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Abstract :
The paper examines the role of reputation to explain the relative market

value compared to the accounting value for a multinational firm. The results are
consistent with internalization theory in that greater multinationality corresponds
to a higher valuation of the firm if corporate reputation is high. However, greater
multinationality, alone does not correlate positively to a significantly greater value,
which differs from the tenets of imperfect capital markets theory but correlates
negatively to a significantly greater value, which confirms the views of the mana-
gerial objectives theory.
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Introduction
With the increased portion of business activities conducted by

multinational firms, the international business literature raises the
empirical question of whether multinationality does in fact add to share
value (Morck and Yeung, 1991; Mishra and Gobeli, 1998). Three the-
ories are commonly used to link multinationality to investment value,
namely: a) the internalization theory, b) the imperfect capital markets
theory and c) the managerial objectives theory. 

The internalization theory maintains that foreign direct invest-
ment will cause the increase of the market value of the firm relative to
its accounting value only if the firm can internalize markets for certain
of its intangibles. Examples of these firm specific intangible assets
include production skills, managerial skills, patents, market abilities,
and consumer goodwill.1 If firms possessing these intangibles can
only transfer them to foreign subsidiaries they will in the process inter-
nalize the markets for such assets.  The immediate result is a potential
link, for any firm possessing these intangibles and operating abroad,
between its value and its degree of internationalization or multination-
ality.

The imperfect capital markets theory suggests that investors, limit-
ed by institutional constraints on international capital flows and the
information asymmetries that exist in global capital markets, invest in
multinational firms to gain from the international diversification
opportunities. This direct valuation of multinational firms by investors
as a mean of diversifying their portfolios internationally is assumed to
enhance the share price of multinational firms, independently of the
information-based, proprietary intangible assets possessed by these
firms2.

The managerial objectives theory, which falls in the general area of
agency theory, assumes the existence of differences of objectives and
motives between management and shareholders.  Managers are in fact
capable to act in their own interest given the complexity of the multi-
national firm and the difficulties encountered by shareholders when
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attempting to monitor management’s decisions.  Management may
favor international diversification as it leads to a reduction of firm spe-
cific risk.  The situation may lead to a reduction in the market value of
multinational firms. (Morck and Yeung, 1991)

This paper addresses the issues by extending internalization theory
to include the role of corporate reputation on the market value of multi-
nationals relative to the accounting value, or “q-Value.” It tests the
implications of internalization, imperfect capital markets and manage-
rial objectives theories, considering the effects of corporate reputation,
to explain the q-value of a multinational firm. 

The results of the study support the implications of internalization
theory, and corroborate the results of Morck and Yeung (1991,1992)
and Mishra and Gobeli (1998). A higher level of corporate reputation
leads to a higher firm q-value as firms increase their multinationality.
Conversely, while the results do not support the imperfect capital mar-
ket theories that shareholders value multinationals as a mean of diver-
sifying their portfolios, they support the managerial objectives theory
that the divergence of interest between management and shareholders
reduces the firm q-value with greater multinationality.   These results
corroborate the findings of Riahi-Belkaoui (1999 b).  Corporate repu-
tation captures not only the three intangibles examined in prior
research, but also different aspects of intangibles not yet tested (Riahi-
Belkaoui, 1999a).  Indeed, the measure to be used in this study for the
measurement of corporate reputation covers the following eight intan-
gibles, namely, 1) quality of management, 2) quality of products and
services, 3) innovativeness, 4) value as a long-term investment, 5)
soundness of financial position, 6) ability to attract, develop, and keep
talented people, 7) responsibility to the community and environment,
and 8) wise use of corporate assets.  As such, this study provides a
more comprehensive test of the internalization hypothesis.

Related Research
Three studies examined the implication of internalization, imper-

fect capital markets or managerial objectives theories and relied on
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firm level data. The first study by Morck and Yeung (1991) showed
that the positive impact of research and development and advertising
spending on a firm’s Tobin q is enhanced by multinationality, but
multinationality itself has no significant impact. Their results support
the internalization theory in that intangible assets are necessary to jus-
tify the direct foreign investment and do not support the imperfect cap-
ital market theory in that investors value multinational firms as a mean
of diversifying their portfolios internationally. The second study by
Mishra and Gobeli (1998) examines the same issues as those of Morck
and Yeung (1991) and adds a managerial incentive alignment variable.
Their results are also consistent with internalization theory in that
greater multinationality corresponds to a higher valuation of the firm if
technology investment is high, and the impact is even greater if mana-
gerial incentives alignment is high as well. The results also do not sup-
port the imperfect capital markets theory.   The third study by Riahi-
Belkaoui (1999b) examined the same issues as the previous two stud-
ies and the role of social responsibility. The results are consistent with
both internalization and managerial objectives theories.  The intangi-
ble assets examined in the three studies include research and develop-
ment, and advertising spending in the case of Morck and Yeung
(1991), research and development spending and managerial incentives
alignment in the case of Mishra and Gobeli (1998), and social respon-
sibility in the case of Riahi-Belkaoui (1999b). While these variables
may act as proxies for intangible assets whose value might be
enhanced by multinational expansion, a more “encompassing” intangi-
ble that needs to be tested is the construct of corporate reputation. 

Hypotheses and methodology
Hypotheses

The first hypothesis, generally known as the international invest-
ment hypothesis, addresses the relationship between the q-Value of the
multinational firm and the level of multinationality as follows:

H1: the q-Value of the multinational firm will be higher with a
higher level of multinationality. 
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The market value relative to the accounting value, denoted “q-
Value,” is computed as the ratio of the market value of the firm to the
book value of its assets.The market value of the firm is the sum of the
market value of its outstanding common shares plus the book values of
preferred stock and debt (both current and long-term). 

The second hypothesis is used to test the three theories linking
multinationality to investment value.  It addresses the role of corporate
reputation to explain the q-value of a multinational firm. The reputa-
tion of a firm is important for various decisions ranging from resource
allocation and career decisions to product choices, to name a few
(Dowling, 1986). It is an important signal of the firm’s organizational
effectiveness. Favorable reputations can create favorable situations for
a firm that include:

1. The generation of excess returns by inhibiting the mobility of
rivals in an industry (Caves and Porter, 1977);

2. The capability of charging premium prices to consumers (Klein
and Leffler, 1984); and; 

3. The creation of a better image in the capital markets and to
investors through a more correct valuation (Beatty and Ritter, 1986;
Riahi-Belkaoui, 1999a; 2001).

To create the right impression or reputation, firms signal their key
characteristics to constituents to maximize their social status (Spence,
1974). In fact, corporate audiences were found to construct reputations
on the basis of accounting and market information or signals regarding
firm performance (Forbrum and Shanley, 1990; Belkaoui, 1992; Riahi-
Belkaoui and Pavlik, 1991). These reputations have become estab-
lished and constitute signals that may affect the activities of firms’
stakeholders including their shareholders (AlNajjar and Riahi-
Belkaoui, 2002). A good reputation can be construed as a competitive
advantage within an industry (Forbrum and Shanley, 1990).
Specifically, the reputation of a firm encompasses the firm-specific
intangible assets that can only be transferred to subsidiaries, local or

Corporate Reputation, Internalization

97



SScientific Journal of 
Administrative 
Development
Vol. 2
I.A.D. 2004

foreign, thereby internalizing the markets for such assets. The key
attributes of reputation as measured in an annual Fortune survey
include: 1) quality of management, 2) quality of products /services
offered, 3) innovativeness, 4) value as long term investment, 5) sound-
ness of financial position, 6) ability to attract/ develop/ keep talented
people, 7) responsibility to the community/environment, and 8) wise
use of corporate assets. A firm with these attributes of reputation can
enhance its value by investing abroad and controlling the foreign oper-
ations. Accordingly, the following hypothesis is proposed; 

H2: The higher the corporate reputation, the greater the
impact of multinationality on  the q-Value of the
multinational firm.

Method
To test the international investment hypothesis, the following

regression model adopted from Morck and Yeung (1991), Mishra and
Gobeli (1998) and Riahi-Belkaoui (1999b) show the independent vari-
ables expected to have an effect on the q-Value. 

q-Value = b0 + b1MNC + b2CRS + b3SIZE + b4leverage +
b5Industry (1)

The variable MNC is the degree of multinationality. It is measured
by foreign sales as a percentage of total sales. The corporate reputation
is measured by a corporate reputation score, CRS. To control for pos-
sible scale effects, a size variable measured by the logarithm of sales
is included. Similarly, to control for the impact of the firm’s capital
structure, a leverage variable, measured by long-term debt over total
assets, is also included in equation (1) A two-digit SIC dummy vari-
able (industry) is used to control for growth effects and general indus-
try effects.

Given the assumption that the value enhancement due to multina-
tionality (b1) is a function of corporate reputation, the following equa-
tion (2) is introduced; 
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b1 = a0 +a1CRS (2)
The public good property of corporate reputation is assumed to

make it more valuable as the firm increases its foreign direct invest-
ment. As a result, the internalization theory predicts that a1 should be

positive while a0 should be zero. The imperfect capital markets theo-

ry, as well as theories based on taxes or input costs, predict that a0
should be positive while a1 should be zero. Finally, the managerial

objectives theory predicts that a0 should be negative while a1 should

be zero. 

Substituting the equation (2) into (1) yields a new and more com-
plete regression equation that includes cross products of the level of
multinationality with corporate reputation:

q-Value = b0 + a0MNC + a1MNC*CRS + b2CRS + b3SIZE + b4lever-

age +  b5∴Industry∴ (3)

Sample
The population consists of firms included in both Forbes’ most

International 100 American manufacturing and services firms and
Fortune’s survey of corporate reputation for all five years from 1986
to 1990. This period of analysis was chosen because of the public
availability of the data from 1986 to 1990.  The security data are col-
lected from CRSP Return files. The accounting variables are collected
from COMPUSTAT. Seventy firms that were included in both Forbes
and Fortunelists for five years were used in this study. The choice of
the firms was based on the availability of the data on corporate reputa-
tion. Therefore, the derivation of the sample includes 350 firm-year
observations that have all the accounting and non-accounting variables
over the period of analysis.  The study relied on a panel data analysis.
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Measuring Corporate Reputation:
The Fortunesurvey covers every industry group comprising four or

more companies. The industry groups are based on categories estab-
lished by the U.S. Office of Management and Budget (OMB). The sur-
vey asked executives, directors and analysts in particular to rate a com-
pany on the following eight key attributes of reputation:

1. Quality of management

2. Quality of products /services offered

3. Innovativeness

4.  Value as long-term investment

5. Soundness of financial position

6. Ability to attract /develop /keep talented people

7. Responsibility to the community /environment

8. Wise use of corporate assets

Ratings were on scale of 0 (poor) to 10 (excellent). The score met
the multiple-constituency ecological model view of organizational
effectiveness. This refers to the thesis that organizational effectiveness
is best measured as a composite of many different effectiveness state-
ments about the organization, reflecting the criterion set of different
constituencies (Riahi-Belkaoui and Pavlik, 1992; Connolly et al.,
1980). The score has been extensively used and accepted as a measure
of corporate reputation in the management research literature. (Riahi-
Belkaoui and Pavlik, 1992; AlNajjar and Riahi-Belkaoui, 2002).  For
purpose of this study, the 1986 to 1990 data from the Fortunemaga-
zine surveys were used. To obtain a unique configuration, a factor
analysis is used to isolate the factor common to the eight measures of
reputation. All the observations were subjected to factor analysis.
Table 1 reports the results of the common factor analysis of the eight
measures of corporate reputation. The eigenvalues of the reduced cor-
relation matrix of the eight measures of reputation are shown in panel
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1. It has been suggested that the number of factors needed to approxi-
mate the original correlations among the individual measures is equal
to the number of summed eigenvalues needed to exceed the sum of the
communalities.  In this study, the first eigenvalue exceeds the sum of
the three communalities.  One common factor appears to explain the
intercorrelations among the eight variables. The common factor is sig-
nificantly and positively correlated with the eight measures. The
weighted factor scores are used in the study as corporate reputation
scores. 

Analysis and Results
The descriptive statistics for the sample of multinational firms used

are shown in Table 2.  The ordinary least squares (OLS) regression
results for equation 1, shown in Table 3, rely on four different meas-
ures of multinationality: a) foreign sales/total sales, b) a dummy vari-
able set to 1 if foreign sales/total sales > 0.30, c) a dummy variable if
foreign sales/total sales > 0.50, and d) foreign profits/total profits.  The
use of foreign profits/total profits is motivated by the need to check for
the robustness of the results based on alternative measures of multina-
tionality.  The control variables include the corporate reputation score,
size and leverage.  In conformity with the international investment
hypothesis (H1), the q-value is found to be positively and significantly
related to the degree of multinationality as measured by any of the four
alternative measures of multinationality.  In addition, the significance
of the control variables of reputation, size and leverage indicate a rep-
utation, size and leverage effects. The q-value of the firm is positively
related to corporate reputation and negatively related to size and lever-
age.The OLS regression results for equation 3, as based on four meas-
ures of the degree of multinationality, are shown in Table 4.  As pre-
dicted in equation 3, corporate reputation score has both significant
independent (main) and interaction (with the MNC variable) effects.
The results show that, in support of the basic tenet of internalization
theory, increased multinationality leads to a higher firm q-value, only
in the presence of higher corporate reputation score.
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Another important result shown in Table 4 is the negative signifi-
cance of multinationality without the firm-specific intangible of corpo-
rate reputation.  The results do not support the imperfect capital mar-
kets theory but support the managerial objectives theory, in the sense
that the potential divergence between management and shareholders
lead to a lower firm q-value with greater multinationality.

The results in Table 4 are based on the use of a corporate reputa-
tion score obtained from a factor analysis of eight individual measures
of performance.  It may be easily argued that corporate reputation fac-
tor analysis should not include measures like “soundness of financial
position” and “value as long term investment”.  These measures may
be too closely related to the q ratio itself.  Even “wise use of corporate
assets” may be construed as essentially a monotonic transformation of
the q ratio.  To check on the robustness of the results in Table 4, the
OLS regressions were run on equation 3 with corporate reputation
measured by each one of the individual eight measures of perform-
ance.  The results of the OLS regressions, shown in Table 5, verify
again the basic findings of Table 4, supporting both the internalization
and the managerial objectives theories.  Basically increased multina-
tionality leads to a higher firm q-value, only in the presence of any of
the eight individual measures of corporate reputation, and to a lower q-
value in the absence of these measures.The coefficient on industry
was positive and significant at a 0.05 level.  The results on industry
coefficients are not shown in Tables 3 and 4 due to the high number of
industries involved.

Conclusions
Previous empirical research has provided evidence supporting both

internalization and imperfect capital markets theories.  Using intangi-
ble assets like research and development, advertising spending and
managerial incentives alignment, Mork and Yeung (1991) and Mishra
and Gobeli (1998) showed that a) there is a positive relationship
between the market value of the firm and its multinationality in the
presence of these firm specific intangibles, and b) greater multination-
ality alone does not correlate positively to a significant greater market
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valuation.

This study differs from the previous research by the use of corpo-
rate reputation as the firm specific intangible that may explain the rel-
ative market value compared to the accounting value for a multination-
al firm.  

The results of this study are also consistent with internalization the-
ory in that greater multinationality corresponds to a higher valuation of
the firm if corporate reputation is high, and the tenets of imperfect cap-
ital markets theory in that greater multinationality alone does not cor-
relate positively to a significantly greater market value. However, this
study supports the hypothesis that greater multinationality alone corre-
late negatively to a significantly greater market value, which confirms
the views of the managerial objectives theory. It implies that while
investors and the market value highly the internalization of the markets
for corporate reputation, they are less enthusiastic about the divergence
of interests with management on the merits of international diversifi-
cation. These results are consistent with the findings of Riahi-Belkaoui
(1999b).

Further research could expand the empirical evidence and the fur-
ther development of internalization theory by including other specific
factors of internalization, expanding the sample to non US multina-
tional firms, and relying on other measures of corporate reputation
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Table 1
Selected Statistics Related to a Common Factor Analysis of

Measures or Reputation
1. Eigenvalues of the Correlation Matrix:
Eigenvalues

2.  Factor Pattern
Factor 1

3.  Final Communality Estimates: Total = 1.389626

4.  Standardized Scoring Coefficients
Factor 1

5.  Descriptive Statistic of the Common factor Extracted from the Eight Measures
of Reputation

R1= Quality of management
R2= Quality of products /services
R3= Innovativeness
R4= Value as a long-term investment
R5= Soundness of financial position
R6= Ability to attract /develop /keep talented people
R7= Responsibility to the community and environment
R8= Wise use of corporate assets.

R1 R2 R3 R4 R5 R6 R7 R8
0.1406 0.1354 0.1297 0.1423 0.1325 0.1446 0.1191 0.1398

R1 R2 R3 R4 R5 R5 R6 R7
0.9096 0.8435 0.7737 0.9312 0.8077 0.9621 0.6520 0.8994

R1 0.9537 R4 0.9650 R7 0.8080
R2 0.9184 R5 0.8987 R8 0.9484
R3 0.8790 R6 0.9809

1 2 3 4 5 6 7 8
6.7805 0.5562 0.3835 0.1343 0.1108 0.0544 0.0476 0.0331

104

Maximum 9.0010

Third Quartile 7.2740

Median 6.6040

First Quartile 6.0760

Minimum 3.1548

Mean 6.5996
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Table 2
Sample Statistics

Note: QV is the q-Value computed as the ratio of the value of the firm
to the book value of total assets. LEV is the leverage computed as
long-term debt over total assets. CRS is the corporate reputation score.
SIZE is measured by the logarithm of total sales. FS/TS is foreign sales
over total sales.

Table 3
OLS Regression of q-Value on the Degree of Multinationality 

* Significant at a 5% level
** Significant at a 10% level
Note: White’s t-statistics are in parentheses. Variables defined as in
Table 1. 

Variables Mean Std. Error Minimum Median Maximum
QV 1.897 0.792 1.014 1.665 5
LEV 0.645 0.187 0.120 0.625 0.75
CRS 6.622 0.963 3.235 6.614 9.022
SIZE 9.203 0.827 7.748 9.037 11.751

FS / TS 0.349 0.149 0.066 0.334 0.761

Corporate Reputation, Internalization
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Variables used to Measure the Degree of Multinationality

Independent
Variables

Foreign Sales/
Total Sales

Dummy set to
1 if FS / TS >

0.30

Dummy set to
1 if FS / TS >

0.50

Foreign Profits
Total Profits

Intercept 2.039 (5.085)* 2.087 (5.136)* 2.283 (5.759)* 2.3229 (5.523)*

Degree of 
multinationali-

ty

0.4701
(2.235)*

0.1126
(1.766)**

0.1099 
(1.751)**

-0.0323
(-2.622)*

Corporate
Reputation

0.3485
(10.010)*

0.3552
(10.257)*

0.3546
(10.230)*

0.3894
(10.240)*

Size
-0.2835 (-
7.754)*

-0.2824 (-
7.617)*

-0.2958 (-
8.088)*

-0.3201 (-
8.107)*

Leverage
-1.546 (-
8.385)*

-1.552 (-
8.316)*

-1.5870 (-
8.630)*

-1.6075 (-
8.067)*

Adjusted R2 0.50 0.49 0.48 0.48
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Table 4
OLS Regression of q-Value on the Degree of Multinationality 

and Its Interactions with Corporate Reputation

* Significant at a 5% level
Note: White’st-statistics are in parentheses. Variables defined as in
Table 1. 
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Variables Used to Measure the Degree of Multinationality

Independent
Variables

Foreign Sales /
Total Sales

Dummy set to 1 if
FS /TS > 0.30

Dummy set 1 if 
FS / TS > 0.50

Foreign
Profits

Total Profits

Intercept
4.4056

(6.214)*
3.396 (6.805)* 2.3510 (2.601)*

2.1557
(4.661)*

Degree of
Multinationality

-5.5716 
(-3.663)*

-1.780 
(-3.993)*

-0.1927
(-3.313)*

-0.2840
(-3.774)*

Corporate
reputation

0.0280
(3.323)*

0.1749 (3.243)* 0.3475 (9.258)*
0.4132

(8.816)*

Multinationality 
* Reputation

0.9037
(4.009)*

0.2865
(4.228)*

0.0438
(3.496)*

0.0559
(3.871)*

Size
-0.3106 

(-8.572)*
-0.2984 (-8.197)*

-0.2980 
(-8.080)*

-0.3157
(-7.932)*

Leverage
-1.5438 

(-8.546)*
-1.5376 (-8.434)*

-1.5870
(-8.621)*

-1.6217
(-8.109)*

Adjusted R2 0.52 0.52 0.491 0.48
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Notes
1 The internalization theory is developed in Coase (1937), Caves
(1974), Williamson (1975), Hymer (1976), Buckley and casson
(1976), Rugman (1980, 1981), Casson (1987), Buckley (1988),
Dunning (1980, 1988), Morck and Yeung (1991, 1992), Mishra and
Gobeli (1998).
2 See Agmon and Lessard (1977), Brewer (1981), Errunza and Senbet
(1981), Adler and Dumas       (1983), Fatemi (1984), Kim and Lyn
(1986), Doukas and Travlos (1988) and others. 
3 The q-Value also used in Mishra and Gobeli (1998), and Smith and
Watts (1991) is highly      correlated with Tobin’s q as used by Morck
and Yeung (1991).
4 The results of this study held when a three digit SIC code was used.
5 Because the observations for the same firm may not be independent
which may bias the t ratios 
toward spurious significance, the OLS regressions were also run on the
averages of the variables 
for each firm.  The results were similar in terms of significance than
those presented in Table 3.
6 Complete results on the role of social responsibility to explain the
relative market value  compared to the accounting value of a multina-
tional firm are provided by Riahi-Belkaoui (1999).
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