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Abstract

The impact of corporate diversification on financial performence has been subject of some
studies from the past. In addition, scholars found positive or negative relationship between
the two variables. However, there are some theories and motivation which explain the part of
relationship that state in this paper. In this paper, we try to show measurement of
diversification and summary of related studies.
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I ntroduction

The corporate diversification and financial performance has been subject of many studies in
finance in last three decades (Y. S. Kim & Mathur, 2008; Santalo & Becerra, 2008). The
paper discusses this issues base on the definitions, measurement and results of related
research.

Definitions

There are many definitions of corporate diversification. However, diversification word comes
from the diverse, which means distinct and different that shows a discrepancy in the firm
activities (R. Pitts & Hopkins, 1982). When a firm operates in more than one business or
industries, it is called the diversified firm (Barney, 2010; M. Hitt & Ireland, 1986; Ibrahim &
Kaka, 2007; Santalo & Becerra, 2008). Furthermore, diversification means increased activity
of their business scopes except their currently business (Hillebrandt & Cannon, 1990). Other
scholars defined diversification as firm enters new sector (lacobucci & Rosa, 2005), or new
industry (Jacquemin & Berry, 1979), or new segment (Denis, Denis, & Sarin, 1999) or a new
line of businesse (C. Montgomery, 1994).

Moreover, according to Ansoff (1957), corporate diversification classified into two groups,
product diversification and international (geographic) diversification. Product diversification
means a firm produces more than one kind of product and international diversification means
afirm actsin abroad markets (M. A. Hitt, Ireland, & Hoskisson, 2007).

Corporate Diversification Dimensions

Ansoff (1957) defined corporate diversification as product diversification (related and
unrelated) and international diversification. Also, product diversification can be divided into
three dimensions, which are diversification degree, diversification type and diversfication
mode (Datta, Rajagopalan, & Rasheed, 1991).

Diversification degree

It introduced through three main methods of computing based on the business count
measurement which are: Standard Industrial Classification (SIC) codes, Herfindahl index and
Entropy index. In addition, there is no agreement of which measurement is the best one for
determining corporate diversification (Shackman, 2007).

SIC codes are a system for identifying a business according to its activity, which is the easiest
way for counting diversification and Martin and Sayrak (2003) noted that there is a problem
for using the SIC codes. They expressed if a firm operates in many industries, SIC codes
cannot explain which industry is more important than others for the firm. For solving this
problem, it is suggested to use Herfindahl index, which was introduced for firm's
concentration counting (Berry, 1971; McConnell, Brue, & Flynn, 2009; McVey, 1972).

Herfindahl Index is defined as the total square of the sales share of each product of the firm
as noted in Equation 2.1:
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Equation 2.1: Herfindahl Index

n
szPiZ ;0<H<1

i=1

Where, P, isthe sales share of product i in the firm in terms of percentage and n is the number
of product units of the firm. When thisindex is near zero, it means that the firm is diversified.
The high Herfindahl index i<, the more focus the firm is (Berry, 1971; McVey, 1972). This
index also is known as Herfindahl-Hirschmann index.

The last measurement is Entropy Index which was proposed primarily in physics, however, it
spread into other subjects. Jacquemin and Berry (1979) extended entropy index in
diversification researches. The index has three significant elements, which are different from
other indexes. The elements are the number of industry of firm’s activities, the amount of
total sales/assets divide across industry parts, and the third is that power of part of unrelated
and related diversification in a firm (Amit & Livnat, 1988; Baysinger & Hoskisson, 1989;
Palepu, 1985). Park and Jang (2011) said the index is objective, continues and decomposable.
In addition, Chatterjee and Blocher (1992) reported the entropy index for diversification is
better than other diversification measurements. Therefore, these privileges cause the wide
range of using entropy index (C. J. Chen & Yu, 2011; Park & Jang, 2011). The total entropy
index is measures as Equation 2.2:

Equation 2.1: Total Entropy Index

E = Plln(l/Pl)
2

Where, P, is the share sale of segment i in total sales of the firm and n is the number of firm’'s
segments

As it mentioned, the main privilege of entropy index is that it can determine the score of
related and unrelated diversification in the firm (refer to (Jacquemin & Berry, 1979)). In
addition, if total entropy is near zero, it means that firm is focus and becomes greater with
increasing levels of diversification, and the maximum and minimum of Entropy is 0 < E <
In n.

Diversification Type

Wringley (1970) defined diversification type based on relatedness within the firm's portfolio
in four majors which are single, dominant, related and unrelated diversification. Rumelt
(1974) extended these four parts into seven parts, which are single dominant, dominant
vertical, dominant constrained, dominant linked-unrelated, related constrained, related linked
and unrelated business. However, he said sometimes it is difficult to count these ratios
because of the firm's uncomplete reports. In addition, he stated that related diversification
could transfer core skill to new businesses;, however, unrelated diversification could not.
Aditionally, some scholars used another classification with mix Wringley and Rumelt's ideas
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together which are single, moderately diversified and highly diversified (Li, 2004; Pandya &
Rao, 1998).

Diversification Mode

Scholars define mode of diversification as internal development and merger and acquisition
(NA Berg, 1973; Lamont & Anderson, 1985; R. Ritts, 1976; R. A. PFitts, 1977; Yip, 1982).
Internal development takes advantage of interior resources and core competency for
establishing a new business (Datta, et al., 1991). In contrast, if a firm likes to diversify via
merger and acquisition, it must pay attention to the weaknesses and strengths of a target firm
(N. Berg & Pitts, 1979).

International Diversification

International diversification means a firm actsin the market which isnot inits country (M. A.
Hitt, et al., 2007). This strategy is a growth strategy that has a major effect on firm
performance (Capar & Kotabe, 2003). This effect is stated by Ansoff (1965) as growth

strategy.

As a matter of fact, international diversification offers severa advantages to firms. Buhner
(1987) argued that international diversification offers prospective market opportunities,
which gives firms the opportunity for greater growth. The most accepted argument for
international diversification has been developed on the theoretical assumption that firms
exploit the benefits of internalization in international markets (Caves, 2007; Hymer, 1976).
Internalization of markets has advantages such as economies of scale, scope, and learning
(Ghoshal, 1987; W. Kim, Hwang, & Burgers, 1989; W. C. Kim, Hwang, & Burgers, 1993;
Kogut, 1993), and sharing core competencies among different business segments and
geographic markets (Hamel, 1991).

Firms with strong competencies that are developed at home can utilize these in international
markets (Bartlett & Ghoshal, 1999). Thus it is argued that the higher the involvement of a
firm in international markets is, the higher will be the exploitation of tangible and intangible
resources, which is expected to lead to higher performance (Hymer, 1976).

In addition, multinational firms have the opportunity to integrate their activities across
borders by standardizing products, rationalizing production, and/or allocating their resources
more efficiently and effectively (Kobrin, 1991). Furthermore, multinational firms can gain
additional competitive advantages by exploiting market imperfections (such as a less
competitive environment) and cross-border transactions (such as transfer pricing), and can
also achieve a greater bargaining power with increased size (Sundaram & Black, 1992). All
of these arguments support the view that a positive, linear relationship exists between
international diversity and performance. Although some studies have demonstrated a positive
relationship (Daniels & Bracker, 1989; Gomes & Ramaswamy, 1999; Grant, 1987; Haar,
1989), other studies have shown either a negative relationship or no relationship at all
(Siddharthan & Lall, 1982). Most of these studies have assumed that the relationship between
international diversification and performanceislinear (Gomes & Ramaswamy, 1999).
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However, some of research has examined a nonlinear relationship between multinationality
and performance, and has argued for a theoretical rationale to justify their position (Gomes &
Ramaswamy, 1999; M. A. Hitt, Hoskisson, & Kim, 1997; Kotabe, Srinivasan, & Aulakh,
2002; Talman & Li, 1996). These studies have found an inverse U-shaped relationship
between multinationality and firm performance, where performance increases up to a certain
point, and then levels off.

\\ Macroth il'lk Asian Journal of Finance & Accounting

Table 1. International Diversification Measures

Authors M ethod Symbol

Geringer et al (2000) foreign sales/total sales FSTS

Fatemi (1984) foreign assets/total assets FATA
number of foreign employees/total number of

Kohers (1975) FETN
employees

Vernon (1971) foreign earnings/total earnings FETE

Geyikadgi and Geyikadgi (1989) | foreign business/total business FBTB
number of foreign offices/tota number of

Contractor et al. (2003) . FOTO
offices

) number of nations in which firm has foreign

Miller and Pras (1980) . NNS
subsidiaries

Morck and Y eung (1991) number of subsidiaries abroad NFS

Kimand Lyn (1987) foreign direct investment FDI

Errunza and Senbet (1984) absolute foreign sales AFS

The other significant subject is that the measurement of international diversification. For
computing international diversification there are severa methods as discussed in Table .
However, most of related researches have used foreign sales/total sales for measure
international diversification (Bobillo, Lopez-Iturriaga, & Teerina-Gaite, 2010; Capar &
Kotabe, 2003; Geringer, et a., 2000; Grant, 1987; Habib & Victor, 1991; Sullivan, 19943,
1994b; Tallman & Li, 1996).

The Theory of Why Firm Diversify

The main theories about why firm diversify, are as agency theory, free cash flow theory,
efficiency theory, resource based theory and market power theory.

Agency Theory: Jensen and Meckling (1976) define that the conflict between owner
(principal) and manager (agent) of the firm. In addition, the theory states that diversification
is driven by managers' interests such as employment risk-reduction, power, prestige and high
compensation (Ahmad, Ishak, & Manaf, 2003). Whilst, shareholders can diversify their
portfolios at low cost to balance their investment risk and therefore they might not favor
corporate diversification strategies. Due to the nature of corporate structure, shareholders
might be forced to accept the firms' diversification strategy dthough it might not suit their
risk and return profiles. Hence, agency theory would predict a negative relationship between
diversification and firm value.

Free Cash Flow Theory: the theory is explained by Jensen (1986) that anticipate which type
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of diversification create or destroy value. Managers can spend free cash flow (FCF) in
profitable investment opportunities or paying out to shareholders. So, the theory states
managers with unused borrowing power and large FCF are more probable to undertake
low-benefit or even value-destroying mergers.

Efficiency Theory: the efficiency theory suggests that diversification occurs once managers
are expected to make some synergies (Mat Nor, 2003). These synergies are such as financial
synergy (unrelated diversification) and operational synergy (related diversification).

Resour ce based Theory: Penrose (1959) devel oped resource based theory which states every
firm has remarkabl e resources that are known as its competitive advantages and firm can use
some unused capacities by applying diversification strategy. This view implies that afirm can
be more profitable where applying the unused resources (C. Montgomery, 1994) where these
resources of firm has differences in specificity (C. A. Montgomery & Wernerfelt, 1988).

Market Power Theory: this theory stemmed from a fear of market being monopolized (C.
Montgomery, 1994). Because, diversified firms act in many geographic market and produce
many products so its market power increases (Edwards, 1955). Furthermore, when a firm
diversifies related diversification, it increases the market power. By having market power, it
can stabilize the position and use predatory pricing to improve its profitability. Researchers
hypothesized that diversification increases market power; then, more profit can gain for the
diversified firm (Caves, 1981; R. A. Miller, 1973).

Previous Studies

In this section, some significant researches from developed and developing countries are
discussed based on their variables and findings. In addition, at the end of the each part atable
of summary is presented.

Studies on Developed Countries

The diversification and performance study has started from USA. One of the first authors on
this area was Rumelt. Rumelt (1974; 1982) noted that related diversification makes more
profit than unrelated diversification, because firms in related form can transfer core
competencies.

Caper and Kotabe (2003) examined the relationship between international diversification and
firm performance in service firms in sample of 81 major German service firms across four
industries. They found out that there was a curvilinear relationship between multinationality
and performance in German service firms.

Jung and Chan-Olmsted (2005) found a positive relation between related product and
international diversification and financial performance among media firms in United States.
In addition, they concluded the more related product and international diversification, the
more financial performance.

Brammer et al. (2006) investigated between corporate social performance and geographical
diversification on a sample of large UK firms. They found out evidence of a significant
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positive relationship between the two for some types of social performance and in some
regions of the world. However, they shown that the relationship between geographical
diversification and social performance differs significantly across different components of
social performance.

Qian et al. (2008) examined on largest US firms during the years 1996-2000 that how
regional (international) diversification affects firm performance. They controlled size, age,
leverage, risk, R&D intensity, product scope, and industry effect. The results indicated that
regional diversification has linear and curvilinear effects on firm performance. Regional
diversification enhances firm performance linearly up to a certain threshold, and then its
impact becomes negative. The results also showed that firms of developed countries
maximize their performance when they operate across a moderate number of developed
regions and a strictly limited number of developing regions.

Bobillo et al. (2010) examined the association between international diversification and firm
performance. Based on a sample of manufacturing firmsin five countries as Germany, France,
the United Kingdom, Spain, and Denmark, the results showed that the mix of internal and
external competitive advantages affected the relation between international diversification
and firm performance.

Kahloul and Hallara (2010) studied the relationship between diversification, performance and
risk in 69 French large firms between 1995 and 2005. They utilized Entropy Index and
Herfindal Index aswell as ROA, Tobin’s Q, risk, debt and growth. As aresult, they found that
there is no relationship between diversification and performance. In addition, there is no
linear relation between total risk and diversification.

Some scholars did a research in 308 restaurant firms from USA (Park & Jang, 2011). They
utilized Entropy index as corporate diversification and ROA, ROS and risk of profitability as
financial performance indicators. They discovered that at a certain level, related
diversification declines profitability. On the other hand, at a certain level, unrelated
diversification increases profitability. They concluded on the volatility of accounting
profitability that at a certain level, related diversification increases volatility and unrelated
diversification decreases it. In addition, they found these firms did not profit from alow level
of related diversification.

Some others rely on small and medium Spanish manufacturing firms over the years
1993-2006 (Mufioz-Bullon & Sanchez-Bueno, 2011). They utilize ROA and ROS as
dependent variables and corporate diversification (product and international) as independent
variable with respect to Size, leverage, liquidity, R& D and market demand-industry effect as
control variables. They reported a negative relationship between geographic expansion and
profitability. Therefore, the adoption of both product and international diversification is not
associated with higher performance.
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Studies on Developing Countries
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Lins and Servaes (2002) done their studies in one thousand firms from some emerging
markets such as Hong Kong, India, Indonesia, Malaysia, Singapore, South Korea, and
Thailand in 1995. They found diversified firms less profitable than focus firms. In addition,
they concluded there is a discount for industrial group firms and for diversified firms which
has a ten to thirty percent management ownership concentration. Finally, the results did not
support internal capital market efficiency in economies with severe capita market
imperfections.

Ahmad et al. (2003) started a research on corporate diversification in Malaysia. They
investigated the relationship between corporate governance, ownership structure and
corporate diversification in Bursa Malaysia. They computed corporate diversification by
Herfindahl index and number of segment and found non-institutional blockholding was
negatively related with diversification. In addition, they found out there is not a significant
relationship between managerial ownership and diversification athough the directions were
generally as expected. Therefore, they concluded good corporate governance was shown to
reduce corporate diversification activities.

Clasessens et al. (2003) have done a research on corporate diversification in South Korea,
Japan and seven east Asian countries as Hong Kong, Indonesia, Malaysia, Philippines,
Singapore, Taiwan and Thailand during the years 1991 to 1996. They examined the patterns
of vertical relatedness and complementarily in East Asia countries. They investigated the
short- and long-term productivity effects associated with the different types of business
combination. They found out, except for Japanese firms, vertically integrated firms
experience poor performance both in the short- and the long-term. By contrast, firms
exploring complementary diversification are generally associated with positive short- and
long-term performance.

Some scholars ascertained the relationship between international diversification and financial
performance with new classification of financial performance (Tongli, Ping, & Chiu, 2005).
They divided financial performance as accounting-based (ROA), market-based (share price)
and value-based (Tobin’s Q). In addition, they computed international diversification by
Entropy index and considering firm size, age, leverage, risk, industry membership, GNP as
control variables. They found out international diversification is positively correlated to
performance while product diversification is negatively correlated.

Some researchers found out not only diversification do not reduce the firm value, but also
value increases when the level of diversification increases (Ishak & Napier, 2006). They
examined on ownership structures and corporate diversification on 355 Public Listed firmsin
Malaysia. They showed more than half of the firms analyzed were diversified. However, the
results of the research provided no evidence that diversified firms in Malaysia are valued
differently from focused firms. The finding was inconsigent with the argument that
diversification reduces the value of firms.

Chakrabarti et al. (2007) examined the effect of corporate diversification on performance for
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some firms acting in stable period and economy shock. They did their research in six Asian
countries between 1988 and 2003. They concluded that diversification has a negative effect
on performance in more developed institutional environments; although, in least developed
environments there is an improving performance. Even though in least devel oped institutional
environments, diversification proposes limited advantages once an economy-wide shock
strikes. As a result, they found out that the consequent of diversification is influenced with
ingtitutional environments, economic stability and affiliation in business groups.

A\ Macrothlnk Asian Journal of Finance & Accounting

Other researchers examined diversification and performance of 70 Malaysian firms from
years 2001 to 2005 (Daud, Salamudin, & Ahmad, 2009). Their independent variable was
number of segments, the dependent variables were ROA and market measure and the control
variables were risk, size, inflation and leverage. They showed firms with focused strategy can
achieve high performance and financial ratio is affected by risk and size of firms. In addition,
firmsat low risk usually get high returns.

Chen and Yu (2011) developed several hypotheses based on the agency theory and tests the
relationships among managerial ownership, corporate diversification, and firm performance
using a sample of 98 firms listed on the Taiwan Stock Exchange. The results show a
U-shaped relationship between manageria ownership and corporate diversification.
Moreover, corporate diversification is positively associated with short-term firm performance
and bears no relationship with mid-term firm performance, while firms engaged in unrelated
diversification outperform those engaged in related diversification.
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As can be seen, the result of studies is contradictory. Some researchers found there is no
relationship between diversification and performance (Kahloul & Hallara, 2010), while others
state focus firms outperform than diversified firms (Ibrahim & Kaka, 2007). Additionaly,
some scholars found there is a positive relationship between related diversification and
financial performance (Benston, 1980; Christensen & Montgomery, 1981; Palepu, 1985;
Richard P. Rumelt, 1982; Scherer, 1980; Steiner, 1975; Teece, 1980); however, some studies
show than firm can get profitable by doing unrelated diversification strategy (Park & Jang,
2011; Scharfstein & Stein, 2000). On the other hand, some research determines a negative
association between product diversification and performance (Chakrabarti, et a., 2007;
Claessens, et a., 2003; Daud, et al., 2009; Lang & Stulz, 1994; Lins & Servaes, 2002; C. A.
Montgomery, 1985; Richard P. Rumelt, 1982; Tongli, et al., 2005). Even though, the positive
relationship is seen (Ishak & Napier, 2006). The other interesting relationship between the
two main variables is that some researchers explored nonlinear and inverse U-relationship
(Pdlich, Cardinal, & Miller, 2000).

Same as product diversification, the impact of international diversification on financial
performance is unknown. Some scholars found out positive association (Daniels & Bracker,
1989; Gomes & Ramaswamy, 1999; Grant, 1987; Haar, 1989; Kobrin, 1991; Sundaram &
Black, 1992; Tongli, et al., 2005) and negative association (Mufioz-Bullén & Sanchez-Bueno,
2011; Siddharthan & Lall, 1982); while, other scholars found out curvilinear relationship
between international diversification and performance (Capar & Kotabe, 2003; Qian, et al.,
2008).

As a result, it seems that the studies for association between diversification and financial
performance are inconclusive. And scholars should pay more attention to the conditions and
environment which other studies done as well as the method and formula which the previous
research applied.
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