digit SIC

codes of the segments of the firm does not reveal the degree of diversification of the firm.

different issues of Standard and Poor’s Register of Corporations, Directors and Executives to construct
their sample of mergers for the1961-1970 period but make their classification based on 2 digit SIC codes.

¥ See Servaes (1996), Berger and Ofek (1995, 1996), Hubbard and Palia (1999), and Lins and Servaes
(1999a, 1999b).

% See Shin and Stulz (1998), Scharfstein (1998), and Gertner, Powers and Scharfstein (1999).

1 See Morck, Shieifer and Vishny (1990), Comment and Jarrell (1995).
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He argues that the use of the 4-digit SIC code would be too wide to identify the industrial
structure of the firm. The rationale for using 2-digit SIC codes is that industries with the
same 2 digit SIC codes are closely related and require comparable management skills. In
addition, as Shin and Stulz (1998) note, one of the difficulties in using segment data is to
identify the business segments that are reorganized by firms over time. Rajan et.
al.(2000) mention this type of inconsistency in reporting from year to year and they
circumvent this problem mainly by making sure that no data is obtained from data stretch
over a period of more than one year for their specific diversity computations. Similarly,
Shin and Stulz eliminate high cash flow segment-years and the firms whose largest and
smallest segments share the same 2 digit SIC code. However, the elimination of high
cash flow segment-years may disguise the impact of cross subsidization on firm’s
investment activity. In addition, the elimination of the largest and the smallest segments
with the same 2 digit SIC code may bias the results by ignoring the comparable
management skills between those segments. As reported by Graham, Lemmon and Wolf
(2002) single-segment firms that diversify by reporting changes do not experience any
diversification discount while those that diversify through acquisitions experience
significant valuation discount suggesting that the investment activity rather than the
reporting changes has a significant impact on the industrial diversity of the firms and the
related valuation consequences. In this study, we also examine the effects of cross
subsidization on the investment activity of the other segments of the firm. Therefore, we
need a more refined measure of segment information to determine the industrial structure
of and the capital allocation within the firm.

Following Servaes (1996), we define a line of business at the 2 digit SIC level
augmented by a procedure similar to those used by Lamont (1997, p106) and Scharfstein
(1998). We make use of the primary and secondary SIC codes of each segment in the
bidder firm as reported by Compustat Industry Segment File. Lamont is mainly
concerned with the presence of oil drilling industries (2 digit SIC code of 13) in primary
and/or secondary SIC codes of business segments in oil dependent firms, with more
weight on primary SIC codes. We treat the primary and secondary SIC codes of business
segments to be of equal importance and we partition the sales, operating income, assets,

capital expenditures and depreciation of each reported segment into two. The resulting
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figures are aggregated into distinct business segments based on their 2-digit SIC code to
determine the sales, operating income, assets, capital expenditures and depreciation of
each distinct segment defined at the 2 digit SIC code. Our procedure resembles that of
Scharfstein (1998) who pools related segments into “divisions” depending on his
judgement of relatedness. Our measure of relatedness for distinct business segments is
based on sharing the same 2-digit SIC code obtained from our procedure explained
above. We do not count the segments having less than 10 percent of the sales or assets as
a viable segment in compliance with FASB-SFAS No 14. We, then, define the “core
business” of the firm as the 2-digit SIC code of the business segment that has the highest
share of aggregated sales of the firm (either in million dollars or in percentage of sales)
for a given year. All the remaining business segments are counted as “‘non-core business”
segments. For stand-alone (single-segment) bidders, the only business segment is defined
as the core business. This procedure, for instance, classifies General Electric as a
Financing firm whose core business has a 2 digit main SIC code of 61 for 1997, rather
than an Electric and Electronics firm with a 2 digit main SIC code of 36. The distinct
business segment which brings in the highest amount of cash into General Electric is the
Financing activities in 1997.

Unlike Chevalier (2000) we are not in search of an overlap between the SIC code
of the target firm and the SIC code of any one of the reported business segments of the
bidder at any SIC level. Chevalier (2000), who concentrates on “diversifying mergers”
only, classifies mergers as related in instances of an overlap of 2-digit SIC codes among
any of the reported business segments of the target and the bidder firms in the merger of
industrially diversified firms. We define acquisitions as “diversifying” (or unrelated)
when the 2-digit SIC code of the target does not match with the 2-digit SIC code of the
bidder’s core business generating the highest amount (and percentage) of sales for the
bidder. On the other hand, we define acquisitions as “focusing” when the 2 digit SIC
code of the target matches with the bidder’s core business that generates the highest
amount (and percentage) of sales. We carry out this classification both for the year prior
to the acquisition and for the year of the acquisition. Both procedures yield almost
identical results. Throughout the study, we will report results based on the classification

prior to the year of the acquisition (year-1).
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When we examine the type of domestic acquisitions by the industrial
classification of bidder firms based on the 2-digit SIC codes of their core business we
observe that target firms in manufacturing industries having been acquired by bidder
firms in finance and service industries as well."' Most of these acquisitions have been
carried out by bidders with core businesses in holding offices and business services. The
evidence suggests the bulk of the acquisitions (2994 out of 5247 classified acquisitions)
is “focusing” in nature and certain industries are more active investing through
acquisitions than others Our research focus is not on non-manufacturing industries:
Finance, Insurance and Real Estate (2-digit SIC codes from 60 to 67), and Services (2-
digit SIC codes from 70 to 89) and bidders in those industries will be eliminated from our
sample in later stages.

2.1.C. Sample Characteristics and Summary Statistics

Table | presents the annual number and frequency of 10128 domestic acquisitions
included in the initial sample. The number of acquisitions is increasing systematically
over the years. The majority of acquisitions is focusing in nature throughout the 1991-
1997 period. It is interesting to note the number of focusing acquisitions has increased
over the years as well. More than 57 percent of acquisitions represent investments within
the core business of the bidder. In 1997, 59.30 percent of acquisitions are classified as
focusing relative to 53.37 percent in 1991. A considerable portion of the investment
activity, however, is directed outside the core business of the bidder. About 43 percent of
bidders’ investments, on average, are directed towards unrelated lines of business.

[ INSERT TABLE 1 HERE ]

Table 2 presents the description and number of acquisitions included in our final
sample of domestic acquisitions. We identified 10128 domestic acquisition
announcements in the M&A journal that were also confirmed by The Wall Street Journal.
The initial sample included the group of acquisitions in which both the bidder and the
target firm were domiciled in the U.S. The group of acquisitions made by bidders
undertaking acquisitions overseas on the same calendar year were excluded because of
the difficulty in identifying their expansion motives. As a result of this process we ended

up with 10128 acquisitions in our initial sample.

' Industrial classification of bidder firms in the initial sample are not reported but available upon request.
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Out of our 10128 acquisitions of the initial sample, we could not find any
information about bidder firms in Compustat for 4881 acquisitions. This brought the
sample size down to 5247 from 10128 acquisitions. Then, we eliminated acquisitions
made by firms whose core businesses lie in non-manufacturing industries: Finance,
Insurance and Real Estate (2-digit SIC codes from 60 to 67), and Services (2-digit SIC
codes from 70 to 89). We eliminated 393 M&As, made by firms operating in non-
manufacturing industries, that brought our sample size down to 4854 acquisitions from
5247 acquisitions. The acquisitions by non-manufacturing bidders were eliminated
because they are likely to be driven by the diversification or investment motives of
financial, holding and service firms.

The next step involved the elimination of bidder firms that acquired several
targets operating both within their own core business and outside their core line of
business. We found 845 acquisitions of this nature (i.e., investments classified as
focusing and diversifying). This brought our sample size down to 4009 acquisitions.
Finally, we combined several acquisitions made either within the core (focusing) or
outside the core (diversifying) line of business by the same bidder on the same calendar
year into one firm-year observation. We found 829 additional acquisitions made by the
same bidder in either core or non-core lines of business and, therefore, our final sample
includes 3180 firm-year observations. On average, 61.79 percent of bidders in our final
sample invest in lines of business identical to their core business (focusing acquisitions).
Over the years, there is a slight increase in pursuing focusing rather than diversifying
acquisitions of bidders included in our final sample.

[ INSERT TABLE 2 HERE ]

Table 3 presents the type of acquisitions across industries based on the industry
classification of bidder’s core business at 2 digit SIC code level. This evidence confirms
the previous observation that bidders in most industries have a preference for related
acquisitions (i.e., expand their core line of business), while in very few industries bidders
have a preference for unrelated acquisitions (i.e., expand outside their core line of
business).

[ INSERT TABLE 3 HERE ]
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Table 4 provides summary statistics of bidders included in the final sample. The
statistics in this table are calculated based on information available the year before the
acquisition. The mean [median] annual sales of bidder firms is $ 1.845 billion [$276
million], implying that bidders are on average mid sized firms. The average [median]
market value of bidders is $1.623 billion [$ 232 million] and the average [median] value
of total assets of bidders is $1.879 billion [$230 million]. These statistics also suggest
that bidders are mid sized firms.

The average [median] foreign sales to total sales ratio of bidders is 7.86 percent
[0.00 percent] indicating that bidders that made acquisitions in U.S. have a very low
degree of international involvement. The average [median] debt to total capital ratio is
39.25 percent [37.73 percent] suggesting that bidders are considerably levered and,
therefore, at substantial creditor scrutiny. The average [median] insider ownership is
20.37 percent [12.83 percent] indicating that insiders of bidding firms have large
ownership stakes. However, these figures are almost double of what Denis et. al. (1997)
report for percentage ownership of officers and directors'”. In addition, the average
[median] institutional ownership is 38.72 percent [39.70 percent]. Both average and
median values of debt and ownership structure demonstrate that managers of bidding
firms are under considerable scrutiny by creditors, insider and institutional owners that
might explain the larger number of focusing acquisitions.

The average [median] number of lines of business (number of business segments)
is 1.45 [1.00] implying the bidders in this sample are mostly single segment (specialized)
firms. The summary statistics also show the average [median] number of acquisitions
made in a single year is 1.26 [1.00]. This seems to suggest that bidders are not desperate
seeking growth through multiple acquisitions per year. The average [median] size of
firm-year acquisitions is $248 million [$42.5 million] indicating that most of the target
firms are not large firms in terms of value. The average [median] of size of firm-year
acquisitions scaled by firm sales (not reported) is 51.83 percent [16.11 percent].
Similarly, the average [median] of size of firm-year acquisitions scaled by firm assets

(not reported) is 40.71 percent [18.92 percent]. These observations support that the

12 Denis et. al. (1997, Table I) report percentage ownership of insiders with a mean of 11.7 percent and a
median of 6.4 percent. The difference between our results and Denis et. al. might help to explain higher
frequency of focusing acquisitions in our sample.
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amount of capital spent in acquisitions are enough to create a new business segment and
to significantly change the corporate structure within the bidder firm as they exceed the
10 percent threshold imposed by SFAS No 14 for segment information.
[ INSERT TABLE 4 HERE ]
2.2. Bidder's Pre-Acquisition Performance

One of our objectives in this study is to measure the effects of diversification on
bidder's performance after the acquisition and draw inferences about the value of internal
capital markets associated with diversification. To gain insights into the effects of
diversification itself, we estimate bidder's pre- and post-acquisition performance using
two valuation measures. The valuation measures consist of Tobin’s Q and Excess Market
Value (EMV). Tobin’s Q is computed as the market value of outstanding shares plus the
liquidation value of preferred stock plus net current assets plus long term debt divided by
total assets. Excess Market Value is defined as the market value of equity less book value
of equity normalized by total sales.

The imputed value of a segment is computed by multiplying sales-based (asset-
based) multiples, or weights, of the distinct business segments at the 2 digit SIC level
with the median valuation measures (Q or EMV) obtained from single-segment firms
operating in the same 2 digit SIC industries. We compute the sales-based (and asset-
based) multiples as the ratio of annual segment sales (assets) for each distinct line of
business defined at 2 digit SIC code divided by the total sales (assets) of the bidder firm
in that year". Sales-based and asset-based computations yield very similar results and we
will report results based on sales-multiples computations. We compute the median of
valuation measures of single-segment firms that share the same 2 digit SIC code with the
distinct business segments of the bidder. Even though previous studies in the literature
have controlled for industry effects, none has controlled for the size of the business
segments of the firm. The size of the stand-alone firms in our study has to fall within the

range of 50% to 200% of the size of the business segment of the bidder in that year. If the

13 Several studies attach no weights to different business segments within a firm while computing the
diversification discount (Servaes (1996) and Gertner, Powers and Scharfstein (1999)). Such diversification
discount measures might prove fruitful only if diversified firms consist of business segments when no
distinct business segment information is available. Some other studies (Lang and Stuiz (1994), Berger and
Ofek (1995,1996) among others) measure the diversification discount using industry matched stand alone
firms to determine the imputed value of diversified firms by sales or assets multiplier approaches.
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number of stand alone firms are less than five in a year, we extend the size restriction to
within 25% and 400% of the size of the segment’s assets. Thus, we obtain imputed value
of measures for bidders as weighted sum of median valuation measures of size-matched
stand-alone firms operating in the same 2 digit SIC code with the distinct business

segments of the bidder as follows:

IMPUTEDQ= X w,Qup;= & w, median {Q;, Qy....... .Qy } (1)

=t =t

where w; is the sales-based (asset-based) weight of the firm’s sales (assets) in
business segment j, and Q(or EMV) 5 is the size matched median valuation of single-
segment bidders that operate in the same 2 digit SIC code business with the business of
segment j of the bidder.

We also estimate the bidders' industry-adjusted valuation measures (valuation
premium /discount) using the approach of Berger and Ofek (1995). Namely, we compute
the natural logarithm of the ratio of raw valuation measures of bidders to their imputed
values; that is In(Q/IMPUTEDQ) or In(EMV/IMPUTEDEMYV), as industry-adjusted
valuation variables.

2.2.A. Pre-Acquisition Performance: Tobin's Q Values

Pre-acquisition raw and industry-adjusted performance measures for bidder firms
are presented in Table 5. Panel A reports bidders' raw and industry-adjusted values of
Tobin’s Q 3 years before the acquisition (year —3) till the year of the acquisition (year 0).
Bidders experience increasing mean and median raw Q values from year -3 to year 0 and
mean Q values persistently exceed median Q values. Bidders with diverse business
operations (multi-segment bidders) always have significantly lower mean and median
raw Q values than bidders with a single line of business (single-segment bidders) during
the pre-acquisition period, suggesting that single-segment firms have superior pre-
acquisition performance than multi-segment firms. This result holds for every single year
throughout the pre-acquisition period for all acquisitions as well as for firms conducting
focusing and diversifying acquisitions. Namely, the pre-acquisition performance of
focused (single-segment) bidders is considerably stronger in comparison to the pre-
acquisition performance of diversified (multi-segment) bidders regardless of whether

they invest in related or unrelated business.
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The pre-acquisition industry-adjusted Q values indicate that multi-segment
bidders, whether they plan to focus or diversify later, bear a significant valuation
discount in the pre-acquisition period. The valuation discount for focusing and
diversifying multi-segment bidders does not appear to be significantly different in any of
the pre-acquisition years. Interestingly, the valuation discount in multi-segment firms
increases significantly with median discount values of —13.52%, -14.92%, and -17.61%
in years -3, -2, and -1, respectively. This phenomenon is more pronounced for multi-
segment bidders that make further diversifying acquisitions. If Q values attest
performance, the evidence suggests that the performance of diversified firms decreases as
we near the acquisition year. The poor performance of diversified firms is consistent with
the extant diversification literature documenting that diversified firms trade at a discount,
but inconsistent with the view that intenal capital markets improve corporate
performance. Moreover, the results seem to support the argument that the weak pre-
diversification performance of diversified firms might be the reason firms undertake
diversifying investments.

On the other hand, single-segment bidders trade at par or exhibit mildly inferior
performance relative to their industry peers for the same period, with median values of —
1.52%, 0.00%, and —1.42% in years -3, -2, and, -1, respectively. It is interesting to note
most of this marginal valuation discount in single-segment bidders stems from bidders
that conduct focusing acquisitions in year 0. While this does not represent a significant
decline relative to comparable industry Q values, it indicates mild weakness relative to its
industry that might be associated with the decision to invest externally. The mean and
median valuation difference between focusing and diversifying single-segment bidders is
statistically significant at conventional levels in all three pre-acquisition years.

In general, the pre-acquisition evidence indicates that multi-segment bidders trade
at a considerable discounts than single-segment bidders, with median difference values of
—12.00%, -13.87%, and —15.26% in years -3, -2, and, -1, respectively. Focusing single-
segment bidders trade at minor valuation discounts than muilti-segment bidders that
conduct similar type of acquisitions, with median difference values of —10.89% (with p-
value of 0.002), -14.65%(with p-value of 0.002), and —12.62%(with p-value of 0.002) in

years -3, -2, and, -1, respectively. Diversifying single-segment bidders trade at an
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insignificant premium or at par while multi-segment bidders that engage in similar
acquisitions trade at deep discounts in the pre-acquisition period. The mean and median
valuation difference is statistically significant in all three pre-acquisition years.

This result and the more dramatic declines in Q for diversified bidders
corroborates the view that external investments through acquisitions are likely to be
motivated by valuation declines. The evidence appears to be consistent with several
studies finding that the typical bidder has a lower Q ratio before diversifying (Lang, Stulz
and Walkling (1989), Hyland (1999) and Campa and Kedia (1999)). While our results are
also consistent with diversification discount literz'lture documenting that diversified firms
trade at a discount, it does not necessarily imply the act of diversification itself destroys
firm value. Based on these results, however, it can be argued that past diversifying
investments by multi-segment firms have failed to improve performance. Hence, the pre-
acquisition evidence appears to cast doubt on the value of internal capital markets.

[ INSERT TABLE S HERE ]
2.2.B. Pre-Acquisition Performance: Excess Market Value

Panel B of Table 5 presents bidders' raw and industry-adjusted excess market
values for the pre-acquisition period. The raw EMV of bidders represents the additional
market value created by bidders above their book value per unit of sales while the
industry-adjusted EMVs measure bidders' value creation relative to that of their industry
peers (i.e., measured by the weighted sum of similar stand-alone firms). To a large extent
these valuation results resemble those of Q values. The raw results show that, on average,
bidders experience positive and increasing excess market values as they near the
acquisition year. Multi-segment bidders have considerably lower excess market values
than single-segment firms. The mean and median differences are statistically significant.

Industry-adjusted mean and median excess market values fall as we draw closer
to the acquisition year. The industry-adjusted excess market values of multi-segment
bidders confirm that they trade at a loss ranging from 14.90 percent in year-3 to 22.18
percent in the acquisition year. Single-segment bidders, however, experience significant
gains relative to their industry peers with the exception of a sharp decline in year 0.
Single-segment firms' excess market value is above their industry peers in the year of

acquisition by 5.22 percent, while multi-segment bidders incur a 22.18 percent value loss
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in year 0. It is also interesting to note that the excess market value of single-segment
bidders declines relative to their industry peers during the pre-acquisition period. The
overall evidence suggests the excess market value of multi-segment firms is significantly
lower in comparison to the excess market value of single-segment firms. This is
consistent with our previous evidence and the diversification literature (Lang and Stulz
(1994), Berger and Ofek (1995), among others) reporting that diversified firms trade at a
discount relative to focused firms. Furthermore, these findings suggest the firm's
acquisition activity is related to its pre-acquisition value losses. The losses are
pronounced for diversified bidders as we draw closer to the acquisition year, while
focused firms realize small declines during the acquisition year only. It is also important
to note the pre-acquisition median difference between the excess market values of
diversified and focused bidders is more pronounced for firms that do not plan to invest
outside their core business. This seems to suggest that diversified firms that decide to
undertake acquisitions in their core business do so because they have experienced
somewhat greater losses during the pre-acquisition period than diversified bidders that
plan to pursue diversifying acquisitions. For instance, in year -1 the median losses are
24.36 percent for multi-segment firms that add related assets to their operations and
13.43 percent for multi-segment firms that diversify outside their core business a year
later, respectively. The difference, however, is not statistically significant at conventional
levels.

Overall, the pre-acquisition valuation analysis confirms that multi-segment
bidders have inferior performance than their industry peers. Single-segment bidders,
however, experience minor discounts. In addition, multi-segment bidders experience
significantly lower industry-adjusted Qs and EMVs than single-segment bidders making
similar acquisitions. Furthermore, the valuation discount in multi-segment bidders
appears to increase as they near the acquisition year. These findings are consistent with
the recorded discount in the diversification literature that implies that diversification does
not create value. However, if diversification has not worked in the past, an important
question that remains unanswered is why firms undertake investment strategies that

appear to destroy firm value. Namely, while both single- and muiti-segment firms engage
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in focusing and diversifying investment, it is not yet known what determines the bidder's
type of investment activity. In the next section we attempt to shed light on this issue.
2.3 Why Firms Diversify: Logistic Regression Analysis

The pre-acquisition analysis seems to link the acquisition activity of the firm to its
valuation decline prior to its external investment decision. This association appears to be
strong for multi-segment firms. In this section we use logistic regression analysis to
investigate why firms are likely to diversify. Specifically, we focus on the determinants
of firm's diversification decision. This is expected to shed more light on the relative
importance of the external growth, cash flow/agency cost, and internal capital markets
hypotheses that have been put forward as explanations of the corporate diversification
motive. The external growth hypothesis asserts that bidders' poor performance and their
low internal growth opportunities force them to undertake diversifying investments. The
free cash flow/agency cost hypothesis, however, states that the diversifying investment
activities are driven by managers' objectives at the expense of shareholders wealth.
Finally, the internal capital markets hypothesis argues that corporate diversification stems
from the efficiency gains of internal capital markets in diversified firms.

In the multivariate logistic regressions the dependent variable is an indicator
variable, DIVERD, that takes the value of one when a bidder undertakes a diversifying
acquisition and zero otherwise. The following variables are included in these regressions:
The natural logarithm of annual firm sales, LN(SALES), is used to control for the size of
the bidders. We include the imputed Q value of the firm, IMPUTEDQ, that is computed
based on sales multiples of distinct business segments. This measure allows us to
determine whether the diversification decision of the firm is driven by the state of growth
opportunities of the bidder's industry. Namely, whether diversifying investments are
linked to the low growth opportunities of the bidder's industry. The industry-adjusted
Tobin's Q, INDADJQ, the natural logarithm of the ratio of the firm Q divided by its
imputed value; is used to measure the growth opportunities (and the valuation) of the

firm relative to its industry peers."

¥ Chevalier (2000), however, suggests that actual Q values are more representative of the investment
opportunities of the firm rather than its industry adjusted values.
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The DEBT variable is the amount of total debt as percentage of invested capital.
DEBT is used to capture the monitoring effect of external capital markets on managers
(Jensen (1986), Stulz (1990), among others). The INSIDER variable is the percentage of
the outstanding shares of the bidder held by the insiders. The insider ownership variable
is used to test whether firms with lower insider ownership are more likely to diversify.
The percentage of the outstanding shares of the bidder held by institutions, INSTITUTE,
is also used in the analysis. We use the institutional ownership variable to examine
whether firms with lower institutional ownership are more likely to diversify, revealing
agency costs in the firms as a complement to insider ownership .

The RDEXP measures the R&D expenditures of the bidder normalized by its total
sales. It is a continuous variable used to control for the firm's level of growth
opportunities. Namely, to examine how much the firm is investing in its growth
opportunities (Hyland (1999)). In addition to the intangible nature of R&D expenditures,
bidders may also possess intangibles observed in their advertising expenditures. The
ADVEXP variable measures bidder's advertising expenditures normalized by its total
sales. This is also a continuous variable. The core cash flow (CCF) and non-core cash
flow (NCCF) variables are used to explore the cash generating ability of the core and
non-core segments of bidders in the pre-acquisition period. They are defined as the cash
flows (operating income plus depreciation) from the operations of the core and non-core
business segments of the bidder, respectively, normalized by bidder's segment sales.
Furthermore, we account for the method of payments using two indicator variables.
CASHD takes the value of one if the payment was made in cash and zero otherwise.
STOCKD is set equal to one if the payment was made in stock and zero otherwise "°.

We also include a binary variable that identifies whether the target was a
divestiture, DIVESTD. This variable takes the value of one if the target was divested by
its parent company. All independent variables are measured in year -1, the calendar year
before the acquisition. Besides, we include calendar year dummies in the regression to

control for changes in the corporate control market. The logistic regression takes the

following form:

5 See McConnell and Servaes (1990, 1995), Denis et al (1997).
6 See Travlos (1987), Servaes (1991), Martin (1996), Megginson, Morgan and Nail (1999), and Rappaport
and Sirower (1999)
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DIVERD = f ( LN(SALES), IMPUTEDQ or (EMV), INDADJQ or (EMV), DEBT, INSIDER,
INSTITUTE, RDEXP, ADVEXP, CCF, NCCF, CASHD, STOCKD, DIVESTD)

Table 6 presents the regression results. Panel A reports the coefficients of the
logistic regressions for single-segment firms while Panel B reports results for multi-
segment firms. The intercept, as shown in Panel A, is positive and statistically
significant, implying single-segment bidders are likely to consider diversification
strategies. However, the intercept ranges between 0.315 and 0.4130, indicating only 32-
41 percent of single-segment firms are likely to undertake diversifying acquisitions. The
size variable, LN(SALES), is statistically significant in only the last two regressions
suggesting single-segment bidders with high annual sales are significantly more likely to
acquire targets operating outside their core business.

The coefficient of the imputed Q variable, IMPUTEDQ, is negative and
significant implying the bidder's diversification decision is influenced by the growth
opportunities of its industry. The coefficient of the industry-adjusted Q variable,
INDADIJQ, is insignificant suggesting the bidder's decision to diversify is not likely to be
influenced by its performance relative to its industry. Similar results are obtained in
regressions 2 and 7 when EMV is used as an alternative valuation measure to Tobin’s Q.
In regression 2, the coefficient of the industry adjusted EMV turns positive and
significant at the 10% level suggesting the relative valuation of the firm to its industry
might encourage the firm to pursue industrial diversification.

Leverage appears to discourage single-segment bidders from making diversifying
acquisitions. The coefficient of the DEBT variable is negative and significant at the 1%
level. This is consistent with the view that debt serves as a monitoring mechanism of
managerial misconduct. Hence, we conclude that debt serves as a monitoring mechanism
of managerial misconduct for single-segment firms. We also find that the coefficients of
INSIDER and INSTITUTE variables are negative and significant, suggesting insider and
institutional owners of single-segment firms discourage diversifying acquisitions. These
results imply diversification is likely to be more pronounced in firms with weak insider

and institutional ownership characteristics.
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The coefficient of the R&D expenditures variable, RDEXP, is positive and
significant suggesting single-segment firms with high knowledge-based intangibles are
more likely to diversify. This observation suggests single-segment firms in our sample
are unlikely to diversify because they have depleted their internal growth opportunities.
In sum, diversification of single-segment firms appears to be driven by opportunities to
exploit their knowledge-based advantage. On the other hand, the coefficient of ADVEXP
variable is negative, but not significant in all regressions, implying marketing-based
intangibles are unrelated to the firm's decision to diversify.

The coefficient of core cash flow variable (CCF) is negative and insignificant
implying cash flow increases are not likely to encourage expanding outside the core
business of single-segment firms. Among the other control variables, the CASHD
variable has the strongest association with diversification. Its coefficient is negative and
statistically significant in all regressions, implying single-segments firms would prefer to
invest in non-diversifying projects if the transaction was required to be settled in cash.

The coefficients of similar regressions for multi-segment bidders are reported in
Panel B and suggest they have a stronger diversification motive than single-segment
firms. The intercepts of multi-segment bidders are not only positive and statistically
significant, as before, but substantially larger in comparison to those of single-segment
firms. The intercept ranges between 0.555 and 0.668, indicating 56-67 percent of these
firms are likely to undertake diversifying acquisitions. The size variable, LN(SALES),
gains significance in the last two regressions suggesting larger multi-segment firms are
more likely to conduct acquisitions outside their core business. Consistent with the
single-segment results, the coefficient of the imputed Q, IMPUTEDQ, variable is
negative and significant. Hence, multi-segment bidder's diversification decision is also
influenced by the growth opportunities of its industry. Specifically, this result suggests
that firms that operate in high-Q industries are unlikely to diversify, while firms that
operate in low-Q industries are more likely to invest and expand outside their core
businesses. Consistent with Campa and Kedia (1999), Lamont and Polk (2001), and
Maksimovic and Phillips (2001), this result implies adverse industry shocks are likely to

drive the firm's decision to invest in peripheral lines of business.
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The coefficient of the industry-adjusted Q variable, INDADJQ, is insignificant
indicating multi-segment bidder's decision to diversify is unlikely to be influenced by its
performance relative to its industry. Similarly, the coefficient of the INDADJEMV
variable is statistically insignificant.

In contrast with the evidence on the effects of leverage on the diversification
decision of single-segment firms, leverage appears to have a positive and significant
influence on the diversification decision of multi-segment bidders. The coefficient of the
DEBT variable is 0.001 and significant at conventional levels. This implies the
investment activities of diversified firms are less likely to be subject to the same degree
of market scrutiny than single-segment bidders. This, then, might be one of the reasons
diversified firms are found to trade at a discount. We conclude that debt serves as a
monitoring mechanism of managerial misconduct for single-segment firms, but not for
multi-segment firms. Increases in debt by multi-segment firms are likely to fund
unrelated acquisitions.

The coefficients of INSIDER and INSTITUTE variables are negative and
significant, suggesting the monitoring power of insider and institutional is more stringent
on the diversifying activities of managers ownership in multi-segment firms. Therefore,
these results mean diversification is likely to be more pronounced in firms with low
levels of insider and institutional ownership.

The coefficient of the R&D expenditures variable, RDEXP, is insignificant
suggesting the knowledge-based intangibles of multi-segment bidders does not lead to
greater diversification. This is in sharp contrast with the evidence reported for single-
segment firms in our sample. In brief, diversification of multi-segment firms does not
appear to be influenced by their knowledge-based assets. The coefficient of ADVEXP
variable is not significant in all regressions, implying marketing-based intangibles are
unrelated to the firm's decision to diversify. !’

The relation between the firm's diversification decision and the different cash
flow streams (i.e., core and non-core cash flows) is intended to shed light on how internal

capital markets impact on the nature of the investment decision. Unlike the single-

17 See Doukas, Pantzalis and Kim (1999) for a detailed discussion of knowledge based and marketing
based intangibles
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segment bidders, the coefficient of the core cash flow variable, (CCF), is -0.274 and
significant at 5% level. This result suggests muiti-segment firms that have higher core
cash flows are not likely to invest in unrelated lines of businesses. The results also show
non-core cash flows in multi-segment bidders do not influence the diversification
decision of the firm, as shewn by the insignificant coefficient of the NCCF variable.
These results suggest bidders' internal capital markets appear to be active.

Finally, the STOCKD variable has a strongest association with diversification
relative to the other control variables. Its coefficient is negative and statistically
significant in most regressions, pointing out that multi-segments firms prefer to invest in
non-diversifying projects if the transaction requires to be settled in stock. This suggests
diversifying acquisitions are viewed as riskier projects by multi-segment firms and,
therefore, they would prefer to hedge by using stock instead.

In sum, the evidence shows single- and multi-segment firms in good performing
industries are less likely to diversify. For single-segment bidders, debt, insider and
institutional ownership act as diversification deterrents. However, for multi-segment
firms debt does not appear to have the same adverse effects on diversification. High
intangible assets are more likely to encourage diversification in single- than multi-
segment firms. While core cash flows influence the diversification decision of multi-
segment firms, they do not have same effect on the investment decision of single-
segment firms. Moreover, the evidence supports that single-segments firms do not seem
to prefer investing in diversifying projects when the transaction is required to be settled
in cash.

[ INSERT TABLE 6 HERE ]
2.4. Post-Acquisition Performance

Having examined the pre-acquisition performance and the determinants of the
diversification decision of single- and multi-segment bidders, in this section we examine
their post-acquisition performance associated with diversifying and non-diversifying
investments in order to gain additional insights about the long-term effects of their
investment decisions. Specifically, we are interested to determine whether the post-
acquisition performance of the firm is linked to the act of diversification itself.

2.4.A. Single- and Multi-Segment Bidders’ Post-Acquisition Performance
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The post-acquisition raw and industry-adjusted performance measures for single-
and multi-segment bidders are reported in Table 7. Panel A reports bidders' raw and
industry-adjusted values of Tobin’s Q 3 years after the acquisition (year +3) from the
acquisition year (year 0). The evidence shows the post-acquisition performance of single-
and multi-segment bidders is inferior to their industry peers regardless of the type of
investment they engaged in. This implies their investments have failed to add firm value.
Given that single-segment firms did not have a persistent inferior performance than their
industry peers during the pre-acquisition period, their performance deterioration after the
acquisition suggests, in general, that their investment is an important determinant of their
post-acquisition performance. The industry-adjusted performance of multi-segment
firms, however, is worse than that of single-segment firms throughout the three-year
post-acquisition period. The difference is statistically significant at conventional levels.
This indicates that acquisitions failed to reverse the poor pre-acquisition performance of
multi-segment firms while they had an adverse effect on the post-acquisition
performance of single-segment firms. Hence, the investment decision of single-segment
firms appears responsible for their post-acquisition performance decline. However, to
what extent the poor post-acquisition performance of multi-segment firms is attributed to
their investment decision remains unknown, given that their pre-acquisition performance
was inferior to that of their industry peers as well.

What is more interesting is that the post-acquisition performance of multi-
segment bidders that acquired firms outside their core business gets much worse than that
of similar bidders that did not diversify their operations. The evidence suggests that
focusing investments by multi-segment firms did not worsen their post-acquisition
performance while further diversifying investments did. Therefore, increased corporate
diversity by multi-segment bidders seems to exacerbate the poor industry-adjusted pre-
acquisition performance after the acquisition. The industry-adjusted Q median difference,
however, between focusing and diversifying multi-segment bidders is not statistically
significant at conventional levels. While these results suggest further diversification is
more harmful than corporate focus and, perhaps, not an optimum investment strategy for
multi-segment firms, non-diversifying investments by multi-segment firms also fail to

reverse bidders' performance considerably. Therefore, these findings seem to suggest that
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the weak post-acquisition performance of multi-segment firms can be partially attributed
to both the level of diversity and the act of diversification itself.

Multi-segment bidders with poor pre-acquisition performance remain poor
performers even after the acquisition regardless of what investment strategy they pursue.
When multi-segment firms invest inside their core business, they continue to
underperform their industry at the same level in the years after the acquisition. This
implies that their core investments fail to restore the overall competitive advantage of the
firm. When muilti-segment firms with poor past performance undertake diversifying
investments they fail to enhance their post-acquisition performance and suffer from
further performance declines. Hence, expansion outside their core business worsens the
overall firm performance instead of improving it. These findings also suggest the
expansion of their internal capital market does not help to reverse their past poor
performance. While this evidence suggests the benefits of internal capital markets fail to
outweigh the costs of diversification, the inferior pre-and post-acquisition performance of
diversified firms also suggests their past and recent investments have consistently failed
to enhance firm value. This seems to lead to the conclusion that diversified firms are
plagued by operating and structural inefficiencies they can not overcome by undertaking
either diversifying or non-diversifying investments. This result seems to be consistent
with another stream of empirical literature showing diversified firms that regain focus,
especially by divestitures, experience positive stock market reactions and improve
subsequent performance '®. In addition, our results lend some support to Rajan et. al.
(2000) who find that increases in corporate diversity are followed by firm value
decreases.

The evidence also points out that the creation of internal capital markets by
single-segment firms does not enhance performance. If internal capital markets work to
the benefit of firm performance, single-segment bidders should benefit from diversifying
acquisitions. In contrast to the prediction of the internal capital market hypothesis,
diversifying investments by single-segment firms fail to enhance their post-acquisition

performance. In fact, the evidence shows that diversifying investments by single-segment

'8 See Bhagat and Vishny (1990), Comment and Jarrell (1995), John and Ofek (1995), Scharfstein (1998),
Megginson, Morgan and Nail (1999), Gertner, Powers and Scharfstein (1999), and Schlingemann, Stulz,
and Walkling (1999).
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firms with good past performance experience performance declines during the post-
acquisition period. In addition, their post-acquisition performance seems to be
significantly lower in comparison to that of their industry peers and diversifying single-
segment firms suffer from the same degree of percentage valuation discount as focusing
single-segment firms do in the post-acquisition period. What is important to note here is
that the pre-acquisition performance of single-segment firms, especially that of
diversifying single-segment bidders, was not persistently inferior to that of their industry
peers. Therefore, the pre- and post-acquisition performance of single-segment firms
reveals that their investments have been detrimental to firm value. The post-acquisition
performance of single-segment firms that expand their operations in the same industry
deteriorates dramatically relative to that of their industry peers. This significantly poor
post-acquisition performance of single-segment firms might be related to overinvesting.
Single-segment firms that invest in new lines of business realize further losses after the
acquisition and their post-acquisition performance is significantly below that of their
industry peers. Consequently, the benefits derived from the creation of internal capital
markets by the diversifying acquisitions of single-segment firms do not seem to offset the
costs of diversification.

Panel B reports similar post-acquisition performance results for both single- and
multi-segment bidders based on the excess market value performance metric. Overall,
regardless of the performance measure used, the evidence indicates that single- and
multi-segment bidders, whether they undertake focusing or diversifying investments,
experience negative performance relative to their industry peers after the acquisition.

[ INSERT TABLE 7 HERE ]
2.4.B. Cross-Sectional Regression Analysis of Bidders’ Post-Acquisition Performance

In this section we examine further the relation between the change in post-
acquisition performance and the type of assets acquired by single- and multi-segment
bidders. We measure the change in the post-acquisition performance of bidders using
changes in Q and EMV values in the three years after the acquisition relative to their
values in year -1, the year prior to the acquisition, scaled by average Q and EMV values

during the three year pre-acquisition period. We also estimate the change in the industry
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adjusted valuation of bidders in all three years after the acquisition relative to the
valuation prior to the acquisition year.

We regress the post-acquisition change in the different performance measures
against the following indicator variables: MULTIDIVERD is a variable that takes the
value of one when a multi-segment bidder conducts a diversifying acquisition and zero
otherwise, SINGLEFOCUSD takes the value of one if a single-segment bidders makes a
focusing acquisition and zero otherwise, SINGLEDIVERD takes the value of one if a
single-segment bidders conducts a diversifying acquisition and zero otherwise. Hence,
the constant captures the impact on post-acquisition performance when a multi-segment
bidder makes a focusing acquisition.

Table 8 reports the coefficients of the three indicator variables. The constant is
positive and significant in the six regressions of Panel A implying that the post-
acquisition raw performance of focusing multi-segment bidders improves. As the
coefficients of the other three indicator variables show, the post-acquisition performance
of diversifying multi-segment bidders as well as that of the single-segment bidders does
not improve as much as the performance of focusing muiti-segment bidders.
Interestingly, three years after the acquisition, the performance of these bidders falls
significantly below that of focusing multi-segment bidders. It should be noted that the
magnitude and the significance of the coefficients of the indicator variables in the EMV
regressions are somewhat smaller. These results are consistent with the evidence reported
in Panels A and B of Table 7.

Panel B of Table 8 reports similar regressions using the change in bidders'
industry-adjusted valuation measures as the dependent variable. The constant in these
regressions is negative and but not statistically significant. In sharp contrast with the
previous evidence, this suggests that focusing acquisitions by multi-segment bidders do
not improve their post-acquisition value relative to a comparable portfolio of stand alone
firms. The coefficients of the other indicator variables imply single-segment and
diversifying multi-segment bidders experience worse valuation relatives. The regression
results are largely consistent with our previous univariate findings, suggesting both
single- and multi-segment bidders experience negative performance relative to their

industry peers and to a comparable portfolio of stand alone firms, respectively, after the
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acquisition regardless of the type of acquisition they choose to expand their existing
operations.
[ INSERT TABLE 8 HERE ]
2.5. Are Internal Capital Markets Efficient?

The internal capital markets of diversified firms permit them to finance projects
that external capital markets would not, because of informational asymmetries and
agency costs. As a result, it is argued that diversification creates value for shareholders
because it gives rise to internal capital markets providing increased monitoring
incentives, easier asset redeployment and allocation of funds to liquidity-constrained
divisions relative to external capital markets (Stein (1997) among others). In addition,
diversification increases efficiency of firms that are liquidity-constrained because
management allocates more funds to the more efficient divisions. Our analysis so far,
consistent with a number of recent papers, shows diversification by diversified and
focused firms does not enhance performance. In this section, we examine whether the act
of diversification is unsuccessful because bidders' internal capital markets fail to allocate
financial resources efficiently between core and non-core business divisions before and
after diversifying and non-diversifying acquisitions or because performance of firms is
held back by the diversity of business segments even if their internal capital markets are
operating efficiently.

2.5.A. Pre-Acquisition Analysis of Bidder's Core and Non-core Sales, Cash Flows, and
Capital Expenditures
2.5.A.1 Core and Non-core Sales

In this section we analyze the cash flows and investments of the core and non-
core business segments of bidders before they engage in diversifying and non-
diversifying acquisitions. The results are reported in Table 9. Panel A shows the mean
and median sales of the core and non-core businesses of bidders measured as the natural
logarithm of segment sales in dollar values. Mean and median sales of single- and multi-
segment bidders show diversified bidders generate more sales indicating a difference in
size. It is also shown that the core sales of multi-segment bidders exceed those of the
non-core sales of multi-segment bidders whether they elect to diversify two years later or

not. The difference is statistically significant at conventional levels. This pattern holds
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the year before and the acquisition year as well. This suggests that the core business of
multi-segment bidders in our sample are, indeed, the main cash generating entities of
these firms. When we compare the mean and median core sales between focusing and
diversifying multi-segment bidders, we do not find a substantive difference. Similarly,
the difference between the mean and median values of non-core sales of focusing and
diversifying multi-segment bidders is not statistically significant at any conventional
level. The pre-acquisition core and non-core sales of multi-segment bidders suggest that
there is not any dramatic difference in the sales generating ability of core and non-core
segments between focusing and diversifying multi-segment bidders. Focusing single-
segment bidders, however, have greater mean and median sales than diversifying single-
segment firms, but this is statistically significant at 10% level only in year of the
acquisition.

2.5.4.2 Core and Non-core Assets

Panel B of the same table presents the size of assets, measured as the natural
logarithm of the assets in dollars, for the core and non-core business of multi-segment
bidders. The size of assets of single-segment firms is also reported. The mean and
median values indicate the core business of focusing multi-segment bidders rely on a
much greater asset base than their non-core business segments during the pre-acquisition
period. The difference is statistically significant at 1% level. Less dramatic difference is
observed for multi-segment bidders that plan to invest outside their core business two
years later. It is interesting to note, there is no difference between multi-segment firms
that eventually invest in unrelated business relative to similar firms that invest in core-
related business. Consistent with our previous results, this suggests that multi-segment
firms deploy more assets in the lines of business that generate more sales. That is, more
capital was invested in the core business of multi-segment firms, and as a result they
generate greater sales.

Mean and median differences in terms of size of assets, as shown in Panel B,
confirm there is a significant difference in size between single- and muiti-segment
bidders that engage in a similar type of acquisition. This difference is significant at 1%
level of significance in the pre-acquisition period. Moreover, the asset size of core

business of focusing multi-segment bidders is larger than that of diversifying multi-
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segment bidders, but the difference is not statistically significant with the exception of
means in year 0 at 10% level of significance. Similarly, the non-core businesses of
focusing multi-segment bidders are smaller than those of their diversifying counterparts,
but the difference is not statistically significant at any conventional level in the pre-
acquisition period. However, sales and asset based Herfindahl indexes' show the degree
of diversity for focusing multi-segment bidders is considerably lower compared to
diversifying multi-segment bidders in the pre-acquisition period.

On the other hand, focusing single-segment bidders exhibit greater mean and
median asset values than diversifying single-segment bidders in the pre-acquisition
period. The assets of focusing single-segment bidders increase over time and at a higher
rate than those of diversifying single-segment bidders in the pre-acquisition period. Mean
and median differences become significant in years -1 and 0.
2.5.4.3 Core and Non-core Growth in Sales and Cash Flows

Panel C presents and compares the sales growth of bidders' business segments in
the pre-acquisition period. In general, irrespective of the acquisition motive of the bidder,
single- and multi-segment firms experience growth in sales. The core business of multi-
segment bidders achieve lower mean and median growth in sales than single-segment
firms that engage in a similar type of acquisition. The median difference is consistently
significant at 1% level. This result suggests that single-segment firms that plan to expand
their operations through acquisitions achieve higher growth in sales than the core
business segment of multi-segment firms irrespective of the type of acquisition. This
further implies the decision to invest in core-related or core-unrelated lines of business
might be driven by different motives in single- and multi-segment firms. This is
consistent with Chevalier (2000) who argues that previous diversification studies might
be subject to selection bias because single- and multi segment firms are unlikely to have
identical investment opportunities.

From year -2 to year —1 the core business segments of focusing and diversifying
multi-segment bidders experience a lower but not statistically significant growth in sales
than their non-core business segments. From year —1 to the year of acquisition, the core

businesses of diversifying multi-segment bidders continue to experience lower growth in

' The asset and sales based Herfindahl indexes are not reported but available upon request.
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sales than their non-core business segment. The median difference is -0.043 (-4.3
percent) and statistically significant at 1% level. For the same period, the core business of
focusing multi-segment bidders achieve significantly higher growth in sales (with a
median of 1.134) than their non-core (with a median of 1.107) segments that is 0.027 (2.7
percent) and it is statistically significant at 5% level. This suggests the core business of
diversifying multi-segment firms have incurred a growth-in-sales decline relative to that
of their non-core business in years -2 and -1, while similar firms that plan to invest in
their core business have experienced a growth-in-sales increase relative to that of their
non-core business over the same period. Namely, multi-segment bidders that focus
(diversify) experience greater sales increases (decreases) in their core than their non-core
business from year -2 and -1 to the acquisition year. The mean and median core growth-
in-sales difference between diversified firms that focus relative to similar firms that
diversify further is 0.025 and 0.020, respectively, from year -2 to -1 and the median
difference is statistically significant at the 5% level. From year -1 to 0 the mean and
median difference in growth of sales is 0.141 and 0.070, respectively, and significant at
the 1% level. These results suggest diversification is inversely related with the growth-in-
sales of the core business of multi-segment firms. Diversified firms that do not
experience declines in their core sales are more likely to invest inside their core, while
diversified firms that experience declines in their core sales are more likely to invest
outside their core business.

Similarly, single-segment firms that invest in unrelated business appear to
experience lower growth in sales than single-segment firms that choose to invest in
related business. The mean and median difference is 0.084 (8.4 percent) and 0.031 (3.1
percent) from year -1 to 0, respectively, and significant at the 5% level. This might
suggest single-segment bidders that have reached their full potential in their business
need to invest in other lines of business to achieve comparable growth in sales to single-
segment firms that do not diversify. In general, single-segment firms enjoy higher growth
in sales than the core and non-core segments of multi-segment firms.

Panel D presents cash flows for core and non-core business segments of bidding
firms during the pre-acquisition period. We define cash flows as the operating income

plus depreciation for core and non-core business segments scaled by segment sales from
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the previous year. These results confirm our previous pre-acquisition findings for both
single- and multi-segment bidders. Diversified firms that choose to diversify further
experience lower cash flows from their core business than similar firms that do not
diversify. The median differences are 0.027 (2.7 percent) and 0.031 (3.1 percent) in
years-1 and 0, respectively, and statistically significant at the 1% level. That is, the core
segments of focusing multi-segment firms generate 2.7 and 3.1 dollars more per 100
dollars of sales in years -1 and 0, respectively, than the core segments of similar firms
that diversify. These differences are economically significant as well.

The pre-acquisition cash flows suggest diversifying multi-segment bidders are
able to generate significantly more cash flows from their non-core competencies and
capitalize on them by strengthening their non-core businesses. This implies diversifying
multi-segment bidders might have reached a saturation state in their core business and
therefore search for growth outside of their core business. This is consistent with the
view of buying external growth opportunities conjectured by Lang and Stulz (1994) and
Hyland (1999). Our results are consistent with those reported in Panel B of Table 6 that
revealed that the core cash flows of diversified bidders have a significantly negative
impact on their diversification decision. Namely, muiti-segment bidders that generate
higher cash flows from their core business elect to acquire targets that would augment
their core business while those that can not generate high cash flows choose to conduct
acquisitions unrelated to their core businesses.

Single-segment firms that diversify are firms that generate lower cash flows than
similar firms that invest in related business during the pre-acquisition period. The median
differences are 0.003 and 0.019 in years -1 and 0, respectively, and statistically
significant at 1% level in year 0. Focusing single-segment bidders experience
considerable cash flow increases in the pre-acquisition period while diversifying single-
segment bidders experience a decline. Mean and median cash flows of focusing single-
segment bidders exceed those of diversifying single-segment bidders. The mean and
median differences are significant at conventional levels in year 0.

Overall, the evidence implies when the core business of singie- and multi-
segment firms achieve higher cash flows they tend to invest in their core business. On the

other hand, they invest outside their core business when the sales growth and cash flows
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of the core business are considerably lower, especially when the core cash flows of muliti-
segment bidders fall significantly behind the cash flows of non-core segments in the pre-
acquisition period.

2.5.A.4 Core and Non-core Capital Expenditures

Panel E provides a comparison of bidder's core and non-core capital expenditures
relative to their corresponding segment sales in the pre-acquisition period. The results
show multi-segment bidders invest more (less) in their core lines of business when their
core (non-core) sales growth and cash flows exceed the sales growth and cash flows of
their non-core (core) business. The difference between the core capital expenditures of
multi-segment firms that invest more of their capital resources in their core relative to
those that invest more in non-core business is statistically significant at conventional
levels. These results do not appear to support cross-subsidization between the core and
non-core divisions of multi-segment firms that invest more in their core business during
the pre-acquisition period. However, the evidence indicates internal capital markets are
active in that transfer of funds from core to non-core lines of business occurs in multi-
segment firms that elect to invest outside their core business, but it should be noted that
these firms generate more cash flows per dollar of sales from their non-core business.
Consequently, the extent of cross-subsidization in diversifying multi-segment firms is
rather difficult to be assessed from these univariate results.

The capital expenditures of single-segment firms that undertake focusing
investments exceed those of similar firms that invest in unrelated lines of business. This
pattern of capital expenditures coupled with the evidence reported in Panels C and D
suggest single-segment firms that remain focused generate more cash flows and achieve
higher sales growth than their counterparts that diversify.

Overall, the pre-acquisition analysis indicates muiti-segment firms deploy more
assets and undertake larger capital expenditures in those divisions generating more sales
growth and cash flows. This is consistent with Whited (2001) who finds that there is no
inefficient allocation of funds in diversified firms after controlling for measurement
errors. Focusing multi-segment firms use more assets and make larger capital
expenditures in core than in non-core divisions because they generate more cash flows

than their non-core divisions. Diversifying multi-segment firms, however, employ more
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assets in core divisions, but commit larger capital expenditures in non-core divisions
when the growth in sales and cash flows of their core division are inferior than those of
their non-core divisions prior to the acquisition. Single-segment firms invest in unrelated
business when they experience lower growth in sales and cash flow than single-segment
firms that choose to invest in related business. Furthermore, the capital expenditures of
single-segment firms that make focusing investments exceed those of similar firms that
invest in unrelated business.

In sum, the pre-acquisition analysis highlights that multi-segment firms tend to
invest more in those lines of business that generate superior performance results in terms
of growth in sales and cash flows. This pattern is also observed in single-segment firms
undertaking similar investments. This does not appear to be consistent with non-optimal
investing. Consequently, the claim that the act of diversification itself is the cause of the
diversification discount, documented in Section 2 and other studies, does not appear to be
corroborated from the analysis thus far.

[ INSERT TABLE 9 HERE ]
2.5.B. Post-Acquisition Analysis of Bidder's Core and Non-core Sales, Cash Flows, and
Capital Expenditures

In this section we examine the post-acquisition segment performance of both
single- and multi-segment bidders involved in diversifying and non-diversifying
investments in order to gain additional insights about the long-term effects of their
investment decisions. The results are reported in Table 10.
2.5.B.1 Core and Non-core Sales

Consistent with the pre-acquisition pattern of sales of diversified firms, Panel A
shows the mean and median sales of the core business of multi-segment bidders investing
within their core business persistently generate more sales than their non-core business
during the post-acquisition period. The difference is statistically significant at
conventional levels. Similarly, multi-segment bidders that invested outside their core
business continue to create significantly more sales from their core rather the non-core
lines of business in the post-acquisition y=ars. A comparison of the mean and median
post-acquisition core sales of multi-segment bidders that invested inside their core

business relative to those that invested outside their core business shows no significant

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



40

difference. The mean and median differences of the non-core sales between diversifying
and non-diversifying bidders are also statistically insignificant. These results imply both
core and non-core segment sales of multi-segment firms do not dramatically differ in the
post-acquisition period regardless of whether they diversify or not. Mean and median
sales of single- and multi-segment bidders show diversified bidders generate more sales
consistent with the pre-acquisition sales, indicating a difference in size.

Overall, the post-acquisition core and non-core sales of multi-segment bidders,
consistent with the pre-acquisition evidence, suggest there is no substantive difference in
the sales generating ability of core and non-core segments between focusing and
diversifying multi-segment bidders. Focusing single-segment bidders also register
insignificant mean and median differences in sales than diversifying single-segment
firms, implying single-segment bidders that invest outside their core business did not
increase their core sales dramatically as well.
2.5.B.2 Core and Non-core Assels

Panel B presents the size of assets of the core and non-core business of multi-
segment bidders in the post-acquisition period. The size of assets of single-segment firms
is also reported. The mean and median values show the core business of multi-segment
bidders continues to exceed the asset base of their non-core business segments during the
post-acquisition years. The median difference is statistically significant at 1% level for
non-diversifying and at 5% level for diversifying bidders. The mean and median core
difference between diversifying and non-diversifying bidders is marginally significant,
implying that the core-asset base of focusing bidders is marginally larger than that of
diversifying bidders. The mean and median non-core difference between diversifying and
non-diversifying bidders is statistically insignificant at conventional levels. However,
sales and asset based Herfindahl indexes® show that the degree of diversity in focusing
multi-segment bidders continues to be significantly lower compared to diversifying
multi-segment bidders in the post-acquisition period, as they were in the pre-acquisition
period.

Focusing single-segment bidders have a larger asset base than that of the core-

asset base of diversifying single-segment firms. The mean and median difference is

 The asset and sales based Herfindahl indexes are not reported but available upon request.
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statistically significant at 1% level. Mean and median differences in core and non-core
assets between single-and multi-segment bidders that engage in acquisitions show that
multi-segment bidders are much larger in size. The mean and median differences are
significant at 1% level of significance.

2.5.B.3 Core and Non-core Growth in Sales and Cash Flows

The growth in sales for the core and non-core business segments of focusing and
diversifying bidders for the post-acquisition period is presented in Panel C. In the post-
acquisition period, the core business of focusing and diversifying multi-segment bidders
reach lower growth in sales than single-segment firms that engaged in a similar type of
acquisitions. These results are consistent with the pre-acquisition sales, indicating the
growth in sales of diversified firms remains lower relative to that of single-segment firms
irrespective of their investment strategy. The mean and median differences are
statistically significant at conventional levels. This difference persists in year +1 and +2
after the acquisition. The pre- and post-acquisition growth in sales comparison between
single- and multi-segment firms is consistent with the diversification discount literature.

The median growth in sales difference between focusing multi- and single-
segment bidders in favor of single-segment bidders ranges from 7.2 percent in year +1 to
3.5 percent in year +2. For the core business segments of diversifying multi- and single-
segment bidders the median growth in sales difference ranges from 9.4 percent in year +1
to 5.8 percent in year +2. For the non-core business segments of diversifying multi- and
single-segment bidders the median growth in sales difference ranges from 13.2 percent in
year +1 to 7.0 percent in year+2. These results suggest diversifying investments
undertaken by single-segment firms produce greater growth in sales than that of multi-
segment firms. Hence, diversity increases by single-segment firms yields superior sales
performance relative to that of diversifying multi-segment firms in the post-acquisition
period.

A comparison between focusing and diversifying multi-segment bidders shows
the core sales growth of focusing multi-segment bidders are significantly higher in
year+!, but not different than that of diversifying multi-segment bidders in year+2.
Moreover, the evidence shows there is no significant difference between the non-core

sales growth of focusing and diversifying multi-segment bidders in the post-acquisition
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years. While the post-acquisition non-core sales growth for multi-segment firms that
diversify improves during the post-acquisition period, it is not different from that of
multi-segment firms that remain focused. Namely, multi-segment bidders that diversified
as a result of lower sales increases in their core relative to their non-core business prior to
the acquisition years fail to alter that pattern in the post-acquisition years. Multi-segment
bidders, however, that invest inside their core business because their core sales were
superior to those of their non-core segments, continue to have superior core growth in
sales in the post-acquisition period.

Cash flows for core and non-core business segments of bidding firms during the
post-acquisition period are presented in Panel D. We have documented that firms
investing outside their core business had lower sales growth and cash flows from their
core business than similar firms that did not diversify during the pre-acquisition period.
This pattern of sales growth and cash flow performance persists in the post-acquisition
period. The superior sales performance of the core sales of focusing multi-segment
bidders translates into superior cash flows as well. In both post-acquisition years, the core
cash flows of focusing multi-segment bidders substantially exceed those of the
diversifying multi-segment bidders. The median cash flow differences are statistically
significant at the 1 percent level as well. The evidence shows even though the non-core
sales of diversifying multi-segment bidders are larger than those of focusing multi-
segment bidders in the post-acquisition years they do not translate into cash flows. The
non-core cash flows of diversifying multi-segment bidders are not significantly different
from the non-core cash flows of focusing multi-segment bidders in the post-acquisition
years, indicating that diversification by multi-segment bidders did not improve the cash
flow performance of their non-core business significantly. Hence, in the post-acquisition
period diversifying multi-segment firms continue to have inferior core cash flows relative
to that of focusing multi-segment firms, while their non-core cash flows are not
significantly different from those of focusing multi-segment firms. The median core cash
flow difference between focusing and diversifying multi-segment bidders is 0.029 and
0.021 in years +1 and +2, respectively, and statistically significant at 1% level of
significance. For the non-core cash flows, the difference shows the non-core cash flows

of diversifying bidders do not exceed those of focusing bidders. The median non-core
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cash flows difference is 0.004 and 0.001 in years +1 and +2, respectively, and is
insignificant at conventional levels.

The median difference in core cash flows between focusing and diversifying
single-segment bidders is statistically significant at conventional levels in favor of
focusing single-segment firms. The post-acquisition non-core cash flows of diversifying
single-segment bidders are found to be even greater [0.195 in year+1 and 0.175 year+2]
than the core cash flows of the focusing single-segment bidders[0.152 in year+! and
0.140 in year+2] in the post-acquisition years. These results suggest when a single-
segment firm experiences an adverse cash flow shock, it is able to reverse it by
diversifying into a new line of business generating higher cash flows compared to the
core business of the firm. Consequently, we interpret these results as demonstrating
internal capital markets play a non-trivial role when firms face the choice of investing
within or outside their core business.

Our pre- and post-acquisition analysis of cash flows in multi-segment bidders that
undertake either focusing or diversifying investments shows these transactions are not
beneficial because they fail to reverse past poor performance. This leads to the
conclusion that the benefits of diversification fail to emerge even though these firms
invest in the more efficient lines of business. However, these firms still retain inefficient
business segments.
2.5.B.4 Core and Non-core Capital Expenditures

Our pre-acquisition analysis, reported in Table 9, indicates multi-segment bidders
that invest more (less) in their core lines of business generate more (less) cash flows and
sales growth from their core (non-core) business. Bidder's core and non-core capital
expenditures for the post-acquisition period, presented in Panel E, show focusing
(diversifying) multi-segment bidders invest more (less) in their core than in their non-
core lines of business. This seems to be dictated by the differences in their core and non-
core sales growth and cash flows reported earlier. The difference between multi-segment
firms that invest more in their core relative to those that invest more in non-core business
is statistically significant at conventional levels. The median difference is 0.009 and
0.013, and is significant at the one percent level. This evidence suggests the core capital

expenditures of focusing multi-segment firms rise with the cash flow increases of the
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core business segment. Diversifying multi-segment firms invest significantly more in
their non-core than core business because they have substantially more cash flows from
their non-core lines of business over the same period. Consistent with our regression
results in Table 11, this indicates there is no inefficient allocation of capital between core
and non-core business segments in diversifying multi-divisional firms.

The post-acquisition capital expenditures of single-segment firms show those that
diversify commit significantly more capital resources in their non-core than core business
investment activities. The median difference is -0.022 and -0.018 in year +1 and +2,
respectively, and significant at the one percent level. A comparison between the core
capital expenditures of non-diversifying and diversifying single-segment bidders
indicates that the former use somewhat more capital on their core business than similar
firms that diversify. This evidence suggests the non-core capital investments of
diversifying single-segment firms grow at a lower rate than their cash flows, indicating
there is cross-subsidization of capital from core to non-core business segment.

[ INSERT TABLE 10 HERE ]
2.5.C. Core and Non-core Capital Expenditures of Bidders: A Cross-Sectional
Regression Analysis

In this section we examine the relation between capital expenditures and cash
flows in an attempt to shed more light on whether capital resources are allocated
efficiently between core and non-core businesses. If internal capital markets in
diversified firms work efficiently, they should finance projects of business segments with
the highest growth opportunities. Therefore, given that the core (non-core) business
segments of focusing (diversifying) multi-segment firms generate significantly more cash
flows than their non-core (core) business segments, and to the extent that cash flows of a
business segment are recognized as a proxy for its own investment opportunities
(Fazzari, Hubbard and Petersen (1988)), it is expected that the core (non-core) capital
expenditures of focusing (diversifying) multi-segment firms should primarily be
determined by its own cash flows. If, however, capital expenditures of non-core business
of focusing multi-segment firms are sensitive to the core cash flows that would imply

capital resources are inefficiently allocated from core business to non-core business.
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We use cross-sectional regressions to examine whether systematic capital
misallocation takes place across the core and non-core divisions of bidding firms while
we control for firm characteristics”’. We examine whether diversified bidders practice
inefficient capital budgeting in the sense that they underinvest in the divisions generating
relatively high percent of cash flows to sales and overinvest in divisions generating a
relatively low percent of cash flows to sales. If segment cash flows to sales measure
growth prospects, investing in segments with relatively low (high) cash flows to sales is
equivalent of overinvesting in lines of business with relatively low (high) growth
opportunities. If diversified firms have greater access to capital, they are also expected to
invest more than single-segment firms.

We regress the core capital expenditures of the firm in year 0, the year of the
acquisition, normalized by the segment sales in year -1, against the core-cash flow, CCF,
and the non-core-cash flow, NCCF, variables in year -1 while we control for other firm
effects as well. Similar regressions are estimated for the core capital expenditures in
years +1 and +2 after the acquisition. A similar set of regressions is estimated using the
non-core capital expenditures as the dependent variable.

Table 11 presents the regression results. The regressions in Panel Al show the
capital expenditures of focusing single-segment firms are significantly and positively
affected by their own cash flows while the regressions in Panel A2 show none of these
variables can explain the core capital expenditures of diversifying single-segment firms.
The regressions in Panel B show the non-core capital expenditures of diversifying single-
segment firms are sensitive to the firm's core cash flows in years +1 and +2. The non-
core cash flows, however, do not have the same influence on the non-core capital
expenditures in year +1 as they do in year +2. In year +2, the non-core capital
expenditures are slightly more sensitive to the non-core than core cash flows. These
results confirm there is an active internal capital market even in newly diversifying stand-
alone firms. This result coupled with their post-acquisition cash flows, reported in Panel
D of Table 10, suggests non-core business investments are supported by core cash flows

because these firms generate more cash flows from their non-core than core business.

' The rationale of routine capital misallocation in diversified firms is based on the free cash flow
hypothesis of Jensen (1986) that posits that managers with excess free cash flows tend to overinvest.
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Hence, the use of core cash flows to finance the capital expenditures of their non-core
business does not appear to be inefficient since capital resources are directed to the
business segment with greater growth opportunities.

The regressions in Panel Cl show there is a positive and significant relation
between core-cash flows and the core capital expenditures of the multi-segment firm that
undertake focusing acquisitions. All coefficients of the core-cash flow variable are
positive and significant at conventional levels, implying core-cash flows are consistently
used for investments in the core business of the firm. However, the non-core cash flow
variable has a negative and insignificant impact on the capital expenditures of the core
business of the firm, implying there is no transfer of capital from non-core segments to
the core segment of focusing multi-segment firms. The core capital expenditures of
multi-segment firms that invest outside their core business, reported in Panel C2, also
show that core-cash-flows are employed for investments in the core business of the firm.
As before, the non-core cash-flow variable has no significant bearing on the core capital
expenditures of diversifying multi-segment bidders.

The non-core capital expenditures of non-diversifying and diversifying multi-
segment bidders, shown in Panels Dland D2, are sensitive to both core and non-core cash
flows, implying that core cash flows are also used to fund the capital expenditures of
non-core business in diversified firms. These results are consistent with the findings of
Shin and Stulz (1998) who find the capital expenditures of the largest business segments
depend only on their own cash flows while the capital expenditures of the smallest
segments depend on the cash flows of the largest segment as well as their own. There is a
systematic transfer of funds from the core to the non-core business in multi-segment
firms. This is consistent with the internal capital market efficiency hypothesis that
predicts that capital resources should be used to finance projects with higher growth
opportunities in diversifying multi-segment firms. Hence, the allocation of capital
between core and non-core business segments in diversifying multi-segment firms does
not seem inefficient. This is consistent with Whited (2001) who finds no inefficient
allocation of resources in diversified firms after controlling for measurement errors. It is
also interesting to note that the non-core capital expenditures of diversifying multi-

segment firms are primarily determined by their own cash flows. The non-core
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businesses of diversifying multi-segment firms, as seen in Table 9, generate higher cash
flows to sales and have higher growth in sales than their core business. In contrast with
the internal capital market efficiency hypothesis, there is diversion of capital in focusing
multi-segment firms from core to non-core business despite the fact that their core cash
flows and growth in sales exceed those of their non-core business, as shown in Panel D
of Table 10. These results are in support of cross-subsidization in internal capital markets
of diversified firms.

In sum, these results suggest that there is misallocation of capital to inefficient
uses (i.e., business segments with low growth opportunities) in focusing but not in
diversifying multi-segment bidders. The allocation of capital resources in focusing and
diversifying single-segment bidders appears to be consistent with internal capital market
efficiency.

[ INSERT TABLE 11 HERE ]
2.6. Explaining the Diversification Discount

Our results so far show that both single- and multi-segment firms that diversify do
so because the benefits of diversification into lines of business other than their core
competency seem more lucrative than they would have obtained by focusing on their
core business. Tables 9 and 10 show focusing single- and multi-segment firms achieve
higher cash flows from their core business compared to similar firms that diversify into
non-core related lines of business both in the pre- and the post-acquisition period.
Similarly, focusing multi-segment firms generate higher cash flows from their core
business while single- and multi-segment firms that choose to diversify generate more
cash flows per unit of sales from their new or already existing non-core business
segments compared to their core business segments. In support of this contention, our
evidence in Tables 9, 10, and 11 show when bidders create higher cash flows from their
core business they have a propensity to invest in their core business while bidders that
generate lower cash flows from core business compared to other lines of business tend to
invest outside their core business. To examine what causes the momentum in value loss
in diversified firms, we regress bidders’ post-acquisition valuation measures on segment

cash flow and capital expenditure variables while we account for firm specific effects.

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



48

The emphasis of our analysis is on the cash flows of both core and non-core
business segments of the bidders. Our previous resuits from Table 11 show that the core
cash flows explain much of the core capital expenditures of both focusing and
diversifying multi-segment firms as well as the core capital expenditures of focusing
single-segment firms while both core and non-core cash flows explain the non-core
capital expenditures of multi-segment firms irrespective of their diversification motive.
However, we have no information about how segment cash flows translate into the
valuation of single- and multi-segment bidders that make acquisitions either inside or
outside their core business. We also include calendar year dummies and control for the
firm specific effects. The firm specific control variables (not reported in the tables)
capture the effects of debt, insider and institutional ownership, R&D expenditures and
the medium of payment used in the acquisitions.

Panel A of Table 12 report the results of our regressions for overall single-
segment bidders as well as focusing and diversifying single-segment bidders. The
coefficient of the diversifying acquisition dummy, DIVERD, is positive and significant in
years 0 and 1 implying that focusing single-segment bidders are invariably discounted
relative to diversifying single-segment bidders. The coefficient of the size variable,
LN(SALES), is negative and statistically significant suggesting that larger single-
segment bidders have lower valuations, and this size effect is valid for both focusing and
diversifying bidders. This observation suggests the valuation of bidders that grow beyond
their optimal size, especially the ones that diversify into unrelated lines of business, are
discounted by the markets. However, we must note that the bidders in our sample are the
firms that elect to grow rapidly by engaging in diversifying and non-diversifying
acquisitions. The insider ownership variable, INSIDER, has positive and significant
coefficient. This evidence suggests the monitoring ability of insiders might contribute to
firm valuation by avoiding inefficient investment behavior. Similarly, the presence of
knowledge based intangible assets, captured by positive and significant coefficient of
R&D expenditures, has a positive impact on valuation of single-segment bidders.
However, such a positive effect arising from high R&D expenditures is mainly
pronounced for focusing single-segment bidders. The core capital expenditures of single-

segment firms was found to be higher than that of diversifying single-segment bidders in
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the pre- and the post-acquisition period. However, the coefficient of the core cash flow
variable, CCF, is positive and statistically significant at conventional levels in all
regressions. This suggests the valuation of single-segment bidders, that engaged in either
diversifying or non-diversifying acquisitions in year 0, is primarily determined by the
cash flows of core business in years 0, 1 and 2. On the contrary, the non-core cash flow
of diversifying single-segment firms, even though their cash generating ability is higher,
has no significant influence on their valuation 2 years after the acquisition. These are the
lines of business that diversifying single-segment bidders have entered because the cash
flows of their core business lagged significantly behind those of focusing single-segment
bidders but the core business segment still empowers a considerable portion of the assets.

Panel B reports the results of our valuation regressions for overall multi-segment
bidders as well as for focusing and diversifying multi-segment bidders. Similar to single-
segment bidders, the coefficient of the size variable, LN(SALES), is negative and
statistically significant suggesting that larger multi-segment bidders have lower
valuations, but unlike single-segment bidders, this size effect is valid only for
diversifying multi-segment bidders. This observation, coupled with the fact that focusing
multi-segment bidders recuperate some of their valuation following an acquisition,
suggests the valuation of bidders growing beyond their optimal size into unrelated lines
of business are discounted by the markets like in single-segment bidders. However, we
must note the multi-segment bidders in our sample are the firms that elect to grow rapidly
by engaging in diversifying and non-diversifying acquisitions, too. In contrast to single-
segment bidders, the higher presence of insiders in multi-segment bidders seems to
destroy value.

The univariate results in Table 9 and 10 indicated the cash flow generating ability
of core business of focusing multi-segment firms is higher than that of their non-core
business segments and is significantly higher than that of core business of diversifying
multi-segment bidders both in the pre- and the post-acquisition period. The same variable
was also found to have a significant impact on how much the firm invested in the core
and non-core business of the firm in Table 11. Similar to single-segment firms, the
valuation of multi-segment firms is positively and significantly influenced by the cash

flows of the core business, and this result is valid for both focusing and diversifying
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bidders. Even though the non-core cash flows seem to have a contribution to valuation of
multi-segment firms, the non-core cash flows of focusing multi-segment firms, however,
do not have a significant impact on firm valuation. These findings suggest the valuation
of multi-segment bidders that have more productive assets in their core business
(focusing multi-segment bidders) is principally assessed by the cash flows of the core
business while the cash flows of the relatively poor performing peripheral lines of
business do not contribute to the valuation of the firm. However, we must also note the
capital expenditures of non-core business segments in focusing multi-segment firms rely
on the cash flows of the core business, as well. This points to a valuation opportunity cost
inherent in this type of firms and further suggests that they would be better off by
divesting their non-core business and then by investing the proceeds in their core
business as larger size firms (the ones beyond their optimal sized) are found to be
discounted .

The cash flows of the core business and, unlike multi-segment firms that focus,
the non-core business in diversifying multi-segment firms have a significant contribution
to firm valuation after the acquisition. However, our previous evidence indicated this
type of firms prefer to conduct major investments outside the core business because their
core business has poor performance relative to non-core business segments. Furthermore,
our evidence in Table 11 indicated the core cash flows of diversifying multi-segment
firms have a significant impact on their non-core capital expenditures as well as on their
own core capital expenditures. This significant influence of core business cash flows in
valuation of multi-segment firms that elect to diversify can be attributed to the fact that
the core business continues to be the largest business segment generating the highest
amount of cash flows in dollars, even though not per dollar of sales, and that it continues
to divert funds from its own cash flows to capital expenditures of more efficient
peripheral lines of business. These findings suggest the diversification might pay off in
multi-segment bidders that invest firmly in their non-core business segments that
generate higher cash flows per unit of sales compared to core business segments.

However, those diversifying multi-segment bidders might still be suffering from
the relative cash flow generating inefficiency of their core business segments that make

the bulk of their assets. We must once more note that larger size firms are found to be
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discounted. This might point to a more severe valuation opportunity cost inherent in
diversifying multi-segment firms than in the ones that elect to focus on the core business.
The internal political struggles of this type of firms might make it difficult for them to
divest the inefficient core business that holds more assets to invest the proceeds in their
efficient peripheral lines of business.

[INSERT TABLE 12 HERE ]

In sum, our results show that the market assesses the valuation of diversifying and
non-diversifying single- and multi-segment firms based on the cash flow generating
ability of their core business. In diversifying multi-segment bidders, the non-core cash
flows have a significant influence on the valuation of the firm, too. However, the market
also assesses the resource constrained setting of the bidders. Bidders that grow beyond
their optimal size are penalized, too. The fact that industrially diversified firms do not
deprive their relatively inefficient segments that generate relatively lower cash flows is a
burden to be shouldered by the relatively efficient business segments. Such an
opportunity cost emerges in focusing multi-segment bidders whose poor performing non-
core business segments do not contribute to firm valuation. On the other hand, less
efficient core business segments of diversifying multi-segment bidders are harder to
divest as they contribute to the valuation of firm and fund the capital expenditures of
more efficient non-core business segments.

2.7.Conclusion

In this paper, we investigate whether diversification destroys value when it takes
place. Consistent with the diversification literature, our results show multi-segment firms
that conduct diversifying and non-diversifying acquisitions suffer from a substantial
discount relative to their imputed value and stand-alone firms that undertake similar
types of investments before and after the acquisition. Prior to diversification, the
valuation of both single- and multi-segment bidders weakens and, interestingly,
continues to deteriorate after the acquisition. This result suggests investing merely in a
certain line of business does not lead to reversal of poor performance in neither single-
nor multi-segment bidders.

We find the internal capital markets of multi-segment bidders are active around

important investment decisions and a majority of capital resources are allocated to
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business segments that achieve higher sales growth and cash flows before and after an
acquisition. However, the evidence also indicates core business segments in multi-
segment firms subsidize the capital expenditures of non-core business segments
regardless of whether they operate efficient or inefficient business segments. These
findings suggest the internal capital markets of bidders are not involved in non-optimal
investment strategies but firms might still face consequences of cross-subsidization from
core to non-core business segments In addition, as diversified firms still retain their
relatively inefficient segments generating relatively lower cash flows, there appears to be
a strain carried by the relatively efficient business segments. That might explain why our
results should be interpreted in line with other studies that address the workings of
internal capital markets and the valuation of firms around disinvestment (divestiture)
decision of firms*. Our results lend support to Campa and Kedia (1999), who show firms
diversify and refocus throughout time from poor industries (higher exit industries) into
industries with better prospects when benefits exceed costs, in addition to a recent stream
of literature that examines the impact of exogenous shocks to industry cash flows on firm
valuation”. As a final note, our results may help to explain why General Electric is
regarded to be one of the exceptional performers in the market despite the fact that it is
one of the most diversified firms and that it continues to conduct acquisitions
aggressively in every line of business that it operates in. Like Rajan et. al (2000) argue
the success of GE emanates from the business model that looks at business segments
independently and divests unprofitable businesses rather than keeping them as
deadweight in the corporate structure. However, the hesitance of other diversified firms
to divest poor performing segments while investing in promising segments does not seem

to be a viable solution to overcome the discount attributed to diversification.

2 See Scharfstein (1998), Gertner, Powers, and Scharfstein (1999), and Schlingemann, Stulz and Walkling
(2001), Maksimovic and Phillips (2001) in addition to Boot (1992), Kaplan and Weisbach (1992),
Comment and Jarrell (1995), John and Ofek (1995), Daley, Vikas and Ranjini (1997), Ailen and
McConnell (1998).

3 See Lamont and Polk (2000, 2001)
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3. INTERNATIONAL CORPORATE INVESTMENT ACTIVITY, GLOBAL AND
INDUSTRIAL DIVERSIFICATION AND INTERNAL CAPITAL MARKETS

Over the last decades, stock markets in the U.S., other developed countries, and
emerging countries have traded industrially diversified firms at significant valuation
discounts relative to sum of comparable specialized firms. (Lang and Stulz (1994),
Berger and Ofek (1995, 1996), Servaes (1996), Lins and Servaes (1999a, 1999b),
Graham, Lemmon and Wolf (2002), Billett and Mauer (1999), Campa and Kedia (1999),
Rajan, Servaes and Zingales (2000)). The recent empirical literature lends some support
to the view that agency costs in diversified firms exceed the benefits obtained from the
creation of internal capital markets and inefficient investment policies or cross-
subsidization in industrially diversified firms lead to a valuation discount (Servaes
(1996), Berger and Ofek (1995,1996), Gertner, Powers and Scharfstein (1999)). In
addition to diversification motives of the managers, Lang and Stulz (1994) and Hyland

(1999) argue that the firms might have exhausted their internal growth prospects, as well.

Unlike the industrial diversification, most of the theoretical and empirical studies
on global diversification suggest a wealth increasing effect on the firm in terms of
profitability, excess returns and higher market value. (Leftwich (1974), Mikhail and
Shawky (1979), Errunza and Senbet (1981, 1984), Kim and Lyn (1986)). Foreign direct
investment (FDI) literature argues that firms expand overseas to exploit firm specific
information based intangible assets by transferring the intangible assets overseas within
an internal market in the same firm (Caves (1971), Buckley and Casson (1976), Dunning
(1977), Rugman (1980), Prahalad (1998)). However, in the theoretical and empirical
literature, not so many studies have addressed the valuation impacts of industrial and
global diversification at the same time. Sambharya (1995) finds only the interaction of
geographic and product diversification leads to an enhancement in the performance of
multinationals. Morck and Yeung (1998) find that industrial diversification, geographic
diversification and firm size enhance value in the presence of intangible assets. Bodnar,
Tang, and Weintrop (1998) find that global diversification leads to significant increases

in value measures, while industrial diversification leads to significant value losses.

On the other hand, a recent stream of literature provides empirical evidence

demonstrating that global diversification hurts firm value. Christophe (1997) and
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Christophe and Pfeiffer (1998) provide evidence that global diversification makes U.S.
multinationals destroy value. Similarly, Denis, Denis and Yost (2000) document that U.S.
firms pursue further global diversification even though it leads to valuation losses. Their
results suggest, on average, global diversification leads to valuation losses of 18 percent

while industrial diversification leads to valuation losses of 20 percent.

In addition, very few studies in the theoretical or empirical literature have
addressed the direct link between the nature of the corporate investment activity and the
valuation consequences associated with it. The empirical evidence available only for
domestic acquisitions in the U.S. has produced conflicting results. Graham, Lemmon and
Wolf (2002) find single-segment firms that diversify by reporting changes or internal
growth do not experience a valuation discount while single-segment firms that diversify
by acquisitions experience a significant discount. Billett and Mauer (1999) find the
internal capital markets have an adverse effect on the value of industrially diversified
firms but they cannot find any evidence of a significant link between diversification
discount and inefficient capital markets. Their main finding is that internal capital market
activity influences the valuation of industrially diversified firms only when resources are
transferred to business segments with good investment opportunities and that would be
financially constrained if operating as single-segment firms. Chevalier (2000) finds
evidence showing the cash flows of one merger partner are predictive of the investment
behaviour of the other partner in the pre-merger period which might be interpreted as
evidence of cross-subsidization. Chevalier further demonstrates the evidence in favor of
cross-subsidization in the empirical literature may be due to perseverant differences
between the investment opportunities of single- and multi-segment firms. However, no
study in the theoretical or empirical literature has addressed the nature of international
investment activity, the changes in industrial and geographic focus and the valuation

consequences.

In this study, we employ a sample of 1599 pure overseas mergers and acquisitions
(M&As) completed by the U.S. firms over the 1991-1997 period to examine the impact
of global and industrial diversification on firm value when they take place. First, we
analyze the valuation of single- and multi-segment firms pursuing overseas expansion

through industrially focusing/diversifying investments before and after investment is
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made via overseas M&As. Our evidence indicates the bidders included in our sample,
especially single-segment bidders, experience deteriorating performance prior to an
overseas acquisition and further confirms the well-documented diversification discount
arising from industrial diversification between single- and multi-segment bidders.
Interestingly, stand-alone bidders exhibit a severe discount in year 0, the year in which
they expand their international involvement by engaging in overseas acquisitions. Further
analysis indicates not only the extent of industrial diversification but also the extent of
prior international involvement of bidders has significant adverse valuation
consequences. Our post-acquisition results show the act of global diversification destroys
value when it takes place in the form of M&As for domestic bidders. A detailed analysis
indicates multi-segment bidders that diversify into unrelated lines of business gain from
overseas acquisitions while single-segment bidders and industrially focusing multi-
segment bidders experience subsequent valuation declines. The bidders that already have
international exposure experience further valuation declines and can not gain any benefits
from further global expansion. The bidders that face the most severe valuation losses are

the domestic single-segment bidders that conduct diversifying acquisitions.

Second, we examine the internal dynamics of firms involved in capital
investments and analyze the workings of the internal capital markets around the overseas
investment decision of the firm. The pre-acquisition analysis indicates that focusing
multi-segment firms use more assets and make larger capital expenditures in core than in
non-core divisions because they generate more sales than their non-core divisions while
diversifying multi-segment firms commit larger capital expenditures in non-core
divisions as the sales and assets of their core and non-core segments are virtually
undistinguishable. Single-segment firms, on the other hand, invest in unrelated business
when they experience higher growth in sales than single-segment firms choosing to
invest in related business. Following the overseas acquisition, the core (non-core)
business segments of focusing (diversifying) bidders continue to generate higher cash
flows per dollar of sales than their non-core (core) business segments and they also begin
to generate significantly more cash flows than the core business of diversifying muiti-
segment bidders. Likewise, the bidders continue to invest more of their segment sales in

the relatively efficient line of business in terms of cash generating ability after the
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acquisition, as well. In addition, a closer examination of core and non-core capital
expenditures yields different results about the workings of internal capital markets in
bidder firms that make diversifying and non-diversifying overseas acquisitions. Our
evidence suggests core capital expenditures of diversifying single-segment bidders are
influenced by cash flows of the core business. Similarly, both core and non-core capital
expenditures of diversifying and non-diversifying multi-segment bidders seem to rely on

their own segment cash flows.

Finally, a closer look at the valuation of bidders shows, in support of the agency
theory explanation of diversification, the higher presence of insider ownership in
focusing bidders is accompanied by higher valuations. In support of the internalization
theory of global diversification, the presence of knowledge based (R&D) and marketing
based (advertising) intangibles seem to contribute to overseas bidders’ valuation. Only
multi-segment bidders that diversify into unrelated lines of business seem to benefit from
geographic diversification while all other bidders seem to suffer from its adverse impact.
The cash flow of the core business seems to contribute to firm value of single-segment
and focusing multi-segment bidders while the cash flow of the non-core business seems
to play a trivial role on valuation suggesting that the value losses associated with
industrial diversification might stem from the inadequate contribution of peripheral (non-
core) lines of business in industrially diversified firms. The evidence that both core and
non-core cash flows of diversifying multi-segment bidders adds to firm value only 2
years after the acquisition suggests that they might have begun to harvest the benefits in

an expanded multinational network as suggested by Doukas and Travlos (1988).

The remainder of the paper proceeds as follows. Section 3.1 describes the sources
of data and sample selection. Section 3.2 presents evidence on the pre-acquisition
performance of the bidders. Section 3.3 examines the determinants of firm’s industrial
diversification motives overseas. Section 3.4 examines the post-acquisition performance
of bidders that engaged in diversifying and non-diversifying acquisitions. Section 3.5
examines the working of bidder’s internal capital markets. Section 3.6 examines the role
of internal capital markets and other firm specific characteristics on bidders’ valuation

and section 3.7 conciudes the paper.
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3.1. Data Selection, Sources, Industrial and Geographic Classification

3.1.A. Sources of Data and Sample Selection

Our sample consists of overseas acquisitions made by the U.S. bidders between
January 1, 1991 and December 31, 1997 reported in the U.S. Acquisitions Overseas
roster of Securities Data Corporation’s Mergers & Acquisitions (M&A) Journal. The
rosters of M&A Journal include all acquisitions which are of, or assumed to be of, $ §
million value or higher. The rosters report the name, the Standard Industrial
Classification (SIC) code (at 2 digit SIC level before 1993, at 4 digit SIC level starting
1993), the business definition and the country of target firms or businesses, the name, and
the business definition of bidder firms.** Our sample does not include transactions
associated with target firms or businesses that operated in non-manufacturing industries
(i.e., Finance, Insurance and Real Estate (2-digit SIC codes from 60 to 67), and Services
(2-digit SIC codes from 70 to 89)) as Q ratios and other measures may be inappropriate
for financial firms. The U.S. Acquisitions Overseas roster of M&A Journal reports 2688
overseas acquisitions made by the U.S. bidders over the 1991-1997 period, of which
1089 overseas acquisitions were made by bidders that completed acquisitions in the U.S.
in the same calendar year as well. We focus exclusively on foreign acquisitions and,

therefore, our initial sample consists of 1599 pure overseas acquisitions.

We classify the geographic diversity of the target firm’s country as "Developed"”
or "Emerging” in accordance with the emerging market definition of IFC’s Emerging
Markets Data Base. According to this definition “All stock markets in developing
countries are considered to be ‘emerging’. Developing countries are those classified by
the World Bank as either low- or middle-income economies, regardless of their particular
stage of development.” We notice the majority of the targets in our initial sample are
located in developed countries on the overall and at the 2 digit SIC code level as reported
by the U.S. Acquisitions Overseas roster of M&A Journal®. 1226 target firms or
businesses of 1599 overseas acquisitions (76.67 percent) are in developed countries while

the remaining 373 acquisitions (23.33 percent) are in emerging countries. This

* They also report the value of acquisition, the method of payment, whether the target is divested or not,
the completion day of the acquisition and the advisors to both parties.
 Industrial classification of target firms in the initial sample are not reported but available upon request.
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observation suggests that the U.S. firms prefer to expand into developed overseas

markets through M&As where they can acquire readily available firms.

We observe the overseas acquisitions activity is more concentrated in some
industries than in others based on the 2 digit SIC code industrial classification of target
firms in our initial sample. For example, in manufacturing division, chemicals and allied
products (2-digit SIC code 28, 146 acquisitions), industrial and commercial machinery
and computer equipment (2-digit SIC code 35, 170 acquisitions), electronics and other
electrical equipment (2-digit SIC code 36, 149 acquisitions) are the dominant industries.
While previous studies exclude electric, gas and sanitary services ( 2 digit SIC code 49)
out of their samples because they are regulated, we decided to keep them in our sample in
the wake of deregulation in those industries. In wholesale trade division, wholesale trade

of durables (2-digit SIC code 50, 125 acquisitions) is the leading industry.
3.1.B. Industrial Classification

In the corporate diversification literature, several sources and measures have been
used to analyze firms operating in unrelated lines of business®. The recent diversification
literature determines a firm’s industrial diversity by using the 2 digit SIC code ', the 3
digit SIC code®, or the 4 digit SIC code”. In addition, Lamont (1997) uses his personal
judgement to classify oil dependent and non-oil dependent business segments. In a
similar fashion, Scharfstein (1998) pools related business segments into *divisions”
which are unrelated to each other, but the business segments in each division are highly
related. Matsusaka (1993) uses the most advanced method to identify vertical linkages
between businesses. He uses economy-wide industry input-output matrices to identify

vertical linkages between industries.

% Ravenscraft and Scherer (1987) use the Line of Business sample of the Federal Trade Commission.
Wernerfelt and Montgomery (1988), Liebeskind and Opler (1992), and Lichtenberg (1992) use census data
to measure diversification in terms of different SIC codes for plants. Servaes (1996) uses Dun and
Bradstreet’s Million Dollar Directory to determine the number of business segments operated by a firm for
the 1962-1974 period. Hubbard and Palia (1999) obtain the 4 digit SIC code of bidders and targets from
different issues of Standard and Poor’s Register of Corporations, Directors and Executives to construct
their sample of mergers for the1961-1970 period but make their classification based on 2 digit SIC codes.
27 See Servaes (1996), Berger and Ofek (1995, 1996), Hubbard and Palia (1999), and Lins and Servaes
(1999a, 1999b).

2 See Shin and Stulz (1998), Scharfstein (1998), and Gertner, Powers and Scharfstein (1999).

¥ See Morck, Shleifer and Vishny (1990), Comment and Jarrell (1995).

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



59

The Compustat Industry Segment File is used to collect information about the
business segments of bidder firms in our sample. SEC regulation S-K and FASB-SFAS
No. 14 require firms to report segment information for fiscal years ending after
December 15, 1977. Firms must report information for segments representing 10 percent
or more of consolidated sales. The Compustat Industry Segment File reports this
information: net sales, operating profit (eamnings before interest and taxes; EBIT),
depreciation, assets, and capital expenditures on a segment level basis for all active
Compustat firms other than utility subsidiaries. Compustat assigns a primary and a
secondary SIC code to each business segment of the firm, as well as a main SIC code to
the firm at the 4 digit level. However, we must point out that the main SIC code of the
firm reported by Compustat is not always representative of the firm’s main cash
generating line of business (core business). For example, Compustat reports that General
Electric has a main SIC code of 3600; Electronic and Electrical Equipment and
Components for 1997. Nevertheless, the business segment generating the highest amount
of sales in GE (both in amount and percentage of annual sales) is Financing activities;
SIC codes 6141 and 6159 by about half of the aggregated sales of GE in year 1997.

As Servaes (1996) points out, a straightforward examination of the 4-digit SIC
codes of the segments of the firm does not reveal the degree of diversification of the firm.
He argues the use of the 4-digit SIC code would be too wide to identify the industrial
structure of the firm. The rationale for using 2-digit SIC codes is that industries with the
same 2 digit SIC codes are closely related and require comparable management skills. In
addition, as Shin and Stulz (1998) note, one of the difficulties in using segment data is to
identify the business segments that are reorganized by firms over time. Rajan et.
al.(2000) mention this type of inconsistency in reporting from year to year and they
circumvent this problem mainly by making sure no data is obtained from data stretch
over a period more than one year for their specific diversity computations. Similarly,
Shin and Stulz eliminate high cash flow segment-years and the firms whose largest and
smallest segments share the same 2 digit SIC code. However, the elimination of high
cash flow segment-years may disguise the impact of cross subsidization on firm’s
investment activity. In addition, the elimination of the largest and the smallest segments

with the same 2 digit SIC code may bias the results by ignoring the comparable
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management skills between those segments. As reported by Graham, Lemmon and Wolf
(2002), single-segment firms that diversify by reporting changes do not experience any
diversification discount while those that diversify through acquisitions experience
significant valuation discount suggesting the investment activity rather than the reporting
changes has a significant impact on the industrial diversity of the firms and the related
valuation consequences. In this study, we also examine the effects of cross subsidization
on the investment activity of the other segments of the firm. Therefore, we need a more
refined measure of segment information to determine the industrial structure of and the
capital allocation within the firm.

Following Servaes (1996), we define a line of business at the 2 digit SIC level
augmented by a procedure similar to the ones used by Lamont (1997, pl06) and
Scharfstein (1998). We make use of the primary and secondary SIC codes of each
segment in the bidder firm as reported by Compustat Industry Segment File. Lamont is
mainly concerned with the presence of oil drilling industries (2 digit SIC code of 13) in
primary and/or secondary SIC codes of business segments in oil dependent firms, with
more weight on primary SIC codes. We treat the primary and secondary SIC codes of
business segments to be of equal importance and we partition the sales, operating
income, assets, capital expenditures and depreciation of each reported segment into two.
The resulting figures are aggregated into distinct business segments based on their 2-digit
SIC code to determine the sales, operating income, assets, capital expenditures and
depreciation of each distinct segment defined at the 2 digit SIC code. Our procedure
resembles that of Scharfstein (1998) who pools related segments into *divisions”
depending on his judgement of relatedness. Our measure of relatedness for distinct
business segments is based on sharing the same 2-digit SIC code obtained from our
procedure explained above. We do not count the segments that have less than 10 percent
of the sales or assets as a viable segment in compliance with FASB-SFAS No 14. We,
then, define the “core business” of the firm as the 2-digit SIC code of the business
segment having the highest share of aggregated sales of the firm (either in million dollars
or in percentage of sales) for a given year. All the remaining business segments are
counted as “non-core business” segments. For stand-alone (single-segment) bidders, the

only business segment is defined as the core business. This procedure, for instance,
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classifies General Electric as a Financing firm whose core business has a 2 digit main
SIC code of 61 for 1997, rather than an Electric and Electronics firm with a 2 digit main
SIC code of 36. The distinct business segment which brings in the highest amount of cash
into General Electric is the Financing activities in 1997.

Unlike Chevalier (2000) we are not in search of an overlap between the SIC code
of the target firm and the SIC code of any one of the reported business segments of the
bidder at any SIC level. Chevalier (2000), who concentrates on “diversifying mergers”
only, classifies mergers as related in instances of an overlap of 2-digit SIC codes among
any of the reported business segments of the target and the bidder firms in the merger of
industrially diversified firms. We define acquisitions as “diversifying” (or unrelated)
when the 2-digit SIC code of the target does not match with the 2-digit SIC code of the
bidder’s core business that generates the highest amount (and percentage) of sales for the
bidder. On the other hand, we define acquisitions as “focusing” when the 2 digit SIC
code of the target matches with that of the bidder’s core business that generates the
highest amount (and percentage) of sales. We carry out this classification both for the
year prior to the acquisition and for the year of the acquisition. Both procedures yield
almost identical results. Throughout the study, we will report results based on the

classification prior to the year of the acquisition (year-1).

When we examine the type of overseas acquisitions by the industrial
classification of bidder firms based on the 2 digit SIC codes of their core business we
observe target firms in manufacturing industries have been acquired by bidder firms in
finance and service industries as well *°. Most of these acquisitions have been carried out
by bidders with core businesses in business services. The evidence suggests the majority
of acquisitions (644 out of 1072 classified acquisitions) is “focusing” in nature and
certain industries are more active investing through acquisitions. Our research focus is
not on non-manufacturing industries: Finance, Insurance and Real Estate (2-digit SIC
codes from 60 to 67), and Services (2-digit SIC codes from 70 to 89) and bidders in those

industries will be eliminated from our sample in later stages.
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3.1.C. Sample Characteristics and Summary Statistics

Table 13 presents the annual number and frequency of 1599 overseas acquisitions
included in the initial sample. The number of overseas acquisitions is increasing
systematically over years. The majority of the overseas acquisitions is focusing in nature
in the 1991-1997 period. More than 60 percent of the classified overseas acquisitions
represent investments within the core business of the bidder while bidders acquire
overseas targets in unrelated lines of business with their own core business in about 40
percent of the acquisitions. Interestingly, the U.S. bidders that make acquisitions in
developed overseas markets are less inclined to acquire targets in their core business.
More than 56 percent of target firms or businesses acquired by U.S. bidders in developed
markets are in the core business of the bidder, while this percentage is almost 70 percent
for target firms or businesses acquired in emerging markets. This evidence suggests U.S.
bidders are more likely to acquire targets in their core businesses when they expand into
less developed/emerging markets. This result lends some support to internalization
hypothesis of global diversification asserting that firms expand overseas to capitalize on

their intangible assets.
[ INSERT TABLE 13 HERE ]

Table 14 presents the description and number of overseas acquisitions included in
our final sample. We initially identified 1599 overseas acquisition announcements in the
M&A journal that were also confirmed by The Wall Street Journal. The initial sample
included the group of acquisitions in which the target firm was domiciled outside the
U.S. The group of acquisitions made by bidders that carried out acquisitions in the U.S.
on the same calendar year were excluded because of the difficulty in identifying their
expansion motives. As a result of this process we proceeded with 1599 overseas
acquisitions in our initial sample.

Out of our 1599 acquisitions in the initial sample, we could not find any
information about bidder firms in Compustat for 541 acquisitions. This brought the
sample size down to 1058 from 1599 acquisitions. Then, we eliminated acquisitions

made by firms whose core businesses lie in non-manufacturing industries: Finance,

3% Industrial classification of bidder firms in the initial sample are not reported but available upon request.
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Insurance and Real Estate (2-digit SIC codes from 60 to 67), and Services (2-digit SIC
codes from 70 to 89). We eliminated 55 M&As, made by firms operating in non-
manufacturing industries and that brought our sample size down to 1003 acquisitions
from 1058 acquisitions. The acquisitions by non -manufacturing bidders were eliminated
because they are likely to be driven by the diversification or investment motives of

financial, holding and service firms.

The next step involved the elimination of bidder firms that acquired several
targets operating both within their own core business and outside their core line of
business. We found 142 acquisitions of this nature (i.e., investments classified as
focusing and diversifying). This brought our sample size down to 861 acquisitions.
Finally, we combined several acquisitions made either within the core (focusing) or
outside the core (diversifying) line of business by the same bidder on the same calendar
year into one firm-year observation. We found 117 additional acquisitions made by the
same bidder in either the core or the non-core lines of business and, therefore, our final
sample includes 744 firm-year observations representing the pure global expansion
objective of bidder firms through M&As. On average, 63.31 percent of bidders in our
final sample acquire target firms operating in lines of business that share the same 2 digit
SIC code with their core business (focusing acquisitions) while bidder firms that invest in
overseas target firms operating outside their core lines of business (diversifying

acquisitions) represent 36.69 percent of firm-year observations in our final sample.
[ INSERT TABLE 14 HERE ]

Table 15 presents the type of overseas acquisitions across industries based on the
industry classification of bidder’s core business at 2 digit SIC code level. This evidence
confirms the previous observation that bidders in most industries have a preference for
related acquisitions (i.e., expand their core line of business), while in very few industries

bidders have a preference for unrelated acquisitions (i.e., expand outside their core line of

business).
[ INSERT TABLE 15 HERE ]

Table 16 provides summary statistics of overseas bidders included in the final

sample. The statistics in the table are calculated based on information available the year
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before the acquisition. The mean [median] annual sales of bidder firms is $ 3.969 billion
[$739 million], implying the overseas bidders are on average mid sized firms. The
average [median] market value of bidders is $4 billion {$676 million] and the average
[median] value of total assets of bidders is $4.573 billion [$594 million]. These statistics

also suggest that bidders are mid sized firms.

The average [median] foreign sales to total sales ratio (FSTS) of bidders is 21.53
percent [16.38 percent] indicating the bidders that made overseas acquisitions already
have a considerable degree of international involvement before they conduct an overseas
acquisition. The average [median] debt to total capital ratio for the bidders in our final
sample is 38.76 percent [37.40 percent] suggesting bidders are considerably levered and,
therefore, are at substantial creditor scrutiny. The average [median] insider ownership is
14.83 percent [7.31 percent] suggesting insiders do not have large stakes®'. In addition,
the average [median] institutional ownership is 47.23 percent [S1.14 percent]. Both
average and median values of debt and ownership structure show bidder firms are under
considerable scrutiny by creditors and institutional owners that might explain the larger

number of focusing acquisitions.

The average [median] number of lines of business (number of business segments)
is 1.63 [1.00] implying the bidders in the final sample are mostly single-segment
(specialized) firms. The summary statistics also show the average [median] number of
acquisitions made in a single year is 1.15 [1.00]. This seems to suggest the bidders are
not seeking global expansion aggressively through multiple acquisitions. The average
[median] size of firm-year acquisitions is $183 million [$54.65 million] indicating most
of the overseas target firms are not large firms in terms of value. The average [median] of
size of firm-year acquisitions scaled by firm sales (not reported) is 27.90 percent [8.90
percent]. Similarly, the average [median] of size of firm-year acquisitions scaled by firm
assets (not reported) is 27.57 percent [8.38 percent]. These observations suggest the
amount of capital spent in overseas acquisitions are not as great as that spent in domestic
acquisitions, and are marginally enough to create a new business segment overseas

within the multinational network of the bidders.
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[ INSERT TABLE 16 HERE ]
3.2. Bidder’s Pre-Acquisition Performance

One of our objectives in this study is to measure the effects of global and
industrial diversification on bidder’s performance after the acquisition and draw
inferences about the value of internal capital markets associated with global and
industrial diversification. To gain insights into the effects of industrial and global
diversification, we estimate the bidder’s pre- and post-acquisition performance using two
valuation measures. The valuation measures consist of Tobin’s Q and Excess Market
Value (EMV). Tobin’s Q is computed as the market value of outstanding shares plus
liquidation value of preferred stock plus net current assets plus long term debt divided by
total assets. Excess Market Value is defined as the market value of equity less book value

of equity normalized by total sales.

The imputed value of a segment is computed by multiplying sales-based (asset-
based) multiples, or weights, of the distinct business segments at the 2 digit SIC level
with the median valuation measures (Q or EMV) obtained from domestic single-segment
firms operating in the same 2 digit SIC industries”. We compute the sales-based (asset-
based) weights as the ratio of annual segment sales (assets) for each distinct line of
business defined at 2 digit SIC code divided by the total sales (assets) of the bidder firm
in that year.” Sales-based and asset-based computations yield very similar results and we
will report results based on sales-muitiples computations. We compute the median of

valuation measures of domestic single-segment firms sharing the same 2 digit SIC code

3" Denis et. al. (1997, Table I) report percentage ownership of officers and directors with a mean of 11.7
percent and a median of 6.4 percent. Our figures for insider ownership of overseas bidders are close to
what Denis et. al report.

3 In the literature no consensus has been reached about the effects of global diversification on firm value
yet. One stream of literature argues for increased values associated with global diversification (Errunza and
Senbet (1981, 1984), Kogut (1988), Bodnar, Tang and Weintrop (1998), and Morck and Yeung (1998)).
On the other hand, a recent stream of literature provides empirical evidence that global diversification hurts
firm value (Christophe (1997), Christophe and Pfeiffer (1998), and Denis, Denis and Yost (2000)). The
domestic single-segment firms included in our control sample have foreign sales to total sales ratio of less
than 10 percent.

3 Several studies attach no weights to different business segments within a firm while computing the
diversification discount (Servaes (1996) and Gertner, Powers and Scharfstein (1999)). Such diversification
discount measures might prove fruitful only if diversified firms consist of business segments when no
distinct business segment information is available. Some other studies (Lang and Stulz (1994), Berger and
Ofek (1995,1996) among others) measure the diversification discount using industry matched stand alone
firms to determine the imputed value of diversified firms by sales or assets multiplier approaches.
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with the distinct business segments of the bidder. Even though previous studies in the
literature have controlled for industry effects, none has controlled for the size of the
business segments of the firm. The size of the stand-alone firms in our study has to fall
within the range of 50% to 200% of the size of the business segment of the bidder in that
year. If the number of stand-alone firms are less than five in a year, we extend the size
restriction to within 25% and 400% of the size of business segment in that year. Thus, we
obtain imputed value of measures for bidders as weighted sum of median valuation
measures of size-matched domestic stand-alone firms operating in the same 2 digit SIC

code with the distinct business segments of the bidder as follows:

IMPUTEDQ= le, Qup,= X Iw, median {Q,,,Q.)....... Qux ()
"~ ”

where w; is the sales-based (asset-based) weight of the firm’s sales (assets) in
business segment j, and Q(or EMV) 5, is the size matched median valuation of domestic
single-segment bidders that operate in the same 2 digit SIC code business with the

business of segment j of the bidder.

We also estimate the bidders’ industry-adjusted valuation measures (valuation
premium/discount) using the approach of Berger and Ofek (1995). Namely, we compute
the natural logarithm of the ratio of raw valuation measures to their imputed values; that
is LN(Q/IMPUTEDQ) or LN(EMV/IMPUTEDEMYV).

3.2.A. Pre-Acquisition Performance: Tobin's Q and Excess Market Value

Pre-acquisition performance measures for bidder firms are presented in Table 17.
Panel A reports bidders’ raw and industry-adjusted values of Tobin’s Q 3 years before
the acquisition (year -3) till the year of the acquisition (year 0). Bidders’ mean Q values
are higher than median Q values, and both mean and median raw Q values increase from
year -3 to year 0. Multi-segment bidders have lower mean and median raw Q values than
single-segment bidders in the pre-acquisition period. However, the significance of that
relative discount declines gradually as we near year O due to the relatively slower pace of
improvement in single-segment bidders. In year 0, even though multi-segment bidders
are at a loss compared to single segment bidders, the difference of medians is not
statistically significant at conventional levels. This evidence suggests that multi-segment

bidders might have improved their raw performance better than single-segment bidders
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before making an overseas acquisition. Such an improvement in the pre-acquisition
performance is especially notable for focusing multi-segment bidders that are at an
insignificant discount relative to single-segment bidders that make similar type of
acquisitions, and their performance improves considerably in the pre-acquisition period.
On the other hand, diversifying multi-segment bidders are still at a significant loss
compared to diversifying single-segment bidders prior to the acquisition even though the

magnitude of that discount declines as we near year 0.

The industry-adjusted Q values of bidders, both mean and median, are
significantly negative in the pre-acquisition period. This suggests both single- and multi-
segment bidders that will conduct overseas acquisitions suffer from a significant
valuation discount in the pre-acquisition period, and discount increases as we near year 0.
Median industry-adjusted Q values decline significantly in the pre-acquisition period and
the decline of Q in single-segment firms relative to their industries is more noticeable.
The industry-adjusted Q values of multi-segment bidders are always lower than those of
single-segment bidders in the pre-acquisition period but their difference is not
statistically significant at any conventional level except in year -3. In addition, we notice
such a discount observed in multi-segment bidders relative to single-segment bidders
exists in the pre-acquisition period for both focusing and diversifying groups of bidders
but the difference is not persistently statistically significant. In addition, focusing bidders
always have lower but occasionally statistically significant industry-adjusted Q values
than diversifying bidders. This evidence might suggest that focusing bidders, whether
single- or multi-segment, may be more willing to capitalize on their core businesses by

performing similar operations overseas.

Panel B of Table 17 reports the raw and industry-adjusted EMV of overseas
bidders in the pre-acquisition period. Overseas bidders experience positive and increasing
EMVs with means greater than medians in the pre-acquisition period. The multi-segment
bidders always have lower mean and median EMVs than single-segment bidders and
their difference is statistically significant at conventional levels. Likewise, both focusing
and diversifying multi-segment bidders have lower EMVs relative to single-segment
bidders making similar type of acquisitions. However, the difference of medians between

focusing multi- and single-segment bidders is not statistically significant at any
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conventional level while the difference of both means and medians is statistically
significant at 1% level for diversifying bidders. In addition, there is not a discernable
EMV difference between focusing and diversifying bidders in the pre-acquisition period
other than the insignificantly higher mean EMV of focusing bidders over diversifying
bidders. Furthermore, focusing multi-segment bidders have greater median EMVs than
diversifying multi-segment bidders while focusing single-segment bidders have lower
median EMVs than diversifying single-segment bidders, but again their difference is not

statistically significant at any conventional [evel in the pre-acquisition period.

The industry-adjusted EMYVs indicate that overseas bidders experience
significantly lower EMVs than their industry peers and face declines in their industry-
adjusted EMVs prior to the acquisition. However, the significant discount observed in
overseas bidders throughout the pre-acquisition period is confined to multi-segment
bidders while it is pronounced for single-segment firms only in year 0, the year of the
acquisition. This evidence suggests the act of geographic diversification might have hurt
the relative EMV of stand-alone firms. Multi-segment bidders experience significantly
lower industry-adjusted EMVs than single-segment bidders irrespective of the type of
acquisition, except for diversifying bidders in year -2. In addition, the difference in
industry-adjusted EMVs between muiti- and single segment firms is more noticeable in
focusing group of bidders. It is also noteworthy that focusing bidders always have higher
percentage discount, both in Q-based and EMV-based results, in the pre-acquisition
period relative to bidders that conduct diversifying acquisitions overseas. Hence, when
we examine the difference between focusing and diversifying groups of bidders, focusing
bidders have persistently lower industry-adjusted EMVs than diversifying bidders, unlike
the raw EMV figures, but this result is not statistically significant at any conventional
level. In addition, a similar difference between focusing and diversifying bidders is
observed for both multi- and single-segment bidders, but their difference is not
significant in the pre-acquisition period, as well. Our main finding so far is that, in year
0, the year of the acquisition, the percentage discount in single-segment bidders increases
abruptly while there is not a notable change in valuation of multi-segment bidders. This
evidence suggests the act of overseas investment activity might have hurt the

performance of bidders and requires further investigation.
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[ INSERT TABLE 17 HERE ]
3.2.B. Pre-Acquisition Performance, Industrial and Global Diversification

In the literature several studies have addressed the effects of global diversification
on firm value but no consensus has been reached yet. Errunza and Senbet (1981, 1984)
document a positive relationship between the excess value of a firm and its international
involvement. The FDI literature argues that firms expand overseas to exploit firm
specific intangibles within an internal market in the same firm*. Kogut (1988) suggests
the development of a multinational network systematically contributes to firm value.
Bodnar, Tang and Weintrop (1998) find global diversification is associated with
increases in firm value of 5.4 percent while industrial diversification is associated with
value losses of 2.2 percent. In addition, Morck and Yeung (1998) show industrial
diversification and geographic diversification contribute to firm value in the presence of
intangible assets. On the other hand, a recent stream of literature provides empirical
evidence that global diversification hurts firm value. Christophe (1997) and Christophe
and Pfeiffer (1998) provide evidence that global diversification makes U.S.
multinationals destroy value. Similarly, Denis, Denis and Yost (2000) document U.S.
firms pursue further global diversification even though it leads to valuation losses. Their
findings indicate global diversification is coupled with value losses of 18 percent while
industrial diversification is coupled with value losses of 20 percent. In the next section,
we examine whether the international involvement of bidders has any effect on the value
of bidder.

Several measures have been used in the empirical literature to capture the
multinational involvement of a firm but foreign sales to total sales (FSTS) ratio is the one
with widest acceptance. Sullivan (1994) shows the foreign sales to total sales ratio is the
unambiguous measure of international involvement of a firm. We classify bidders as
“multinational” if the bidder has a multinational involvement with foreign sales to total
sales ratio of 10 percent or higher, and as “domestic” if the bidder has a foreign sales to

total sales ratio of less than 10 percent.”” This procedure classifies the majority of our

3 See Caves (1971), Buckley and Casson (1976), Dunning (1977), Rugman (1980), Prahalad (1998).
3% Denis, Denis and Yost (2000) define firms as multinationals if they report any non-zero foreign sales. In
some regressions they use the benchmark of 10% as a robustness check to their Table VI and report that
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sample “multinational” in the year prior to the acquisition as the median FSTS was found
to be 16.38 percent in Table 16.

Panel C of Table 17 presents the industry-adjusted Tobin’s Q of domestic and
multinational bidders prior to making a major investment overseas. Domestic multi-
segment bidders suffer from a valuation discount while domestic single-segment bidders
are at par or at premium relative to their industry peers prior to the acquisition but they
exhibit some degree of significant valuation discount in year 0, the year of the
acquisition. This observation suggests that domestic single-segment firms might have
experienced some value loss due to the act of global diversification. Consequently,
domestic multi-segment bidders appear to be at a valuation discount relative to domestic
single-segment bidders, and the mean and median difference in percentage valuation is
statistically significant at conventional levels. On the other hand, multinational multi- and
single-segment bidders experience similar degrees of valuation discounts in the pre-
acquisition period, and the mean and median percentage valuation difference between

multi- and single-segment bidders is not statistically significant at conventional levels.

More interestingly, we note that the mean and median valuation difference
between domestic and multinational bidders is statistically significant prior to making an
overseas acquisition. Multinational single-segment bidders are valued at significant
discounts relative to domestic single-segment bidders while multinational multi-segment
bidders are at an insignificant discount relative to domestic multi-segment firms. This
evidence suggests multinational bidders, whether single- or multi-segment firms, might
be experiencing some value loss due to the level of international involvement. Our results
also suggest that multi-segment firms, whether domestic or multinational, suffer from
value losses arising from industrial diversification, and in addition, multinational firms
experience value destruction due to global diversification. Panel D of Table 17 provides

similar evidence based on bidders’ industry-adjusted EMV valuation.

On the overall, our evidence shows that bidders experience some value loss prior
to making a major investment overseas. In addition, our evidence confirms the

diversification discount documented in industrially diversified firms, and further

their estimates for diversification discount get smaller but remain statistically significant. In our analysis
we impose the limit of 10 percent foreign sales to total sales.
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demonstrates both industrial and global diversification leads to value losses,
multinational multi-segment firms being hit the worst. The evidence that international
involvement leads to value destruction lends support to Christophe (1997), Christophe
and Pfeiffer (1998) and Denis, Denis and Yost (2000) who find that global diversification
is also associated with value losses. Nevertheless, as all types of firms conduct focusing
and diversifying investments overseas no matter how industrially or globally diversified
they are, we do not know what determines the type of investment they engage in. In the

next section, we will try to shed light on this issue.
3.3. The Decision to Diversify Overseas: Logistic Regressions

The pre-acquisition analysis seems to link the overseas acquisition activity of the
bidders to valuation decline, especially in multinational firms, prior to external
investment decision even though bidders that have overseas exposure trade at a
significant discount relative to domestic firms. In this section, we investigate why firms
diversify in overseas markets using logistic regression analysis. Specifically, we focus on
the determinants of a firm’s industrial diversification activity when they expand globally.
This is expected to shed more light on the relative importance of the intemnalization
hypothesis of global expansion in addition to external growth, cash flow/agency cost, and
internal capital markets hypotheses that have been brought to explain the industrial and
global diversification motives. The internalization hypothesis of global diversification
argues that firms expand overseas to exploit firm specific information based intangible
assets by transferring the intangible assets within an internal market in the same firm.*
The external growth hypothesis asserts that bidders’ poor past performance and low
internal growth opportunities make them undertake diversifying investments. The free
cash flow/agency cost hypothesis, however, states the diversifying investment activities
of the firm are driven by managers’ objectives rather than the maximization of
shareholder wealth. Finally, the internal capital markets hypothesis argues that corporate
diversification stems from the inefficiencies of internal capital markets in diversified
firms. Khanna and Palepu (1997) argue that firms may be in search of creating their own

globally dispersed internal capital markets through their multinational network and
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diversified firms in emerging countries may overcome institutional obstacles by imitating

the functions of several institutions present only in developed countries.

In the multivariate regressions, the dependent variable is an indicator variable,
DIVERD, takings the value of one when a bidder undertakes an industrially diversifying
acquisition and zero otherwise. The following variables are included in our logistic
regressions: as a measure of international involvement of a firm FSTSD is a dummy
variable used to distinguish between domestic and multinational bidders. It takes the
value of one when the bidder has muitinational involvement with foreign sales to total
sales ratio of 10 percent or higher, and zero when the bidder has a foreign sales to total
sales ratio of less than 10 percent. We also use the ratio of foreign sales to total sales,
FSTS. The natural logarithm of annual firm sales, LN(SALES), is used to control for the
size of the bidders. We include the imputed Q value of the firm, IMPUTEDQ, that is
based on sales multiples of distinct business segments. This measure allows us to
determine whether the diversification decision of the firm is driven by the state of growth
opportunities of the bidder’s industry. Namely, whether diversifying investments are
linked to the low growth opportunities of the bidder’s industry. The industry-adjusted
Tobin's Q, INDADJQ, is the natural logarithm of the ratio of the firm Q divided by its
imputed value and it is used to measure the growth opportunities (and the valuation) of

the firm relative to its industry peers®’.

The DEBT variable is the amount of total debt as percentage of invested capital.
DEBT is used to capture the monitoring effect of external capital markets on managers
(Jensen (1986), Stulz (1990), among others). The INSIDER variable is the percentage of
the outstanding shares of the bidder held by the insiders. The insider ownership variable
is used to test whether firms with lower insider ownership are more likely to diversify.
The percentage of the outstanding shares of the bidder held by institutions, INSTITUTE,

is also used in the analysis. We use the institutional ownership variable to test whether

% See Caves (1971), Buckley and Casson (1976), Dunning (1977), Rugman (1980), Prahalad (1998). In
addition, Kogut (1988) suggests that the development of a multinational network systematically contributes
to the value of the firm.

37 Chevalier (2000), however, suggests that actual Q values are more representative of the investment
opportunities of the firm rather than its industry adjusted values.
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firms with lower institutional ownership are more likely to diversify, revealing agency

costs in the firms as a complement to insider ownership.*®

The RDEXP measures the R&D expenditures of the bidder normalized by firm
sales. It is a continuous variable used to control for the firm’s level of growth
opportunities. It is used to examine how much the firm is investing in its internal growth
opportunities (Hyland (1999)). In addition to the intangible nature of R&D expenditures,
bidders may possess intangibles observed in their advertising expenditures. The
ADVEXP variable measures bidders’ advertising expenditures normalized by the total
sales. This is also a continuous variable. The CCF (core cash flow) and NCCF (non-core
cash flow) variables are used to explore the cash generating ability of core and non-core
segments of bidders in the pre-acquisition period. They are defined as the cash flows
(operating income plus depreciation) from operations of the core and non-core business
segments of the bidder, respectively, normalized by bidder’s segment sales. Furthermore,
we account for the method of payments using two indicator variables.”” CASHD takes the
value of one if the payment was made in cash, and zero otherwise. STOCKD is set equal
to one if the payment was made in stocks, and zero otherwise. In transactions involving
both cash and stocks with comparable amounts, both CASHD and STOCKD take on

values of one.

We also include a binary variable identifying whether the target was a divestiture,
DIVESTD. This variable takes the value of one if the target was divested by its parent
company, and zero otherwise. In addition, as we observed in Table 13 many overseas
transactions taking place in emerging markets are focusing in nature. We, therefore,
include the economic development of the target as another variable. EMERGE is a
continuous variable taking values between zero and one. EMERGE is defined as the
number of acquisitions made in emerging markets to the overall number of overseas
acquisitions by the bidder on the same calendar year. This variable is used to capture the
geographic internalization motives of the bidders. In the logistic regressions the constant
term and all independent variables refer to the overseas diversification motives of

domestic firms. We also include interactive terms of each independent variable with the

3% See McConnell and Servaes (1990, 1995), Denis et.al. (1997).
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multinational invoilvement dummy (FSTSD) to find out the impact of each independent
variable on overseas diversification decision for domestic and multinational bidders. All
independent variables are measures in year -1, the calendar year before the acquisition.
Besides we include calendar year dummies in the regressions to control for changes in

the corporate control market. The logistic regression takes the following form:

DIVERD = f(FSTSD (or FSTS), INDADIJQ or (INDADJEMYV), DEBT, INSIDER, INSTITUTE,
RDEXP, ADVEXP, CCF, NCCF, CASHD, STOCKD, DIVESTD, EMERGE)

Table 18 reports the results of the cross-sectional logistics regressions relating the
firm characteristics to types of overseas acquisition for single-segment and multi-
segment bidders, respectively. On the overall, cross-sectional logistic regressions exhibit
different underlying incentives for industrial diversification of single- and multi-segment
bidders conducting major investments overseas. In addition, the level of international
involvement of the bidders has a significant impact on most of the underlying
characteristics. Both single- and multi-segment bidders have a significant tendency to
diversify into unrelated activities overseas given that they conduct acquisitions overseas.
This tendency is highly accounted for in multi-segment bidders. The size effect emerges
only for single-segment firms and the high growth prospects of the industry operated in
has a significant impact on the overseas diversification motives of multi-segment bidders

only discouraging them from diversifying into unrelated lines of business.

Debt does not serve a monitoring mechanism for single-segment overseas bidders
but the introduction of debt into the capital structure discourages domestic multi-segment
bidders from pursuing overseas expansion into lines of businesses related to their core
business while multinational multi-segment bidders do not seem to be influenced from
the scrutiny of lenders in a multinational network structure. The presence of knowledge
based (R&D) and marketing based (advertising) intangibles affects single- and multi-
segment bidders differently. Domestic single-segment bidders with knowledge based
intangibles (R&D intensive) are more likely to focus into related lines of businesses
overseas while multinational single-segment bidders with similar intangibles seem to be

indifferent. On the other hand, multi-segment bidders with high advertising expenditures

3 See Travlos (1987), Servaes (1991), Martin (1996), Megginson, Morgan and Nail (1999), and Rappaport
and Sirower (1999).
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are more likely to diversify into lines of businesses unrelated to their core business in

overseas markets in order to exploit their marketing based intangibles.

The cash flows of the bidders impact the industrial diversification motive of their
overseas expansion, too. Stand-alone firms with previous multinational exposure are
more likely to conduct focusing acquisitions overseas if their business generates high
cash flows. On the other hand, domestic multi segment bidders with higher non-core cash
flows are significantly more likely to pursue industrial diversification in overseas
markets. The method of payment in overseas acquisitions has a different impact on
bidders. Domestic single-segment bidders that pay their targets in cash and multinational
single-segment bidders that pay their targets in stock are more likely to make focusing
acquisitions. Similarly, domestic multi-segment bidders that pay their targets in cash are
more likely to diversify into unrelated lines of businesses while multi-segment bidders
that pay their targets in equity are more likely to make focusing acquisitions overseas.
Whether the target firm is divested or not has an impact on the overseas diversification
decision of multi-segment bidders only. Multinational multi-segment bidders are more
likely to acquire overseas targets operating in their core business if they are divested
from their parents. The stage of economic development of the target market impacts the
geographic diversification motives of single-segment bidders only. Domestic single-
segment bidders are more likely to conduct focusing acquisitions in emerging countries
while multinational single-segment bidders are indifferent about whether the target firm’s

country is an emerging or a developed country.
[ INSERT TABLE 18 HERE ]
3.4. Post-Acquisition Performance

In this section, we examine the post-acquisition performance of single- and multi-
segment bidders that conducted focusing and diversifying investments overseas in order

to gain insights about the long-term effects of the act of global and industrial

diversification.
3.4.A. Post Acquisition Performance: Tobin’s Q and Excess Market Value

The post-acquisition raw and industry-adjusted performance measures for single-

and multi-segment overseas bidders are reported in Table 19. Panel A reports bidders’
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raw and industry-adjusted Tobin’s Q values from the year of the acquisition (year 0) to 3
years after the acquisition (year +3). Bidders have increasing median Q ratios after an
overseas acquisition. Both multi- and single-segment bidders exhibit a soundly increasing
raw performance in the post-acquisition period, too. However, the valuation difference
that was evident (and statistically significant) prior to the acquisition between multi- and
single-segment bidders, especially diversifying bidders, does not persist in the post-
acquisition period. Multi-segment bidders exhibit an insignificant value loss relative to
single-segment bidders in the post acquisition period, and such an insignificant difference
in Q ratios between multi- and single-segment overseas bidders persists for both focusing
and diversifying bidders. In addition, there is no statistically significant difference
between focusing and diversifying groups of bidders at any conventional level in the
post-acquisition period.

The industry-adjusted Q ratios demonstrate that bidders experience significant
valuation discounts following the overseas acquisition. There is not a noticeable
difference in the valuation of multi-segment bidders before and after the acquisition. The
most striking evidence is that single-segment bidders that made overseas acquisitions in
year 0 experience a valuation discount as severe as multi-segment bidders do,
irrespective of the type of acquisition they conduct. The diversifying single-segment
bidders begin to experience a significant amount of discount while the significant
discount observed in focusing single-segment bidders prior to the acquisition increases in
the post-acquisition period. Hence, a significant discount is pronounced for both focusing
and diversifying stand-alone firms in the post-acquisition period. In addition, there is not
evidence of a significant valuation difference of bidders whether they are single- or
multi-segment firms, or whether they engaged in a focusing or a diversifying investment,
even though industrially diversified bidders appear at a minor value loss relative to stand-

alone bidders.

Panel B of Table 19 reports the post-acquisition valuation of overseas bidders
based on raw and industry-adjusted EMV measures. The evidence in Panel B shows
single-segment bidders experience a severe percentage discount in their EMVs, but not as
much as multi-segment bidders do, in years 0 and 1. The mean and median difference

between single- and multi-segment bidders is statistically significant at 1% level in those
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years but it loses significance 2 years after the acquisition. Focusing bidders exhibit a
similar pattern while there is not such a significant valuation difference between
diversifying single- and multi-segment bidders in the post-acquisition period.

The evidence in the post-acquisition period suggests the act of overseas
diversification hurt value, especially for stand-alone firms. Stand-alone firms conducting
overseas acquisitions experience significant value losses relative to the pre-acquisition
period. Diversifying stand-alone bidders are hurt the most as they did not experience any
significant value loss in the pre-acquisition period while focusing stand-alone bidders,
that already faced some value loss in the pre-acquisition period, experience further value
losses. Industrially diversified bidders that conducted focusing investments overseas
faced further value losses while diversifying multi-segment bidders improved their
performance after the acquisition. This observation lends some support to Morck and
Yeung (1998) who find industrial and global diversification coupled with high
intangibles lead to increases in firm value. In addition, our evidence in Table 17 showed
there is a significant valuation difference between domestic and multi-segment bidders
prior to making a major investment overseas. Hence, the international involvement of the
firm appears to have a significant adverse impact on the value of the firm and we will

examine the valuation of domestic and multinational single- and multi-segment bidders

next.
[ INSERT TABLE 19 HERE ]
3.4.B. Post-Acquisition Performance: Valuation and Global Diversification

Panel C of Table 19 reports the post-acquisition industry-adjusted valuation of
domestic and multinational bidders based on Tobin’s Q measure. We note that the
valuation of single- and multi-segment bidders is not statistically different from each
other in the post-acquisition period for both domestic and multinational bidders.
However, the evidence in Table 17 showed there was a statistically significant valuation
difference between domestic multi- and single-segment bidders prior to acquisition. This
result confirms our finding that domestic stand-alone firms might have destroyed value
when they expanded overseas while stand-alone firms having multinational exposure

were already at a valuation loss prior to making a major investment overseas.
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The extent of the valuation discount in domestic bidders is always lower than that
of multinational bidders in the post-acquisition period, and the difference is statistically
significant in years 0, 1, and 2. We note that, even though domestic stand-alone bidders
experienced some value loss after conducting an overseas acquisition, a significant
valuation difference persists between domestic and multinational stand-alone bidders in
the post-acquisition period. On the other hand, there is not evidence of a statistically
significant valuation difference between domestic and multinational industrially
diversified bidders. This evidence suggests multi-segment firms experience value losses
due to global diversification in addition to diversifying across different lines of business.
The significant global valuation difference we observed in the pre-acquisition period in
both focusing and diversifying stand-alone bidders persists only between focusing
domestic and multinational stand-alone bidders while there is not evidence of a
significant difference between diversifying domestic and multinational stand-alone
bidders in the post acquisition period. This result suggests stand-alone firms that
conducted diversifying acquisitions overseas faced further value losses by diversifying
into lines of business unrelated to their core business. The evidence in Table 17 indicated
there was not any significant difference between domestic and multinational multi-
segment bidders. However, in the post-acquisition period the analysis of focusing and
diversifying group of multi-segment bidders indicates domestic multi-segment firms that
acquired overseas targets operating in their core business are significantly valued above
their multinational counterparts in years 0 and 1 while diversifying domestic multi-
segment bidders have insignificantly lower valuations than diversifying multinational

multi-segment bidders.

Panel D of Table 19 reports the industry-adjusted valuation of bidders in the post-
acquisition period based on EMV measure. The evidence yields similar qualitative results
like we obtained from valuation results computed by Tobin’s Q measure. Overall, our
results suggest stand-alone firms with some international involvement are always valued
below their domestic counterparts, and the act of global expansion leads to value losses
in both domestic and multinational stand-alone firms. Similarly, multi-segment firms that

have majority of their operations in the U.S. do not face a severe discount as much as
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their multinational counterparts do. Our main finding is that, in addition to industrial

diversification, the act of global diversification leads to value losses, too.
C. The Effect of Overseas Diversification on Bidders’ Post Acquisition Valuation

In this section we examine further the relation between the change in post-
acquisition performance and the type of assets acquired by domestic and multinational
single- and multi-segment bidders. We measure the change in the post-acquisition
performance of bidders using changes in Q and EMV values in the three years after the
acquisition relative to their values in year —1, the year prior to the acquisition, scaled by
average Q and EMV values during the three year pre-acquisition period. We also
estimate the change in the industry adjusted valuation of bidders in all three years after

the acquisition relative to the valuation prior to the acquisition year.

We regress the post-acquisition change in different performance measures against
the following indicator variables: SINGLEFOCUSD is an indicator variable taking the
value of one if the bidder is a single-segment firm that makes a focusing acquisition
overseas, and zero otherwise. MULTIDIVERD takes the value of one if a multi-segment
bidder makes a diversifying acquisition overseas, and zero otherwise. MULTIFOCUSD
takes the value of one if a multi-segment bidder makes a focusing acquisition and zero
otherwise. Hence, the constant term captures the impact on post-acquisition performance
when a single-segment bidder makes a diversifying overseas acquisition in year 0,
assuming such firms are the ones experiencing the most serious adverse impact arising

from both industrial and global expansion.

Table 20 presents the coefficients of the three indicator variables in the post-
acquisition period. The dependent variable in Panel Al is the change in raw Tobin’s Q
and EMV measures of overseas bidders from the end of year -1 till the end of years 1, 2
and 3 scaled by the average measure of the bidder in the pre-acquisition period. The
constant term is positive and statistically significant in Panel Al implying that all bidders
experience improvement in their raw Tobin’s Q and EMV following an overseas
acquisition. The coefficients of indicator variables for raw Q measures are not
significantly different from zero. On the other hand, the coefficients of indicator
variables for SINGLEFOCUSD and MULTIDIVERD are positive and statistically
significant for the change in raw EMV to years 1 and 2. This suggests that single-
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segment bidders that conducted focusing acquisitions and multi-segment bidders that

conducted diversifying acquisitions have improved their raw performance better than
other bidders.

The dependent variable in Panel A2 is the change in the percentage industry-
adjusted valuation measures of the overseas bidder from the end of year -1 till the end of
years 1, 2 and 3. The constant term is negative and statistically significant in five of the
six regressions. This suggests the performance of single-segment bidders that made
diversifying acquisition overseas deteriorates significantly relative to their industry peers
following an overseas acquisition, even though they might have improved their raw
performance over the same period. In addition, the indicator variables for bidders that
conduct focusing acquisitions, both single- and multi-segment bidders, are not
statistically significant. This suggests that focusing bidders face deteriorating industry-
adjusted performance after an overseas acquisition as diversifying single-segment bidders
experience. Only one of the indicator variables, MULTIDIVERD, has statistically
significant and positive coefficients in the cross-sectional regressions for years 2 and 3
suggesting that multi-segment bidders that acquire overseas targets outside their core
business are not adversely affected from overseas expansion. Namely, simultaneous
global and industrial diversification does not seem to hurt multi-segment bidders. This
result might lend some support to Morck and Yeung (1998) who find that industrial and

geographic diversification work in the presence of intangible assets.
[ INSERT TABLE 20 HERE ]

We must note the extent of international involvement of bidders had a significant
impact on the valuation of bidders. Our evidence in Table 17 and 19 indicated both
global and industrial diversification destroy value. Next, we will examine the impact of
the international involvement on the change of post-acquisition performance of single-
and multi-segment bidders that made diversifying and non-diversifying overseas
investments in year 0. Panels Bl and B2 of Table 20 report the results of cross-sectional
regressions relating the change in performance measures of overseas bidders following
the overseas acquisition in year 0. The dependent variables in panel Bl and B2 are the
same as we have in panels Al and A2, respectively. We include the degree of

internationalization of the bidders as an explanatory variable to capture the effect of
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previous international involvement of the bidder firms. We define the bidder firms with
foreign sales to total sales ratio (FSTS) less than 10 percent as domestic firms and the

bidder firms with FSTS greater than or equal to 10 percent as multinational firms.

The constant term in the cross-sectional regressions captures the effect of the
overseas acquisition on single-segment domestic bidders that make a diversifying
acquisition in year 0. We include indicator variables to capture the impact of the
industrial and global diversification of bidders. The term SINGLE refers to stand-alone
(single-segment) bidders in our cross-sectional regressions while MULTI refers to
industrially diversified (multi-segment) bidders. In addition, to capture the type of
acquisition we introduce FOCUS for bidders that make focusing acquisitions while
DIVER denotes acquisition outside the core business of the bidder. Similarly
DOMESTIC refers to domestic bidders that have foreign sales to total sales ratio of less
than 10 percent while MNE refers to muitinational bidders that have foreign sales to total

sales ratio of 10 percent or greater.

The constant term has positive and significant coefficients in raw Tobin’s Q
regressions of Panel Bl indicating single-segment domestic bidders that make
diversifying acquisitions improve their raw performance significantly in the post-
acquisition period. Single-segment multinational firms that conduct diversifying
acquisitions have positive and statistically significant coefficients in raw Tobin’s Q
regressions suggesting that multinational single-segment bidders that conduct
diversifying acquisitions have significantly improved their raw performance following an
overseas acquisition. Similarly, the EMV regressions indicate that overseas bidders
improve their raw performance. In sum, the regression results for raw performance
measures confirm our results in Table 19 that bidders experience some improvement in

their raw performance after an overseas acquisition whether measured in Tobin’s Q or
EMV.

Panel B2 reports the coefficients of the indicator variables for the change in the
industry-adjusted valuation measures of the overseas bidder from the end of year —1 until
the end of years 1, 2 and 3. The constant term in the regressions is negative and
statistically significant suggesting the performance of single-segment domestic bidders

that made diversifying investments overseas is severely impaired following the overseas
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acquisition. The indicator variables appear to have positive and statistically significant
coefficients for almost all of the post-acquisition period, especially in years 2 and 3 for
industry-adjusted Tobin’s Q and in year 2 for industry-adjusted EMV. This evidence
suggests single-segment domestic bidders that make diversifying acquisitions are most
negatively impacted while all other bidders are not hurt as much as single-segment
diversifying domestic bidders do following an acquisition. In addition, multi-segment
bidders, whether domestic or muitinational, acquiring overseas targets operating outside

their core business seem to have benefited from such an investment strategy.

Overall, our results suggest that multi-segment bidders diversifying into unrelated
lines of business gain from overseas acquisitions while single-segment bidders and
focusing multi-segment bidders experience consequent valuation declines. Moreover, our
results suggest the act of global diversification destroys value when it takes place in the
form of M&As for domestic bidders. The bidders that already have international
exposure experience further valuation declines and can not recuperate any benefits from
further globai diversification. The bidders facing the most adverse valuation loss are the

domestic single-segment bidders that expand both geographically and industrially.
3.5. Internal Capital Markets, Are They Efficient?

The internal capital markets of diversified firms permit them to finance projects
that external capital markets would not, because of informational asymmetries and
agency costs. As a result, it is argued that diversification creates value for shareholders
because it gives rise to internal capital markets providing increased monitoring
incentives, easier asset redeployment, and easier allocation of funds to liquidity-
constrained divisions relative to external capital markets (Stein (1997) among others).
Additionally, diversification is argued to increase efficiency of liquidity-constrained
firms because management allocates more funds to the more efficient divisions. Our
analysis so far, consistent with a number of recent papers, shows that global
diversification by diversified and focused firms does not enhance performance. In this
section, we examine whether diversification is unsuccessful because bidders' internal
capital markets fail to allocate financial resources efficiently between core and non-core

business divisions before and after diversifying and non-diversifying acquisitions.
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3.5.A. Pre-acquisition Analysis of Bidder's Core and Non-core Sales, Cash Flows, and
Capital Expenditures

3.5.4.1 Core and Non-core Sales

In this section we analyze the cash flows and investments of the core and non-
core business segments of bidders before they engage in diversifying and non-
diversifying overseas acquisitions. The results are reported in Table 21. Panel A shows
the mean and median sales of the core and non-core business measured as the natural
logarithm of segment sales in dollars. Mean and median sales of single- and muiti-
segment bidders indicate that industrially diversified bidders generate more sales thus
illustrating a difference in size. In addition, the core business sales of multi-segment
bidders that will make focusing acquisitions two years later exceeds their non-core
business sales significantly. On the other hand, the mean and the median core sales of
diversifying multi-segment bidders are not significantly different from their sales of non-
core business segments. This suggests the core business of focusing multi-segment
bidders generate more sales relative to non-core business and the fraction of core sales in
focusing multi-segment bidders is greater relative to diversifying multi-segment firms.
This also indirectly suggests diversifying multi-segment bidders are more industrially

diversified.

The mean and median core business sales difference between focusing and
diversifying bidders, whether single-or multi-segment, is statistically significant. On the
other hand, the difference between the mean and median values of non-core sales of
focusing and diversifying multi-segment bidders is not statistically significant at any
conventional level. This evidence suggests there is difference in sales generating ability
of core segments between focusing and diversifying bidders, but not of non-core business
segments of multi-segment bidders. This also suggests that bidders tend to invest outside
their core business when core sales drop consistent with the growth seeking view of Lang
and Stulz (1994) and Hyland (1999).

3.5.4.2 Core and Non-core Assets

Panel B reports the size of assets, measured as the natural logarithm of the assets

in dollars, of the core and non-core business of multi-segment bidders. The size of assets
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of single-segment firms is also reported. The mean and median values indicate the core
business of focusing multi-segment bidders rely on much greater asset base than their
non-core business segments prior to acquisition. However, such a significant difference is
not observed in multi-segment bidders investing outside their core business. In addition,
the asset size of core business of focusing bidders is significantly larger than those of
diversifying bidders in the pre-acquisition period. On the other hand, the non-core
businesses of focusing multi-segment bidders are smaller than those of diversifying
multi-segment bidders, but the difference is not significant at any conventional level prior
to the acquisition. It is interesting to note that there is a great degree of difference
between firms that eventually invest in unrelated business relative to similar firms
investing in core-related business. Consistent with our previous results, this suggests that
firms deploy more assets in the lines of business that generate more sales. That is, more
capital is invested in the core business of focusing firms as a result of their greater sales
generating ability. Mean and median differences in terms of size of assets, as shown in
Panel B, confirm there is a significant difference in size between single-and multi-

segment bidders that engage in a similar type of acquisition.
3.5.A.3 Core and Non-core Growth in Sales and Cash Flows

Panel C presents and compares the sales growth of bidders' business segments in
the pre-acquisition period. In general, irrespective of the bidder's corporate structure and
acquisition motive, single- and multi-segment firms experience growth in segment sales.
The core business of multi-segment bidders achieve lower mean and median growth in
sales than single-segment firms engaging in a similar type of acquisition. The median
difference is persistently significant at 1% level. This result suggests that irrespective of
the type of acquisition single-segment firms plan to make, they experience higher growth
in sales than the core business segment of multi-segment firms. This further implies the
decision to invest in core-related or non-core-unrelated lines of business might be driven
by different motives for single-segment and muiti-segment firms as indicated by
evidence in Table 18. This also lends support to Chevalier (2000) who argues for
selection bias while explaining the investment opportunities faced by single- and multi-

segment firms.
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From year -2 to year -1 the core business segment of focusing (diversifying)
multi-segment bidders experience a lower (higher), but not statistically significant,
growth in sales than their non-core business segments. From year —1 to the year of
acquisition, the core business of focusing multi-segment bidders achieve insignificantly
higher growth in sales than their non-core segments. For the same period, the core
business of diversifying multi-segment bidders experiences insignificantly lower growth
in sales than their non-core business segment. Namely, multi-segment bidders that focus
(diversify) experience greater sales increases (decreases) in their core than their non-core
business from year -1 to the acquisition year. The mean and median core and non-core
growth in sales difference between multi-segment firms that focus relative to similar
firms that diversify further is not statistically significant at any conventional level. These
results suggest the industrial diversification direction of geographic expansion is not
significantly related with the sales growth of the core business of multi-segment firms

prior to the acquisition decision.

Similarly, single-segment firms investing in unrelated business appear to
experience higher growth in sales than single-segment firms choosing to invest in related
business. The median difference is -0.060 and -0.037, respectively, and significant at the
5% level from year -2 to year -1. This suggests that single-segment bidders might have
reached their full potential in their business and might need to invest in other lines of
business to benefit from the creation of internal capital markets. In addition, single-
segment firms enjoy higher growth in sales than the core and non-core segments of
multi-segment firms and the differences are statistically significant in the pre-acquisition

period.

Panel D presents cash flows for core and non-core business segments of bidding
firms during the pre-acquisition period. We defined cash flows as the operating income
plus depreciation for core and non-core business segments scaled by segment sales from
the previous year. The logistic regressions in Table 18 indicated multinational single-
segment bidders with higher core cash flows are significantly more inclined to focus in
their core business while multi-segment bidders having higher non-core cash flows are
significantly more inclined to invest outside their core business. However, our evidence

in Panel D indicates there is no statistically significant difference in the cash flow
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generating ability between single- and multi-segment and between focusing and
diversifying bidders. The only exception is the notably high cash flow of core business of
focusing multi-segment bidders in year 0 over its non-core business and the core business

of diversifying multi-segment bidders.
3.5.4.4 Core and Non-core Capital Expenditures

Panel E provides a comparison of bidder’s core and non-core capital expenditures
relative to their segment sales in the pre-acquisition period. The results show muiti-
segment bidders invest more in their core business when their core sales exceed the sales
of their non-core business (focusing multi-segment bidders). On the other hand, multi-
segment bidders invest significantly more in their non-core business when they are more
diversified or when there is no discernable difference between their core and non-core
business sales and assets (diversifying multi-segment bidders). In addition, focusing
multi-segment bidders invest significantly more in their core business than diversifying
multi-segment bidders. The capital expenditures of single-segment firms that undertake
focusing investments exceed those of similar firms that invest in unrelated lines of
business, but the difference is statistically insignificant. These results do not appear to
directly support cross-subsidization between core and non-core divisions of multi-
segment firms conducting major investments overseas. However, the evidence indicates
that internal capital markets might be active in that transfer of funds from core to non-
core lines of business occurs in multi-segment firms that elect to invest outside their core
business. Consequently, the extent of cross-subsidization in diversifying multi-segment

firms is rather difficult to assess from these univariate results.

Overall, the pre-acquisition analysis indicates that focusing multi-segment firms
use more assets and make larger capital expenditures in core than in non-core divisions
because they generate more saies than their non-core divisions while diversifying multi-
segment firms commit larger capital expenditures in non-core divisions as the sales and
assets of their core and non-core segments are virtually undistinguishable. Single-
segment firms, on the other hand, invest in unrelated business when they experience
higher growth in sales than single-segment firms that choose to invest in related business.

Furthermore, the capital expenditures of single-segment firms that make focusing
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investments insignificantly exceed those of similar firms that invest in unrelated

business.
[ INSERT TABLE 21 HERE ]

3.5.B. Post-Acquisition Analysis of Bidder’s Core and Non-core Sales, Cash Flows, and
Capital Expenditures

As discussed earlier, the question is whether diversification destroys firm value
because firms perform poorly in allocating capital across core and non-core business
divisions or because the greater diversity of cash generating ability between business
segments leads to a valuation loss in addition to geographic diversification motives of
bidders. In this section we examine the post-acquisition performance of single- and
muiti-segment bidders involved in diversifying and non-diversifying investments in order
to gain additional insights about the long-term effects of their investment decisions. The

resuits are reported in Table 22.
3.5.B.1 Core and Non-core Sales

Consistent with the pre-acquisition pattern of sales of diversified firms, Panel A
shows the core business of multi-segment bidders that invested in their core business
generates significantly more sales than their non-core business during the post-
acquisition period while muiti-segment bidders that invested outside their core business
continue to generate comparable amount of sales from their core and non-core business
in the post-acquisition years. This result suggests diversifying acquisitions by multi-
segment firms did not dramatically improve the sales performance of non-core business
in the post-acquisition period and they are still more industrially diversified compared to
focusing multi-segment bidders. A comparison of the post-acquisition core sales of
multi-segment bidders that invested inside their core business relative to those that
invested outside their core business, continues to exhibit significant differences in favor
of focusing multi-segment bidders. The mean and median differences of the non-core
sales between diversifying and non-diversifying bidders are statistically insignificant.
These results imply that non-core segment sales of multi-segment firms do not
dramatically differ regardless whether they diversify or not. Similarly, the core business

of focusing single-segment bidders generates more sales relative to diversifying single-
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segment bidders like they did prior to the overseas acquisition. Mean and median sales of
single- and multi-segment bidders show multi-segment bidders generate more sales
consistent with the pre-acquisition sales indicating a difference in size. Overall, the post-
acquisition core sales of multi-segment bidders, consistent with the pre-acquisition
evidence, suggest there is some degree of difference in the sales generating ability of core
segments between focusing and diversifying multi-segment bidders. Focusing single-
segment bidders also register significant mean and median differences in sales than
diversifying single-segment firms, implying that focusing single-segment bidders that
invest outside their core business still lag behind focusing single-segment bidders.

3.5.B.2 Core and Non-Core Assets

Panel B presents the size of assets of the core and non-core business of multi-
segment bidders in the post-acquisition period. The size of assets of single-segment firms
is also reported. The mean and median values show the core business of focusing multi-
segment bidders continues to exceed the asset base of their non-core business segments
during the post-acquisition years and the difference is statistically significant at 5% level
while such a significant difference is not pronounced for diversifying bidders. The mean
and median core asset difference between focusing and diversifying bidders, whether
single- or multi-segment, is statistically significant at conventional levels, suggesting the
core asset base of focusing bidders is significantly larger than that of diversifying
bidders. The mean and median non-core asset difference between diversifying and non-
diversifying multi-segment bidders is statistically insignificant at conventional levels.
The core-asset base of diversifying single-segment bidders is significantly larger than
that of their non-core asset base in post-acquisition period as these segments are in their

infant stages and are very few in number.
3.5.B.3 Core and Non-Core Growth in Sales and Cash Flows

The growth in sales for the core and non-core business segments of focusing and
diversifying bidders in the post-acquisition period is reported in Panel C. The core
business of focusing and diversifying multi-segment bidders reach lower growth in sales
than single-segment firms that engaged in a similar type of acquisition, but only the
difference in core sales growth between diversifying single- and multi-segment is

statistically significant in year +1. These results contradict with the pre-acquisition sales
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when the growth in sales of multi-segment firms remained significantly below that of
single-segment firms irrespective of the investment strategy they follow. The median
growth in core sales difference between focusing multi- and single-segment bidders in
favor of single-segment bidders ranges from 1.1% in year +1 to 3.6% in year+2. For the
core business segments of diversifying multi- and single-segment bidders the median
growth in sales difference ranges from 6.3% in year +1 to —1.1% in year +2. For the non-
core business segments of diversifying multi- and single-segment bidders the median
growth in sales difference ranges from -0.2% in year +1 to —-14.4% in year+2. A
comparison between focusing and diversifying multi-segment bidders shows the core
sales growth of focusing multi-segment bidders are significantly higher in year+!, but not
different than that of diversifying multi-segment bidders in year+2. Moreover, the
evidence shows there is no significant difference between the non-core sales growth of
focusing and diversifying multi-segment bidders in the post-acquisition years. Multi-
segment bidders that invest inside their core business because their core sales were
superior to those of their non-core segments continue to have superior core sales growth
in year +1.

Cash flows of the core and non-core business segments of bidding firms during
the post-acquisition period are presented in Panel D of Table 22. We documented that
multi-segment firms that invested outside their core business had lower sales and cash
flows from their core business than similar firms that did not diversify during the pre-
acquisition period. This pattern of cash flow performance persists in the post-acquisition
period and the superior sales performance of the core sales of focusing single- and multi-
segment bidders translates into superior cash flows as well. In both post-acquisition
years, the core cash flows of focusing single- and multi-segment bidders substantially
exceed those of the diversifying bidders and the median cash flow differences are
statistically significant at conventional levels. The non-core cash flows of diversifying
multi-segment bidders are not different from those of focusing multi-segment bidders in
the post-acquisition years even though they are greater than their own core cash flows,
indicating that diversification by multi-segment bidders failed to improve the cash flow
performance of their non-core business significantly. Hence, in the post-acquisition

period diversifying multi-segment firms continue to have inferior core cash flows relative
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to that of focusing multi-segment firms, while their non-core cash flows are not

significantly different from those of focusing multi-segment firms.

Table 21 results indicate that diversifying multi-segment firms generate
significantly lower sales than similar firms investing in related business during the pre-
acquisition period. As Panel D shows, focusing multi-segment bidders generate more
sales and cash flows from their core business by investing within their core businesses
than similar firms that invest in non-core lines of business. For the non-core sales and
cash flows, the difference suggests the non-core sales of diversifying bidders
significantly exceed those of focusing bidders, but not in terms of cash flows. The
median non-core cash flows difference are 0.007 and -0.002 and are insignificant at
conventional levels. These results imply that geographic expansion of the internal capital
markets of diversifying bidders does not appear to be beneficial. While single-segment
bidders that remain focused achieve higher sales growth than the core business of both
focusing and diversifying multi-segment bidders, they yield significantly lower cash
flows. The median core cash flow difference between focusing and diversifying single-
segment bidders is statistically significant at conventional levels in year +2. Consistent
with previous studies showing that diversification does not enhance shareholders wealth,
analysis of pre- and post-acquisition cash flows of multi-segment bidders that engage in
diversifying investment activities suggests that diversification is not beneficial. In
addition, overseas diversifying investment activities by single-segment firms show

diversification is not prosperous.
3.5.B.4 Core and Non-core Capital Expenditures

Our analysis, reported in Table 21 and 22, indicates that multi-segment bidders
that invest more in their core business generate more sales and employ a greater asset
base in their core business before and after the acquisition, which translates into higher
cash flows after the acquisition as well. On the other hand, multi-segment bidders that
invest outside their core business generate comparable amounts of sales and employ
comparable asset base in their non-core business, which translates into weaker cash flows
relative to focusing multi-segment bidders. Bidder's core and non-core capital
expenditures in the post-acquisition period, presented in Panel E of Table 22, show that

focusing (diversifying) multi-segment bidders invest significantly more (less) in their
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core than in their non-core lines of business. This seems to be dictated by the differences
in their core and non-core sales and cash flows in the post-acquisition period, reported
earlier. In addition, focusing multi-segment firms invest significantly more capital in
their core business than diversifying multi-segment bidders. This evidence suggests the
core capital expenditures of focusing multi-segment firms rise with core sales and cash
flow increases. Likewise, our evidence in Table 23 indicate that multi-segment firms that
do not invest outside their core business appear to avoid cross-subsidization in the post-
acquisition period. Diversifying multi-segment firms, however, invest significantly more
in their non-core than core business, but they do not generate substantially more sales
cash flows from their non-core lines of business over the same period. This indicates
there is misallocation of capital between core and non-core business segments in

diversifying multi-divisional firms as evidenced in panel C2 of Table 23.
[ INSERT TABLE 22 HERE]
3.5.C. Core and Non-Core Capital Expenditures of Bidders: A Cross-Sectional

Regression Analysis

In this section we examine the relationship between capital expenditures and cash
flows in an attempt to shed more light on whether internal capital markets allocate capital
resources between core and non-core businesses efficiently. If internal capital markets in
diversified firms work efficiently, they should finance projects of business segments with
the highest growth opportunities. Our evidence so far indicates that focusing bidders
generate more sales from their core business. Given that focusing multi-segment bidders
generate more cash flow from their core sales relative to diversifying multi-segment
bidders and invest more in their core business, it is expected that the core capital
expenditures of multi-segment firms should be primarily determined by its own cash
flows if internal capital markets work efficiently. If, however, capital expenditures of
non-core business are sensitive to the core cash flows, that would imply the capital is
diverted from projects with high growth opportunities (core business) to projects with
low growth opportunities.

We use cross-sectional regressions to examine whether systematic capital

misallocation takes place across the core and non-core segments of bidder firms while we
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control for firm characteristics’. We examine whether diversified bidders practice
inefficient capital budgeting in the sense that they underinvest in divisions generating a
relatively high percent of sales and overinvest in divisions generating a relatively low
percent of sales. If segment cash flows to sales measure growth prospects, overinvesting
(underinvesting) in segments with relatively low (high) cash flows to sales is equivalent
of overinvesting (underinvesting) in lines of business with relatively low (high) growth
opportunities. If diversified firms have greater access to capital, they are also expected to

invest more than single-segment firms.

We regress the capital expenditures of the bidders in years O, the year of the
acquisition, being normalized by the segment sales in year —1 against the core-cash flow,
CCF, the non-core-cash flow, NCCF, variables in year —1 while we control for other
effects as well. We introduce a dummy variable FSTSD to distinguish between domestic
and multinational bidders. Following Sullivan (1994), we use foreign sales to total sales
ratio as the measure of internationalization. FSTSD is an indicator variable and takes the
value of one if the bidder has a foreign sales to total sales ratio of 10 percent or more, and
a value of zero if the bidder has a foreign sales to total sales ratio of less than 10 percent.
Similar regressions are estimated for the core capital expenditures in year +! and +2 after
the acquisition. A similar set of regressions is estimated using the non-core capital

expenditures as the dependent variable.

Table 23 presents the regression results. The regressions in Panel Al show the
core capital expenditures of single-segment bidders that make focusing overseas
acquisitions in year 0 can not be explained by the cash flows of the core business (the
only business segment) neither in the year of the acquisition nor in the following two
years. In Panel A2, we note the core capital expenditures of domestic single-segment
firms that make diversifying acquisitions are affected from the cash flows of the core
business in years 1 and 2. In the last three regressions, we examine the impact of the
international involvement of the firm on capital expenditures as well. The coefficient of
the core cash flow variable is always positive and statistically significant while its

interactive term is negative and statistically significant. These results suggest the money

* The rationale of routine capital misallocation in diversified firms is based on the free cash flow
hypothesis of Jensen (1986) that posits that managers with excess free cash flows tend to overinvest.
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invested in the core business is originated in the core business. However, for single-
segment firms with an overseas exposure the core cash flow variable is not as significant
as it is for domestic single-segment firms that make diversifying acquisitions in
explaining the investment in core business in the year of the acquisition and in the

following years.

In Panels Bl and B2, we examine the core capital expenditures of focusing and
diversifying multi-segment bidders, respectively. Panel Bl results show the cash flow
generated only in the core business of the focusing multi-segment firms has a significant
impact on the core capital expenditures, except for year | in which the non-core cash
flows have a significant impact as well. However, in the last three regressions where we
include the level of international involvement of the bidders, the impact of the core cash
flow for core capital expenditures of focusing multinational multi-segment firms is not as
strong as it is in focusing domestic multi-segment firms in years 0, +1, and +2. We also
noticed the coefficient of non-core cash flows is positive and significant in year +1 which
might be interpreted as evidence in favor of a subsidy from non-core business segments
to the core business. However, the same term becomes negative and significant in year
+2 suggesting the increase in non-core cash flows leads to a subsidization from the cash
flows of the core business to non-core business segments. Panel B2 reports the regression
results of core capital expenditures of multi-segment firms that make diversifying
overseas acquisitions in year 0. In years 0 and 1, only the core cash flows of diversifying
multi-segment firms has a significant and positive impact on the core capital
expenditures, but such an effect does not endure in the next year. This result suggests the
investments in the core business of multi-segment firms that make diversifying
acquisitions overseas are mainly affected by their core cash flows around the time they

make the investment.

Panels C1 and C2 report the cross-sectional regression results for the non-core
capital expenditures of multi-segment bidders that make focusing and diversifying
acquisitions, respectively. The evidence in Panel Cl shows there is a direct and
significant relationship between the non-core capital expenditures of focusing multi-
segment firms and their non-core cash flows in years 0, 1, and 2. This relationship retains

its significance for domestic multi-segment bidders but appears to be weaker for the non-
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core capital expenditures of multinational multi-segment bidders that make focusing
acquisitions overseas. In year 2, we also notice the coefficient of the core cash flows is
positive and significant implying there is some degree of cross subsidization from core
cash flows to non-core capital expenditures of domestic multi-segment firms two years
after the focusing overseas acquisition. However, such a relationship is not as significant
for the multi-segment firms with existing overseas exposure. Panel C2 results show in
year 0, the year of the acquisition, none of the internal capital market variables has
explanatory power on the non-core capital expenditures of multi-segment firms that make
diversifying acquisitions overseas. In years | and 2, we see non-core cash flows have a
positive and significant impact on the non-core capital expenditures of multi-segment
bidders that make diversifying acquisitions in year 0. When we examine the impact of the
degree of international involvement on the non-core capital expenditures, non-core cash
flows sustain a positive and significant impact on the non-core capital expenditures of
domestic multi-segment bidders that make diversifying acquisitions. In addition, the
coefficient of the core cash flows gain significance for domestic bidders in years | and 2.
This suggests that some capital is diverted from core business to non-core capital
expenditures and might be interpreted as evidence of cross-subsidization in domestic
bidders. However, for multinational multi-segment firms that make diversifying
acquisitions, the core cash flows lose their significance on non-core capital expenditures
and non-core cash flows are not as significant as domestic multi-segment bidders that

make similar type of acquisitions.

Overall our evidence provides different results about the workings of internal
capital markets and capital expenditures of bidders that make diversifying and non-
diversifying overseas acquisitions. The core cash flow of bidders significantly and
positively impacts the core capital expenditures of single-segment firms that make
diversifying acquisitions and of multi-segment bidders indicating that own cash flows
govern the capital expenditures of these segments. In addition, core cash flows influence
the non-core capital expenditures of domestic multi-segment bidders that make
diversifying acquisitions providing evidence in favor of cross subsidization in those
firms. Furthermore, only the non-core cash flows of multi-segment bidders have a

significant impact on the capital expenditures of non-core business in both focusing and
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diversifying multi-segment bidders. Our evidence suggests the capital expenditures of
both core and non-core business segments of focusing multi-segment bidders rely only
on their own cash flows while those of non-core business segments of diversifying

domestic multi-segment bidders rely on both core and non-core cash flows.
[ INSERT TABLE 23 HERE ]
3.6. Explaining The Impact of Global and Industrial Diversification

Our results in Table 21 indicated the core (non-core) business segments of
focusing (diversifying) bidders generated higher cash flows per dollar of sales than their
non-core (core) business segments before the acquisition and the bidders invested more
of their segment sales in those relatively efficient line of business. In Table 22, we
observed the core (non-core) business segments of focusing (diversifying) bidders
continued to generate higher cash flows per dollar of sales than their non-core (core)
business segments after the acquisition and they also began to generate significantly
more cash flows than the core business of diversifying multi-segment bidders. Likewise,
the bidders continued to invest more of their segment sales in the relatively efficient line

of business in terms of cash generating ability after the acquisition, as well.

In this section we regress bidders’ post acquisition valuation measures on firm
specific effects, especially segment cash flows, to examine the link between the valuation
of the firm and its drivers. Namely, we are investigating how cash flows translate into the
valuation of single- and multi-segment firms that conduct focusing and diversifying
acquisitions overseas. Thus, the emphasis of our analysis will be on the cash flows of
both core and non-core business segments of the bidders as well as on the extent of their
geographic diversification. The firm specific control variables capture the effects of the
size of the firm, debt, insider and institutional ownership, and R&D and advertising

expenditures*'.

Panel A of Table 24 presents the results of our post-acquisition valuation
regressions in years 0, 1, and 2 for overall single-segment bidders as well as for focusing

and diversifying single-segment bidders. The coefficient of the size variable appears

“! In another set of regression (not reported), we introduce interactive terms of independent variables with
the international involvement indicator as we did in Tables 18 and 23. These regressions yield marginally
different qualitative or quantitative results.
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negative and significant in the year of the acquisition suggesting that larger single-
segment bidders are valued below smaller ones, but this effect stems mainly from
diversifying single-segment bidders. Our results confirm our previous findings that
single-segment bidders that conduct acquisitions overseas suffer from a significant
valuation discount arising from global diversification. The negative and statistically
significant coefficient of the international involvement dummy, FSTSD, shows that
single-segment bidders suffer from valuation losses of 16.0 %, 17.3% and 30.1% in years
0, 1 and 2, respectively. However, this discount associated with global diversification
appears mainly in single-segment bidders that conduct focusing acquisitions while it
becomes apparent in diversifying single-segment bidders only 2 years after the
acquisition (with a valuation discount of 38.5% arising from the international
involvement ). Our results also suggest the presence of high insider ownership
contributes to firm value as the coefficient of the INSIDER variable bears statistical
significance in years 0, 1 and 2 for focusing single-segment bidders. This effect might
arise from the prominent monitoring ability of insiders in stand-alone firms that continue
to invest in their core business. The presence of high R&D expenditures (knowledge-
based intangibles) appears to foster the valuation of single-segment bidders, whether they
made focusing or diversifying acquisitions, in years | and 2. Similarly, the presence of
high advertising expenditures (marketing based intangibles) appears to enhance the firm
value in the same period, but the following regressions indicate the value enhancing
effect of marketing based intangibles is pronounced only for diversifying single-segment
bidders. More interestingly, the driving force behind the valuation of single-segment
bidders is their cash flow generating ability from their core business. In all three years,
the coefficient of core cash flow variable, CCF, is positive and statistically significant
suggesting the cash flow generated in the core business of the bidder contributes to firm
value. However, the cash flow generated in the core business of the diversifying single-
segment bidders appears to contribute to firm value in years 0 and 1 but not in year 2,

amid they diversified into other lines of business overseas.

Panel B of Table 24 presents the results of the same regressions in years 0, 1, and
2 for overall multi-segment bidders as well as for focusing and diversifying multi-

segment bidders. The international involvement dummy, FSTSD, does not have any
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explanatory power for the valuation of overall multi-segment bidders. However, that
same variable is negative for focusing and is positive for diversifying multi-segment
bidders, implying that global diversification might lead to valuation declines in focusing
multi-segment firms while it might lead to valuation increases in diversifying multi-
segment firms. This observation lends some partial support to Morck and Yeung (1998)
who find the combination of industrial and geographic diversification adds to firm value
in the presence of intangible assets. The variable that seems statistically significant for
focusing, but not for overall or diversifying, multi-segment bidders is INSIDER, the
insider ownership variable. It is positive and statistically significant in years 0 and 1
suggesting that the monitoring ability of insiders in focusing multi-segment contributes to
firm value, like it was in stand-alone firms that continue to invest in their core business.
The presence of high knowledge-based intangibles, captured by R&D expenditures,
appears to enhance the valuation of multi-segment bidders. However, the value
enhancing peculiarity of R&D expenditures is primarily pronounced for diversifying
multi-segment bidders while it appears to lead to valuation declines in focusing multi-
segment firms. Similarly, the presence of high advertising expenditures (marketing based
intangibles) appears to enhance the firm value in the same period but, unlike the R&D
expenditures, the value enhancing effect of marketing based intangibles is pronounced
only for focusing multi-segment bidders. Furthermore, the valuation of multi-segment
bidders seem to be influenced by the cash flow generating ability of their core business in
years | and 2 and of their non-core business in years 0 and 2. Core cash flows
significantly, and positively, impact the valuation of focusing multi-segment bidders in
years | and 2 while the non-core cash flows appear to be significant in year 0. On the
other hand, the cash flow generated in the core and the non-core business of diversifying
multi-segment bidders contribute significantly to firm value only in year 2. This result
suggests that diversifying multi-segment bidders might have begun to reap the benefits of
both core and non-core business segment cash flows 2 years after the acquisition in their

augmented multinational network*.

[INSERT TABLE 24 HERE ]

# See Doukas and Travlos (1988).
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Overall, our results show the extent of international involvement has an adverse
impact on the valuation of bidders with the exception of diversifying multi-segment
bidders that seem to benefit from pursuing further global and industrial diversification.
The insider ownership seems to contribute to the valuation of bidders that invest in their
core business, whether they are single- or multi-segment firms, lending partial support to
the agency cost theory of diversification. This effect might be explained by the increased
monitoring ability of insiders who have better access to firm specific information over
creditors or institutional stakeholders. The presence of knowledge based (R&D) and
marketing based (advertising) intangibles seem to contribute to bidders’ valuation
lending support to internalization theory of global diversification. Finally, the cash flows
of the bidders seem to dictate their valuation. The cash flow of the core business in
single-segment bidders, whether they focus or diversify, appears to contribute to firm
value while focusing multi-segment bidders begin to benefit from the contribution of
core cash flows after the acquisition. However, the cash flow of the non-core business
does not seem to display an enduring effect on firm valuation. This observation casts
doubt on the contribution of non-core business segments to firm valuation and might be
interpreted as one of the underlying causes of well documented diversification discount

in industrially diversified firms.

3.7.Conclusion

In this paper, we investigate whether the act of global and industrial
diversification destroy value when they take place. We find the performance of overseas
bidders worsens prior to an acquisition. We also confirm the diversification discount
between stand-alone and industrially diversified bidders. Our findings indicate not only
the extent of industrial diversification, but also the extent of international involvement of
bidders has significant adverse valuation consequences and our results further
demonstrate that the act of global diversification destroys value when it takes place in the
form of M&As for domestic bidders. In support of Morck and Yeung (1998), multi-
segment bidders that diversify into unrelated lines of business seem to gain from overseas
acquisitions while single-segment bidders and focusing multi-segment bidders

experience subsequent valuation declines. The bidders facing the most severe valuation
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losses appear to be the domestic single-segment bidders that conduct diversifying

overseas acquisitions.

The internal dynamics and the workings of the internal capital markets around the
overseas investment decision of the firm indicate both core and non-core capital
expenditures of focusing multi-segment bidders count on their own scgment cash flows,
and diversifying multi-segment bidders exhibit similar behavior to a lesser extent. The
cross-sectional examination of bidders’ valuation lend some support to agency theory
explanation of diversification by revealing valuation increases in focusing firms with
high insider ownership and to internalization theory explanation of global diversification
with the positive contribution of R&D and advertising expenditures. The cash flow of the
core business seems to contribute to firm value of single-segment and focusing multi-
segment bidders while the cash flow of the non-core business seems to play a trivial role
on firm valuation suggesting the value losses associated with industrial diversification
might stem from the inadequate contribution of peripheral (non-core) lines of business in
industrially diversified firms. The evidence that both core and non-core cash flows of
diversifying multi-segment bidders adds to firm value only 2 years after the acquisition
suggests that they might have begun to harvest the benefits in an expanded multinational

network as suggested by Doukas and Travlos (1988).
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4. CONCLUSION

In this study we investigate whether the act of industrial diversification and global
diversification destroy or enhance value when they take place. In Section 2, we analyze
the single- and multi-segment U.S. bidders that engage in diversifying and non-
diversifying investments in the form of domestic acquisitions to examine the impact of
industrial diversification when it takes place in the form of M&As. Consistent with the
diversification literature, our results show multi-segment firms that conduct diversifying
and non-diversifying acquisitions suffer from a substantial discount relative to their
imputed value and stand-alone firms that undertake similar types of investments before
and after the acquisition. Prior to diversification, the valuation of both single- and muiti-
segment bidders weakens and, interestingly, continues to deteriorate after the acquisition.
This result suggests investing merely in a certain line of business does not lead to
reversal of poor performance in neither single- nor multi-segment bidders.

We find the internal capital markets of multi-segment bidders are active around
important investment decisions and majority of capital resources are allocated to business
segments with higher sales growth and cash flows before and after an acquisition.
However, the evidence also indicates core business segments in multi-segment firms
subsidize the capital expenditures of non-core business segments regardless of whether
they operate efficient or inefficient business segments. These findings suggest internal
capital markets of bidders are not involved in non-optimal investment strategies but firms
might still face consequences of cross-subsidization from core to non-core business
segments In addition, as diversified firms still retain their relatively inefficient segments
generating relatively lower cash flows, there appears to be a strain carried by the
relatively efficient business segments. That might explain why our results should be
interpreted in line with other studies that address the workings of internal capital markets
and the valuation of firms around disinvestment (divestiture) decision of firms*. Our
results lend support to Campa and Kedia (1999), who show firms diversify and refocus

throughout time from poor industries (higher exit industries) into industries with better

* See Scharfstein (1998), Gertner, Powers, and Scharfstein (1999), and Schlingemann, Stulz and Walkling
(2001), Maksimovic and Phillips {2001) in addition to Boot (1992), Kaplan and Weisbach (1992),
Comment and Jarrell (1995), John and Ofek (1995), Daley, Vikas and Ranjini (1997), Allen and
McConnell (1998).
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prospects when benefits exceed costs, in addition to a recent stream of literature that
examines the impact of exogenous shocks to industry cash flows on firm valuation*. As
a final note, our results may help to explain why General Electric is regarded to be one of
the exceptional performers in the market despite the fact that it is one of the most
diversified firms and it continues to conduct acquisitions aggressively in every line of
business it operates in. Like Rajan et. al (2000) argue the success of GE emanates from
the business model that looks at business segments independently and that divests
unprofitable businesses rather than keeping them as deadweight in the corporate
structure. However, the hesitance of other diversified firms to divest poor performing
segments while investing in promising segments does not seem to be a viable solution to

overcome the discount attributed to diversification.

In Section 3, we analyze the single- and multi-segment U.S. bidders, whether they
are domestic or multinational firms, that engage in diversifying and non-diversifying
overseas investments to examine the impact of both industrial and global diversification
when they take place in the form of overseas M&As. We find the performance of
overseas bidders worsens prior to an acquisition. We also confirm the diversification
discount between stand-alone and industrially diversified bidders. Our findings indicate
not only the extent of industrial diversification, but also the extent of international
involvement of bidders has significant adverse valuation consequences and our results
further demonstrate the act of global diversification destroys value when it takes place in
the form of M&As for domestic bidders. In support of Morck and Yeung (1998), multi-
segment bidders diversifying into unrelated lines of business seem to gain from overseas
acquisitions while single-segment bidders and focusing multi-segment bidders
experience subsequent valuation declines. The bidders facing the most severe valuation
losses appear to be the domestic single-segment bidders conducting diversifying overseas
acquisitions.

The internal dynamics and the workings of the internal capital markets around the
overseas investment decision of the firm indicate both core and non-core capital
expenditures of focusing multi-segment bidders count on their own segment cash flows,

and diversifying multi-segment bidders exhibit similar behavior to a lesser extent. The

* See Lamont and Polk (2000, 2001)
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cross-sectional examination of bidders’ valuation lend some support to agency theory
explanation of diversification by revealing valuation increases in focusing firms with
high insider ownership and to internalization theory explanation of global diversification
with the positive contribution of R&D and advertising expenditures. The cash flow of the
core business seems to contribute to firm value of single-segment and focusing multi-
segment bidders while the cash flow of the non-core business seems to play a trivial role
on firm valuation suggesting that the value losses associated with industrial
diversification might stem from the inadequate contribution of peripheral (non-core) lines
of business in industrially diversified firms. The evidence that both core and non-core
cash flows of diversifying multi-segment bidders adds to firm value only 2 years after the
acquisition suggests they might have begun to harvest the benefits in an expanded

multinational network as suggested by Doukas and Travlos (1988).
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