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Focus and diversi f icat ion – the opposite s ides of  the strategy coin.  As growth and
prof i tabi l i ty  start  to s low,  what path should the successful  f i rm take to continue i ts
growth? Or to protect i ts  current level  of  act iv i ty  to offset  downturns in the
part icular business cycle? The RI  rule suggests that focus and geographical
expansion are the key to prolonged success,  yet  many f irms tend to favour
diversi f icat ion as their  strategic direct ion.

Why Focus?
The logic for a f i rm being focused on a narrow band of  act iv i t ies and the product ion
of a s ingular category of  product or service rests on the key insight of  Adam Smith
(1776) – that special isat ion maximises learning and eff ic iency.   Peters and Waterman
(1982) exhorted f irms (and managers)  to st ick to the kni t t ing ,  to stay with the business 

RI HUBRI HUB
RESEARCH NOTE #2

RULE 1: FOCUS ON ONE
BUSINESS AT A TIME

The Ruthven Institute has developed 12 rules for business success.  Based on 45 years of analysis of
Australia’s top 1000 companies,    the Ruthven Institute has disti l led the essence of a winning
business strategy.  Research undertaken by the University of Melbourne between 1998 and 2001
supported many of these rules.  In this series,  the RI Hub examines the l iterature to assess the
validity and continuing relevance of these rules.  In each of the following sections,  the l iterature is
summarised, the key issues for implementation highlighted, and the questions for future research
identified.

"Austral ia ’s  most prof i table businesses operate in only one of  Austral ia ’s  509
industry c lasses.  As seen below in the latest  analysis ,  the exceptions prove
the rule,  where only one of  the most prof i table 100 companies was
diversi f ied.  In over 40 years of  conduct ing such surveys,  Ruthven Inst i tute
has rarely observed more than f ive diversi f ied companies in the Best 100 in
any given period…

In short :  I f  there is  no more room to grow in one’s  own industry within a
country ,  then expand internat ional ly .  For Austral ia ,  this  means a 70–80 t imes
bigger market than domestical ly .  I f  a  f i rm is  not competent and equipped
with unique IP to expand overseas,  then one day i t  wi l l  be attacked from
overseas entrants in i ts  own country.  So,  expanding overseas is  both
defensive as wel l  as a huge opportunity ;  and doing so is  better than
diversi fy ing into another industry local ly . "

Ruthven Inst i tute (2019) Business Success :  In Br ief  the 12 Golden Rules
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they know. A focused f irm can hone special ised resources and rout ines to the needs
of speci f ic  act iv i t ies and customers,  and bui ld economies of  scale and learning.   The
empir ical  and strategic chal lenge rests on understanding where the boundary
between focus and diversi f icat ion l ies ,  and how cross ing this  l ine affects
performance.

What is diversification and how is it  measured?
Industr ia l  diversi f icat ion is  character ised by “a change in the character ist ics of  the
company's product l ine and/or market”  (Ansoff ,  1957) .  An addit ion of  a product l ine
to a company’s  business portfol io – through organic growth or mergers and
acquis i t ions (hereafter ,  acquis i t ions)  – is  thus considered as divers i fy ing when the
new product l ine is  suff ic ient ly  di f ferent in i ts  character ist ics from the company’s
exist ing product l ines.  Pr ior studies have also dist inguished between industr ia l  and
geographic diversi f icat ion.  A geographical ly  diversi fy ing company general ly  expands
into other regions/countr ies whi le retaining i ts  focus on goods and services in which
it  is  special ised.  Consequently ,  Rule 1 favours geographic diversi f icat ion over
industr ia l  diversi f icat ion as a growth opt ion.  Although this review primari ly  focuses
on industr ia l  diversi f icat ion,  i t  a lso br ief ly  discusses the performance impl icat ions of
geographic diversi f icat ion.  In the remainder of  this  review,  for s impl ic i ty  we use the
term divers i f icat ion  to denote industr ia l  diversi f icat ion.  Throughout the review,  we
also draw attent ion to the di f ferences between RI  guidel ines and the insights from
the l i terature whi le c losely fol lowing the terminology used in pr ior studies.

In  academic research,  d ivers i f icat ion is  general ly  categor ised as e i ther re lated or
unre lated .  Conceptual ly ,  re lated business l ines tend to ut i l ise s imi lar  core sk i l ls ,
share fac i l i t ies ,  or  exploi t  common factors of  product ion (Rumelt ,  1982) .  Therefore,
the most  precise way of  determining the level  and the extent  of  d ivers i f icat ion is  to
analyse the commonal i t ies  between a company ’s  product  l ines (Rumelt ,1974) .
However ,  such a subject ive assessment of  commonal i t ies  is  impract ica l  for  large
samples of  f i rms.  Therefore,  most  studies on US f i rms c lass i fy  d ivers i f icat ion as
related when the industr ies wherein the company ’s  segments operate have di f ferent
four-dig i t  Standard Industry  Class i f icat ion (S IC)  codes but  the same two-dig i t  or
three-dig i t   S IC codes.    They typica l ly   consider  d ivers i f icat ion unrelated  when  the 
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SIC was largely replaced in 1997 by NAICS (North American Industry Classi f icat ion System),  which operates on the same
principles (but the greater coverage of  service industry) .  For s impl ic i ty ,  and as studies using such data br idge these t ime
periods,  we wi l l  use SIC throughout this review.
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company’s  segments operate in industr ies with di f ferent two-digit  or one-digit  SIC
codes.   Apply ing these ident i f icat ion methods to Austral ian f irms may not be as
straightforward,  however,  because for some industr ies the level  of  ref inement and
the breadth of  industr ies are not comparable across the same-digit  US SIC codes
and ANZSIC codes.  Consequently ,  RI  uses f ive-digit  US NAICS codes to match with the
four-digit  ANZSIC codes.

An important prerequisite for a mult i -segment company to be classi f ied as diversi f ied
is that more than one of i ts  segments material ly  contr ibute to the company’s revenue
stream. Therefore,  a mult i -segment company is  st i l l  considered focussed i f  the
revenue from the dominant segment represents more than 80%-90% of the total
company revenue. This threshold dif fers across academic studies but is  80% as per
the RI  guidel ines.  RI ’s  def init ion of  conglomerates also s l ight ly  var ies from, and is
more ref ined than,  that of  academic studies.  RI  div ides conglomerates into two
classes:  class ic  conglomerates and theme conglomerates.  Classic conglomerates are
companies that have at least two segments operat ing in di f ferent industry div is ions
( i .e .  one-digit  ANZSIC code) .  Theme conglomerates include vert ical ly  integrated f irms
and f irms whose segments operate within the same industry div is ion.  Consequently ,
what is  considered related diversi f icat ion in academic studies would be classi f ied by
the RI  as theme conglomerat ion.

What are the benefits of diversification and why do firms diversify?
Focus al lows a f irm to achieve a competit ive advantage over i ts  r ivals  by maximising
its  eff ic iency and learning.  So why are f irms tempted to diversi fy?  And what would
explain higher levels of  diversi f icat ion? Understanding the benef i ts  of  diversi f icat ion
is therefore important to understand why f irms tend to choose diversi f icat ion as a
growth opt ion.

Researchers have suggested several  benef i ts  todiversi f icat ion.  The f irst  benef i t  is  the 

RI HUBRI HUB
RESEARCH NOTE #2

RULE 1: FOCUS ON ONE
BUSINESS AT A TIME

P a g e  3  

This method wi l l  inevitably c lassi fy  vert ical  integrat ion ( i .e .  acquir ing a company along the supply-chain)  as a divers i fy ing
event i f  the acquir ing and target companies have di f ferent industry codes.  Although vert ical  integrat ion carr ies a di f ferent
purpose and has potent ia l ly  di f ferent impl icat ions for f i rm performance compared to other cases of  diversi f icat ion,  i t  is
very di f f icult  to empir ical ly  dist inguish the two groups in large samples.  This review focuses on studies that examine
diversi f icat ion without delv ing into horizontal  and vert ical  integrat ion,  which wi l l  be covered in greater detai l  when we
discuss “Rule 10:  Develop Strategic  A l l iances .
In Austral ia ,  a four-digit  ANZSIC code corresponds to an industry c lass,  a three-digit  ANZSIC code to an industry group,  a
two-digit  ANZSIC code to an industry subdiv is ion,  and a one-digit  ANZSIC code to an industry div is ion.  In the US,  the
number of  industr ies with two- ,  three- ,  and four-digit  SIC codes are 83,  416,  and 1005,  respect ively .  In Austral ia ,  there are
214 industry groups with three-digit  ANZSIC codes and 506 industry c lasses with four-digit  ANZSIC codes.
Most of  the costs and benef i ts  of  industr ia l  diversi f icat ion and key implementat ion chal lenges apply to geographic
diversi f icat ion as wel l .
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potentia l  for economies of  scope – spreading costs over highly related tasks.
Companies with related business units may exploit  the interrelat ionships among
these units and achieve cost or di f ferent iat ion competit ive advantages over focused
f irms (Rumelt ,  1982) .  I t  has also been argued that diversi f icat ion helps create unique
strategic assets that cannot be imitated or quickly  accessed by focused companies,
making related diversi f icat ion – rather than special isat ion – a source of  competit ive
advantage (Markides & Wi l l iamson,  1994) .  The second benef i t  is  the avai labi l i ty  of
larger internal  capital  markets (Stulz ,  1990) .  This g ives diversi f ied f irms access to a
larger pool  of  resources,  which can be used to invest in business l ines that may need
it  most.  The third benef i t  is  the so-cal led coinsurance effect ,  which ar ises from
combining businesses with imperfect ly  correlated earnings (Lewel len,  1971) .
Reduced default  r isk is ,  in turn,  expected to increase a conglomerate ’s  debt capacity
and/or borrowing abi l i ty .

Another prominent argument advocated in the strategy l i terature is  that
diversi f icat ion is  a result  of  surplus resources that can have mult iple uses,  so f irms
diversi fy  into markets where they can use their  core ski l ls  and resources (Chatter jee
& Wernerfelt ,  1991;  Lecraw, 1984;  Montgomery & Hariharan,  1991;  Rumelt ,  1974) .
Mi l ler  (2004) suggests some industry leaders may diversi fy  because they already
dominate the industry (due to fewer growth opportunit ies within the industry) ,  whi le
others may pursue diversi f icat ion because they underperform and innovate less
relat ive to their  industry peers (a lso see Gomes and Livdan (2004) That f i rms are
more l ikely  to diversi fy  when they become relat ively  unproduct ive in their  current
industry is  theorised by Gomes and Livdan (2004) as wel l .

What are the costs and key implementation challenges of diversification?
Perhaps the greatest  chal lenges of  diversi f icat ion are learning about the new
industry and honing the ski l ls  and resources necessary to compete with the
establ ished incumbents.  This is  expected to be especial ly  chal lenging i f  the company
is competing against  highly special ised f irms.  As wi l l  be discussed in greater detai l  in
our next review piece on industry l i fe  cyc les  (Rule 2) ,  factors such as the age and s ize
of the incumbents,  how long incumbents have been operat ing in the industry ,  and at
what stage of  the industry ’s  l i fe cycle the company enters are al l  crucial  to the
company’s  survival  in the new industry.
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For example,  see Lieberman and Montgomery (1988) and Ayyagari ,  Demirguc-Kunt,  and Maksimovic (2017) .
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Some of the benef i ts  discussed in the previous sect ion can often work to also reduce
the company’s  prof i tabi l i ty .  For example,  an increase in a f i rm’s borrowing capacity
and internal  capital  is  l ikely  to increase internal  competit ion over resources and the
l ikel ihood that the avai lable funds are invested in unprof i table projects.  Evidence
suggests that the ineff ic iencies result ing from div is ion managers ’  constant attempts
to inf luence the CEO over large internal  resources often leads to a decl ine in post-
diversi f icat ion f irm performance (Meyer,  Mi lgrom, & Roberts ,  1992;  Scharfstein,
1998;  Scharfstein & Stein,  2000;  Shin & Stulz ,  1998) .  Furthermore,  related
diversi f icat ion may bring with i tsel f  coordinat ion problems that l imit  the
organisat ion ’s  f lexibi l i ty .  These coordinat ion costs may end up cancel l ing out the
benef i ts  of  diversi f icat ion in the long run (Chen,  Kaul ,  & Wu, 2019;  Hashai ,  2015;
Rawley,  2010) .  Therefore,  f i rms need to be aware of ,  and be ready for ,  the chal lenges
that often ar ise when implementing a diversi f icat ion strategy and the problems that
may surface short ly  thereafter .

In yet  other cases,  a f i rm’s diversi f icat ion strategies may be motivated by manageria l
incent ives.  A s izeable body of  research has argued that managers make value-
destroying diversi f icat ion decis ions for several  reasons.  As per the hubris
hypothesis ,  managers of  acquir ing f irms may overest imate their  abi l i ty  to run the
acquired companies (Rol l ,  1986) .  Unsurpris ingly ,  investors react posit ively  to
acquis i t ions when the acquir ing company retains the acquired company’s
management instead of  completely  taking over (Matsusaka,  1993) .  Managers ’
decis ion to diversi fy  may also be an attempt to obtain personal  benef i ts  such as
reduced r isk on their  human capital ,  improved job security ,  h igher prest ige and pay,
or enter ing a new business l ine at  which they are more capable.   Research f inds that
diversi f icat ion decis ions motivated by manageria l  incent ives not only reduce
prof i tabi l i ty  but are also penal ised by investors (as ref lected in stock pr ice
performance) .

How does diversification affect firm performance?
The relat ionship between diversi f icat ion and f irm performance is  one of  the most
heavi ly  researched areas in the strategy l i terature.  Works by University  of  Melbourne
scholars using IBISWorld data from the 1990s found that industr ia l  diversi f icat ion
had a negat ive impact on Austral ian f irms’  performance (measured by the rat io of
prof i ts  to sales) ,   and that special isat ion  (def ined as the percentage of  revenue from
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For example,  see Jensen (1986) ,  Stulz (1990) ,  May (1995) ,  Jensen and Murphy (1990) ,  Morck,  Shlei fer ,  and Vishny (1990) ,
Denis ,  Denis ,  and Sarin (1997,  1999) ,  and Aggarwal  and Samwick (2003) .
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core act iv i ty )  was posit ively  related to average prof i t  margin (Bosworth et  a l ,  1999;
(Feeny & Rogers,  2000)) .  This a l igns with the broader empir ical  l i terature as
discussed below. Consistent with the RI  Hub approach (see Note 1:  How to Measure
Performance ) ,  we dist inguish between diversi f icat ion studies that look at
performance through a prof i tabi l i ty  lens and those that look at  investor responses to
diversi f icat ion.

Firm performance as measured by account ing rat ios and industr ia l  d ivers i f icat ion
A consistent ear ly  f inding in this  research stream was that f i rms diversi fy ing into
related industr ies or areas that draw on some common core ski l l /resource have
higher growth in assets and prof i tabi l i ty  when compared to unrelated diversi f icat ion
efforts (Christensen & Montgomery,  1981;  Jacquemin & Berry ,  1979;  Palepu,  1985;
Rumelt ,  1974,  1982) .  Berger and Ofek (1995) a lso found lower industry-adjusted
operat ing margin and ROA for conglomerates than for focused f irms.  The evidence
around the relat ive performance of  s ingle- industry ( i .e .  focused) f i rms versus f irms
with a dominant industry and those in adjacent categories (related)  was less c lear ,
especial ly  as the focused f irms are often smal ler and fewer in many samples.
However,  the tentat ive evidence pointed to an inverted U-relat ionship (see Figure 1) ,
where there are some possible performance gains from related diversi f icat ion but a
clear dropoff  from unrelated diversi f icat ion.  Results from a meta-analysis  on 55
publ ished studies that examine the diversi f icat ion-performance relat ionship conf irm
this as a common f inding in the strategy l i terature (Pal ich,  Cardinal ,  & Mi l ler ,  2000) .

More recent research has chal lenged this v iew. For example,  Hashai  (2015) provides
evidence that a l though a moderate level  of  related diversi f icat ion is  good for the
f irm, coordinat ion costs at  high levels of  related diversi f icat ion may outweigh the
benef i ts  from synergies,  leading to a decl ine in performance.  Using meta-analysis  on
267 studies,  Schommer,  Richter ,  and Karna (2019) f ind that the relat ionship between
unrelated diversi f icat ion and performance has also improved over t ime.  This is  l ikely
the result  of  investor pressure on managers to more careful ly  consider their
diversi f icat ion strategies fol lowing the wave of  value-destroying conglomerat ions
from the 1960s to early  1980s.  Speci f ical ly ,  as managers were more heavi ly  penal ised
for their  value-destroying unrelated diversi f icat ion efforts ,  f i rms that tended to
conglomerate in later periods were general ly  more capable of  managing 
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Diversi f icat ion studies have used var ious performance measures to gauge a f irm’s prot i tabi l i ty .  Although the RI ’s  focus is
primari ly  on ROSF as a measure of  f i rm performance,  results from studies using other measures should be easi ly
general isable to ROSF given the high correlat ion among di f ferent prof i tabi l i ty  measures.
F irms with a dominant industry are f irms whose revenue predominantly  come from one industry category whether at  4- ,  3-
or 2-digit  level .
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diversi f icat ion than an average diversi fy ing f irm in the 1970s and early  1980s.

Firm performance as measured by account ing rat ios and internat ional  divers i f icat ion
Evidence suggests that the relat ionship between f irm performance and internat ional
diversi f icat ion is  more complex.  Kim, Hwang,  and Burgers (1989) f ind that whi le
unrelated diversi f iers benef i t  from internat ional  diversi f icat ion,  there is  no
signif icant di f ference between the mult inat ional  and domestic  related diversi f iers in
terms of  performance.  F indings from Hitt ,  Hoskisson,  and Kim (1997) are somewhat
consistent with these results :  the associat ion between the degree of  internat ional
diversi f icat ion and ROA is  negat ive for focussed f irms but posit ive for highly
diversi f ied f irms.  For moderately diversi f ied f irms,  performance improves init ia l ly  but
deter iorates when internat ional  diversi f icat ion increases further.

Upon examining a sample of  Japanese f irms,  however,  Del ios and Beamish (1999)
show that geographic scope is  posit ively  associated with f irm performance and that
this relat ionship is  not cont ingent on the industr ia l  diversi f icat ion.  Lu and Beamish
(2001) f ind that the performance of  smal l  and medium-sized Japanese f irms decl ines
when they init ia l ly  venture into foreign markets but improves as the extent of
internat ional   diversi f icat ion increases.   In arguably  one of  the most  comprehensive
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studies in this  area,  Lu and Beamish (2004) synthesize these mixed f indings under
one theory and provide empir ical  evidence in support of  i t .   Upon examining a large
sample of  Japanese f irms over twelve years,  they f ind that performance decl ines
when f irms init ia l ly  expand into other markets but improves at  moderate levels of
internat ional isat ion.  The init ia l  dip in performance l ikely  stems from the company’s
l imited knowledge of  the new market and the lack of  experience in managing more
complex operat ions.  At  high levels of  internat ional isat ion,  performance fa l ls  again as
the costs of  internat ional  diversi f icat ion outweigh i ts  benef i ts .  A meta-analysis  of
111 studies by Kirca et  a l .  (2011) a lso f inds a posit ive associat ion between
mult inat ional i ty  and f irms performance.  Results from Kirca et  a l .  (2011) further
suggest that the associat ion between mult inat ional i ty  and f irm performance is
stronger in R&D-intensive companies,  and part icular ly  so in manufacturing
industr ies.  In service industr ies ,  advert is ing is  found to be a more important
moderat ing factor.  Upon conduct ing a meta-analysis  on 54 studies,  Yang and
Drif f ie ld (2012) f ind that returns to internat ional isat ion are l ikely  to be higher for
non-US f irms.

Firm valuat ion and industr ia l  d ivers i f icat ion
Results on the impact of  diversi f icat ion on f irm valuat ion and stock returns are more
mixed.  Most of  the di f ferences in f indings seem to be dr iven by the sample period
examined and the methodology used.  The earl iest  sample period used in these
studies dates back to the 1960s and 1970s,  which coincide with the great wave of
mergers in the US.  Evidence suggests investors v iewed conglomerate mergers
posit ively  during the 1960s (Hubbard & Pal ia ,  1999;  Matsusaka,  1993;  Schipper &
Thompson,  1983) .  The market react ion was especial ly  posit ive when f inancial ly
unconstrained buyers acquired f inancial ly  constrained companies,  which is
consistent with the v iew that investors saw large internal  capital  markets as a benef i t
of  diversi f icat ion (Hubbard & Pal ia ,  1999) .  Also consistent with the v iew that co-
insurance effect  increases a conglomerate ’s  borrowing capacity ,  K im and McConnel l
(1977) show that merged f irms made greater use of  leverage than the combinat ion of
independent f i rms did before the mergers.  The analysis  conducted by the RI
suggests that there was a s imi lar  react ion towards conglomerat ions by Austral ian
investors in the 1960s and 1970s.

F i n d i n g s   f r o m  t h e   1 9 8 0 s  a n d   1 9 9 0 s  r e f l e c t   t h e  c h a n g e s   i n  t h e   m e r g e r s   a n d  
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acquis i t ions landscape during that period – speci f ical ly  the wave of  spinoffs by fa i led
conglomerates.  Investors reacted negat ively  to unrelated acquis i t ions during the
1980s,  and f irms with focus- increasing spinoffs enjoyed higher stock returns
(Comment & Jarrel l ,  1995;  Desai  & Ja in,  1999;  Morck et  a l . ,  1990) .  Further evidence
suggests these focus- increasing divest i tures were tr iggered by shareholder pressure
and/or changes in management structure and compensat ion (Berger & Ofek,  1999) .

The earl iest  studies that document diversi f icat ion discount were also based on the
1980s.  Diversi f icat ion discount descr ibes a s i tuat ion wherein investors value a
diversi f ied f irm at less than the sum of i ts  parts .  In a seminal  work,  Lang and Stulz
(1994) provide evidence that focused f irms are valued more highly by the market (as
measured by Tobin ’s  q ,  the rat io of  assets ’  market value to their  book value)  than
diversi f ied f irms.  They also show that a conglomerate ’s  q  is  lower than the value-
weighted average of  each div is ion ’s  est imated q .  Highly diversi f ied conglomerates
seem to have the highest diversi f icat ion discount.  In another highly inf luent ia l  study,
Berger and Ofek (1995) f ind that diversi f ied f irms have,  on average,  negat ive excess
value .  A f i rm’s excess value  is  the di f ference between a f irm’s actual  market value and
the sum of each div is ion ’s  value,  which is  assumed to equal  the value of  an average
single-segment f irm within i ts  industry.  Negat ive excess value is  interpreted as
evidence for diversi f icat ion discount.

L ins and Servaes (1999) seek to understand whether the diversi f icat ion discount
appl ies outside the US by examining excess value for f i rms in the UK,  Japan,  and
Germany.  They document diversi f icat ion discount for the United Kingdom and Japan,
but not for Germany.  Further analyses reveal  that the results may be dr iven by the
structural  di f ferences in company ownership and inst i tut ional  environment.  For
example,  unl ike the UK where there is  an act ive takeover market ,  internal  control
mechanisms play an important role in discipl in ing the managers of  poorly  performing
f irms in Germany and Japan.  Among the three countr ies,  the UK is  the most s imi lar
to the US in terms of  the inst i tut ional  environment and appears to have a very
simi lar  level  of  diversi f icat ion discount.  The ownership concentrat ion is  highest in
Germany,  and the diversi f icat ion discount exists only in f i rms with low insider ( i .e .
managers and directors)  ownership.  There is  even a premium to diversi f icat ion in
other German f irms.  In Japan,  many f irms belong to industr ia l  groups cal led keiretsu ,
which are somewhat s imi lar  to conglomerate organisat ions due to strong
inter locking business relat ionships and shareholdings among members.  S ince such a
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structure already gives the members of  keiretsu many benef i ts  of  diversi f icat ion
without being diversi f ied,  costs of  diversi f icat ion are l ikely  to outweigh the addit ional
benef i ts  in these f irms.  Consistent with this reasoning,    L ins and Servaes (1999) f ind
high diversi f icat ion discount for f i rms that belong to industr ia l  groups.  These
f indings highl ight how the ownership structure and inst i tut ional  environment (a long
with cultural  environment)  may impact the costs and benef i ts  of  diversi f icat ion,  and
as a result ,  investors ’  v iew of  diversi f icat ion.

Since the early  2000s,  many studies have argued that the existence of  diversi f icat ion
discount does not necessari ly  imply shareholders v iew diversi f icat ion as value-
destroying.  As data on diversi f ied f irms’  segments is  not avai lable,  to est imate an
indiv idual  div is ion ’s  value researchers use data on focused f irms within that
div is ion ’s  industry and assume the two groups are s imi lar .  However,  i f  segments
compris ing a diversi f ied f irm tend to be less prof i table and product ive than their
focused r ivals ,  an investor ’s  (who knows the true value of  the div is ions)  valuat ion of
these segments wi l l  be lower than a researcher ’s  est imation,  result ing in a negat ive
excess value.  Therefore,  what researchers interpret as evidence of  diversi f icat ion
discount may stem from some character ist ics of  f i rms that tend to merge together.
Several  studies f ind that such f irms are indeed l ikely  to have poorer performance
and governance compared to their  focused peers and hence are not as highly valued
by investors as the focused f irms even before the merger/acquis i t ion.   Ev idence from
Campa and Kedia (2002) and Graham et a l .  (2002) indicates that the diversi f icat ion
discount can be explained by such di f ferences between the focused f irms and the
segments of  diversi f ied f irms.  Results from Vi l la longa (2004a) suggest diversi f ied
f irms may even be valued at  a premium. 

Firm valuat ion and internat ional  divers i f icat ion 
Evidence on the impact of  internat ional  diversi f icat ion on f irm valuat ion is  a lso
mixed.  The earl iest  theoret ical  arguments and empir ical  evidence on this issue were
provided by Errunza and Senbet (1981,  1984) .  Both studies found a posit ive
associat ion between their  excess value measure and the degree of  internat ional
involvement.  In a fol low-up study,  Morck and Yeung (1991) found that
mult inat ional i ty  enhanced the posit ive effect  of  R&D expenditures and advert is ing on
f irms’  q .  Christophe and Pfei f fer (2002) and Cl ick and Harr ison (2000) ,  on the other
hand,   provided evidence  that internat ional  diversi f icat ion is  not as highly regarded 
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by investors as domestic  operat ions.  Results remain mixed even after control l ing for
industr ia l  diversi f icat ion.  Whi le Denis ,  Denis ,  and Yost (2002) document a negat ive
associat ion between internat ional  diversi f icat ion and f irm valuat ion,  Bodnar,  Tang,
and Weintrop (1997) f ind evidence support ing the opposite.  L ike the studies that
reached di f ferent conclusions regarding the performance impl icat ions of  industr ia l
diversi f icat ion,  these studies also used samples from dif ferent periods.
Consequently ,  the di f ferences in f indings may at  least  part ia l ly  be dr iven by the
varying volat i l i ty  of  foreign exchange rates across the sample periods (Christophe &
Pfei f fer ,  2002) .

Firm performance as measured by credi t  rat ings and divers i f icat ion
In a credit  rat ing assessment,  diversi f icat ion is  evaluated as part  of  the f irm’
business prof i le due to i ts  direct  impact on the f irm’s competit ive posit ion.  Rat ing
agencies general ly  v iew a high concentrat ion of  business volumes by product ,
customer,  or geography as leading to less stable revenues and prof i ts .  Consequently ,
they v iew both the industr ia l  diversi f icat ion and geographical  diversi f icat ion within
the same industry posit ively .

The concentrat ion of  business volumes on one or a smal l  number of  consumers or
suppl iers is  l ikely  to negat ively  af fect  a f i rm’s credit  rat ing even i f  this  concentrat ion
is in an attract ive product or service.  Therefore,  having several  business l ines with
revenues that are not highly correlated is  considered a posit ive rat ing factor
because i t  increases the stabi l i ty  of  revenues and prof i ts .  Such f irms wi l l  l ikely  have
lower default  r isk as they can withstand the decl ine in one of  their  industr ies thanks
to the revenue streams from other unrelated div is ions.  Consistent with this pract ice,
Mansi  and Reeb (2002) provide empir ical  evidence that the diversi f icat ion discount
stems from the r isk-reducing effects of  corporate diversi f icat ion and thus does not
exist  in a l l -equity f i rms.

The posit ive impact of  diversi f icat ion on a f irm’s credit  rat ing is ,  however,  condit ional
on the l ikel ihood of  the diversi f icat ion strategy ’s  success.  Diversi f icat ion is  unl ikely
to succeed i f  the company “enters new product l ines and countr ies where i t  has
l imited expert ise and lacks cr i t ical  mass to be a real  competitor to the incumbent
market leaders”  (S&P,  2013) .  This l ine of  thought echoes the core strategyarguments
discussed earl ier .   RI ’s   posit ion that the success rate of  internat ional   diversi f icat ion 
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cr i t ical ly  depends on the company’s  market share is  a lso consistent with this v iew
(see Rule 5) .

Conclusions and future research opportunities
In summary,  a l though the evidence on how investors v iew industr ia l  diversi f icat ion is
mixed,  the preponderance of  f indings on the diversi f icat ion-performance
relat ionship suggest focus is  preferable to anything above moderate levels of  related
diversi f icat ion.  Alternat ively ,  f i rms can improve their  performance in the long-term
by expanding internat ional ly ,  with the caveat that such internat ional isat ion does not
exceed moderate levels .  Internat ional  diversi f icat ion const i tutes an eff ic ient channel
through which f irm-speci f ic  assets can be exploited to generate high returns (Kirca
et a l . ,  2011) .  This is  a l l  consistent with Rule 1.

Evidence from prior l i terature can be expanded in two ways using the Austral ian
sett ing.  F irst ,  as this  l i terature review has shown, context is  important when
assessing the impact of  diversi f icat ion on f irm performance.  Results vary across
sample periods,  countr ies ,  industr ies ,  and even ownership structures.  Therefore,  the
f irst  natural  step would be to check i f  these results cont inue to hold in the
Austral ian context (especial ly  moving into the new age economy) once the recent
advancements in the diversi f icat ion l i terature are incorporated into the empir ical
models.  

Second,  diversi f icat ion strategies and their  performance outcome may di f fer across
ownership structures (Denis et  a l . ,  1999) .  A potent ia l ly  fruit ful  avenue for future
research would thus be to explore the di f ferences in diversi f icat ion efforts and their
outcome between publ ic  and private f irms.  For example,  pr ivately  owned f irms may
take a longer-term perspect ive on f irm performance and make less frequent and
fewer value-destroying diversi f icat ion decis ions.  Although Gomez ‐Mejia ,  Makri ,  and
Kintana (2010) present some evidence on how the diversi f icat ion strategies of  fami ly-
control led f irms in the US di f fer from other f irms,  a l l  f i rms in their  sample are publ ic
f irms.  In our v iew,  documenting the di f ferences in diversi f icat ion strategies ( i f  any)
between private and publ ic  f i rms and understanding which one tends to be more
successful  would add a s igni f icant contr ibut ion to both the academic l i terature and
pract ice.
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