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Abstract 

This study examines the relationship between international diversification 
and firms’ access to external capital to finance growth opportunities. We hy-
pothesize that moral hazards, adverse selection, and home bias arise when 
firms expand across borders. These problems may hinder the portion of firm 
growth that is financed by external capital providers known to play a moni-
toring role. Using various measures of firms’ excessive growth and interna-
tional diversification, we show that external capital providers do not view the 
international expansion of operations as value-enhancing activities. We also 
find that efforts of corporate governance (e.g., through higher levels of cor-
porate governance and the disclosure of segment earnings) can be an effective 
strategy to alleviate external capital providers’ concerns and achieve higher 
growth rates through the expansion of international operations. 
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1. Introduction 

There are more internationally diversified firms today than there were 30 years 
ago. It is documented that the percentage of internationally diversified firms in 
the United States increased significantly in the last decade [1]. Among S&P 500 
stock index-listed firms, about 40% of revenues and profits now come from for-
eign markets [2]. As a result, a broad stream of literature has investigated the re-
lationship between international diversification and firm performance. Prior 
studies have provided mixed evidence about the effects of corporate internation-
al diversification on capital structure, costs of capital, and firm value. Some re-
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searchers claim a positive relationship exists [3] [4] [5], whereas others support 
the view that there is a negative relationship [6] [7] [8] [9]. More recently, re-
searchers have made efforts to consolidate these theories by proposing a 
non-linear relationship [10]-[15]. 

To reconcile the conflicting results of the previous works, we focus on a subset 
of the problem examined by prior literature. Instead of studying average inves-
tors’ perception of international diversification, we ask different questions: How 
do external capital providers perceive firms’ international diversification? How 
does firm growth reveal external capital providers’ perception of international 
diversification? External capital providers are known to play a monitoring role 
[16]. As a result, their perceptions of international diversification can be reflect-
ed in their choice to supply capital to firms. In this research, we examine the 
portion of actual growth monitored and financed by external capital providers 
and focus on actual growth achieved through capital funded by external capital 
providers, who are known to play a monitoring role in corporate decisions. In 
this regard, our results expand prior evidence of the economic consequences of 
international diversification of operations based on the average investor’s per-
ception [17] or creditor’s perception [18]. 

Another fact we should not ignore is that those internationally diversified 
firms are experiencing rapid growth. For example, the S&P 500 continues to 
outpace the US. GDP due to the large proportion of internationally diversified 
companies listed in the S&P 500 [19]. By operating in emerging markets like 
China and India, domestic companies can take advantage of the rapid growth of 
these emerging markets, earning higher profits than domestic firms and expe-
riencing excessive growth. While experiencing rapid growth, internationally di-
versified firms must deal with growing costs of moral hazards, adverse selection 
[20], and investors’ home bias [21] as they diversify their operations across bor-
ders. These costs rise rapidly to the point that they outweigh the benefits of in-
ternational diversification [15]. Given the fact that excessive growth is the net 
operating result of external capital and that external capital is information sensi-
tive [22] [23], we hypothesize that information asymmetry, agency cost, and in-
vestors’ home bias can increase during a firm’s international diversification 
process, thereby hindering the firm’s ability to gain access to external capital and 
inhibiting its excessive growth. 

These three channels are further summarized here. First, as a firm expands the 
number of host countries in which it operates, information processing becomes 
more demanding [13] [24], and managers are endowed with more discretion 
power and private information [25]. Such equity capital is the most informa-
tion-sensitive security, so investors will charge risk premiums when they are ex-
posed to firms with asymmetric information. Second, agency cost will increase 
during a firm’s international diversification process. Managers may engage in 
self-interested behaviors such as diversifying into international market strategies 
to minimize their employment risks [26] or to increase their compensation [27]. 
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However, these actions are not in the best interest of the firm owners. Third, it 
has been observed that investors favor familiar domestic firms and avoid invest-
ing in internationally diversified firms—a market anomaly documented as 
“home bias” [21]. Home bias may be exacerbated when firms are more depen-
dent on foreign operations. It is predicted that these three channels can lead ex-
ternal capital providers to view the international expansion negatively and to in-
crease the cost of external capital. Consequently, a firm may cease to finance its 
growth through external capital. 

Researchers have found that the relationship between the cost of external 
funds and investment—cash flow sensitivity is non-monotonic. Investment–cash 
flow sensitivity decreases in relation to the cost of external financing when it is 
relatively low and increases in relation to the financing cost when it is high [28]. 
Instead of directly measuring a firm’s ability to obtain access to external capital, 
we use excessive growth as the proxy for the net operating result of external cap-
ital. The excessive growth can be measured by computing the firm’s constrained 
growth achieved by either internal cash flows or short-term borrowing and then 
subtracting the constrained growth from the realized growth rate [29] [30]. 

To test our hypothesis, we exploit a dataset consisting of all internationally 
diversified US firms from the Worldscope annual database and the Compustat 
annual industrial and research files, resulting in 3,703 firm-year observations. 
Following [30], we compute the firm’s growth that can be achieved by relying on 
either internal cash flows or short-term borrowing. We then calculate the dif-
ference between the realized sales growth rate and the two measures of con-
strained growth. For each firm, the realized annual sales growth rate that exceeds 
either of the two measures of constrained growth represents the level of exces-
sive growth. We use three measures to proxy for a firm’s international diversifi-
cation. We first construct the Herfindahl index of geographic segment sales by 
using the squared sum of the fractions of geographic segment sales. Besides, fol-
lowing [31], we also use the proportion of sales from operations outside the 
home country to total sales and the number of foreign countries in which a cor-
poration operates subsidiaries as two alternative proxies for international diver-
sification. 

Our main specification is a firm-level linear regression of excessive short-term 
debt-financed and excessive internally financed growth on three measures of in-
ternational diversification. To mitigate the endogeneity concern, we include an 
extensive set of control variables in line with current literature, such as a firm’s 
financial ratios and total assets, Tobin’s q, investment in prior period, as well as 
year and industry fixed effects. Therefore, our identification comes from 
cross-firm variation in the international diversification. Consistent with our hy-
pothesis, we find the negative coefficients on three international diversification 
measures when we use the excessive short-term debt-financed growth and ex-
cessive internally financed growth as a dependent variable. All the coefficients of 
our interest are significant at the 1% level. 
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Although information asymmetry, agency cost, and home bias have been 
identified as the three channels for developing our hypothesis, they are difficult 
to measure directly and accurately. Thus, to further test the channel of our hy-
pothesis, we instead consider two corporate governance measures: corporate 
governance strength and disclosure of geographic segment earnings. As shown 
below, these two measures can mitigate the problems of adverse selection, moral 
hazard, and home bias. If the three channels are correctly identified, we should 
observe that corporate governance measures can affect the link between interna-
tional diversification and excessive growth by mitigating the negative impact of 
international diversification. 

This reasoning is based on the evidence that corporate governance can miti-
gate an investor’s concern about the agency problem and alleviate home bias. 
First, board independence is shown to have an impact on firms’ information 
asymmetry between management and external investors [32]. Researchers have 
also found that forms of executive compensation can help mitigate adverse se-
lection, preventing managers from acting in their own self-interest [33]. Second, 
in an attempt to explain the home bias, researchers have found that home bias is 
closely related to corporate governance [34]. Based on this rationale, we hypo-
thesize that strong corporate governance promotes more excessive growth 
among internationally diversified firms. 

To measure the corporate governance strength, we obtain the Corporate Go-
vernance Quotient (CGQ) ranking measures from ISS and define the corporate 
governance strength dummy variable as 1 if the firm’s corporate governance in-
dex is higher than the median and 0 otherwise. To test the impact of corporate 
governance strength on the relationship between international diversification 
and excessive short-term debt-financed growth as well as internally financed 
growth, we include the corporate governance strength dummy variable and the 
interaction between corporate governance strength and three international di-
versification measures, respectively, in the baseline regression models. Consis-
tent with our hypothesis, we find the interactions between the corporate gover-
nance strength measure and three international diversification measures to be 
positive and statistically significant when we consider excessive short-term 
debt-financed growth and excessive internally financed growth as the dependent 
variables. 

In the same vein, corporate disclosure can also alleviate investors’ concerns 
related to agency cost and mitigate home bias. Managers who adopt self-serving 
behavior that is not in the best interest of shareholders are more reluctant to re-
veal segment-level differences in growth [35]. Empirical studies have also sug-
gested that disclosing the firm’s segment earnings can cause managers to reveal 
more information, thereby reducing external investors’ advantages in terms of 
investment information compared to domestic investors [36]. Therefore, we 
conjecture that the disclosure of geographic earnings governance promotes more 
excessive growth among internationally diversified firms. 
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Similarly, to test the impact of geographic segment earnings’ disclosure on the 
relationship between international diversification and excessive short-term 
debt-financed growth as well as internally financed growth, we define the dis-
closure dummy variable as 1 if the firm discloses geographic segment earnings in 
the notes disclosures during the year and 0 otherwise. We include the disclosure 
dummy variable and the interaction between the disclosure dummy variable and 
the three international diversification measures, respectively, in the baseline re-
gression models. Consistent with our hypothesis, we find the coefficients of in-
teractions between the geographic segment earnings’ disclosure and three inter-
national diversification measures to be positive and statistically significant when 
we use excessive short-term debt-financed growth and excessive internally fi-
nanced growth as the dependent variables. 

The calculation of excessive growth is based on the assumptions of the con-
stant assets ratio used from production to sales and the constant rate of profit 
per unit of sales. To test the validity of our inference, we perform a battery of 
sensitivity tests on different assumptions of growth rate. First, following [29] 
[30], we modify the growth rate estimates to allow for a lower rate of earnings on 
new growth. The results indicate that the assumption of the equality of the profit 
rate on marginal sales is not crucial for our results. Second, following [30], we 
modify the estimates of the growth rate to allow for a higher rate of asset turno-
ver on new growth. We find that our inferences are unaffected by the assump-
tion of the ratio of asset turnover on new sales to the firm’s average assets turn-
over. 

Three caveats regarding our research design and dataset should be noted. 
First, [37] proposed that the choice of the international diversification level is 
not exogenous; rather, it is subject to self-selection bias. To mitigate potential 
endogeneity concern, we include many control variables in line with the current 
literature. However, we still cannot fully address the simultaneity concern that 
firms are making international diversification choices in anticipation of external 
capital providers’ responses. Second, the dataset is an unbalanced panel with 
missing values. Although we did not find any evidence that the unbalanced da-
taset is self-selected, we believe the omission of data is random and the missing 
value does not challenge the validity of our inference. Third, our calculation of 
excessive growth at the firm level is based on several assumptions. A series of 
sensitivity tests are conducted and the results show that the model coefficients 
are not sensitive to these assumptions. 

Our paper contributes to the literature in two ways. First, extending prior stu-
dies, our study links international diversification to one specific portion of firm 
growth monitored by external investors. Although mixed evidence has been 
found on the effects of corporate international diversification on capital struc-
ture, costs of capital, and firm value [1] [38] [39] [40], our research suggests that 
external capital providers do not view the international expansion of operations 
as value-enhancing activities. Second, our results further suggest that efforts by 
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corporate governance (e.g., through higher levels of corporate governance and 
the disclosure of segment earnings) may effectively alleviate external capital pro-
viders’ concerns and help firms achieve higher growth rates through the expan-
sion of international operations. This finding potentially confirms our hypothe-
sis that adverse selection and moral hazard play a pivotal role and provides 
possible ways to mitigate their negative consequences. In this regard, the evi-
dence provided in this study will be of importance to investors, managers, and 
regulators. 

This study proceeds as follows. In the following section, we discuss the litera-
ture and develop a set of empirically testable hypotheses. We then describe the 
research design and the sample selection procedure in Section 3. In Section 4, we 
discuss the results. In Section 5, we present our conclusions. 

2. Literature Review and Hypothesis Development 

2.1. Background 

Two broad streams of literature are closely related to this study: international 
management and corporate finance. In the international management literature, 
competing theories have shown that international diversification confers both 
benefits and costs [15]. In terms of benefits, one stream of researchers focuses on 
the unique advantages of foreign markets, showing that firms can take advantage 
of different input and output prices across different foreign markets to reduce 
costs and increase revenue; consequently, international firms have stronger 
market power over their suppliers, distributors, and customers [25] [41] [42]. 
Another stream of researchers examines the efficiency of international diversifi-
cation and concludes that international firms can fully exploit economies of scale 
and scope [43]. Diversifying a firm’s operation risk across both developed coun-
tries and emerging markets can help reduce uncertainties and fluctuations in 
sales [44]. Recently, a series of researchers examined international diversification 
from an organizational learning perspective and claimed that operating across 
borders can promote a firm’s technology learning and help it cultivate its ability 
to manage diverse hazards in foreign countries [45] [46] [47]. Economic theory 
suggests that these benefits should increase with international expansion up to a 
point of diminishing returns [48]. At the same time, some costs related to inter-
national diversification can be classified into two categories. The first category of 
costs is related to newly established foreign subsidiaries and it only exists in the 
short term. This category of costs is reduced with more exposure to foreign 
markets and the accumulation of experience [45] [49]. Most costs that fall under 
this category are due to the challenges posed by the native foreign firms in the 
market in which the international firm is operating [50]. The second category of 
costs is long-term costs, which increase with the expansion of foreign subsidiar-
ies. This category of costs can rise rapidly to the point that they outweigh the 
benefits of international diversification [31] [51] [52]. Examples of long-term 
costs are coordination costs and governance costs [24]. 
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As both the benefits and costs are associated with the international diversifi-
cation process, there is a significant debate regarding the relationship between a 
firm’s international diversification and its performance. Some researchers claim 
that there is a positive linear relationship between the degree of international 
diversification and firm performance [3] [4] [5] [53]. For example, a recent 
study by [17] documented that the degree of global diversification is positively 
associated with a firm’s value. In the same vein, [18] show that internationally 
diversified firms receive higher valuation from creditors. In contrast, another 
group of researchers claim that a negative linear relationship exists between the 
degree of international diversification and a firm’s performance [6] [7] [8] [9]. 
More recently, researchers have started thinking about this relationship in a 
non-linear way, proposing that the relationship between international diversifi-
cation and firm performance might be U-shaped [10] [11] or inverted U-shaped 
[13] [14]. Consolidating all the prior literature modeling this relationship, nu-
merous researchers have proposed three-stage S-shaped relationship models [14] 
[15] [54]. This three-stage view echoes the classification of benefits and costs 
based on their persistence. To give an illustration, the short-term costs are high 
at an initial stage, but they decrease significantly with the international expan-
sion. In comparison, governance and coordination costs are low in the initial 
stage but increase exponentially with international expansion. With the dimi-
nishing return of diversification benefits in mind, we conjecture that—although 
international diversification confers benefits and costs simultaneously [1] [38] 
[39] [40]—the increasing governance and coordination costs can play a pivotal 
role and can make international expansion costly. 

In the corporate finance literature, significant theoretical and empirical work 
has been conducted to investigate the determinant of firm growth [55] [56]. 
Both the environmental factor [57] [58] and financial resources [59] have been 
identified to play a key role in predicting future growth, although organizational 
strategy [60] [61] or organizational structures are essential as well [62]. 

While the availability of financial resources has been identified as a necessary 
condition for a firm to grow, a firm’s financial resources can assume various 
forms to finance its growth. The pecking order theory suggests that managers 
prefer internal financing over external capital because external capital incurs 
significant adverse selection costs due to the information asymmetry between 
the firm managers and external investors [22] [23]. Consequently, when corpo-
rate investment opportunities arise, internal financing is used first; only when 
those funds are depleted do firms seek help from external capital providers. This 
fact poses difficulty for us to measure how international diversification affects a 
firm’s ability to access external capital. As [29] point out, such effects may not 
impact all firms in the same manner. Firms that can finance their corporate in-
vestment opportunities with internal funds do not need to access external capi-
tal. 

The pioneering study that solved this endogeneity concern was conducted by 
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[29], who examined how the development of financial markets affects firms’ use 
of external financing to fund their growth. To control for endogeneity, the au-
thors break down firm growth into two parts—internal financing and external 
long-term financing—and gauge the growth ratio of firms financed via external 
capital. Given a certain amount of corporate investment opportunity and the 
same financial and legal system, [29] propose the existence of a linkage between 
excessive growth and external capital cost, claiming that, when the cost of exter-
nal capital increases, the proportion of firms that grow faster than the maximum 
constrained growth rate (i.e. excessive growth) tends to decrease. Next, we show 
that corporate international diversification can increase the cost of external cap-
ital by affecting capital providers’ perceptions. 

2.2. International Diversification and Excessive Growth 

There are three channels that could explain why and how a firm’s international 
diversification can be linked to a higher cost of external financing. First, regard-
ing information asymmetry theory, [63] state that equity capital is the most in-
formation-sensitive security and is associated with the highest adverse selection 
cost. Empirical evidence has also confirmed this view [64] [65]. Prior literature 
suggests that information asymmetry is further aggravated by international di-
versification. Assuming each country has a unique business environment, the 
first theoretic study by [66] shows that information asymmetry exists in multi-
national firms between the headquarters and subsidiary managers. This finding 
can be further explained by the fact that the efficiency of coordination among a 
firm’s foreign subsidiaries decreases with the number of different countries in 
which the subsidiary operates [24]. This inefficient management of a large 
number of complex transactions is highly demanding on the management’s abil-
ity to process information [13] [67]. For example, [68] have shown a negative 
relationship between international diversification and the accuracy of analysts’ 
earnings forecasts and indicated that geographical diversification causes the firm 
to have more complex financial information. Along the same lines, [25] argues 
that, when a firm involves itself in the international market more, managers are 
endowed with more discretionary power as the complexity of the business 
structure and transactions increases. This operational flexibility enables firms to 
take better advantage of the opportunities that arise while simultaneously de-
creasing the information flow between investors and management. Consequent-
ly, equity investors will become less informative when they make investment de-
cisions. As equity is the most information sensitive security, we conjecture that 
external capital providers may perceive the increasing cost of adverse selection 
as negative signal and require higher risk premium to compensate for the cost. 

Second, due to information asymmetry, agency problems arise as a result of 
the conflict of interest between stockholders and managers because the stock-
holders cannot fully monitor the behavior of the managers [20] [69] [70]. Agen-
cy problems are further aggravated by international diversification. On the one 
hand, managers of international diversified firms wish to pursue growth strate-

https://doi.org/10.4236/tel.2019.97157


M. Guo et al. 
 

 

DOI: 10.4236/tel.2019.97157 2485 Theoretical Economics Letters 

 

gies by diversifying into foreign markets to minimize their employment risks 
[71] [72] [73] or to increase their compensation [27] [74] [75]. Likewise, man-
agers may choose to enjoy the “quiet life” by not investing in profitable projects 
and not pursuing firms’ growth opportunities [76] [77]. These managers’ beha-
viors may not be in the best interest of the shareholders and may not always re-
sult in enhancing the value of the firm [78] [79]. On the other hand, governance 
costs increase as the number of internal transactions rises, which is influenced 
by the number of foreign subsidiaries a firm establishes [31] [51]. Internationally 
diversified firms tend to adopt complex organizational structures, which raises 
the costs of hierarchical governance and makes monitoring the behavior of 
managers more difficult [67] [80] [81]. In anticipation of moral hazards, lenders 
may decrease the supply of external capital, thereby increasing the cost of capi-
tal. 

Third, it has been empirically observed that investors favor the domestic firms 
with which they are familiar and avoid investing in firms that are diversified in-
ternationally, even though the benefits of investing in internationally diversified 
firms have been clearly documented for investors [21] [82] [83]. This phenome-
non, known as home bias, has been explained from different angles. Researchers 
contend that investors may suffer from restrictions on international capital flows 
as well as access to information about domestic firms or economic conditions 
[84] [85] [86]. Researchers in this area recently claimed that investors intention-
ally choose to access only domestic information because specializing in domestic 
information has been theoretically shown to be a more profitable strategy [87]. 
Therefore, we assert that external investors might perceive international diversi-
fication as a negative signal due to their preference for domestic operation, 
which in turn restricts the supply of capital to these multinational firms and 
hinders their growth. 

Per the discussion thus far, if external investors perceive international diversi-
fication as negative signal, then we anticipate that international diversification 
may also hinder firm’s excessive growth. Based on such reasoning, we develop 
the first hypothesis as follows: 

Hypothesis 1: All other factors being equal, international diversification hind-
ers firms’ excessive growth. 

2.3. Role of Corporate Governance Strength 

A growing literature is examining the benefits of strong corporate governance 
and how corporate governance could overcome moral hazards and adverse se-
lection problems while also mitigating investors’ home bias. First, [32] [88] [89] 
[90] [91] [92] have found that strong corporate governance, especially by pro-
moting board independence, can mitigate adverse selection problems. They rea-
son that increasing board independence advances the interests of minority in-
vestors by mitigating the problem of underinvestment. In the same vein, [33] 
[93] have shown that forms of executive compensation can help mitigate adverse 
selection, preventing managers from acting in their own self-interest. It has been 
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documented that strong corporate governance can mitigate conflicts of interest, 
influencing managers’ behavior by reducing the information asymmetry be-
tween insiders and outsiders and implementing monitoring systems via numer-
ous mechanisms, such as independent directors and compensation schemes [94]. 
Second, in an attempt to explain the home bias problem, [34] have found that 
home bias is closely related to corporate governance. Specifically, concentrated 
ownership is prevalent in countries with poor investor protection, which results 
in the rights of minority shareholders being poorly protected. Therefore, corpo-
rate governance can impact the way that investors perceive multinational cor-
porations. 

If strong corporate governance can overcome moral hazards and adverse se-
lection problems while also mitigating investors’ home bias problem, we should 
observe that given the same level of international diversification, firms with 
strong corporate governance will be less affected by the negative effects of inter-
national diversification and, thus, experience more excessive growth. Based on 
such reasoning, we develop the second hypothesis as follows: 

Hypothesis 2: All other factors being equal, strong corporate governance 
promotes internationally diversified firms to experience more excessive growth. 

2.4. Role of the Disclosure of Geographic Segment Earnings 

To further test and confirm the reasoning in Hypothesis 2, we focus on one spe-
cific aspect of corporate governance—the disclosure of geographic segment 
earnings—and explore the role of this disclosure in promoting excessive growth. 
In the literature on segment earnings disclosure, researchers have found that 
firms can mitigate the problem of moral hazards by disclosing their segment 
earnings. Some early work in this area highlighted that disclosing financial ac-
counting information creates opportunities for outside investors to monitor the 
moral hazard risk of a firm’s management [95] [96]. More recently, [35] contend 
that managers who adopt self-serving behavior that is not in shareholders’ best 
interest are more reluctant to reveal segment-level differences in growth. In the 
same vein, [97] investigate the disclosure of supplemental executive retirement 
plans and show that managers see insufficient disclosure as an opportunity to 
increase their own pay. In other words, the flexibility that allows managers to 
take advantage of the complexity of their firms also allows them to conceal low 
growth resulting from some segments and to avoid reporting segment earnings. 
Likewise, [36] suggest that the disclosure of geographic earnings can curb man-
agers’ empire-building behavior, thereby reducing agency costs. 

If segment disclosure can mitigate agency problem, then it is anticipated that, 
given the same level of international diversification, firms willing to disclose 
segment earnings are less impacted by the negative effects of international diver-
sification and thus experience more excessive growth. Following this reasoning, 
the third hypothesis is developed as follows: 

Hypothesis 3: All other factors being equal, the corporate disclosure of geo-
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graphic earnings promotes internationally diversified firms to experience more 
excessive growth. 

3. Research Design and Sample Selection 

3.1. Measurement of Excessive Growth 

To measure excessive growth, we follow the firm-based financial planning model 
from [29] [30] to estimate the maximum rate of growth that can be internally fi-
nanced. [29] examine the financial environment at the country level, whereas 
[30] apply this model to examine the financial environment at the firm level 
within the US. We follow [30] to examine excessive growth at the firm level 
within the US. The model is based on three assumptions: 1) the assets ratio used 
in production to sales is constant, 2) the firm’s rate of profit per unit of sales is 
constant, and 3) the economic depreciation of existing assets is the same as re-
ported in the financial statements. Under this framework, the demand for ex-
ternal capital is characterized as the difference between the required investment 
for a firm growing at a certain percentage and the internally available capital for 
investment (taking the firm’s dividend payout as given). 

First, we compute the firm’s growth that can be achieved by relying on either 
internal cash flows or short-term borrowing. We then calculate the difference 
between the realized sales growth rate and the two measures of constrained 
growth. The excess growth rate that exceeds either of the two measures of con-
strained growth represents the level of excessive growth. Our measures of con-
strained growth are denoted as the short-term debt-financed growth rate (SFG) 
and the internally financed growth rate (IG). SFGt represents the maximum 
growth rate of a firm achieved through short-term debt financing in year t and is 
computed using Equation (1). 

( )1t t tSFG ROLTC ROLTC= −                    (1) 

where ROLTCt is the ratio of earnings after interest and taxes to long-term capi-
tal.1 Meanwhile, IGt represents the maximum growth rate that can be achieved if 
a firm relies only on its internal cash flows. We estimate IGt using Equation (2). 

( ) ( )1t t t t tIG ROA b ROA b= ∗ − ∗                   (2) 

where ROAt is the ratio of earnings after interest and taxes to assets and bt is the 
proportion of the firm’s earnings retained for reinvestment. 

For each firm, we denote the difference between its realized annual sales 
growth rate and its predicted short-term financed growth rate as EXCESS_SFG. 
We also denote the difference between its realized sales growth rate and its pre-
dicted internally financed growth rate as EXCESS_IG. EXCESS_SFG and 
EXCESS_IG are our proxies for excessive growth—namely, the excess of realized 
sales growth rate over the constrained growth rate, which is an output measure. 
We predict that a firm’s international diversification will likely increase infor-

 

 

1Following [29] [30], we define the assets of the firm not financed by short-term debt as “long-term 
capital,” which is obtained by multiplying a firm’s total assets by 1 minus the ratio of short-term lia-
bilities to total assets. 
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mation asymmetry and, therefore, limit its access to external capital. Limited 
access to external capital means limited input for excessive growth. The empiri-
cal design we employ assumes that excessive growth is positively associated with 
external capital. 

3.2. Test Variables 

To test Hypothesis 1, we estimate the following OLS regression models: 

0 1

2 3

4 5 6 7

EXCESS_GROWTH NUMBER_GEO_SEGMENT
NUMBER_PRODUCT_SEGMENT DIV/TA
NI/NS SIZE TOBIN S_Q INVESTMENT

YEAR & INDUSTRY FIXED EFFECTS e

β β
β β
β β β β

= +

+ +

+ + + +

+ +

’
      (3) 

0 1

2 3

4 5 6 7

EXCESS_GROWTH NEG_HERF_GEO_SALES
NEG_HERF_PRODUCT_SALES DIV/TA
NI/NS SIZE TOBIN S_Q INVESTMENT

YEAR & INDUSTRY FIXED EFFECTS e

β β
β β
β β β β

= +

+ +

+ + + +

+ +

’
       (4) 

0 1 2

3 4 5 6

EXCESS_GROWTH FOR_SALES DIV/TA
NI/NS SIZE TOBIN S_Q INVESTMENT

YEAR & INDUSTRY FIXED EFFECTS e

β β β
β β β β

= + +

+ + + +

+ +

’        (5) 

where EXCESS_GROWTH is proxied by the excess of short-term debt-financed 
growth (EXCESS_SFG) and excess of internally financed growth (EXCESS_IG). 
The three international diversification variables are NUMBER_GEO_SEGMENT, 
NEG_HERF_GEO_SALES, and FOR_SALES. Following Tallman and Li (1996), 
we define our international diversification measure, NUMBER_GEO_SEGMENT, 
as the number of foreign countries in which a corporation operates subsidiaries.2 
The Herfindahl ratio is the most traditional measure of concentration. We con-
struct the Herfindahl index of geographic segment sales, HERF_GEO_SALES, by 
using the squared sum of the fractions of geographic segment sales. This index is 
calculated across n geographic segments as the sum of the squares of each seg-
ment i’s sales, Si, as a proportion of total sales: 

2

1

1

HERF_GEO_SALES .
n

i
n

i
i

i

S

S=

=

 
 
 =
 
 
 

∑
∑

                   (6) 

As the Herfindahl index of geographic segment sales, HERF_GEO_SALES, is 
a measure of concentration of geographic segment sales, a firm with more diver-
sified geographic segment sales will generate a lower Herfindahl index of geo-
graphic segment sales than a firm with less diversified geographic segment sales. 
Therefore, we multiply HERF_GEO_SALES by minus one and use the new va-
riable NEG_HERF_GEO_SALES to represent the negative HERF_GEO_SALES. 
NEG_HERF_GEO_SALES represents the diversification level of geographic 

 

 

2[31] define the measure for the geographical scope of international operations, Country Scope, as 
the number of foreign countries in which a multinational enterprise has operating subsidiaries. 
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segment sales, which has the opposite sign as the concentration of geographic 
segment sales. 

[31] define their second measure for international diversity as the proportion 
of sales from operations outside the home country to total sales. We follow [31] 
to define FOR_SALES as the ratio of foreign sales to total sales. Based on Hypo-
thesis 1, we predict that the coefficients on NUMBER_GEO_SEGMENT, NEG_ 
HERF_GEO_SALES, and FOR_SALES will be negative. 

We include a number of control variables. NEG_HERF_PRODUCT_SALES is 
the negative Herfindahl index of product segment sales, which is defined as the 
squared sum of the proportional sales to each product segment. DIV/TA refers 
to total dividends divided by total assets. NI/NS indicates earnings after interest 
and taxes divided by net sales. TA is the natural logarithm of total assets. 
TOBIN’S_Q is the market value of equity plus the book value of liability, scaled 
by total assets. INVESTMENT is the sum of research and development expendi-
tures, capital expenditures, and acquisition expenditures less cash receipts from 
the sale of property, plant, and equipment in year t − 1 multiplied by 100 and 
scaled by lagged total assets. 

To test Hypothesis 2, we augment the baseline regressions with an interaction 
term between the corporate governance proxies and international diversifica-
tion. We use a binary variable, CGS, to proxy for our corporate governance 
strength. We define CGS as 1 if the firm’s corporate governance index is high-
er than the median and 0 otherwise. The interaction between CGS and the in-
ternational diversification measures (i.e., CGS*NUMBER_GEO_SEGMENT, 
CGS*NEG_HERF_GEO_SALES, and CGS*FOR_SALES) represents the impact 
of corporate governance strength on the association between international di-
versification and excessive growth.  

To test Hypothesis 3, we define a binary variable, DGSE, as 1 if the firm dis-
closes geographic segment earnings and 0 otherwise. A firm-year observation 
is classified as a discloser of geographic segment earnings if the firm discloses 
geographic segment earnings in the notes disclosures during the year. After we 
identify the disclosers of geographic segment earnings, the remainder is classi-
fied as non-disclosers of geographic segment earnings. We then interact the 
variable DGSE with the international diversification measures (i.e., 
DGSE*NUMBER_GEO_SEGMENT, DGSE*NEG_HERF_GEO_SALES, and 
DGSE*FOR_SALES), and this interaction term represents the impact of corpo-
rate disclosures on the association between international diversification and ex-
cessive growth. 

3.3. Sample Selection 

The sample consists of all internationally diversified US firms for the 2000-2008 
period for which the necessary data are available in the Worldscope annual da-
tabase and the Compustat annual industrial and research files. We obtain geo-
graphic and product segment data from the Worldscope database. We acquire 
accounting data from the Compustat database to compute the variables neces-
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sary to estimate regression models (3)-(5). The sample is restricted to US firms 
so that domestic and foreign sales reported for each firm have the same meaning 
across the firms. The final sample consists of 3703 firm-year observations over 
the 2000-2008 period.3 We use cross-sectional time-series data to run our regres-
sion models. Our sample covers 853 firms. The sample is an unbalanced panel 
because of the data available for the dependent and independent variables. We 
control for the SIC industry and year-fixed effects in all of the regression models. 
Out of the sample of 3703 firm-year observations, 751 firm-year observations 
disclose geographic segment earnings while 2952 firm-year observations do not. 
For the firm-year observations that have missing data in the regression variables, 
we drop these observations from the sample.  

We obtain the Corporate Governance Quotient (CGQ) database from ISS. 
The CGQ ranking measures the quality of a firm’s governance relative to firms 
in its industry or within an index in which the firm is included.4 The 44 
attributes cover four sub-categories: 1) board (25 attributes), 2) audit (3 attributes), 
3) anti-takeover (6 attributes), and 4) compensation and ownership (10 
attributes). Board captures the functions of the board of directors that relate to 
board independence, composition of committees, size, transparency, and how 
work is conducted. Audit concerns the independence of the audit committee and 
the role of auditors. Anti-takeover provisions relate to the firm’s charter and by-
laws and refer to the dual-class structure, role of shareholders, poison pill, and 
blank check preferred. Finally, compensation and ownership concerns executive 
and director compensation on matters such as options, stock ownership, and 
loans as well as how these types of compensation are determined and monitored. 

4. Results and Discussion 

Table 1 reports descriptive statistics for the variables. The mean and median 
values of EXCESS_SFG are 0.287 and 0.068, respectively, suggesting that firms 
grow much faster than their short-term financed growth rate constraint. Simi-
larly, the mean and median values of EXCESS_IG are 0.297 and 0.095, respec-
tively, suggesting that firms grow much faster than their internal growth rate 
constraint. The range of minimum and maximum values for EXCESS_SFG and 
EXCESS_IG suggests that a wide variation exists in excessive external financing. 
The mean value of NUMBER_GEO_SEGMENT is 2.062. The mean value of 
NEG_HERF_GEO_SALES is −0.820. The median value of  
NUMBER_GEO_SEGMENT is 1.000, indicating that the majority of firms have 
only one geographic segment. The mean value of FOR_SALES is 0.015. The 
mean value of the natural logarithm of firm size is 5.374, which translates into 
$216 million in total assets. 

 

 

3Our sample is limited to 2000-2008 because our corporate governance quotient data covers 
2000-2008 only.  
4ISS compiles 55 governance attributes for each firm. We exclude 11 of the 55 attributes from our 
analysis because either none of the firms satisfied the minimally accepted criteria for these 
attributes or ISS replaced them with other attributes. Thus, our CGQ index includes 44 attributes 
for US firms. 
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Table 1. Descriptive statistics. 

Variable N Mean Median Minimum Maximum 
Standard 
Deviation 

EXCESS_SFG 3703 0.287 0.068 −0.706 11.165 0.901 

EXCESS_IG 3703 0.297 0.095 −0.748 11.111 0.850 

NUMBER_GEO_SEGMENT 3703 2.062 1.000 1.000 10.000 1.699 

NUMBER_PRODUCT_SEGMENT 3703 1.746 1.000 1.000 9.000 1.208 

NEG_HERF_GEO_SALES 3703 −0.820 −1.000 −0.176 −1.000 −0.251 

NEG_HERF_PRODUCT_SALES 3703 −0.845 −1.000 −0.189 −1.000 −0.235 

FOR_SALES 3703 0.015 0 0 0.100 0.023 

FOR_ASSETS 3703 0.006 0 0 0.100 0.014 

DIV/TA 3703 0.012 0 0 1.257 0.049 

NI/NS 3703 −1.529 0.025 −84.478 0.333 7.324 

SIZE 3703 5.374 5.319 −1.487 11.545 2.064 

TOBIN’S_Q 3703 2.300 1.587 0.310 27.781 2.389 

INVESTMENT 3703 2.369 2.498 −2.889 6.609 1.299 

CGS 579 0.470 0 0 1.00 0.356 

DGSE 3703 0.203 0 0 1.00 0.117 

Table 1 presents descriptive statistics for the variables of the full sample in the period of 2000-2008. The 
sample contains 3703 firm-year observations. We collect the sales and assets data of geographic and product 
segments from the Worldscope annual database and collect all other data from Compustat annual database. 
We winsorize the top and bottom 1% of each continuous variable. Refer to Appendix for variable definitions. 

 
Panel A of Table 2 presents OLS regressions that test the correlations between 

international diversification and excess short-term debt-financed growth 
(EXCESS_SFG). All three proxies for international diversification have the pre-
dicted negative signs, with the coefficient being negative and significant at the 
1% level: NUMBER_GEO_SEGMENT t-value is −5.22, NEG_HERF_GEO_SALES 
t-value is −6.84, and FOR_SALES t-value is −5.72.5 As a more internationally di-
versified firm has higher values of NUMBER_GEO_SEGMENT, 
NEG_HERF_GEO_SALES, and FOR_SALES, negative and significant coefficients 
on all three international diversification measures are consistent with Hypothe-
sis 1—namely, more internationally diversified firms have less excessive exter-
nally financed growth. 

Among the control variables, the coefficients for  
NUMBER_PRODUCT_SEGMENT and NEG_HERF_PRODUCT_SALES are 
insignificant at the 10% level, indicating that firms’ product diversification level 
is not correlated with excessive growth. As predicted, the coefficient for SIZE is 
negative and significant, suggesting that smaller firms can achieve higher exces-
sive growth. The coefficients for TOBIN’S_Q and INVESTMENT are positive 
and significant, indicating that the market value of stocks and investment ex-
penditures provide opportunities for firms to achieve higher excessive growth. 

 

 

5To test the error terms, we analyze the results using t-statistics based on White’s standard errors, 
which estimates true standard errors under heteroscedasticity. 
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Table 2. International diversification and excessive growth. (a) Panel A: International di-
versification and excessive short-term debt financed growth (EXCESS_SFG); (b) Panel B: 
international diversification and excessive internally financed growth (EXCESS_IG). 

(a) 

Variable Predicted Sign Dependent Variable: EXCESS_SFG 

Intercept ? 
−0.312 
(−0.95) 

−0.904*** 
(−2.69) 

−0.368 
(−1.13) 

NUMBER_GEO_SEGMENT − 
−0.050*** 

(−5.22) 
  

NEG_HERF_GEO_SALES −  
−0.468*** 

(−6.84) 
 

FOR_SALES −   
−3.963*** 

(−5.72) 

NUMBER_PRODUCT_SEGMENT − 
−0.002 
(−0.19) 

  

NEG_HERF_PRODUCT_SALES −  
−0.059 
(−0.86) 

 

DIV/TA + 
0.206 
(0.71) 

0.234 
(0.81) 

0.199 
(0.69) 

NI/NS + 
0.0005 
(0.22) 

0.001 
(0.49) 

0.0003 
(0.15) 

SIZE − 
−0.028*** 

(−3.42) 
−0.019** 
(−2.21) 

−0.027*** 
(−3.37) 

TOBIN’S_Q + 
0.029*** 

(4.43) 
0.029*** 

(4.45) 
0.029*** 

(4.38) 

INVESTMENT + 
0.133*** 
(11.05) 

0.132*** 
(11.07) 

0.135*** 
(11.33) 

YEAR FIXED EFFECTS 
INDUSTRY FIXED EFFECTS 

 
YES 
YES 

YES 
YES 

YES 
YES 

Adjusted R-square  0.147 0.152 0.148 

Number of observations  3703 3703 3703 

(b) 

Variable Predicted Sign Dependent Variable: EXCESS_IG 

Intercept ? 
−0.236 
(−0.76) 

−0.751** 
(−2.34) 

−0.294 
(−0.95) 

NUMBER_GEO_SEGMENT − 
−0.038*** 

(−4.23) 
  

NEG_HERF_GEO_SALES −  
−0.381*** 

(−5.86) 
 

FOR_SALES −   
−3.283*** 

(−4.99) 

NUMBER_PRODUCT_SEGMENT − 
−0.008 
(−0.65) 

  

NEG_HERF_PRODUCT_SALES −  
−0.085 
(−1.31) 
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Continued 

DIV/TA + 
−0.090 
(−0.33) 

−0.066 
(−0.24) 

−0.096 
(−0.35) 

NI/NS + 
−0.0002 
(−0.08) 

0.0003 
(0.17) 

−0.0003 
(−0.14) 

SIZE − 
−0.011 
(−1.42) 

−0.003 
(−0.35) 

−0.011 
(−1.39) 

TOBIN’S_Q + 
0.029*** 

(4.70) 
0.029*** 

(4.71) 
0.029*** 

(4.67) 

INVESTMENT + 
0.118*** 
(10.35) 

0.118*** 
(10.35) 

0.121*** 
(10.64) 

YEAR FIXED EFFECTS 
INDUSTRY FIXED EFFECTS 

 
YES 
YES 

YES 
YES 

YES 
YES 

Adjusted R-square  0.133 0.137 0.134 

Number of observations  3703 3703 3703 

This table presents coefficients from OLS regressions on growth in excess of short-term debt financed 
growth and growth in excess of internal growth. The sample contains 3703 firm-year observations. We col-
lect the sales and assets data of geographic and product segments from the Worldscope annual database and 
collect all other data from Compustat annual database. We winsorize the top and bottom 1% of each conti-
nuous variable. Refer to Appendix for variable definitions. *, **, *** are significant at the 10%, 5%, and 1% 
levels, respectively, based on a two-tailed test. 

 
Panel B of Table 2 presents OLS regressions that test the correlations between 

international diversification and excess internally financed growth (EXCESS_IG). 
Similar to the results in Panel A, all three proxies for international diversification 
have the predicted negative coefficients significant at the 1% level (t-value = −4.23, 
−5.86, and −4.99 for NUMBER_GEO_SEGMENT, NEG_HERF_GEO_SALES, and 
FOR_SALES, respectively). These similar results are also consistent with Hypo-
thesis 1. 

Table 3 presents OLS regressions testing the relationship between excessive 
growth (EXCESS_SFG and EXCESS_IG) and international diversification, con-
ditional on the corporate governance strength measure. Panel A shows that the 
coefficients of corporate governance strength (CGS) are significantly positive in 
the three regression models, suggesting that a higher quality of corporate gover-
nance is associated with higher excessive growth. More importantly, the interac-
tions between the corporate governance strength measure and three internation-
al diversification measures (CGS*NUMBER_GEO_SEGMENT,  
CGS*NEG_HERF_GEO_SALES and CGS*FOR_SALES) are consistently signif-
icant and positive. The positive signs of the coefficients for the interactive terms 
are predicted, suggesting that the higher degree of corporate governance not on-
ly eliminates the negative association between international diversification and 
excessive short-term debt-financed growth, but also creates a positive association 
between international diversification and excessive short-term debt-financed 
growth. These results are consistent with Hypothesis 2, which predicts that 
higher corporate governance between corporate insiders and outsiders promotes 
internationally diversified firms to grow based on externally financed capital. 
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Table 3. The impact of corporate governance on the relation between international di-
versification and excessive short-term debt financed growth. (a) Panel A: The impact of 
corporate governance strength on the relation between international diversification and 
excessive short-term debt financed growth; (b) Panel B: The impact of corporate gover-
nance strength on the relation between international diversification and excessive inter-
nally financed growth. 

(a) 

Variable Predicted Sign Dependent Variable: EXCESS_SFG 

Intercept ? 
−0.641 
(−1.37) 

−0.010 
(−0.01) 

−0.618 
(−1.41) 

CGS + 
0.039*** 

(2.89) 
0.017 
(0.64) 

0.034*** 
(3.24) 

NUMBER_GEO_SEGMENT − 
0.064 
(0.76) 

  

CGS*NUMBER_GEO_SEGMENT + 
0.006** 
(2.41) 

  

NEG_HERF_GEO_SALES −  
0.699 
(1.15) 

 

CGS*NEG_HERF_GEO_SALES +  
0.052**** 

(2.72) 
 

FOR_SALES −   
8.487 
(1.15) 

CGS*FOR_SALES +   
0.567* 
(1.69) 

NUMBER_PRODUCT_SEGMENT − 
−0.015 
(−0.59) 

  

NEG_HERF_PRODUCT_SALES −  
−0.113 
(−0.88) 

 

DIV/TA + 
−1.106 
(−1.37) 

−1.189 
(−1.45) 

−1.238 
(−1.54) 

NI/NS + 
0.003 
(0.73) 

0.003 
(0.71) 

0.003 
(0.63) 

SIZE − 
−0.046** 
(−2.54) 

−0.043** 
(−2.37) 

−0.051*** 
(−2.93) 

TOBIN’S_Q + 
0.027* 
(1.95) 

0.026* 
(1.90) 

0.026* 
(1.91) 

INVESTMENT + 
0.072*** 

(2.95) 
0.073*** 

(3.01) 
0.080*** 

(3.31) 

YEAR FIXED EFFECTS 
INDUSTRY FIXED EFFECTS 

 
YES 
YES 

YES 
YES 

YES 
YES 

Adjusted R-square  0.209 0.209 0.204 

Number of observations  579 579 579 

(b) 

Variable Pred. Sign Dependent Variable: EXCESS_IG 

Intercept ? 
−0.645 
(−1.43) 

0.041 
(0.06) 

−0.581 
(−1.37) 
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CGS + 
0.035*** 

(2.71) 
0.021 
(0.82) 

0.028*** 
(2.74) 

NUMBER_GEO_SEGMENT − 
0.104 
(1.27) 

  

CGS*NUMBER_GEO_SEGMENT + 
0.007*** 

(2.77) 
  

NEG_HERF_GEO_SALES −  
0.711 
(1.21) 

 

CGS*NEG_HERF_GEO_SALES +  
0.049*** 

(2.70) 
 

FOR_SALES −   
8.423 
(1.18) 

CGS*FOR_SALES +   
0.544* 
(1.89) 

NUMBER_PRODUCT_SEGMENT − 
−0.020 
(−0.84) 

  

NEG_HERF_PRODUCT_SALES −  
−0.132 
(−1.07) 

 

DIV/TA + 
0.080 
(0.10) 

0.030 
(0.04) 

0.018 
(0.02) 

NI/NS + 
0.005 
(1.12) 

0.005 
(1.12) 

0.004 
(1.06) 

SIZE − 
−0.030* 
(−1.75) 

−0.027 
(−1.57) 

−0.035** 
(−2.08) 

TOBIN’S_Q + 
0.038*** 

(2.87) 
0.038*** 

(2.81) 
0.038*** 

(2.83) 

INVESTMENT + 
0.070*** 

(2.97) 
0.071*** 

(3.01) 
0.077*** 

(3.32) 

YEAR FIXED EFFECTS INDUSTRY 
FIXED EFFECTS 

 
YES 
YES 

YES 
YES 

YES 
YES 

Adjusted R-square  0.200 0.201 0.197 

Number of observations  579 579 579 

This table presents coefficients from OLS regressions on growth in excess of short-term debt financed 
growth (EXCESS_SFG) and growth in excess of internally financed growth (EXCESS_IG) by testing the in-
teraction between corporate governance strength (CGS) and international diversification measures. We 
collect the geographic and product segment data from Worldscope and all other data from Compustat an-
nual database. We winsorize the top and bottom 1% of each continuous variable. Refer to Appendix for va-
riable definitions. *, **, *** are significant at the 10%, 5%, and 1% levels, respectively, based on a two-tailed 
test. 

 
Similarly, Panel B of Table 3 shows that the coefficients of corporate gover-

nance strength (CGS) are also positive in the three regression models, sug-
gesting that a higher quality of corporate governance is associated with higher 
excessive internally financed growth. Again, the interactions between the cor-
porate governance strength measure and three international diversification 
measures (CGS*NUMBER_GEO_SEGMENT, CGS*NEG_HERF_GEO_SALES 
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and CGS*FOR_SALES) are consistently significant and positive. The predicted 
positive signs of the coefficients for the interactive terms suggest that the higher 
degree of corporate governance creates a positive association between interna-
tional diversification and excessive internally financed growth, thereby further 
supporting Hypothesis 2. 

The OLS regressions testing the relationship between excessive growth 
(EXCESS_SFG and EXCESS_IG) and international diversification, conditional 
on the corporate disclosure measure are summarized in Table 4. Panel A of Table 4  
 
Table 4. The impact of corporate governance on the relation between international di-
versification and excessive internally financed growth. (a) Panel A: The impact of disclo-
sures of geographic segment earnings on the relation between international diversifica-
tion and excessive short-term debt financed growth; (b) Panel B: The impact of disclo-
sures of geographic segment earnings on the relation between international diversifica-
tion and excessive internally financed growth. 

(a) 

Variable Predicted Sign Dependent Variable: EXCESS_SFG 

Intercept ? 
−0.677** 
(−1.99) 

−0.768** 
(−2.24) 

−0.620* 
(−1.86) 

DGSE + 
0.350*** 

(3.78) 
0.114 
(0.95) 

0.245*** 
(3.55) 

NUMBER_GEO_SEGMENT − 
0.007 
(0.40) 

  

DGSE*NUMBER_GEO_SEGMENT + 
0.062** 
(2.57) 

  

NEG_HERF_GEO_SALES −  
−0.086 
(−0.48) 

 

DGSE*NEG_HERF_GEO_SALES +  
0.362*** 

(2.84) 
 

FOR_SALES −   
−0.611 
(−0.44) 

DGSE*FOR_SALES +   
3.017* 
(1.84) 

NUMBER_PRODUCT_SEGMENT − 
−0.0002 
(−0.02) 

  

NEG_HERF_PRODUCT_SALES −  
−0.053 
(−0.77) 

 

DIV/TA + 
0.234 
(0.81) 

0.248 
(0.86) 

0.234 
(0.81) 

NI/NS + 
0.001 
(0.40) 

0.001 
(0.59) 

0.001 
(0.38) 

SIZE − 
−0.024*** 

(−2.84) 
−0.018** 
(−2.15) 

−0.024*** 
(−2.98) 

TOBIN’S_Q + 
0.030*** 

(4.56) 
0.029*** 

(4.52) 
0.029*** 

(4.45) 

INVESTMENT + 
0.132*** 
(11.06) 

0.132*** 
(11.06) 

0.134*** 
(11.29) 
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Continued 

YEAR FIXED EFFECTS INDUSTRY 
FIXED EFFECTS 

 
YES 
YES 

YES 
YES 

YES 
YES 

Adjusted R-square  0.150 0.153 0.151 

Number of observations  3703 3703 3703 

(b) 

Variable Pred. Sign Dependent Variable: EXCESS_IG 

Intercept ? 
−0.553* 
(−1.71) 

−0.658** 
(−2.02) 

−0.484 
(−1.52) 

DGSE + 
0.306*** 

(3.48) 
0.085 
(0.74) 

0.183*** 
(2.80) 

NUMBER_GEO_SEGMENT − 
0.012 
(0.69) 

  

DGSE*NUMBER_GEO_SEGMENT + 
0.060*** 

(2.67) 
  

NEG_HERF_GEO_SALES −  
−0.125 
(−0.74) 

 

DGSE*NEG_HERF_GEO_SALES +  
0.249** 
(2.33) 

 

FOR_SALES −   
−0.707 
(−0.53) 

DGSE*FOR_SALES +   
2.410* 
(1.94) 

NUMBER_PRODUCT_SEGMENT − 
−0.006 
(−0.49) 

  

NEG_HERF_PRODUCT_SALES −  
−0.081 
(−1.24) 

 

DIV/TA + 
−0.067 
(−0.25) 

−0.057 
(−0.21) 

−0.071 
(−0.26) 

NI/NS + 
0.0001 
(0.07) 

0.001 
(0.24) 

0.0001 
(0.04) 

SIZE − 
−0.007 
(−0.89) 

−0.002 
(−0.31) 

−0.008 
(−1.09) 

TOBIN’S_Q + 
0.030*** 

(4.81) 
0.029*** 

(4.76) 
0.029*** 

(4.71) 

INVESTMENT + 
0.118*** 
(10.35) 

0.118*** 
(10.34) 

0.120*** 
(10.60) 

YEAR FIXED EFFECTS INDUSTRY 
FIXED EFFECTS 

 
YES 
YES 

YES 
YES 

YES 
YES 

Adjusted R-square  0.136 0.138 0.136 

Number of observations  3703 3703 3703 

This table presents coefficients from OLS regressions on growth in excess of short-term debt financed 
growth (EXCESS_SFG) and growth in excess of internal growth (EXCESS_IG) by testing the interaction 
between the corporate disclosure variable (DGSE) and international diversification measures. We collect 
the geographic and product segment data from Worldscope and all other data from Compustat annual da-
tabase. We winsorize the top and bottom 1% of each continuous variable. Refer to Appendix for variable 
definitions. *, **, *** are significant at the 10%, 5%, and 1% levels, respectively, based on a two-tailed test. 
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shows that the coefficients of corporate disclosure of geographic segment earn-
ings (DGSE) are positive in three regression models; thus, a higher quality of cor-
porate disclosures is associated with higher excessive short-term debt-financed 
growth. More importantly, the interactions between the corporate disclosure 
measure and the three international diversification measures  
(DGSE*NUMBER_GEO_SEGMENT, DGSE*NEG_HERF_GEO_SALES and 
DGSE*FOR_SALES) are consistently significant and positive. The interactive 
terms’ positive coefficients, as predicted, suggest that the higher degree of cor-
porate disclosures creates a positive association between international diversifi-
cation and excessive short-term debt-financed growth. These results support 
Hypothesis 3, which predicts that higher corporate disclosures promote interna-
tionally diversified firms to grow based on externally financed capital. 

As shown in Panel B of Table 4, the coefficients of corporate disclosure of 
geographic segment earnings (DGSE) are also positive in the three regression 
models, suggesting that a higher quality of corporate disclosures is associated 
with higher excessive internally financed growth. More importantly, the interac-
tions between the quality of corporate disclosures and three international diver-
sification measures (DGSE*NUMBER_GEO_SEGMENT,  
DGSE*NEG_HERF_GEO_SALES, and DGSE*FOR_SALES) are consistently 
significant and positive, as predicted, indicating that the higher degree of corpo-
rate disclosures creates a positive association between international diversifica-
tion and excessive internally financed growth. These findings are also consistent 
with Hypothesis 3. 

Robustness Tests 

We conduct several robustness checks in order to address potential concerns re-
garding potential model misspecification issues. Following [29] [30], we modify 
the growth rate estimates to allow for a lower rate of earnings on new growth. 
We introduce the parameter z, which measures the ratio of the profit rate on 
new sales to the firm’s average profit rate to derive a modified SFG and a mod-
ified IG rate given by: 

( )1t t tSFG ROLTC z ROLTC= − ∗                   (7) 

( ) ( )1t t t t tIG ROA b z ROA b= ∗ − ∗ ∗                   (8) 

We also re-estimate the specifications in Table 2 and Table 3 for z = 0, 0.25, 
0.50, and 0.75. The unreported regression results are very similar to those re-
ported in Table 2 and Table 3, in which z is set to 1. This evidence indicates that 
the assumption of the equality of the profit rate on marginal sales is not crucial 
for our results regarding the relationship between the excessive growth rate and 
international diversification. 

Following [30], we modify the estimates of the growth rate to allow for a 
higher rate of asset turnover on new growth. We introduce the parameter y, 
which measures the ratio of the asset turnover on the new sales to the firm’s av-
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erage assets turnover to derive a modified SFG and a modified IG rate: 

( )1t t tSFG ROLTC y ROLTC= ∗ −                (9) 

( ) ( )1t t t t tIG ROA b y ROA b= ∗ ∗ − ∗              (10) 

We re-estimate the specifications in Table 2 and Table 3 for y = 1.05 and y = 
1.10. The results (not tabulated) are very similar to those reported in Table 2 
and Table 3, where y is set to 1. These results indicate that the variation in the 
ratio of asset turnover on new sales to the firm’s average assets turnover does not 
change our conclusions on the relationship between the excessive growth rate 
and international diversification. 

We have tested our regression model for serial correlation, heteroscedasticity, 
function form misspecification, parameter stability and normality. Our regres-
sion results remain robust using these tests.  

5. Conclusions 

The purpose of this study is to examine the relationship between international 
diversification and firms’ access to external capital to finance growth opportuni-
ties. Although some have argued that firms diversify internationally to have bet-
ter access to resources and to achieve growth [43] [98], others have argued that 
managers might seek international diversification to pursue their personal inter-
ests given the difficulty of monitoring managerial performance in different legal, 
economic, and cultural environments [20]. Prior studies examining shareholder 
benefits from international diversification provide mixed evidence on the effects 
of corporate international diversification on capital structure, costs of capital, 
and firm value [1] [38] [39] [40]. Extending these studies, we examine the por-
tion of actual growth monitored and financed by external capital providers. This 
approach does not rely on average investor perception of international diversifi-
cation, but instead focuses on actual growth achieved through capital funded by 
external capital providers known to play a monitoring role in corporate deci-
sions. In this regard, our results extend prior evidence on the economic conse-
quences of the international diversification of operations. 

The results of regressions for our sample of US firms provide consistent evi-
dence that more internationally diversified firms experience less excessive 
growth. We use two proxies to represent excessive growth: the rate of growth 
that exceeds short-term debt-financed growth and the rate of growth that ex-
ceeds internally financed growth. We find that both excessive growth measures 
are negatively associated with international diversification. We conclude that 
more internationally diversified firms are more constrained in their ability to 
finance their growth through external capital. We further study the impact of the 
corporate governance on the negative association between international diversi-
fication and excessive growth. Using two corporate governance measures (i.e., 
corporate governance strength index and disclosure of geographic segment 
earnings), we obtain evidence that strong corporate governance promotes the 
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internationally diversified firms to have excessive growth. 
Our results suggest that, on average, external capital providers do not view the 

international expansion of operations as necessarily value-enhancing activities, 
contrary to the concepts underlying the majority of international diversification 
theories. Our results further suggest that corporate governance efforts (e.g., 
through higher levels of corporate governance and notes disclosure on segment 
earnings) may be an effective strategy to alleviate external capital providers’ 
concerns and achieve higher growth rates through the expansion of international 
operations. 
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Appendix: Variable Definitions 

EXCESS_SFG = 

The difference between a firm’s actual sales growth rate and its predicted short-term debt financed 
growth rate. For each firm, the predicted short-term debt financed growth rate is defined as 
ROLTC/(1-ROLTC), where ROLTC is the ratio of earnings after tax and interest to long-term  
capital. 

EXCESS_IG = 

The difference between a firm’s actual sales growth rate and its predicted internally financed 
growth rate. For each firm, the predicted internally financed growth rate is defined as 
ROA*b/(1-ROA*b), where ROA is the ratio of earnings after taxes and interest to assets, and b is 
the proportion of the firm’s earnings that are retained for reinvestment. 

NUMBER_GEO_SEGMENT = Number of geographic segments. 

NUMBER_PRODUCT_SEGMENT = Number of product segments. 

NEG_HERF_GEO_SALES = 
The negative Herfindahl index of geographic segment sales. We multiply Herfindahl index of  
geographic segment sales by minus one. Herfindahl index of geographic segment sales equals the 
sum of the squared proportional sales of each geographic segment. 

NEG_HERF_PRODUCT_SALES = 
The negative Herfindahl index of product segment sales. We multiply Herfindahl index of product 
segment sales by minus one. Herfindahl index of product segment sales equals the sum of the 
squared proportional sales of each product segment. 

FOR_SALES = The ratio of foreign sales to total sales. 

DIV/TA = Total dividends divided by total assets. 

NI/NS = Earnings after interest and taxes divided by net sales. 

SIZE = Natural log of total assets. 

TOBIN’S_Q 
INVESTMENT 

= 
= 

(Market value of equity + book value of liabilities)/total assets. 
The sum of research and development expenditure, capital expenditure, and acquisition  
expenditure less cash receipts from sale of property, plant, and equipment in year t − 1 multiplied 
by 100 and scaled by lagged total assets. 

CGS = 

An indicator variable that equals one if the corporate governance CGQ index is higher than the 
median, and equals zero otherwise. We obtain the Corporate Governance Quotient (CGQ) database 
from ISS. The CGQ index is the sum of the 44 attributes that cover four sub-categories: 1) Board 
(25 attributes), 2) Audit (3 attributes), 3) Anti-takeover (6 attributes) and 4) Compensation and 
Ownership (10 attributes). Each attribute is either 1 or 0. The sum of the 44 attributes is the CGQ 
index. 

DGSE = 

An indicator variable that equals one if the geographic segment earnings (or operating income) 
information is disclosed in Worldscope database, and equals zero otherwise. The geographic  
segment data is given for up to ten geographic segments of a company. OPERATING INCOME 
represents the operating income generated from the geographic region updated in the respective 
description. 
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