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Abstract

This study examines the price reaction to the announcements of joint venture and strategic
alliance formation, the main determinants of the partnering firm’s choices to enter a specific joint
venture and a specific strategic alliance, and the impact of such alliance formation on partnering
firms’ valuation. The analysis of the price reaction at the announcement of alliance formation
indicates that market can distinguish between value creating and non-value creating alliances. |
also provide evidence supporting the argument that alliance formation is not a random process. A
firm’s choice of entering an alliance designed as diversifying or non-diversifying strategy is a
result of a complex interaction of external factors and internal needs. Finally, using the change in
excess value from the year prior to the year following the alliance formation, I document that
alliance formation negatively impacts the valuation of the single segment partnering firms
relative to their industry peers, and has no impact on the valuation of multiple segment firms.
Thus, single segment firms entering alliances are facing the trade-off between the long-term
benefit provided by the alliance and the immediate costs affecting the activity developed in the

house.



1. Introduction

Over the last decade joint ventures and strategic alliances have become prevalent in the
business environment, both domestic and international. Alliances are “less-than-arm’s-length”
relationships that facilitate the merging of complementary interests, the sharing of privileged
information, and intimate cooperation and collaboration between independent firms. The
increasing importance of joint ventures and strategic alliances is also reflected by the attention
received in strategic management and business policy theory, as well as in other research
disciplines such as (industrial) economics, organization theory, marketing, and finance.

Analysis of wealth effects around joint ventures provides insight into the broader impact
of diversification on firm value. There is a general consensus that market reaction upon alliance
announcements reflects investors’” perception that joint ventures, as hybrid corporate governance
mechanisms, are value creating. Empirical studies, including McConell and Nantell (1985), Koh
and Venkatraman (1991), Balakrishnan and Koza (1993), Mohanram and Nanda (1998), and
Johnson and Huston (2000) show that partner firms on average earn positive and significant
abnormal returns when joint ventures are announced, in spite of a high cross-sectional variation.
In this study, I find evidence consistent with these studies, and | suggest that the cross-sectional
variation in the stock market reaction is partially explained by different market perceptions
regarding diversifying versus non-diversifying joint ventures. | classify a joint venture as a

diversifying strategy whenever its primary SIC code is not shared by any of the business

! Bradley, Desai, and Kim (1988), Mork, Shleifer and Vishny (1990), and Chevalier (2000), among others, provide
evidence on market reaction at the announcements of diversifying mergers. For market reactions at the
announcements of nondiversifying corporate events, see John and Ofek (1995), Desai and Jain (1999),
Krishnaswami and Subramaniam (1999), Dittmar and Shivdashani (2003)



segments of the partnering firms; a non-diversifying joint venture has a primary four-digit SIC
code shared by at least one of the partnering firms’ business segments. Based on market reaction
at the announcement of joint ventures, | argue that non-diversifying joint ventures are value
increasing, whereas diversifying joint ventures do not create value.

The second issue | address in this study has to do with the factors that help explain a
firm’s choice between a diversifying or non-diversifying joint venture. For a sample of firms
that have undertaken non-diversifying joint ventures, | analyze the degree of overlap between the
alliance activity and one or more of the existing business segments of the parent firms. Thus, |
incorporate in my analysis not only the main factors of joint venture formation that have received
attention in the alliance literature but also determinants at the division level. Such analysis is
motivated by Khanna’s (1998) argument that the missing link in understanding why alliances are
very difficult to manage and at the same time increasingly popular is the interaction between the
alliance activity and the concurrent activities not governed by the alliance:

“The individual alliance is thus very much embedded in the broader set of activities pursued by

the firm (which determine private benefits), an observation similar to Madhok and Tallman’s

(1998) suggestion that the particular resource that forms the basis of the transaction for the

alliance is just part of a broader set of resources available to the partnering firms.”

I find that non-diversifying joint ventures are more likely to be formed by firms operating in
highly competitive industries and during economic downturns. Such joint ventures are also more
likely to be designed as strategies for complex joint ventures. Further, I document that younger
firms and firms with higher growth opportunities are forming joint ventures having a high

overlap with the activities developed in the house.



Using a sample spanning 1991-1996, | analyze whether joint venture formation favorably
affects the valuation of the partner firms relative to their industry counterparts. | use Berger and
Ofek’s (1995) excess value measure of firm value, and test whether there is a significant change
in excess value from the year before to the year after alliance formation. | find that joint venture
formation negatively affects the valuation of single segment firms relative to their industry
counterparts, while impact on multiple segment firms is statistically insignificant. For the sub-
sample of multiple segment firms, | also document an insignificant impact of joint venture
formation on the investment efficiency and capital allocation.

The market for external capital is very susceptible to the vagaries of economic conditions,
and firms may have to fall back on their internal capital markets in order to realize their
investments. Strategic investments like joint ventures, while arms-length contracts, may still
have a large impact on internal capital markets as they relocate capital away from internal
investment opportunities. Thus, while not explicitly diversifying, joint ventures can implicitly
diversify the capital needs of the partner firms and may therefore have the same impact on firm
value as explicit diversification strategies.

I follow up with a similar analysis for strategic alliances. Strategic alliances are informal
and formal agreements between two or more firms that agree to cooperate in some form of a
relationship. Several differences between joint ventures and strategic alliances motivate a
separate analysis of strategic alliances on firm valuation. First, as documented in the literature,
the initial investment required for the formation of a strategic alliance is, on average, rather small
compared to the investment necessary for the formation of a joint venture. It is also more
difficult to measure each partner’s contribution throughout the life of a strategic alliance, and

therefore more difficult to allocate the benefits obtained from such an alliance. Hence strategic



alliances, as evolving relationships, are less formal and more ambiguous. Due to this
organizational flexibility, the creation of a strategic alliance may in fact add more value to the
partner firms than a joint venture. | study the market reaction at the announcement of strategic
alliances and find that the wealth creation around the announcement of strategic alliances is
primarily confined to the sub-samples of non-diversifying and technological strategic alliances.

| follow up with the analysis of the main determinants of a firm’s choice of forming a
diversifying or non-diversifying strategic alliance. As Weston, Mitchell, and Mulherin (2003)
note, strategic alliances involve the development of new growth opportunities that will enhance
existing core capabilities. Throughout the life of a strategic alliance there is a continuous
integration between the existing activities and the evolving redefinition of the firm’s capabilities
and resources. My analysis indicates that strategic alliances have a short-term negative impact on
the valuation of the partnering firms, and this effect is mostly confined to the sub-sample of
single segment firms.

The reminder of this study is organized as follows. Chapter 2 presents a review of the
extant theoretical and empirical literature on alliances and internal capital allocation around
various corporate events. In Chapter 3, | present my testable hypotheses for the sample of joint
ventures, define the variables | use to test these hypotheses, and present the methodology. | also
present the results of the empirical analyses and the conclusions derived. In Chapter 4, | describe
the strategic alliances sample selection criteria, and the testable hypotheses. This chapter also
details the methodology, and variables utilized to test the hypotheses. Finally, | present the

results and the conclusions derived. A summary of the main findings concludes the study.



2. Literature Review

2.1. Alliances

2.1.1. Streams of research

Kale, Singh and Perlmutter (2000) identify three streams of research emerging from the
academic work on business alliances. The first stream focuses on the motivations for alliance
formation and includes three rationales: strategic, transaction cost related, and learning related.
The second stream examines the choice of governance structure in alliances, while the third one
is primarily concerned with the effectiveness and performance of the alliances.

Within the literature on the motives for alliance formation, strategic considerations have
been mainly discussed in resource-based theories of strategic management. The resource-based
approach is concerned with the management of a firm’s resources in a manner that increases the
competitive advantage and consequent rents that can be obtained from such resources (Peteraf,
1993). First, an alliance provides a way to appropriate scarce resources when the firm lacks the
capability to develop them in-house or when the development of such capabilities is subject to
diseconomies of scale, scope, and time as compared to firms that already possess them (Deeds
and Hill, 1996). Second, an alliance may provide the necessary mechanism for facilitating
exchange of resources, such as rapid product development and flexible innovation capabilities,
which are distributed throughout and embedded within the firm itself. Eisenhardt and
Schoonhoven (1996) identify two factors that influence alliance formation. First, firms are more
likely to form alliances if they are in a vulnerable strategic position and need additional

resources. They measure strategic position using the number of competitors, the stage of market



development, and the strategy of the firm. Second, alliance formation is more likely when firms
are in strong social positions with a large, experienced and well-connected team management.

Transaction costs provide another rationale for alliance formation and are mainly
concerned with the management of transactions in an efficient manner through the least cost
form of governance, under the assumption of potential opportunism (Williamson (1985, 1991)).
While the early literature on transaction costs was mainly restricted to the choice between
markets and hierarchies, later work has extended the analysis by incorporating the choice
between intermediate forms of governance. Hennart (1993), however, points out that it is
important to distinguish between methods of organization (price system and hierarchy) and
economic institutions (market and firms), as there is no one-to-one correspondence between the
two. Prices and “hierarchy” are methods used to organize economic activities, while markets and
firms are institutions that use one or both methods to achieve that goal.

Learning explanations view alliances as a way to accessing and acquiring critical skills or
capabilities from alliance partners. Increased attention paid to the learning motive has led to the
identification of several factors affecting the learning process and learning success. Kogut (1988)
argues that both equity-based alliances and non-equity contractual agreements facilitate the
transfer of tacit know-how and capabilities, while Mowery, Oxley and Silverman (1996) state
that equity based governance structures are better suited for learning critical know-how or
capabilities.

The second stream of research on alliances focuses on the choice of governance structure.
The main argument is that opportunistic behavior is more likely to emerge in an uncertain asset-
specific transaction. Therefore, hierarchical mechanisms may restrict opportunism by replacing

market mechanisms in organizing a transaction. This argument is central to studies on the choice



between equity-based arrangements conceived as quasi-hierarchies and non-equity arrangements
conceived as quasi-markets. According to Williamson (1983), joint ownership better aligns the
incentives of both parent firms as shared equity represents an exchange of hostages between
parties. Osborn and Baughn (1990) analyze the relationship between the technology life cycle
and governance in alliances. Their argument is that early in the technology life cycle, firms
might prefer the flexibility of contractual arrangements. Later in the technology life cycle, firms
might quasi-internalize the benefits of the cooperation through joint venture arrangements.
Madhok and Tallman (1998) argue that governance modes differ in their potential for value
creation, where value for the firm can be in the leveraging of internal resources or in the learning
of new capabilities.

Performance and effectiveness of the alliances represent the third stream of research in
the alliance literature. The evidence that has been provided so far is not only limited but also
contradictory. Several problems are encountered when attempting to measure the performance of
business alliances. Alliance success can be measured on the project, the relationship, or on the
firm level. Osborn and Hagedoorn (1997) point out that while success may be revealed on one
level of analysis, results on other levels might reveal the opposite.

Early studies on alliance performance used longevity as an indicator of success of the
alliance. However, more recent studies point out that an alliance that has reached its strategic
objectives sooner than initially estimated should be considered a success rather than a failure
(Gulati, 1998). Another measure of alliance effectiveness is the partners’ level of satisfaction
with the alliance results. Khanna, et al. (1998) argue that the employment of this indicator might
be problematic as the level of satisfaction may be asymmetric with one party considering the

alliance successful while the other partner perceives the alliance unsuccessful. Using a sample of



joint venture announcements from 1986 to 1993, Mohanram and Nanda (1998) find that joint
ventures tend to be announced when the parent firms’ performance is deteriorating, when firms
are underperforming in the stock market, or when there is a decline in accounting performance.

Market participants’ perception about the effectiveness of joint ventures is partially
embedded in price movements at the time of such announcements. The evidence provided by
empirical studies on the market reaction at the announcements of joint ventures supports the
argument that alliances are value creating corporate events. The next section summarizes some
of the relevant studies on this area of research.

2.1.2. Value gains at the announcements of joint ventures formation

McConnell and Nantell (1985) investigated the stock returns of US firms that participated
in domestic joint ventures from 1972 to 1979. Using a sample of 136 joint ventures involving
210 firms from different industries, they found that joint venture announcements were, on
average, wealth creating for the shareholders of the participating firms. McConnell and Nantell
pointed out that the wealth gains from mergers and tender offers could be either from synergy
gains that arise from the alliances or possibly from the displacement of less-effective
management. However, as the management of the partner firms remains intact after a joint
venture has been formed, McConnell and Nantell observed that the most likely source of the
wealth gains from joint ventures is the synergy hypothesis.

Using a sample of 239 US firms involved in 175 joint ventures and spanning the years
from 1972 to 1986, Koh and Venkatraman (1991) examined the market value impact of domestic
joint ventures in the information technology sector. Their results indicate that joint ventures have

a greater impact on market value than technology exchanges between firms. They also observed



that marketing alliances, supply agreements, and licensing agreements had no significant impact
on market value of firms.

Further analysis of the market reaction indicates that joint ventures that strengthen
existing product-market segments or place new products in existing markets are met with
significant and positive market reactions, while alliances that develop new customers or enter
unrelated product-market segments create no such effects. Balakrishnan and Koza (1993) found
that joint venture announcements, for 64 joint ventures spanning 1974-1977, had a lower impact
when parent companies were engaged in businesses that were further apart in a technological and
managerial sense.

Madhavan and Prescott (1995) analyzed the market reaction at the announcements of
joint ventures in different industries. Their sample covered 108 joint ventures over the period
1978-1991. Madhavan and Prescott defined the industry information-processing load as the
standard deviation among earnings forecasts made by institutional brokers and found that there
was a U-shaped relationship between the degree of information processing required for an
investment analyst to understand a joint venture and the venture’s perceived impact on parent
firms’ market value. Johnson and Huston (2000) extended the analysis of market reaction to the
announcements of domestic joint ventures by differentiating between horizontal and vertical
joint ventures. Their results indicate that partners forming horizontal joint ventures share
synergistic gain, while for vertical joint ventures the gain accrues only for suppliers.

2.2. Internal Capital Allocation
2.2.1. Theoretical work
The problem of capital allocation has received widespread attention in the academic

world. Two interrelated streams of literature have emerged. The first stream of literature focuses
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on the external capital market (the allocation of financing among firms), and the second mainly
focuses on allocation of capital within individual firms (internal capital market).

According to Gertner, Scharfstein, and Stein (1994), internal capital markets provide the
capital supplier (corporate headquarters) with total and unconditional control rights; this is
because the headquarters own the business unit to which capital is allocated. As a consequence,
internal capital markets present the advantages of improved monitoring and free asset
redeployability. The cost of internal capital allocation is mainly the reduction in unit managers’
entrepreneurial incentives as to the use of such funds. Gertner, Scharfstein, and Stein analyze
monitoring and entrepreneurial incentives under the assumption that the central headquarters
oversee only one division. Analysis of asset redeployability is undertaken assuming that the
headquarters finance multiple related business projects. This study constitutes the starting point
on the analysis of the authority to reallocate funds within a firm.

Stein (1997) builds on the evidence developed by Grossman and Hart (1986) and Hart
and Moore (1990) and argues that the authority to redistribute resources across projects, each
with its own managers, distinguishes headquarters from an equally well-informed external
provider of capital, such as a bank. Under a two-layer hierarchy, an empire-building manager can
create value by shifting funds from the “losers” to the “winners” in so-called “winner-picking”
activities. However, Stein does not incorporate any agency problem, as the divisional managers
are considered passive.

Matsusaka and Nanda (2002) provide another perspective to the “winner-picking” benefit
of integration. In their model, internal capital markets have greater flexibility to redistribute
funds because they more often bypass the friction associated with external financing. However,

the flexibility created by internal capital markets may also result in two costly effects: i) strategic
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disadvantages may be created in product market competition (vulnerability to entry threat) and,
(ii) the need for external financing may be reduced, thus increasing the extent to which managers
may engage in overinvestment activities.

As opposed to the winner picking models, recent theoretical research argues that internal
capital markets can lead to inefficient capital allocation to individual projects or divisions.
According to these studies, the central problem associated with internal capital markets is the
agency conflict between the CEO and divisional managers.

Following Meyer, Milgrom, and Roberts’ (1992) study on influence activities,
Scharfstein and Stein (2000) analyze two divisional managers’ investment decisions when the
managers may invest either in a value maximizing project or in a project that increases the
managers’ utility but does not improve the firm value. The only link between the two divisions is
through the firm’s aggregate budget constraint, so that resources not invested in one division
must be allocated to the other. By incorporating two levels of agency with three basic agents
(division managers, a CEO, and outside investors), Scharfstein and Stein not only capture
divisional rent-seeking behavior but also show that the CEO’s misaligned incentives are reflected
in the allocation of investment. Unlike a principal, the CEO acting as an agent perceives
distorted capital allocation as being less costly than additional cash compensation to divisional
managers. Therefore, headquarters tilt the capital budget towards the weaker division so as to
mitigate the agency problem with divisional managers. In particular, the division with the weaker
investment will get more ‘extra’ resources than the division with the better investment because
this makes the weaker division act more cooperatively in joint production with other divisions

(“corporate socialism”™).
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Rajan, Servaes, and Zingales (2000) address the same problem of corporate socialism,
but in their model the CEO acts on behalf of the shareholders, and the only agency conflict is
between the CEO and divisional managers. These authors model two divisions that can each
invest in either a “defensive” (bad) project or an “efficient” (good) project. The defensive project
does not maximize NPV of the firm but protects the divisions’ assets from poaching by other
divisions. The CEO’s transfer of funds from the divisions with the best investment to the
divisions with the worst is consequently designed to prevent the occurrence of conditions under
which individual divisions will prefer to invest in the defensive project.

Aside from the direct effect on the ex-post investment efficiency, the authority to
reallocate funds from one project to the other has other effects. In Meyer, Milgrom, and Roberts
(1992), there are no investment inefficiencies; the only distortions being the wasteful activities of
divisional managers so as to obtain a larger share of the capital budget. Meyer, Milgrom, and
Roberts predict that such distortionary behavior is more of a problem in divisions with poor
prospects and suggest that the firm may be better off divesting such divisions.

Along the same lines, Brusco and Panunzi (2000) argue that even when resources are (ex
post) optimally allocated, the possibility of winner picking reduces managerial incentives ex-
ante. Hence, the redistribution leads to two opposing effects: it creates value and, at the same
time, rent for the manager of the ex-post less profitable division is reduced. Brusco and
Panunzi’s analysis is built on the assumptions that divisional managers always choose effort
independently from each other and that the value of the multi-divisional firm is independent of
the ex-ante differences across divisions.

Gautier and Heider (2002) build on the model developed by Stein (1997) by introducing

moral hazard and explicit incentive contracting at divisional level. The analysis focuses on the
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effect of a well functioning internal capital market operated by value maximizing headquarters
on the divisional managers’ incentives. Under Gautier and Heider’s setting an efficient ex-post
internal capital market may not be ex-ante efficient. The ex-post reallocation of resources
negatively affects the production process by creating negative effort externalities among
divisional managers. As a result, headquarters’ policies on compensation and investment should
be interrelated. Gautier and Heider predict that, in a multidivisional firm with winner picking, it
is more difficult to compensate divisional managers if there is redistribution of resources. An
optimal compensation policy must be sensitive to the performance of the strongest division
instead of following the performance of the average division.

In contrast, Stein (2001) argues that the authority to reallocate funds may have positive
ex-ante effects. The main argument is that divisional managers struggle to provide enough
positive, verifiable, information to convince the CEO to provide them a larger share of the
capital budget; hence, managers’ efforts turn out to be productive, rather than wasteful.

Stein’s (2001) model, however, does not allow for monetary incentives and relies entirely
on the assumption that the projects are symmetric. Inderst and Laux (2001) relax this assumption
by allowing for project asymmetry and include monetary incentives. Their model also allows for
contracting on the allocation of funds. Such contracting may yield several potential advantages
for firms. First, managerial incentives are improved when divisional capital allocation is
sensitive to the productivity of investment. Second, under contracting it may be optimal to bias
capital allocation towards one project in order to take into account different incentive effects for
different managers. If this capital allocation proves not to be ex-post optimal, it can be
renegotiated. While distorted capital allocation increases managers’ incentives, they only survive

renegotiation in integrated firms.
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Inderst and Muller (2002) examine the role of headquarters when internal and external
capital markets are tied together. They compare the optimal contracting under “decentralized
borrowing” (outside investors and individual project managers) with contracting under
“centralized borrowing” (outside investors and headquarters). Centralization provides both
benefits and costs. On the one hand, headquarters can use excess liquidity from high cash-flow
projects to buy continuation rights for low cash-flow projects, thus relaxing financial constraints
on individual divisions. On the other hand, this allows divisional managers to finance
investments without returning to the external capital markets. That is, internal capital markets
provide headquarters with the ability to create value and, at the same time, headquarters are
protected from fully relinquishing the value gains to external investors.

In summary, the question of whether internal capital markets are used for an efficient
allocation of capital across division is subject of future inquires. Future studies should consider
the role of internal capital markets at the initiation of a cooperative alliance as well as throughout
the life of such alliances.

2.2. Empirical evidence

The empirical literature on internal capital market efficiency is a part of a broader body
of work as to the impact of diversification on the shareholder value. Most of the evidence, both
from domestic data and from other countries, is unfavorable to diversification and especially so
in the case of unrelated diversification. According to many studies, the majority of firms
involved in unrelated diversification have been valued at a substantial discount relative to
focused firms. This notion of a “diversification discount”, first developed by Lang and Stulz
(1994) and Berger and Ofek (1995), denotes the difference between the value of a diversified

company and the sum of the imputed values of the stand-alone (individual) segments of the
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company. The source and interpretation of the diversification discount, known also as “negative
excess value”, has been the subject of debate for many scholars.

One of the explanations for the diversification discount, developed in agency cost
models, is that the diversification discount is a consequence of investment distortions that arise
due to disparity in investment opportunities across divisions. Lamont (1997) found that
investment in non-oil divisions of petroleum companies fell when the cash flow of the oil
divisions decreased dramatically following the 1986 decline in oil prices. Lamont hypothesized
that when the companies were financially constrained, the investments of single divisions
became dependent on the success of other divisions operating in unrelated industries, thereby
suggesting that diversified firms reallocate capital across divisions. However, Shin and Stulz
(1998) found that divisions with better investment opportunities do not necessarily have priority
in the allocation of funds. Shin and Stulz interpreted their results as evidence of internal capital
markets failing to reallocate resources in an efficient manner. Rajan et al. (2000) found that
industry-adjusted investment of higher-q divisions within conglomerates is low compared to the
industry-adjusted investment of lower-q divisions and concluded that this difference is driven by
cross-subsidization. These authors argue that cross-subsidization is more pronounced when
larger divisions have high growth opportunities and those of smaller divisions are lower.

On the other side of the debate, some recent studies have revealed at least two potential
sources of bias undermining the previous conclusions. Whited (2001) has argued that Tobin’s g
is a poor proxy for investment opportunities (observable measures of Tobin’s g may diverge
substantially from unobservable marginal q), and that the replication of some of the previous
studies, using measurement error consistent estimators (Erikson and Whited, 2000), shows no

evidence for cross-subsidization. Whited has pointed out that if an inaccurate proxy for
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divisional investment opportunities is used, cash flow in one division may appear to be a
significant explanatory variable for investment in another division simply because the investment
opportunities may be correlated across divisions. Chevalier (2000) has shown that investment
patterns attributable to value destroying cross-subsidization are apparent in the pairs of merging
firms prior to their mergers. Chevalier analyzed the investment policies of a sample of
diversifying mergers (i.e., mergers between two firms with no business segments in any common
2-digit SIC codes in the year prior to the merger in which the two merging firms became two
divisions of the diversified firm). As the two firms operated independently prior to the merger,
no cross-subsidization of investment between the two firms could possibly take place.
Chevalier’s empirical analysis reveals that one partner firm’s cash flow is predicted by the other
partner’s investment prior to the merger. Targets with lower investment opportunities than the
acquirers’ appear to appear to have a higher industry adjusted investment expenditures. On the
other hand, Fan and Lang (2000) show that two digit SIC-based measures are likely to exclude
some instances where two business units are strategically related, for example the oil-refining
(SIC 29) and chemical (SIC 28) businesses are classified as unrelated at the two-digit level, when
in fact these industries are both vertically related and complementary.

As a result of these critiques, several recent studies have overcome the aforementioned
biases by developing new measures of the efficiency of internal capital markets. They have also
focused their analyses on specific settings designed to alleviate the measurement errors present
in previous studies. For example, Billet and Mauer (2001) examine the link between the excess
value and the value of the internal capital market of a diversified firm and develop a measure of
internal capital market that separately accounts for subsidies and transfers and the relative

efficiency of the resource flows. Furthermore, they condition their measurement on whether the
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segments receiving subsidies would be financially constrained as stand-alone firms. Billet and
Mauer’s results show no reliable statistical evidence that their excess value measure is
significantly related to the overall internal capital market measure. Nevertheless, a deeper
analysis indicates that efficient and inefficient subsidies to financially constrained segments
significantly increase value, while inefficient transfers (dollars flows away from segments having
good relative investment opportunities) significantly decrease value. The authors conclude that
the key benefit of internal capital markets is the ability to fund good investment opportunities of
segments that would be financially constrained if they were stand-alone firms.

Another way to circumvent the methodological critiques of Chevalier (2000) and Whited
(2001) is to analyze changes in investment policy around a corporate restructuring event.
Gertner, Powers, and Scharfstein (2000) document that the investment behavior of a spun-off
division becomes more sensitive to industry g and that this effect is more pronounced for
divisions in low-q industries whose investment is sharply cut following the spin-off. Burch and
Nanda (2003) relate the value gains from spin-offs to attributes of the diversified firm’s internal
capital market. Their results show that the improvement in excess value following a spin-off is
related to the segments’ investment pattern moving closer to those of the stand-alone firms.
Ahn and Denis (2003) examine the total impact of the spin-off on investment policy and find that
the sample firm invest inefficiently prior to the spin-off and significantly improve investment
efficiency following the spin-off. They also find that the increase in the investment efficiency is
related to the increase in firm value.

The above-mentioned empirical studies analyze firms’ valuation and the efficiency of
internal capital markets around either a diversifying or a non-diversifying corporate event. The

formation of a business alliance constitutes an ideal empirical setting for the analysis of the
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change in discount and efficiency of internal capital allocation, as such alliances are designed as
diversifying corporate events for some firms and non-diversifying for others.

My dissertation contributes to the literature in two ways. First, | use a new criterion of
classifying alliances into diversifying and non-diversifying strategies. | document that a firm’s
decision to enter a diversifying or a non-diversifying alliance is not a random process and is the
result of a close interaction of internal and external factors. Second, | provide evidence on the
immediate impact of an alliance on the firm valuation. Such analysis provides additional
evidence on whether diversifying and non-diversifying strategies result in value creation or value

destruction.
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3. Essay 1:
Impact of Joint Ventures on the Capital Allocation and Efficiency of Internal
Investments in Partner Firms

In this essay | examine the impact 