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ABSTRACT

THE RELATION BETWEEN RELATEDNESS AMONG JOINT VENTURE PARTICIPANTS
AND PARENT FIRMS' MARKET PERFORMANCE

By

Duangporn Chotanakarn

The present research investigates the relationship between two
key variables: relatedness among joint venture participants and parent
firms’ market performance. The basic argument is that there is a
positive relationship between relatedness among joint venture
participants and parent firms’ market performance. Relatedness was
defined as similarities between firms in products or markets. Three
types of relatedness among the participants of each joint venture were
examined: relatedness between parents, relatedness between one parent
and child, and relatedness between two parents and child. Firms’ market
performance was defined as performance valued by the capital market and
was reflected by stockholder returns. Abnormal stockholder return--the
deviation of observed return from expected return--was used to capture
changes in firms’ market performance.

The entire sample was composed of 209 firms that announced joint
ventures in the Wall Street Jourpal during 1975-1987. The relationship
between joint venture announcements and abnormal stock returns for the
entire sample was first examined. Announcement period abnormal stock

return for a portfolio of firms was derived, and a t test was performed



to check the significance of this return. The relationships between
each type of relatedness among joint venture participants and parent
firms’ abnormal stock returns were analyzed next. Linear regression
techniques were used in these analyses.

Results support the hypothesized relationships between (a) joint
venture announcements and parent firms’ abnormal stock returns, (b) one
parent-child relatedness and parent firms’ abnormal stock returns, and
(c) two parents-child relatedness and parent firms’ abnormal stock
returns. The hypothesized relation between parent-parent relatedness
and parent firms’ abnormal stock returns was not supported.
Implications of the empirical results for research and practice were

discussed along with suggestions for future research.
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CHAPTER ONE

INTRODUCTION

erview

How do joint ventures affect firms'’ performance? One view is
that joint ventures lead to superior performance of parent firms.

Parent firms enjoy superior performance because the joint venture allows
for more efficient utilization of complementary resources (McConnell &
Nantell, 1985). Superior performance also may be derived from the joint
venture's ability to increase the market power of the parent firms
(Pfeffer & Novak, 1976a).

A different view is that joint ventures lower parent firms’
performance (Berg & Friedman, 1981). Parent firms may bear high costs
when the joint venture penetrates into a new, unfamiliar product or
market area. High costs in learning about the new product/market areas
and in competing with established firms may not be adequately covered by
the parent firms’ future income streams. This will lead to lower
performance of the parent firms.

This study proposes that joint ventures lead to differences in
parent firms' performance because there are differences in relatedness
among joint venture participants. The "relatedness" construct
originated in diversification studies and has been used to explain the

performance of firms involved in internal diversification or in
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merger/acquisition. Relatedness has been defined as similarities
between businesses in resources and skills used to manufacture products
or to serve markets (Rumelt, 1974; Salter & Weinhold, 1979).
Determination of relatedness between businesses has been based on
similarities in products or markets (Rumelt, 1974; Palepu, 1985; Capon,
Hulbert, Faley & Martin, 1988). Relatedness was found to be able to
explain differences in firms’ performance--both accounting-based
performance (e.g., Rumelt, 1974; Bettis, 198l1), including return on
assets, and market-based performance (Singh & Montgomery, 1987; Shelton,
1988), including stockholder return. This study’s premise is that
relatedness can be applied to joint ventﬁres; the basic argument in this
study is that relation exists between relatedness among joint venture
participants and parent firms’ market performance. The higher the
product/market relatedness between joint venture participants, i.e.,
between parent and child or between parents, the higher the expected
market performance of the parent.

Parent firms that are more related to their child are expected
to be better performers than parent firms less related to their child
for several reasons. One reason is that high relatedness suggests that
the parent firm can share with its child specialized resources and
skills that are used specifically in production or marketing functions,
such as production technology, plants, raw materials, sales force,
distribution channels, and research and development (R&D) skills.
Relatedness also suggests that the parent firm can share with its child
general resources and skills that are not specifically tied to products
or markets, such as financial resources, which can be easily shared

across functions (Kitching, 1967; Lubatkin, 1984; Singh & Montgomery,
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1987). High relatedness, therefore, may suggest to the capital market
that the parent firm can lower its average cost through sharing both
specialized and general resources with its child.

Conversely, low relatedness between parent and child may suggest
to the capital market that the parent firm can share only general
resources with the child and hence cannot lower its average cost much.
A parent and child that have low relatedness may not be able to share
resources and skills used specifically in production and marketing
functions. For instance, these firms may not be able to share
production technology, plants, sales force, distribution channels, or
R & D skills. Low opportunity to share such specialized resources also
suggests that the parent has to bear high startup costs. Startup costs
include: (a) costs of investments in assets such as production
technology, plants or raw materials (Ansoff, 1965); (b) learning costs,
which occur because management cannot transfer skills in original
product/market areas to new, unrelated product/market areas (Salter &
Weinhold, 1979); and (c) entry costs, such as R & D costs, costs of
switching buyers from the product of established firms to the child
firm’s product, or costs of persuading distribution channels to accept
the child firm’s product (Porter, 1980). Even though low relatedness
suggests that the parent can share general resources such as financial
resources with its child, the advantages associated with this sharing
tend to be offset by high startup costs. This, then, leads to the
expectation that the performance of parent firms that are more related
to their child will be better than the performance of parent firms less
related to their child.

Another type of relatedness in a joint venture is relatedness
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between parents. This study expects that the higher the product/market
relatedness between parents, the higher the market performance for these
firms. High product relatedness between parent firms may suggest that
these firms have access to their partners’ production technology.
Obtaining more information/knowledge about the production technology
used by their partners, the related parents may be able to improve their
technology. An opportunity to improve production technology and hence
to lower average costs can lead to high market performance for the
related parent firms. Similarly, high market relatedness between parent
firms may lead to high performance for these firms. A joint venture
formed by parent firms operating in similar markets may help strengthen
the market positions of these firms (Harrigan, 1985), and this means
that the firms can longer sustain their profit levels. Higher
relatedness between parent firms, therefore, tends to lead to parents’
higher performance than lower relatedness between parents.

Another type of relatedness that this study examines is
relatedness between parents and child, that is, the relatedness between
one parent and the child compared with the relatedness between the other
parent in the venture and the child. The present study argues that high
relatedness between one parent and child may lead not only to high
market performance for that parent firm, but also to high market
performance for the firm’s partner that is unrelated to the child. High
relatedness between one parent and the child suggests that the parent
possesses some resources/skills that allow for the child to penetrate
into related markets at low cost. This means that the partner firm of
this parent can benefit from the parent’s relatedness with the child

because the partner does not have to bear high startup costs.
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Therefore, compared among unrelated parent firms across joint ventures,
the parent firms whose partners are more related to the child are
expected to perform better than the parent firms whose partners are less
related to the child.

The logic underlying this final expectation is consistent with
that of the prior expectations. That is, higher relatedness leads to
higher market performance for the parent firm. This final expectation
only extends the logic to apply to the joint ventures where parent firms
differ in their relatedness with the child. Greater differences between
parents as such creates just like spillover in performance from one
parent to the other parent in the venture.

To sum up, this study expects that, for a joint venture
consisting of two parents, the market performance of a focal parent can
be explained by: relatedness between the focal parent and the child,
relatedness between parents, and differences between the focal parent
and its partner in their relatedness with the child. Relatedness can be
differentiated as more related and less related, based on similarities

between the businesses in products or markets.

Key Variables
Relatedness among Joint Venture Participants
Joint venture involves the creation of a new organizational
entity by two or more partner organizations (Bergman, 1962; Boyle,
1968). The partner organizations are called "parents", and the created
joint venture is called "child" (Harrigan, 1985). Parent and child are
participants in a joint venture. At least three participants, i.e., two

parents and one child, are involved in a joint venture.
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This study focuses on the capital market reactions to
relatedness differences among joint venture participants when the joint
ventures were first publicly announced. Public announcement of a joint
venture generally provides some information about the businesses of
parent firms and a child firm. This leads to a possibility that (a)
relatedness among joint venture participants can be inferred from the
jJoint venture announcement and (b) relatedness can be used by the
capital market to determine the value of the joint venture for the

parent firms.

Firms’ Market Performance

Market-based performance is concerned with the market valuation
of firms (Salter & Weinhold, 1979; Singh & Montgomery, 1987). An
increase in a firm’s market value indicates market expectation of an
increase in the firm’s future income stream (Rappaport, 1986). A firm’'s
increase in market value may be reflected by an increased stock price
(Salter & Weinhold, 1979; Singh & Montgomery, 1987). Market value
created through joint ventures may, therefore, be reflected by an
increase in stock prices approximating the joint venture announcement.
Joint ventures that lead to an increase in the stock prices of parent
firms beyond that required by investors mean value gains to stockholders
of these firms.

Firms’' market value was chosen as a dependent variable for
several reasons. One reason is that a firm’s market value is relevant
to the concern of management, whose goal is to maximize stockholder
value. An increase in a firm’s market value reflects an expectation of

increase in the future income stream and hence an increase in future
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stockholder value (Woolridge & Snow, 1990). A firm’s market value can,
therefore, indicate the market expectation of the firm’s long-term
viability.

Second, market value is a typical dependent variable in an
"event study" approach, the approach that has been used popularly in
finance and accounting literature. The approach focuses on capturing’
market responses to seemingly interesting events. This approach has
been borrowed by several strategic studies and used to examine the
capital market responses to merger/acquisition announcements (e.g.,
Shelton, 1988; Seth, 1990) or joint venture announcements (Woolridge &
Snow, 1990). Because the focus of this study is consistent with the
event study approach, an investigation of a firm’s market value hence
seems appropriate.

Finally, the market value of joint ventures is available for
measurement when the ventures are first announced. Early measurement of
the market value of joint ventures may lessen the effects of other
unrelated events. This advantage may not be obtained if the value of
joint ventures is measured after implementation. For instance, it may
take up to two or three years for a joint venture to generate an income
stream. By that time, it may be more difficult to separate the effects
of initiating the joint venture from other events that might have

influenced the firms’ performance.

Question of Interest

Previous studies on joint ventures found a positive relationship
between joint ventures and firms’ market performance. McConnell and

Nantell (1985), for example, found that stockholders of parent firms
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obtained significant value gains approximating the joint venture
announcement. This empirical finding was consistent with that of
Ravichandran (1986). Even though these two prior studies share similar
empirical findings, they seem to have different assumptions. McConnell
and Nantell (1985) presume that the capital market reaction to joint
venture announcements is homogeneous, whereas Ravichandran (1986)
assumes that the capital market reaction to joint venture announcements
is not uniform across all joint ventures. Ravichandran (1986) found
that the market reaction to joint venture announcements varied among
joint ventures in competitive and concentrated industries.

This study also examines the relationships between joint
ventures and firms’ market performance. Based on the assumption that
the capital market reaction to joint venture announcements is not
homogeneous across joint ventures, the present study takes a different
position from that of prior studies. This study argues that differences
in the capital market reaction to joint venture announcements depend on
relatedness among joint venture participants. And because the capital
market reaction is assumed to be reflected by the parent firms’ market
performance, the question of interest in this study can be expressed as:
"Is there a relationship between relatedness among joint venture
participants and parent firms’ market performance?". The purpose of
this study is thus to test empirically the hypotheses relating to this

question of interest.
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Model
The basic model that depicts the focus of investigation in the
present study can be simply shown as:
Relatedness --------- > Market Performance
Relatedness among firms involved in a joint venture is an
independent variable; parent firms’ market performance is a dependent
variable. Even though the above model does not explicitly include
potential confounding variables, this study controls for these
variables. Several variables that might have confounding effects
include: parent firm size (McConnell & Nantell, 1985), the
concentration of the child industry (Ravichandran, 1986), the potential
market impact of the parents, and specific regulated industries

(McConnell & Nantell, 1985; Ravichandran, 1986).

Premises of the Study

Several premises in this study can be made explicit. First, not
all joint ventures are homogeneous. Relatedness among participants in
different joint ventures may vary. Relatedness between parent firms,
for example, may differ across joint ventures. In a similar vein,
relatedness between parent and child firms may differ across joint
ventures. Plausible differences in the extent of relatedness across
joint ventures lead to the conjecture of variations in capital market
reaction to joint venture announcements.

Second, firms are viewed as a broad set of resources/skills
(Penrose, 1959; Rubin, 1973). Joint venture is one means that allows
for more effective allocation of resources/skills of parent firms. For

example, the parent firms may utilize more efficiently their excess



10
resources/skills by contributing them to their child.

Finally, the capital market is assumed to act efficiently in the
sense that stock prices adjust very rapidly to new information (Fama,
Fisher, Jensen & Roll, 1969). This assumption also implies that stock
prices are indicators of value of resources being allocated. Hence, an
announcement of joint venture will be efficiently processed by the
capital market in such a way that the stock values of the parent firms
reflect how the market values the resource allocation associated with
the joint venture. This assumption of capital market efficiency has

been supported by several studies (e.g., Fama, 1976).

Significance of the Study

The present study is significant in several aspects. First, the
study can provide additional empirical results regarding the effects of
joint ventures on firms’ performance. Though joint ventures have become
more popular strategic activities, especially in the recent decade
(Harrigan, 1985), the consequences of joint ventures on firms'’
performance are still ambiguous. Few previous studies have examined
relationships between joint ventures and firms’ market performance.

Most of these prior studies implicitly assume that joint ventures have
homogeneous effects on firms. This study, however, argues that not all
joint ventures are homogeneous in their effects on firms because the
extent of relatedness among joint venture participants may vary. The
examination of this argument can thus offer insight into the nature of
the relationships between joint ventures and firms’ performance.

Second, this study applies the relatedness concept (Rumelt,

1974) in a slightly different way from that typically used in
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merger/acquisition studies. With respect to a merger or an acquisition,
only one type of relatedness--relatedness between acquiring and acquired
firms--has been examined in its effects on the firms’ performance. With
respect to a joint venture, however, at least three types of relatedness
may affect firms’ performance. These relatedness types are:
relatedness between one parent and child, relatedness between parents,
and relatedness between both parents and child. Relatedness between
both parents and child, in particular, has not been examined in prior
studies. The investigation in the present study, therefore, can
contribute to joint venture studies.

In terms of practical significance, the focus of this study on
the relation between relatedness among joint venture participants and
firms’ stock returns seems relevant to management, whose goal is to
maximize stockholder value. Maximization of stockholder value is
significant for management for several reasons. One reason is that high
stockholder value is a performance goal that extends beyond the
stockholders’ domain to the firm as a whole. For instance, high stock
value may inhibit a proxy battle for control and can enable a firm to
have access to cheap sources of additional capital or equity (Branch &
Gale, 1983; Lubatkin & Shrieves, 1986; Rappaport, 1986). Other reasons
that may explain management’s high attention to stockholder returns are:
large stock ownership by management, a tie between management
compensation and stockholder returns, and management’s concern for its '

reputation in managing stockholder returns.
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Scope of the Study

This study focuses on domestic joint ventures that were publicly
announced in the Wall Street Journal during the period 1975-1987. To be
included in the sample, joint ventures had to meet several criteria.
First, each joint venture was formed by only two parent firms. This
criterion helps control for any confounding effects of varying numbers
of parent firms being involved. Second, all parent firms were U.S.
corporations. This criterion helps control for any international
diversification effects of joint ventures on firms’ performance. Third,
at least one of the parent firms in each joint venture had to be traded
on the New York Stock Exchange or American Stock Exchange, and the stock
returns data had to be available in the Center for Research in Security
Prices (CRSP) daily tape 100 days prior to the joint venture
announcement and 20 days following the announcement.

This study determines the relatedness among joint venture
participants based on similarities in products or markets of these
firms. Though it is recognized that the relatedness definition also
includes similarities in technology or R & D skills used, a stream of
research has determined relatedness mainly by product or market
similarities. These studies found that product/market relatedness was
adequate to explain differences in firms’ performance (Palepu, 1985;

Capon et al., 1988).

Research Method Synopsis

An initial sample of joint ventures was composed of joint
ventures that were first publicly announced in the Wall Street Journal

during January 1975 to December 1987. The announcements in the Wall
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Street Journal were used because they serve as a primary source for
initial sample selection for research in the finance area (Thompson,
Olsen & Dietrich, 1987). The index of joint venture announcements in
the Wall Street Journal was obtained from the joint venture section in
Predicasts Funk & Scott Index of Corporate Changes and in the Wall
Street Journal Index. These two sources of data were used to complement
each other.

The approach used to derive relatedness among joint venture
participants, the independent variable in this study, mainly follows the
approach used by Shelton (1988). A continuous measure of relatedness
was derived, based on similarities in products/markets between business
segments of firms. The approach used to estimate parents’ abnormal
stock returns, the dependent variable, follows that of McConnell and
Nantell (1985), who employ the residual analysis technique (Fama,
Fisher, Jensen & Roll, 1969).

The methods of analysis employed in this study are: a
correlation analysis, linear regression analyses and multiple regression
analyses. These analyses were used to detect relationships between or
among variables included in this study. The multiple regression
analysis also was used to control for the effects of potential

confounding variables.

Order of Presentation

This dissertation contains five chapters. Chapter One mainly
provides an overview for this study. Chapter Two reviews prior studies
that have examined the relationship between joint ventures and firms’

market performance. This is followed by theoretical arguments on the
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relation between relatedness among joint venture participants and parent
firms’ market performance. The hypotheses based on these arguments are
then proposed. Next, Chapter Three describes the methodology that is
used in the empirical investigation. The chapter presents: conceptual
definitions and measures of dependent, independent and potential
confounding variables; a description of the sampling procedure; and the
statistical methods for hypotheses testing. Chapter Four presents the
results of an empirical investigation. Chapter Five, the final chapter,
discusses the results in light of specific hypotheses, draws some

implications, and makes suggestions for future research.



CHAPTER TWO

LITERATURE REVIEW, THEORETICAL FRAMEWORK AND RESEARCH HYPOTHESES

Background

Joint ventures have quite a long history in the United States.
Early use of joint ventures dates back at least to the year 1880, when
railroads used them for large-scale projects. Later, in the early 20th
century, joint ventures were formed to pool risks in shipping, gold
exploration and other undertakings (Harrigan, 1985). The formation of
joint ventures within the United States has blossomed since the mid-
1970s (Pfeffer & Novak, 1976a; Harrigan, 1985). Over the past decade,
more than 7,000 U.S. firms have entered into joint ventures across a
wide variety of industries, such as automobiles, communication services,
computers, electronic components, engines and aerospace, medical
products, pharmaceuticals, videotapes and videodiscs, financial services
and others. Almost all kinds of firms--single-product firms,
multiproduct firms, closely held firms, publicly held firms--have
entered into joint ventures. Mergers & Acquisitions reported that
billions of investment dollars were spent annually through joint
ventures.

Value creation through joint ventures seems to account for the
popularity of joint ventures. Sources of value creation include, among

others, more efficient utilization of resources and skills due to the

15
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sharing of these resources and skills (e.g., Kogut, 1988; McConnell &
Nantell, 1985); sharing of costs or risks in large or risky projects
(Pate, 1969; Pfeffer & Novak, 1976a); better access to new technology or
special types of skills (Berg & Friedman, 1981; Kogut, 1988); and
improvement in a firm’s competitive positioning or a firm’s power over
other organizations in both local and global markets (Harrigan, 1985;
Pfeffer & Novak, 1976a).

Because the present study examines the relationship between
Joint ventures and firms’ market performance, this chapter begins with a
review of literature that has addressed this issue. Then the
theoretical link between relatedness among joint venture participants
and firms’ market performance is developed. Research hypotheses that
are in accordance with this theoretical framework are then proposed.

Potential confounding variables also are identified.

Literature Review

Earlier work on joint ventures has focused primarily on two
areas: (a) motivations to form joint ventures (e.g., Pfeffer & Novak,
1976a, 1976b; Kogut, 1988) and (b) effects of joint ventures on
industrial concentration or industrial returns (Berg & Friedman, 1981;
Duncan, 1982). Only a few studies have examined the relationship
between joint ventures and firms’ performance. These studies come from
the finance and strategy areas.

Studies in finance lend support to the notion of a relationship
between joint ventures and firms’ market performance. These studies
report that stockholders of parent firms obtain positive abnormal stock

returns or value gains around the time of a joint venture announcement.
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McConnell and Nantell (1985), for example, found that joint venture
announcements lead to significant value gains to stockholders of parent
firms. Their sample includes 136 domestic joint ventures entered into
by 210 companies over the period 1972-1979. Similarly, Ravichandran
(1986) found that, on average, stockholders of 481 firms entering into
domestic joint ventures during the period 1972-1983 earned significant
value gains around the two-day announcement period. Ravichandran (1986)
also found that the reaction of the capital market to joint venture
announcements was not homogeneous across joint ventures. Firms that
entered into joint ventures in concentrated industries earned
statistically significant value gains, whereas firms that entered into
joint ventures in competitive industries did not earn statistically
significant value gains.

Within the strategy area, the findings by Koh and Sinha (1990)
can be contrasted to those of Ravichandran (1986). Koh and Sinha (1990)
examined the effects of 76 joint ventures announced during 1972-1985 in
the "information technology sector", comprising electrical and
electronic machinery, communication, computers, data processing,
electronic imaging and others. Their findings suggest that the
profitability of joint ventures to parent firms depends on industrial
concentration. That is, when the industry is not highly concentrated, a
joint venture is profitable to the parent firm because the increase in
the parent’s output associated with the venture is high compared with
the reduction in industry price. When the industry is highly
concentrated, however, the joint venture may not se profitable to the
parent firm because the increase in the parent’s output associated with

the joint venture may be insufficient to compensate for the reduction in
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price. Koh and Sinha’'s findings thus contrast those of Ravichandran.

Another variable besides industrial concentration has been used
to explain variations in firms’ performance. Harrigan (1985), for
example, examines the effects of parent firms’ asymmetries in
relatedness on the performance of 895 ventures in 23 industries during
the years 1974-1985. Relatedness between parent firms in products,
markets, technology, competitive activities and buyer-seller activities,
and relatedness between parent and venture firms in R & D, production,
marketing activities and buyer-seller activities were considered.
Ventures were defined as all business activities in which parent firms
might cooperate, regardless of their ownership forms and status as
separate organizational entities. Harrigan’'s (1985) results suggest
that ventures were assessed as more successful when the parent firms
were related to their ventures in products, markets and/or technology
than when the parent firms were unrelated to their ventures.

Previous research also compared the relationship between joint
venture and firms’ performance to the relationship between other
strategic investments and firms’ performance. The study by Woolridge
and Snow (1990) examines differences between stock market reaction to
joint venture announcements and stock market reaction to other strategic
investment announcements, including research and development projects,
major capital expenditures, and diversification into new products and/or
markets. Their sample includes 767 public announcements of strategic
investments by 248 companies engaging in 102 industries. They found
that the stock market favored announcements regarding joint ventures and
R & D investment over those in capital expenditures and product/market

diversification. The two-day announcement period cumulative abnormal
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returns for joint venture and R & D investment were 0.80% and 1.13%,
respectively, compared with the two-day announcement period abnormal
returns for capital expenditure and product/market diversification of
0.36% and 0.69%, respectively.

Two conclusions can be drawn from the foregoing review of joint
venture research in the finance and strategy areas. First, there are
relationships between joint ventures and firms’ performance, and,
second, these relationships are not homogeneous across joint ventures.
Two studies (Koh & Sinha, 1990; Ravichandran, 1986) that focus on the
relationship between joint ventures and parent firms' performance argue
that differences in the concentration of the child industry can explain
these different relationships across joint ventures. One study
(Harrigan, 1985), which focuses on the relationship between joint
ventures and child firms’ performance, indicates that perhaps
differences in relatedness among joint venture participants can help

explain different relationships across joint ventures.

Comparison of the Present Research to Earlier Work

The present study employs a slightly different approach from
prior studies. This study argues that the relationship between joint
ventures and parent firms’ performance can be explained by the
relatedness among joint venture participants. The present study,
therefore, makes use of the relatedness construct, which is similar to
Harrigan’s (1985) approach. However, this study applies relatedness to
explain the performance of the parent firms, rather than the performance
of a child firm, the focus of Harrigan’s (1985) study. The present

study also argues that the concentration of the child industry is not a
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major determinant in explaining the relation between joint ventures and
parent firms’ performance, and it treats this concentration variable as
a potential confounding variable, a different approach from that used by
Ravichandran (1986) and Koh and Sinha (1990).

The following section first describes in more detail the
concepts of two key variables: relatedness and market performance.
Then propositions regarding the relationships between these two

variables are presented.

Relatedness

Relatedness is a construct that has generated a large body of
strategy research. Relatedness refers to similarities between
businesses in resources and skills used to manufacture products or to
serve markets. Rumelt (1974), for example, considered businesses to be
related if they: (a) served similar markets using similar distribution
channels, (b) used similar production technologies, or (c) exploited
similar scientific research. Rumelt (1974) determined similarities in
resources used to manufacture products based on: similarities in
products offered; or relationship between products, which occurs when a
product of one business serves as an input for the production of output
of another business. Rumelt (1974) determined similarities in resources
used to serve markets by comparing similarities in markets served by
businesses. Relatedness defined by Rumelt (1974), therefore, has been
determined by product/market relatedness.

Rumelt’s (1974) definition of relatedness is compatible with
that suggested by Salter and Weinhold (1979). The latter classify

diversification strategies by key success factors, which are composed of
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business experience in product markets and skills in functional
activities such as production, marketing, and R & D. An unrelated
diversifier is defined as "a company pursuing growth in product markets
where the key success factors are unrelated to each other"” (Salter &
Weinhold, 1979: 7). In contrast, a related diversifier is "a company
that uses its skills in a specific functional activity or product market
as a basis for diversification" (Salter & Weinhold, 1979: 7). Salter
and Weinhold’s (1979) definition of relatedness is compatible with that
of Rumelt because their key success factors, which are used to determine
relatedness between businesses, are composed of the same types of
resources and skills that Rumelt (1974) used to determine relatedness
between businesses. These resources and skills include those
specifically used in production or marketing.

This study makes use of relatedness, the conceptual definition
of which follows that of Rumelt (1974) and of Salter and Weinhold
(1979). Relatedness was chosen for use because it provides a
theoretical ground for explaining differences in firms’ performance.
Theoretical notions that may explain differences in firms’ performance
may be developed based on the consideration of similarities between
businesses in products, markets, or resources and skills used. Another
reason that felatedness was used is that it can, to some extent, explain
differences in the performance of firms involved in diversification
activities such as mergers or acquisitions (e.g., Singh & Montgomery,
1987; Shelton, 1988). Because joint ventures can be considered one type
of diversification activity, it is likely that the relation between
relatedness and performance can be generalized from merger/acquisition

to joint venture studies.
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Relatedness Among Joint Venture Participants

A joint venture consisting of two parents--say parent A (P,) and
parent B (Pg)--and a child (C) can be considered to include three types
of relatedness: relatedness between the parents, relatedness between
one parent and the child, and relatedness between the other parent and
the child. 1If parent A is of focal interest, parent A is involved in
parent-parent relatedness (P,-Py), parent-child relatedness (P,-C) and
parents-child relatedness (P,-C & P3-C). Parents-child relatedness
involves a comparison between the focal parent-child relatedness (P,-C)
and the other parent-child relatedness (Pg-C). Parents-child
relatedness is considered here because it is speculated that parent B-
child relatedness, by itself, may not help the capital market in
determining the value of the joint venture for parent A unless parent B-
child relatedness was compared with parent A-child relatedness.

Each of the three types of relatedness in which a focal firm may
be involved can be placed on a continuum. The determination of the
extent of relatedness is based on product or market similarities. That
is, firms that are more related have a higher proportion of revenue
coming from similar products or markets. Firms that are less related
have a lower proportion of revenue coming from similar products or
markets.

The three types of relatedness can be represented graphically.
Figure 1 displays examples of four joint ventures that differ in the
extent of relatedness. The figure displays parent-parent relatedness
and parent-child relatedness, along the horizontal and vertical axes,
respectively. Relatedness on each axis is a polarity, i.e., has a low

end and a high end. Joint venture (1) is high in two types of
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relatedness--parent-parent relatedness and parent-child relatedness--but
low in differences between the two parents’ relatedness to the child,
that is, low in P,;-C and Pg,-C difference. Joint venture (2) is high in
parent-parent relatedness but low in both parent-child relatedness and
differences between the two parents’ relatedness to the child. Joint
venture (3) is low in all three types of relatedness--parent-parent
relatedness, parent-child relatedness and differences between the two
parents’ relatedness to the child. While joint venture (1), (2) and (3)
are low in differences between the two parents’ relatedness to the
child, joint venture (4) is high in this type of relatedness because the
difference between P,,-C and Pg,-C is high. The four joint ventures
shown in the figure are examples of joint ventures that may exist.
Other joint ventures may, however, vary along the continuum of the three

types of relatedness.

Market Performance: Stockholder Return

Market performance is concerned with the market valuation of
specific activities of firms. One indicator of market performance is
stockholder return (Singh & Montgomery, 1987). Market performance or
stockholder return was chosen for use in this study because it is a
performance goal that extends beyond the stockholders’ domain (Lubatkin
& Shrieves, 1986). High market valuation or high stockholder return can
inhibit proxy battles for control and can enhance a firm's future
effectiveness by allowing less costly access to additional equity and
debt capital (Branch & Gale, 1983; Lubatkin & Shrieves, 1986; Rappaport,
1986). Rappaport (1986) also suggests that management is induced to pay

more attention to stockholder returns because of reasons such as large
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stock ownership by management; a tie between stockholder return
performance and management compensation; threats of takeover by other
firms, especially if the stock price is undervalued; and management’s
concern for its reputation in managing stockholder returns. High

stockholder return is, therefore, central to the focus of management.

Abnormal Stock Return

This study focuses on abnormal stockholder return. Abnormal
stock return is the difference between observed and expected returns,
which can be estimated from the market model (Fama, 1976). The market
model basically states that the return for stock i at day t is linearly
related to the return on the market portfolio at day t. The regression
coefficients obtained from the market model are used in the residual
analysis (Fama et al., 1969), in which abnormal returns are estimated.

According to the market model, the return on a market portfolio
reflects market-wide variations affecting all securities in the market,
and the residual or abnormal return reflects other variations.
Therefore, this study examines abnormal return rather than observed
return because it can reflect capital market reaction to variations
including those resulting from firms’ specific activities.

Positive abnormal return indicates value gains to stockholders.
Positive abnormal return for parent firms’ stockholders may occur if
joint venture announcements lead to an expectation of an increase in

future income streams for the parent firms.
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Iheoretical Framework and Research Hypotheses
This section brings together two variables discussed earlier--
relatedness and abnormal stock return. Theoretical arguments for the
expected relationship between these two variables across joint ventures
are developed. Hypotheses about the expected relationship also are

proposed.

Hypothesis One

Joint Venture Announcements and Parent Firms’ Abnormal Stock Returns

Previous research found consistent evidence of a positive
relationship between joint venture announcements and parent firms' stock
returns (e.g., McConnell & Nantell, 1985; Woolridge & Snow, 1990).

These studies’ interpretation of this positive relationship is that the
capital market perceives joint venture announcements, on average, as
value-creating activities for parent firms. That is, joint ventures
are, on average, expected to generate a future income stream for parent
firms and, therefore, the capital market responds positively to the
joint venture announcements.

The first hypothesis in this study replicates empirical findings
from prior studies. The hypothesized positive relationship between
joint venture announcements and abnormal stock returns provides a check
of data set for this study--whether the sampled firms used in this study
provide the relationship that is consistent with previous findings. The
first hypothesis can be stated as:

Hl: Joint venture announcements are positively correlated with
parent firms’ abnormal stock returns.
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Hypothesis Two

Parent-Child Relatedness and Parent Firms’ Abnormal Stock Returns

This study assumes that the relationships between joint venture
announcements and parent firms’ stockholder returns are not homogeneous
across joint ventures. It is expected that relatedness among joint
venture participants affects such relationships. Hypothesis Two deals
with the effects of one type of relatedness--relatedness between parent
and child--on parent firms’ stockholder returns.

This study argues that parent firms that are more related to
their child obtain higher abnormal stock returns than parent firms that
are less related to their child. Higher relatedness in products or
markets between parent and child may lead to greater positive responses
from the capital market than lower relatedness. This is because higher
parent-child relatedness may suggest to the capital market that the
parent can share with its child both general resources and specialized
resources, whereas lower parent-child relatedness may suggest that the
parent can share with its child only general resources. The expected
sharing of both general and specialized resources associated with
parent-child relatedness hence suggests lower average costs and a higher
future income stream for the parent that is more related to the child
than for the parent less related to the child.

Specialized and general resources differ in their specific use
for particular products or markets. Specialized resources may be
defined as resources and skills that are used specifically in production
or marketing. Specialized resources include, for example, (a) those

that are used in production such as production technology, plants, raw
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materials, machinery and tools (Ansoff, 1965); (b) those that are used
in marketing such as distribution channels, sales force, advertising and
sales promotion (Ansoff, 1965); and (c) R & D or management skills that
are used in specific product or market areas. Conversely, general
resources are defined as resources and skills that can be used across
different functions. General resources, therefore, are not tied
specifically to production or marketing functions. An example of
general resources are financial resources used in hiring accountants or
outside consultants.

The association of high relatedness with utilization of
specialized and general resources and the association of low relatedness
with utilization of general resources have been suggested by several
diversification studies. Singh and Montgomery (1987), for example,
argue that relatedness allows for more efficient utilization of both
specialized and general resources, while unrelatedness allows for more
efficient utilization of general resources only. Singh and Montgomery
(1987) then hypothesized that related diversifiers obtained higher value
gains than unrelated diversifiers, and their findings supported this
hypothesis. Other researchers, such as Wrigley (1970), Lubatkin (1984),
Hill and Hoskisson (1987), and Jones and Hill (1988), also raise similar
arguments. They argue that, whereas related diversifiers can share
their inputs, technology, distribution channels, sales forces, financial
resources and others, unrelated diversifiers may share only their
financial resources. Therefore, a body of diversification literature
has proposed the argument that parallels the argument in this study.

The argument that higher parent-child relatedness enables the

sharing of general and specialized resources/skills, which then leads to
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higher stock returns for parent firms than lower relatedness does, is
illustrated in Figure 2. The following discussion is based on this

figure.
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Higher Parent-Child Relatedness

Higher Relatedness between Parent and Child

Higher relatedness in products/markets between a parent firm and
its child may suggest to the capital market that the parent is more
likely able to share with its child specialized resources and skills
used in production or marketing. The parent can, therefore, lower its
average costs or enjoy economies and hence can obtain higher future
income generated through the joint venture. The parent may share with
its related child the resources used specifically in production such as
production technology, plants or machinery. This sharing may be done at
the same level of production or at different levels of production. This
leads _to production economies (Lubatkin, 1983; Kogut, 1988; Hennart,
1988) and scheduling economies (Lubatkin, 1983). Production economies
may occur through economies of scale or economies of scope. Economies

of scale occur when a given bundle of resources is used to expand
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production of a specific product. Economies of scope occur when a given
bundle of resources is used in a joint production of two or more
products. Scheduling economies occur when there is coordination of
resources used at various stages of production (Shepherd, 1979).
Similarly, sharing with the child specialized resources used in
marketing such as sales force or distribution channels enables the
parent to obtain marketing economies (Lubatkin, 1983).

Higher product/market relatedness also suggests a better
opportunity for parent and child to share specialized skills. High
relatedness suggests that the parent can transfer to the child its R & D
knowledge or management skills that are specifically tied to products or
markets. Kogut (1988), for example, suggests that joint ventures enable
firms to transfer "tacit knowledge" (Polanyi, 1967), which is knowledge
that is not easily diffused across the boundaries of firms. A joint
venture enables the parent to transfer knowledge or experience to the
child that operates in similar product/market areas. Cumulative
knowledge or experience may lead to low learning costs for the parent.

Higher product/market relatedness may also suggest an increase
in market power for the parent. Market power increase may occur because
of relatedness in markets or because of lower costs obtained through
relatedness in products or markets. Market relatedness between parent
and child suggests that the parent may extend its power in currently
engaged markets through the formation of the child. Furthermore, an
increase in market-specific market power may be facilitated if
product/market relatedness enables the parent to lower costs and lower
the prices of its products. The firm’s ability to exert more influence

on price by definition means that it gains more power in the market. An
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ability to control price tends to be positively valued by the capital
market because it suggests an increased certainty that a firm will
obtain future income streams (Oliver, 1990).

The parent that forms a joint venture in related markets also
can lower entry costs. This is because the parent tends to possess
specialized resources or skills that enable the child’s penetration into
related markets at minimal costs. Furthermore, possessing specialized
resources/skills necessary for success in related markets also suggests
that the parent can erect entry barriers in this related market
(Hopkins, 1987). This may lead the capital market to expect longer
retention of the parent’s profits.

Finally, relatedness in products/markets between the parent and
its child also suggests that the parent can share with the child general
resources such as financial resources and hence can obtain financial
economies (Lubatkin, 1984). Financial economies may occur when the
parent can improve its cash management, allocate more efficiently its
investment capital or reduce the cost of debt capital (Paine & Power,

1984).

lower Relatedness between Parent and Child

A parent firm that is less related to its child may not be able
to utilize resources and skills as efficiently as a parent that is more
related to the child. This leads to the expectation that the former
parent can obtain lower abnormal stock returns through a joint venture
than the latter parent can. This notion is illustrated in Figure 3.

As the figure shows, low relatedness in products and markets

suggests that the parent can share with its child only general
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Lower Parent-Child Relatedness
resourcei, not the specialized resources used in production or
marketing. A sharing of general resources may suggest lowered costs for
the parent due to lower bankruptcy risk or increased administrative
efficiencies. In addition to lowered cost obtained through general
resources sharing, the parent that is less related to its child can
increase its market power. This market power increase may arise, for
example, from the increase in absolute size and breadth of the firm.

Low relatedness between parent and child in products/markets
also suggests to the capital market that the parent may not be able to
share with the child its production technology, distribution channels,
or specific R & D strength. This means that the parent firm has to bear
high startup costs, including: (a) costs of investing in assets such as
plants or production technology (Ansoff, 1965); (b) learning costs that
occur because management makes a misallocation of resources during the
learning process of a new business (Salter & Weinhold, 1979); and (e¢)
entry costs, which include large investments of financial resources in
risky or unrecoverable up-front operational activities such as
advertising, costs of switching buyers from competitors’ product to the

child firm’s product, costs of persuading distribution channels to
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accept the child firm’s product through price breaks or cooperative
advertising allowances, costs relating to government restrictions such
as air and water pollution standards and product safety and efficiency
regulations, and other types of costs incurred to enable the child firm
to compete with the cost advantages kept proprietary by established
firms (Porter, 1980). The cost advantages enjoyed by established firms
are related to such factors as proprietary product technology, favorable
access to raw materials, favorable locations, and government subsidies
(Porter, 1980).

Parent firms that are less related to their child firm are
expected to obtain lower abnormal stock returns than those more related
to the child firm because the former have to bear the high costs
associated with low parent-child relatedness. These high costs may not
be offset by lowered costs obtained through sharing general resources.
The capital market would then expect the association of higher abnormal
stock returns with higher parent-child relatedness and the association
of lower abnormal stock returns with lower parent-child relatedness.
This notion is indicated in the second hypothesis:

H2: Parent firms that are more related to their child obtain

higher abnormal stock returns than parent firms that are
less related to their child.

Hypothesis Three

Parent-Parent Relatedness and Parent Firms’ Abnormal Stock Returns

This study argues that parent firms that are more related to
their partners obtain higher abnormal stock returns than parents that

are less related to their partners. The logic for this argument is
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presented 1n.Figure 4.
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Higher Parent-Parent Relatedness

Product relatedness between parent firms in a venture may lead
to market expectation that these firms can have access to specialized
resources, such as the production technology of their partners. This
access may enable the firms to improve their production technology and
hence lower their costs. Market relatedness between parent firms means
that these firms operate in the same market and forming an alliance may
help strengthen the market position of both. For instance, the parent
firms may join forces to preempt suppliers or customers from integrating
in a manner unfavorable to them and hence can defend or improve their
current market positions (Harrigan, 1985). This preemption enables the
firms to sustain their future income streams. High product or market
relatedness between parent firms can, therefore, lead to high abnormal
stock returns for the parents. In contrast, for parent firms that are
less related, the capital market may expect that these firms cannot
obtain advantages associated with parent-parent relatedness. Low
relatedness between parents, therefore, leads to low abnormal stock
returns'for the parent firms. This is the third hypothesis:

H3: Parent firms that are more related to their partners obtain

higher abnormal stock returns than parent firms that are
less related to their partners.
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Hypothesis Four

Parents-Child Relatedness and Parent Firms’ Abnormal Stock Returns

This study argues that high relatedness between one parent and
child may create high abnormal stock returns not only for that parent,
but also for another parent that is less related to the child. A joint
venture in which parent firms greatly differ in their relatedness with
the child--in which one has high relatedness while the other has low
relatedness--may enable the parent with low child relatedness to obtain
high abnormal stock returns. This is because high relatedness between
one parent and the child helps compensate for the potential
disadvantages associated with the low relatedness between the other
parent and the child. The parent firm that is more related to the child
in products or markets is likely able to provide specialized resources
such as production technology, sales force, distribution channels, and
management skills to the child. The parent firm that is much less
related to the child would then benefit from the high relatedness
between its partner and the child. The parent with low child
relatedness may not have to bear high investment costs because its
partner has already invested some assets in the child’s market. The
parent with low child relatedness may not have to bear high learning or
high entry costs because its partner already has some knowledge in the
child’s market and already has a toehold in the market. Therefore,
among the parent firms that have low relatedness with the child, the
greater the differences between these parents and their partners in
relatedness with the child, the higher the abnormal stock returns that

these parents may obtain. This is the fourth hypothesis:
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H4: Among the parent firms that are unrelated to their child,
those whose partners are more related to their child obtain
higher abnormal stock returns than those whose partners are
less related to their child.

The rationale underlying this fourth hypothesis is consistent
with the rationale underlying prior hypotheses. That is, higher parent-
child relatedness leads to higher abnormal stock returns for the parent
than lower parent-child relatedness. In a sense, this last hypothesis
can be thought of as an extension of this rationale to a situation in
which high relatedness between one parent and child can compensate, to
some extent, for low relatedness between the child and the other parent
involved in the same joint venture. High relatedness between one parent

and child can result in high abnormal stock returns to the other parent

that is much less related to the child.

Research Hypotheses: Summary

The present study proposes four hypotheses. Hypothesis One
focuses on the relationship between joint venture announcements and
abnormal stock returns for the entire sample of parent firms.
Hypothesis Two focuses on the relationship between parent-child
relatedness and parent firms’ abnormal stock returns. Hypothesis Three
focuses on the relationship between parent-parent relatedness and parent
firms’ abnormal stock returns. Finally, Hypothesis Four focuses on the
relationship between the differences in the two parents’ relatedness to
the child and parent firms’ abnormal stock returns. The focus of

Hypothesis Four is on the parent firms that are unrelated to the child.
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Potential Confounding Variables

The relationship between relatedness among joint venture
participants and parent firms’ abnormal stock returns may be affected by
several potential confounding variables. Four potential confounding
variables can be identified from prior research and from logical
reasoning. This study controls for the effects of these variables,
including parent firm size (McConnell & Nantell, 1985), industrial
concentration (Ravichandran, 1986; Koh & Sinha, 1990), potential market
impact, and price-regulated industries (McConnell & Nantell, 1985:

Ravichandran, 1986).

Parent Firm Size

Evidence revealing the effects of parent firm size on parent
firms’ performance has been mixed. Berg and Friedman (1980), for
example, found that the average size of parent firms, as measured by
average sales, was among other variables that had a positive impact on
firms’ accounting rate of return. They explained that this was because
large firms were better able to capitalize the technological and other
contributions of small firms. The effect of parent firm size on firms’
performance was also suggested by Harrigan (1988). Harrigan (1988)
found that the size of parent firms'’ assets added weak predictive power
to the regression model of ventures’ perceived success.

Within finance literature, some evidence exists that small firms
earn significantly higher risk-adjusted returns than large firms (Banz,
1981; Reinganum, 1983). One explanation is that investors who had
limited information were uncertain about the true parameters of the

return distribution of small firms. Therefore, only a subset of
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investors would hold the securities of small firms and this then led to
the higher risk-adjusted returns of these securities than of securities
considered by all investors (Banz, 1978).

In a study on joint ventures by McConnell and Nantell (1985),
these researchers reported that, around the announcement date, parent
firms of smaller size obtained a higher percentage of abnormal returns
(1.10%) than larger firms (0.63%) while obtaining smaller dollar value
gains. That is, when the rates of return were multiplied to the average
market value of outstanding equity for firms, parent firms of smaller
size generated value gains of $4,537,572 compared with $6,650,544 for
larger parent firms. In contrast to McConnell and Nantell’s findings,
Ravichandran (1986) did not find significant effects of firm size on
parent firms’ performance. Ravichandran (1986) regressed the value
gains on firm size and joint venture project costs and found that
neither of the coefficients was significantly different from zero.
Because of the problematic role of the parent firm size variable on

firms’ performance, the present study controls for this variable.

Industrial Concentration

There has been evidence of the effects of the concentration of
the child industry on parent firms’ performance. These effects, as
reported by prior studies (Ravichandran, 1986; Koh & Sinha, 1990), were,
however, in different directions. Ravichandran (1986) found that firms
entering into joint ventures in competitive industries did not earn
significant value gains, whereas firms entering into joint ventures in
concentrated industries earned significant value gains. Ravichandran

(1986) explained that this occurred because the capital market did not
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believe that parent firms could retain the benefits derived from the
joint ventures in competitive industries for a long period because of
low entry barriers. For concentrated industries, however, the
industries signalled to the capital market the ability of parent firms
to retain benefits derived from the joint ventures.
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