
Chapter 2 

Research into Diversification

In Chapter 1 we paid ample attention to the diversification strategy as it
developed conceptually in the strategic management literature. It turned out that
scholarly thinking about diversification has changed considerably over the years.
In conceptualising diversification, scholars have gradually moved their attention
away from the content of the diversification strategy to the process of
diversifying. Simultaneously, they have exchanged an outside (industry)
perspective for a managerial view. In line with this development, authors have
shown a growing interest in managers’ conceptualisation of their diversification
activities and the learning processes they and their organisations go through. By
taking a cognitive perspective, the present research project deliberately builds
upon and extends this development.

Concurrently, the choice for a cognitive perspective is inspired by major
criticism on the mainstream of diversification research, which we outlined in the
preceding chapter. To us such a perspective largely dissolves the fundamental
causes of the disappointing results that diversification research has produced so
far. Considering these reasons, we find it most remarkable that the large
majority of researchers do not seem to have taken much notice of the conceptual
insights developed in the diversification literature. Only a small number of
scholars have incorporated these insights into their research and, on the basis of
this, produced some promising insights into the process of diversification. The
present chapter reviews both streams of research as well as the explanatory
theories on which they are built. The purpose of this chapter is twofold. On the
one hand, we want to show the dominant biases in research on corporate
diversification, which have led to contradicting outcomes and the absence of
univocal conclusions. On the other hand we do not want to throw away the baby
with the bath water but learn from the insights of empirical and conceptual
work.

The chapter sets off with a review of the mainstream of diversification research.
It will do so by examining the results of the main empirical studies on the
diversity-performance nexus. Given the number of diversification studies on the
one hand (large) and the size of readable research on the other hand (concise),
we have chosen to limit our review to a set of major observations that emerged
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from an examination of this research on an aggregated level (thereby defying the
potential accusation of comparing apples with oranges). The goal of this review
is twofold. Firstly, it aims to give a more firm foundation to the critique on the
mainstream of diversification research as articulated in the introductory chapter.
A thorough examination of the flaws of diversity research gives some important
hints for studying individual diversification projects. Secondly, although
diversity research has not developed a theory of diversification, studies that have
investigated factors that moderate the diversity-performance nexus have
generated some interesting insights that may be relevant to the development of
such a theory. For this purpose, we identify the main findings on moderating
variables. The chapter then goes on to investigate the results of a small group of
studies that strayed from the mainstream and concentrated on the process of
diversification from a managerial perspective. As with the review of the
mainstream research, the purpose is to list factors that were found to have a
major influence on the performance of diversified firms. Next, the chapter
shortly reviews the main theories on diversity that also strongly focus on large
firms. Please note that the next chapter will deal with diversification by small
and medium-sized firms.

   Observations from the mainstream of diversification research

Some ten years ago, two major reviews of diversification research were
published. In 1989 Ramanujam and Varadarajan published a review of research
on corporate diversification in the Strategic Management Journal. Two years
later, Datta, Rajagopalan and Rasheed reviewed the research on the
diversification-performance nexus in the Journal of Management Studies. Both
reviews critically evaluated the mainstream of diversification research and
surely did not mince matters. Ramanujam and Varadarajan (1989: 543) summa-
rised their findings in the following unmistakable terms:

‘In summary, the prospect for gaining new empirical insights by examining
cross-sectional relationships between alternative measures of diversity and
performance seems to be slim. This stream of research is at a point of diminishing
returns.’

Datta et al. (1991: 545) reached an analogous conclusion, which they
straightforwardly formulated as follows:

‘The review presented in the preceding section (. . .) indicates that after almost 25
years of fairly intensive research and investigation, very little can be said with
certainty on the diversification-performance relationship.’

Ramanujam and Varadarajan and Datta et al. are not isolated in their criticism
on empirical diversification research. Others, like Grant et al. (1988) and
Leontiades (1989) - quoted in the introductory chapter - have expressed
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themselves in similar terms. Given the high intensity of research and the large
number of empirical studies that were published, these conclusions are quite
amazing. Both reviews end with a set of implications for diversification
researchers, among other things, to change their research methodologies. In light
of the firm conclusions, one would certainly expect that strategic management
researchers have taken notice of these pieces of advice. But did they? Have
things changed since Ramanujam and Varadarajan (1989) and Datta et al.
(1991) published their reviews? Have diversification researchers learned from
their lessons and changed their research methodologies? Moreover, what
conclusions can be drawn on the basis of more than three decades of research on
the diversity-performance nexus?

This section aims to answer these questions. To this end, it is organised around a
set of major observations on the mainstream of diversification research. These
observations will lead us through nearly forty years of research on the
relationship between corporate diversity and performance. The most outstanding
characteristic of this kind of research is the application of coarse-grained
methodologies, which according to Rumelt et al. (1991: 8) came into use in
strategic management research during the seventies:

 ‘. . . the seventies saw the rise of a new research style, one based in deductive
methods, the falsification philosophy of Popper, and the multivariate statistical
methods characteristic of econometrics [. . .] this new work used difficult data
collection, and the rapidly growing power of the computer and multivariate
statistical methods capable of handling large data bases, to test hypothesis in a
deductive style of research.’

Observation 1: Increasing number of ‘mainstream’ studies despite severe
criticism

Given the disappointing results of the mainstream of diversification research
authors like Ramanujam and Varadarajan (1989), Datta et al. (1991), and Grant
et al. (1988) have strongly recommended diversification researchers to exchange
their coarse-grained research methodologies for medium- or fine-grained
methodologies:

‘To gain insight into the complex interactions between strategy, organization, and
environment, detailed examination of the experiences of individual firms is
needed.’ (Grant et al., 1988: 796)

‘There is . . . a need to shift the focus of analysis from overall profiles of firm
diversity to individual diversification projects and cumulative diversification
experiences.’ (Ramanujam and Varadarajan, 1989)

‘. . . researchers need . . . to adopt methodologies more suited for model
specification and testing within a contingency framework [i.e. medium-grained
methodologies].’ (Datta et al., 1991: 551/553)
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This advice, based on comprehensive analyses of diversification research, is
clear and explicit. The numerous references to these articles lead to expect that
diversification researchers have changed their research strategies during the last
decade. Nothing seems however further from the truth. Figure 2-1 shows the
strong and steady growth of the number of coarse-grained studies in the last
decades (the dotted line shows the 7-year moving average). From 1990 onwards
the number of diversity-performance studies (published in major journals) has
increased by more than 70%. We found 84 new studies published between 1990
and 1999 that can be characterised as ‘typical mainstream diversification
studies’. So, despite severe criticism, many diversification researchers have
adhered to coarse-grained research methodologies and their research has been
broadly published in prominent journals (notably the Strategic Management
Journal). Only the last years show a declining trend (which may indicate that the
total duration of the ‘pipeline’ of research is nearly ten years).

Observation 2: Contradictory evidence keeps growing

To see where research on the diversity-performance nexus stands now if the
studies published in the last decade are included, we analysed 97 empirical
studies that directly investigated the relationship between the extent of
diversification and performance. Half of these studies (49 studies) were not
included in either one of the reviews by Ramanujam and Varadarajan (1989)
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and/or Datta et al. (1991). In total, this sample of diversity studies includes
almost every diversification studies published in major management journals
like the Strategic Management Journal and the Academy of Management
Journal supplemented with high-quality studies published in books and (a few
in) proceedings. The subset of 97 studies shows a similar spread in time as the
total sample of 200 studies as shown Figure 2-1.

As noted, things do not seem to have changed much since Ramanujam and
Varadarajan (1989) and Datta et al. (1991) published their reviews. The
aggregated evidence from the research on the diversity-performance nexus is
(still) far from unanimous. As Figure 2-2 shows, the aggregate evidence from
the 97 studies is conflicting (the relevant studies in each group are fully listed in
Appendix A). In total, the evidence is far from univocal. In addition, the studies
that did find a relationship between diversity and performance - be it positive,
negative or curvilinear - only succeeded in explaining a small part of the total
variance in performance; on average, somewhere between five and twenty
percent.

Ever since Peters and Waterman (1982) published their popular management
book on ‘excellent performing firms’, the prevailing opinion among managers
and writers of strategic management textbooks has been that increased diversity
leads to deteriorating performance. Firms should therefore stick to their so-
called core activities. However, looking at the figures in Figure 2-2, the
evidence for this stance is, to put it kindly, rather limited. Only less than a third
of the studies found a negative relationship between diversity and performance.
In these studies higher diversity resulted in either lower returns or higher risk,
sometimes both simultaneously. The large majority of studies however do not
support this view.

Almost a fifth of the 97 studies (17,5%) reached exactly the opposite
conclusion. These studies suggest that firms can increase their returns and/or
decrease their vulnerability to environmental changes by increasing the diversity
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in their portfolio. Several studies even concluded that firms can reduce their
exposure to risk while simultaneously increasing their returns (Bettis and Hall,
1982; Itami et al., 1982; Luffman and Reed, 1984; Bettis and Mahajan, 1985;
Hoskisson, 1987; Amit and Livnat, 1989; Hill and Hansen, 1991). Furthermore,
approximately a third of the studies (32,0%) did not find any relationship
between diversity and performance. According to these studies diversity per se
does not significantly influence the performance of firms; other factors seem to
be much more important.

The remaining twenty studies did not find a consistent relationship between
diversity and performance over the whole sample of firms. A substantial group
of studies (11,3%) found a curvilinear relationship, which suggests the existence
of an optimum level of diversity. Up to a certain point increases in diversity
positively influenced firm performance. The firms that increased the diversity in
their portfolio beyond that point faced decreasing performance. In general, these
studies found that constrained, related diversifiers outperformed both single-
business and conglomerate firms. Finally, a small group of studies (9,3%) found
mixed results between diversity and performance. Bass et al. (1978), for
example, found a positive relationship between diversity and performance in
slow growth industries but no relationship in high growth industries. Chatterjee
and Lubatkin (1990) found that both related and unrelated mergers reduce the
(systematic) risk of diversifying firms. Several studies in this group obtained
different results for different diversity and/or performance measures.

Basically, there are three, partially complementary explanations for the
contradictory evidence generated by the research on the diversity-performance
nexus. Firstly, as Grant et al. (1988) note, the direction of the causality between
diversity and performance may (in a substantial number of cases) actually run
opposite to what is widely presumed in diversity research. Instead of diversity
determining performance, performance may induce or prohibit diversification or
be fully superfluous for a company to grow. Rumelt’s (1974)) ‘escape
paradigm’, for example, suggests that low performance stimulates
diversification. Secondly, the large numbers of diversity and performance
measures that have been used in diversity research have contributed to the
confusion around the effects of diversification; observations 3 and 4 deal with
this explanation. Thirdly, the effect of firm diversity on firm performance may
actually be an artefact of other influences. Other factors may be much more
important in explaining firm performance than diversity per se. Observation 5
discusses the effect of industry structure and organisational variables that
moderate the relation between diversity and performance. Many studies that
found a strong relationship between diversity and performance did not test for
moderating variables. By way of illustration, Bettis and Hall (1982) discovered
that the performance differences Rumelt (1974) found between related and
unrelated diversifiers was mainly due to the presence of a group of profitable
pharmaceutical companies among the related diversifiers. In this particular case,
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the profitability of the industry in which a firm happens to operate in is of
greater importance than the firms’ diversity profiles as such.

Observation 3: The large number of diversity and performance measures
employed, adds to the lack of univocal conclusions

With a ring of cynicism, Ramanujam and Varadarajan (1989: 536) remark that
‘the rationale for many studies appears to be nothing more ambitious than the
opportunity to experiment with a different definition of diversification, a
different measure of diversity, or a different approach to conceptualising and
measuring its effectiveness’. Over the years, diversity researchers have
developed a wide range of diversity measures and used a large number of
different performance measures. In the total sample of 200 studies, we
encountered as many as 21 different measures of diversity and over 25 different
performance measures (see Table 2-2 and Table 2-4). These numbers raise the
question if and, if so, in what way the choice of diversity and performance
measures has influenced the outcome of diversity research. Doubts about the
role of these measures are further reinforced as the employment of different
measures leads to different, sometimes even opposite, conclusions for the same
samples of firms. Our findings reinforce Ramanujam and Varadarajan’s (1989)
conclusion that the use of a host of different diversity and performance measures
has not enlarged the insights into the relationship between diversity and
performance. Moreover, the large number of measures has made comparison
across studies problematic and in that way also added to the confusion around
diversification. To underpin these conclusions we will in the following pages
shortly discuss the role of diversity and performance measures in diversity
research.

Diversity measures
After having identified a firm’s separate businesses, overall firm diversity can be
assessed using a host of different measures. Table 2-1 shows 21 different
measures that are more or less frequently used in mainstream diversification
studies. The majority of these measures (16) are so-called continuous measures
as they treat diversification as a continuous variable. The remaining five
measures are categorical measures that put firms into categories of
diversification strategies using somewhat arbitrary cut-off points. Note that this
distinction is not entirely clear-cut as some measures combine characteristics of
both kinds (see e.g. Varadarajan and Ramanujam, 1987; Palepu, 1985).

Discussions on diversity measures have largely centred on the advantages
and disadvantages of both kinds of measures. Continuous measures are
considered easier to apply and more ‘objective’ but criticised for their lack of
validity due to the use of standard industrial classifications. On the other hand,
as well as being more labour-intensive,  categorical measures are said to suffer
on issues of reliability as they often use ‘subjective’ independent judges to
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identify separate businesses and put firms into distinct diversity categories.
Remarkably, empirical studies that compared diversity measures have largely
failed to confirm the mutual criticism (e.g. Montgomery, 1982; Baysinger and
Hoskisson, 1989; Chatterjee and Blocher, 1992; Hoskisson et al., 1993; Hall and
St. John, 1994; Lubatkin, 1993). Instead, these studies indicate that SIC-based
continuous measures (both product count and entropy measures) are more valid
than thought while Rumelt’s approach tends to be more reliable than often
assumed. Apparently, to a greater or lesser degree, continuous and categorical
measures capture a similar underlying construct of portfolio diversity. 

Notwithstanding this commonality, Hall and St. John (1994) argue that
continuous and categorical measures may have a fundamentally different

Continuous measures (16)

Gort (1962)
Gort (1962)
Hirschman (1964), Berry (1975)
Berry (1971), McVey (1972)
Wood (1971)

Jacquemin & Berry (1979)
Utton (1979)
Caves et al. (1980)
Montgomery (1982)
Palepu (1985)
Amit & Livnat (1988a/b)
Kim (1989)
Chatterjee & Wernerfelt (1991)
Farjoun (1994)
Markides & Williamson (1996)

Categorical measure (5)

Rumelt (1974)
Pearce (1983)

MacDonald (1985)
Varadarajan & Ramanujam (1987)
Capon et al. (1988)

Product count measure
Relatedness ratio
Berry-Herfindahl index
Berry-McVey index
Narrow spectrum diversification
Broad spectrum diversification
Entropy measure
Diversification measure
Concentric index
Weighted diversification measure
Entropy measure of related diversification
Measure of unrelated diversification
Entropy measure of global diversification
Diversification index
Resource-related entropy measure
Measure of strategic relatedness

Diversification classification system
Industrial diversification categorisation

system
Diversification measure inter-industry links
Mean narrow spectrum diversification
Market-based typology of corporate
diversification

Table 2-1
Measures of firm diversity

(N.B. research mentioned which introduced measure in diversity research)
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relationship with firm performance. They found a significant relationship
between Rumelt’s categorical measure and performance but not between any of
the continuous measures and performance. However intriguing this suggestion
is, it does not seem to hold if the total sample of 97 studies is considered. Table
2-2 indicates that the kind of diversity measure used did not seriously influence
the outcomes of diversity research. Categorical and continuous measures appear
to be more or less equally successful in identifying positive and negative
diversity-performance relationships. The only clear indications seems to be that
continuous measures more often find no relationship between diversity and
performance and categorical measures are more successful in detecting a
curvilinear relationship between both.

Performance measures
In addition to the large number of diversity measures, diversity researchers have
used a wide range of performance measures (see Table 2-3).  Researchers have
drawn upon various kinds of data for assessing firms’ performance. They have
used accounting data from annual reports (accounting-based measures),
examined the development of stock prices (market-based measures), used a
combination of these two kinds of data, and related diversity to non-financial
measures (e.g. divestment). In contrast to diversity measures, the subset of 97
studies suggests that the choice of performance measures seriously influenced
the findings of diversity studies. Judging from Table 2-4, the use of market-
based return measures hardly ever leads to the conclusion that increasing
diversity results in declining returns (as can be seen in Table 2-5 this is not the
case for assessing the implications of diversity for a firm’s risk profile).

Diversity measure
Kind of relationship Number of

studies Categorical Continuous

Positive 17 50% 50%
Negative 29 53% 47%
No 30 40% 57%
Curvilinear 11 73% 27%
Mixed 9 44% 56%

Total* 96 50% 49%

* one study did not employ a categorical or continuous measure

Table 2-2
Relation between diversity measure employed and relationship found
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Similarly, the chances of finding a curvilinear relationship using a market-based
return measure seem also to be slim while the opposite holds for accounting-
based measures. Note that this finding is fully in line with Palich et al.’s (2000)
cross-study analysis of 82 empirical diversification-performance studies.
Conversely, the great majority of research  projects that did find a negative
relationship between diversity and a firm’s returns used accounting-based
measures. Only Hoskisson et al. (1993) found a negative relationship between
diversity and performance using market-based return measures (the Sharpe,
Treynor, and Jensen measures). Moreover, they only found an indirect
relationship moderated by accounting performance.

There are several possible explanations offered for the observed discrepancy.
Firstly, an efficient capital market will already have incorporated the
diversification effect in the firm’s share prices; formal announcements will
therefore not lead to substantial changes in share prices. Secondly, pure capital
market measures do not take industry differences into account (e.g. differences
in systematic risk). These considerations may explain why several studies that
used Tobin’s q – a combined accounting/market-based measure which does not
have these particular problems – all found a negative relationship (Montgomery

Accounting-based measures (9)

Return on equity
Return on assets
Return on sales
Return on capital
Funds from operation
Financial leverage
Sales growth
Asset growth
Variability of return on assets /
     equity / etc.

Combined accounting- and market-based
measures (3)

Market-to-book value
Tobin’s q
Excess value

Market-based measures (10)

Cumulative/daily abnormal returns
Sharpe measure
Treynor measure
Jensen’s alpha
Westerfield measure of

diversification efficiency
Market capitalisation of equity
Systematic risk (beta)
Unsystematic risk
Total risk
Risk premium ratio

Non-financial measures (3)

Number of new products
Rate of liquidation/divestment
Divestiture

Table 2-3
Measures of firm performance
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and Wernerfelt, 1988; Wernerfelt and Montgomery, 1988; Lang and Stulz,
1994; Berger and Ofek, 1995). However, opposite these studies stand others that
used Tobin’s q but did not find any relationship (Loyd and Jahera, 1994) or
found a positive relationship (Jose, Nichols & Stevens, 1986). Also, the
foregoing arguments do not explain the relatively high percentage of studies that
used pure market-based return measures and found a positive relationship
between diversity and performance (see Table 2-4). This particular example is
symptomatic for the methodological problems linked to the measurement of firm
performance in diversity research: in the end, any conclusion based on any
performance measure seems to be debatable. We argue that the reason for this is
closely related to the next observation.

Performance measure: return

Kind of
relationship

Number of
studies Accounting Market Combined Non-

financial

Positive 17 41% 47% 12% 0%
Negative 29 76% 3% 17% 3%
No 30 63% 23% 3% 10%
Curvilinear 8 88% 13% 0% 0%
Mixed 8 38% 50% 13% 0%

Total 92 63,0% 22,8% 9,8% 4,3%

Table 2-4
Relation between return measure used and relationship found

Performance measure: risk

Kind of
relationship

Number of
studies

Accounting Market Non-
financial

Positive 8 63% 38% 0%
Negative 7 57% 43% 0%
No 5 60% 40% 0%
Curvilinear 6 50% 33% 17%
Mixed 2 50% 50% 0%

Total 28 57,1% 39,3% 3,6%

Table 2-5
Relation between risk measure used and relationship found
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Observation 4: Diversity and performance measures hide an investigator’s
perspective

In studying the relationship between diversity and performance, researchers
have predominantly chosen financial performance measures; only in a small
number of studies non-financial measures were used. Although it is fully valid
to see which firms are the most profitable, growing fast or most successful in
developing new products, by using a limited set of similar performance
measures for a diverse set of firms, diversity researchers have imposed their
view of successful diversification moves on diversified firms. By choosing a
specific set of performance measures without considering the motives behind
diversification moves by firms, diversity researchers implicitly have imposed
their view of the world on diversified firms and implicitly determined when and
to what degree diversified firms have succeeded in their diversification strategy.
In short, the performance measures hide an etic ‘investigator’s perspective’
instead of the perspective of the managers who influence and steer the process.

We argue that it is debatable if the measures chosen correspond to the
reasons behind the diversification moves of all firms in one sample. Likewise, it
is questionable if the set of (financial) performance measures fully capture the
effects of diversification. To illustrate these points, recall that we grouped the
motives behind diversification moves into six categories in Chapter 1. Some of
these motives can be reasonably evaluated with performance measures listed in
Table 2-3. For example, motives like ‘exploiting growth opportunities’ and
‘seeking to reduce exposure to business risk’ may be evaluated with
performance measures like ‘sales/assets growth’ and a risk measure respectively.
Other motives, however, are clearly more problematic to evaluate with any of
the measures in Table 2-3. Consider for example motives like ‘surviving poor
performance and declining prospects in current markets’ or ‘enlarging the
independence of a powerful group of suppliers or customers’. Although some
people may argue that the latter motives may be controversial according to the
financial paradigm, they are considered fully valid in the strategic management
paradigm (Bromiley, 1990; Bood, 1994).

The criticism on the choice of performance measures applies mutatis mutandis
to the measurement of diversity. By selecting a certain diversity measure, the
same construct of portfolio diversity is imposed on all firms in the sample
studied. As various academics have argued, the strategic variety sought by
managers may fundamentally diverge from the variety captured by these,
conventional diversity measures (see e.g. Keats, 1990; Prahalad & Bettis, 1986;
Mintzberg, 1988; Ginsberg, 1989; Nayyar, 1992; Stimpert & Duhaime, 1997).
Both businesses separately, and the linkages among businesses, are in essence
the products of managerial sense-making, instead of being the sole resultant of
the businesses’ economic and technical characteristics. In addition, all diversity
measures in Table 2-1 implicitly assume that portfolio diversity is an economic-
technical construct and only enclose visible, tangible linkages among businesses.



Research into Diversification     43

Following both the notion of sense-making above and Teece’s (1980, 1982)
assertions on the multi-product firms, the latter is highly questionable. The latter
argues that diversification may result from difficulties in transferring firm-
specific knowledge due to the fungible nature of idiosyncratic human capital.
Many of the skills and much of the knowledge underlying organisational
capabilities are deeply embedded in the routines of a firm (cf. Nelson and
Winter, 1982).

As a consequence of the foregoing, some of the inter-business linkages in
firms’ portfolios that managers seek to exploit may be invisible to, or not easily
recognisable, by outsiders. This will in particular be so if linkages are based on
intangible resources such as managerial knowledge and capabilities, dominant
logics, core competencies, socio-cognitive similarities, information asymmetry,
and organisational routines. Determination of the degree of diversification and
identification of (possible) linkages among businesses by outsiders will then be
difficult, if not impossible. Also, tangible characteristics of businesses (e.g.
product characteristics, markets served, tangible resources used, and
technologies applied) are at best proxies for diversity instead of determining
factors. Precisely for these reasons, Stimpert and Duhaime (1997) asked CEOs
of diversified firms after the relatedness they saw among their businesses (using
a list of 25 relatedness items) and found strong support for it. Using a similar
approach Nayyar (1992) also found ‘little evidence of similarity’ between
internally generated measures of diversification and several measures of
diversification in Table 2-1. The main implication of their findings is that firms
that are thought (by external analysts) to be unrelated may, in fact, be
(constrained/linked) related diversified. This argument may help to explain the
low explanatory power of studies on the diversity-performance nexus as the
majority of these studies have only incorporated tangible linkages (Lemelin,
1982; Ramanujam & Varadarajan, 1989).

The foregoing suggests that diversity is a too complex construct to be
captured by any general diversity measures. Managers shape relatedness among
businesses in certain unique ways (one might even successfully claim that a
positive relationship between diversity and performance only exists if this is the
case). Therefore, studying economic-technical relatedness sec is problematic
without knowing anything about the managerial perspective on relatedness (i.e.
the view that shapes that relatedness).

Observation 5: Diversity research into moderating factors is highly fragmented
and only offers some general clues

Over the years, mainstream diversification research has studied an impressive
number of factors that may moderate the relationship between portfolio diversity
and firm performance. Figure 2-3 groups these factors into six main categories.
Note that two of these categories - direction and mode of diversification – have
been studied as both independent and moderating variables. In the total sample
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of 200 studies we examined, 132 of them studied one or more moderating
variables, in total well over twenty variables. Table 2-6 summarises the main
results on each of the moderating variables. Appendix B lists the diversity
studies that underlie the conclusions in each subcategory. We will not review
their findings in detail here but limit our discussion to five main observations.

Firstly, by far the majority of studies have studied only one or two variables
simultaneously, which is fully in line with the coarse-grained research
methodologies predominantly employed in mainstream diversification research.
A main drawback of this practice is, however, that it seriously hinders gaining
insight into the aggregate and interacting influence of moderating factors. For
this reason, Grant et al. (1988) advise the use of fine- or medium-grained
research methodologies (see quote on page 32). Detailed examination of the
experiences of individual firms helps in gaining insight into the complex
interactions between content and context variables (see also Ramanujam and
Varadarajan, 1989).

Secondly, in a considerable number of cases, diversity studies on the same
moderating variables have generated contradictory results. For example, while
Amit and Livnat (1988a) found a positive relationship between diversity and
R&D intensity, Baysinger and Hoskisson (1989) and Hoskisson and Johnson
(1992) concluded the opposite on the basis of their research. The cause of such
contradictions follows directly from our first observation. Because most studies
examine only one or a few variables at a time, they do not control for other
variables that possibly moderate the investigated relationship.  In this specific
example, the three studies did not control for, among other things, industry

Degree of
diversification

Performance

Direction of
diversification

Mode of
diversification

Independent
variables

Intermediating
variables

Dependent
variables

Organisational
factors

Industry
structure

Synergy

Figure 2-3
Diversity research into moderating variables
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structure variables (e.g. type of industry and market profitability):  Amit and
Livnat (1988a) studied 400 large U.S. firms operating in a diverse set of
industries while Baysinger and Hoskisson (1989) and Hoskisson and Johnson
(1992) only studied manufacturing firms. This and other examples suggest that
outcomes of individual studies may at best be representative for the industries in
which the firms in the sample operate.

Thirdly, the use of coarse-grained research methodologies has led to an
additional drawback:  moderating factors have hardly been studied  in  depth.
The majority of studies have applied multivariate statistical methods, mostly
correlation- and regression-analysis. Partly due to this, the (main) research
findings on moderating variables are rather general in nature. The main research
findings in Table 2-6 illustrate this. For example, a considerable number of
studies have found that market profitability is a much more important factor than
diversity per se (e.g. Wernerfelt and Montgomery, 1986; Chang and Thomas,
1987).

Fourthly, the sheer number of studies that have examined moderating factors
offers no guarantees whatsoever that all factors that moderate the relationship
between diversity and performance are known. Although partially
understandable from the perspective of individual researchers, it is sometimes
difficult to escape the impression that the availability of databases often has had
a decisive influence on the selection of variables studied. The coarse-grained
research-methodologies seem to have dominated diversity research in this
respect too. Databases only contain information on a limited set of variables and
are restricted to factors that can be (easily) quantified in one way or the other.
The latter may explain why so many studies examined factors such as market
profitability, market shares, company spending on R&D and advertising, capital
intensity, organisational structure and size, ownership and management
holdings, and mode of diversification. Only fairly recently have researchers tried
to incorporate more qualitative context variables into their research design, such
as organisational culture (Hansen and Wernerfelt, 1989), tolerance for
multiculturalism (Chatterjee et al., 1992), intangible assets (e.g. Lubatkin and
Chatterjee, 1994; Nayyar, 1992), and corporate ideology (Goll and Sambharya,
1995).

Finally, mainstream diversification studies have hardly ever studied process
variables. As a consequence, the knowledge this stream of research has acquired
on the process of diversification is extremely limited. Kazanjian and Drazin
(1987) notice that diversification mainly has been studied after it has taken
place. This may be a serious shortcoming as several recent studies (on closely
related topics) show that the process can have a profound influence on the
outcome (e.g. Dundas and Richardson, 1982; Burgelman, 1983; Jemison and
Sitkin, 1986; Haspeslagh and Jemison, 1991). A section later in this chapter
reviews this group of studies. Research by Dundas and Richardson (1982), for
example, observed that the poor performance of unrelated diversified firms is, at
least partially, dependent on how an unrelated diversification strategy is
implemented.
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Main findings

•  More important in explaining firm performance than diversity per se
•  Negative relationship between industry profitability and diversity: diversification

is a means to escape poorly performing industries
•  Changes in influences over time are likely

•  More important in explaining firm performance than diversity per se
•  Lower performance of unrelated diversifiers may be attributed to lower market

power
•  Relationship between diversity and performance differs between industries
•  Firms move from a functional to a multidivisional structure as they get more

diversified
•  Size of importance to performance
•  Positive relationship found between size and diversity up to a certain size beyond

which bureaucratic inertia limits diversification

•  Experience seems to be associated with mode of diversification and kind of
diversification strategy (i.e. related vs. unrelated)

•  Both positive and negative relationship found between diversity and R&D intensity
•  Related diversifiers seem to be more capital intensive
•  Related diversifiers have lower debt rates
•  Core competencies influence both direction of diversification and subsequent

performance
•  Core competencies add to performance of related diversifiers

•  Positive relationship between diversity and managerial compensation but CEOs
that diversify seem to face declining compensation

Subcategory

 Industry profitability

 Industry structure

 Market power

 Type of industry

 Structure

 Size

 Experience top
 management

 Company spendings

 Capital structure

Core competencies

CEO compensation

Main category

Industry structure
(32 studies)

Organisational
Factor
(65 studies)
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Observation 6: Mainstream diversification research has been biased towards
large U.S. firms

Our last observation on the mainstream of diversification research seems so
obvious and clear, yet it is mostly left unspoken in the diversification literature:
the vast majority of studies have focused on large, multinational companies
quoted at the stock exchange and listed in the Fortune 500. Although such
companies are important in terms of turnover and output they only represent a
fraction of all companies – a shred of a sheet of paper: less than 1% of all
companies in most European countries employ more than 100 employees (see
e.g. Sengenberger, 1990; van der Horst and de Lind van Wijngaarden, 1998;
CBS, 1999). To illustrate the magnitude of this sample bias, consider the studies
with the ‘smallest’ firms in their sample (in ascending order):

•  Kim and Kogut (1996): semiconductor start-up firms;
•  Hamilton and Shergill (1993): $1.1 mio and $2.6 billion;
•  Chatterjee and Wernerfelt (1991): $6 mio. to $12 billion;
•  Berger and Ofek (1995): firms with sales over $20 mio.;
•  Luffman and Reed (1982): firms with sales over £25 mio.;
•  Farjoun (1994): 12,781 U.S. firms with mean sales of $40,3 mio;
•  Lubatkin et al. (1993): 121 small firms with mean turnover of $295 mio.

The (average) size of the firms in this list increases rapidly. At least according to
European measures, firms with average sales of $295 million are anything but
small or medium-sized! The sample bias, the focus on large firms, is a main
reason for us to concentrate on small and medium-sized enterprises in this
research. SMEs are largely a forgotten area in diversification research; the next
chapter will illustrate this further.

Next to a practically exclusive focus on large firms, mainstream
diversification research contains another important sample bias: more than 80%
of the 200 studies examined U.S.-based firms. Approximately 15% of the
studies analysed European firms, half of which focused on U.K.-based firms.
Firms based in other continents have only incidentally been studied. It is unclear
to what extent the dominance of U.S. firms has influenced the aggregate
outcome of diversity research. Grosso modo, the ‘non-US’ studies that examined
the diversity-performance link shows the same variety of conclusion as the total
group of 97 studies. The only remarkable finding is that five of these studies
found a curvilinear relationship, just as many as all ‘U.S.’ studies.

Implications of the observations

Overlooking the six observations on the mainstream of diversity research
amplified in this section, an uncomfortable feeling arises. Although many
researchers have put a tremendous amount of effort into examining the
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diversity-performance nexus, they have not come up with any definite
‘answers’. Using an amalgam of diversity and performance measures, diversity
studies have produced widely divergent results. All kinds of relationships
between portfolio diversity and firm performance have been found: positive,
negative, curvilinear, mixed, and none at all. Numerous moderating factors have
been found to influence the diversity-performance linkage and new ones are
suggested frequently (e.g. Bethel and Liebeskind (1998) recently pointed to the
potential importance of the legal organisation of firms). Often these factors have
been found to be more important in explaining performance than firm diversity
per se. Overall, the conflicting and fragmented findings have made the
aggregate outcome of diversity research rather unsatisfactory.

We are not alone in reaching such a firm conclusion. Ramanujam and
Varadarajan (1989), Leontiades (1989), and Datta et al. (1991), to name but a
few, have reached a similar conclusion. Several quotations from these references
in the current and preceding chapter have illustrated their conclusions.
Ramanujam and Varadarajan (1989: 543) argue that this stream of research is at
‘a point of diminishing returns’, Leontiades (1989: 5) states that the attempts for
developing a testable explanation of diversification ‘is practically nil’, while
Datta et al. (1991: 545) concluded that after 25 years of research ‘very little can
be said with certainty on the diversification-performance nexus’. The latter add
to it that Rumelt’s (1982: 368) remark that ‘much remains to be understood
about the relationship between diversification, diversification strategy, industry
and performance’ still holds true. Now, despite nearly a doubling of the diversity
studies, this remark is as alive as it was ten years ago.

This is not to say that no progress has been made at all in the last decade. For
one thing, it is evident now that the diversity-performance link is influenced by a
host of contextual factors. Industry structure, organisational factors, the mode of
diversification, and managerial characteristics are of great importance to the
performance of diversified companies. It is a sheer understatement to say that
such a conclusion is general in nature. It remains largely unknown which factors
play a determining role in which specific instances, let alone that we know how
various contextual variables interact and are linked to firm performance.
Lacking this essential knowledge, the main research findings of this particular
stream are inadequate to develop a theory of diversification that may guide
managers in the risky act of diversification.

In our view, there are in essence two research strategies that hold the potential to
increase knowledge on diversification more dramatically than possible by
intensifying diversity research. The first strategy is to search for linkages to
current theory in an effort to embed the contradictory and fragmented findings
into a theoretical framework. According to Rumelt et al. (1991) this is the
‘normal’ path which has been followed by strategic management research from
the eighties onwards. A section coming up next (‘Theoretical views on
diversity’) will shortly review the progress made in following this research
strategy. The second strategy is to study individual diversification projects in
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detail in order to gain insights into the inherent dynamics of these projects (cf.
Grant et al., 1998; Ramanujam and Varadarajan, 1989; Datta et al., 1991). This
research project follows the second strategy. Given the rather general nature of
current findings and conclusions, exploratory research on the act of
diversification is needed before the skeletal structure of a theory of
diversification can be formulated.

The causes for the unsatisfactory results of diversity research as formulated
in the introductory chapter contain important clues for fruitfully following the
second research strategy. We argued that diversity research has predominantly
(1) applied coarse-grained research methodologies (2) to study only a limited
number of diversification themes. In doing so, researchers have (3) hardly paid
any attention to the process of diversification and (4) largely neglected the
perspectives of the managers involved. The core of the research approach we
will follow in this research reflects more or less the opposite of these causes:
study the process and context of individual diversification projects from the
perspective of the managers responsible for it. In addition, the focus will be on
small and medium-sized enterprises, which have been largely ignored in
diversity research. From this point forward, this project will actively search for
environment and organisational factors that may become elements of a theory of
diversification for SMEs. For this purpose, the next sections review theoretical
and empirical work on the process of diversification (and closely related themes)
and on theories of diversity respectively.

Research on the process of diversification

Whereas a large number of studies have examined the diversity-performance
nexus, only a few have explored the process of diversification (Normann, 1977;
Dundas and Richardson, 1982; Miles, 1982; Kazanjian and Drazin, 1987) and
growth modes in diversified firms (Burgelman, 1983, 1984; Schwenk and
Duhaime, 1985; Burgelman and Sayles, 1986; Jemison and Sitkin, 1986;
Haspeslagh and Jemison, 1991). These studies do however offer some new and
intriguing insights in the success or failure of diversification projects. The main
insight is that the process of diversification affects the ultimate outcome; the
other insights can be regarded as specifications of this insight. We discuss each
insight by referring to the studies from which they stem.

Insight 1: The process of diversification affects the outcome

Dundas and Richardson (1982) were one of the first to point to the importance
of the diversification process. On the basis of research among 22 conglomerates,
of which some performed excellently, they concluded that successful
conglomerates deal more adequately with a number of administrative and
organisational contingencies than their worse performing counterparts. In the



Research into Diversification     51

years to come their conclusion was confirmed by several studies on internal
ventures and acquisitions.

Burgelman (1983; see also Burgelman and Sayles, 1986) found that
successful ventures in diversified firms go a critical and long route before
succeeding as an independent business. Arising out of ‘autonomous strategic
behaviour’, the success of ventures depends heavily on product and
organisational champions and their conceptual and political capabilities. In
addition, corporate management has to be willing ‘to retroactively rationalise
these projects’ and ‘integrate it with the present concept of strategy’.

In their study of acquisitions, Jemison and Sitkin (1986) found several
impediments in the process of acquiring that can have a decisive influence on
the ultimate outcome. They point to the danger of emphasising strategic over
operational fit, the escalating desire of top-managers to consummate the
transaction, the dysfunctional consequences of ambiguous expectations for the
integration of companies, and the misapplication of management systems due to
overconfidence on the part of the largest partner. Several of these impediments
confirm Schwenk and Duhaime’s (1985) conjectures arising from processes of
cognitive simplification. Aware of the difficult circumstances during
diversification decisions (‘companies usually face the decision in an atmosphere
not conducive to thoughtful deliberation’) Markides (1997: 93) offers managers
six (rather general) questions ‘to tackle the decision whether or not to diversify’.

In addition to finding further evidence for Jemison and Sitkin’s (1986)
conclusions, Haspeslagh and Jemison (1991) found several other process-based
problems that tended to hinder the integration of acquisitions. By way of
illustration, they described one of these problems as a ‘leadership vacuum’: after
an acquisition a firm may lack appropriate leadership to articulate the new
purpose of the combined firms. A recent study by Hitt et al. (1998) also
confirmed the importance of process issues. For example, they found that
friendliness during acquisition negotiations tended to be higher in the most
successful acquisitions.

Insight 2: The ultimate success of a diversification attempt depends on the
embedding in its organisational and strategic context

As mentioned above, Dundas and Richardson (1982) pointed to the importance
of administrative and organisational contingencies. Amongst other things, they
found that successful conglomerates focus on product leaders to avoid
turnaround management and aimed at monitoring systems that are applicable
across the diversity of businesses. Kazanjian and Drazin (1987) elaborated on
organisational contingencies for internal diversification projects. They argue that
relatedness on a functional level is a key success factor in such projects. The
degree of structural differentiation should match the degree of relatedness with
each function. Burgelman and Sayles (1984; 1986) advise the linkage of a new
business to a parent on its strategic importance too. For example, if the strategic
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importance and the operational relatedness of a new business are both low, a
complete spin-off will be most appropriate. Burgelman (1983) further states that
the tightness of linkages may change over the venture’s life cycle as different
processes are involved in generating new business opportunities and exploiting
them. The former takes place outside the current strategic context while the
latter are most likely to benefit from the organisational context.

Insight 3: Successful companies learn from their experiences

Haspeslagh and Jemison (1991: 280) observed that the acquiring firms they
examined were in a continuous process of learning: ‘learning which acquisitions
to make (or not to make), learning how to make them, learning about the
acquired business, and incorporating learning in the acquiring firm’s own
organisation’. Kazanjian and Drazin (1987) argued that internal diversifiers
learn different things to acquisitive diversifiers. Whereas the latter purchase
relevant knowledge and learn more about the process of selection and
integration (see also Pitts, 1977), the former develop (basic) knowledge and
skills related to marketing and product and process technologies. In his attempt
to grasp what he called ‘the process of entrepreneurial renewal’, Normann
(1977) observed that successful entrepreneurs have a high ability to learn and
develop their business idea(s) to changing circumstances. Miles’ (1982) research
on the diversification programmes of the six largest U.S. tobacco companies
confirms Norman’s observation. The ‘Big Six’ succeeded in entering new
domains by acquiring and creating knowledge on how to compete in these
domains.

Insight 4: Learning during diversification takes place on a prominently
cognitive level

Kazanjian and Drazin (1987) argue that cognitive learning precedes behavioural
learning in internal diversification. Only after knowledge needed to compete in a
new domain is developed, does it become institutionalised into managerial
practices, and routines and structures will take off. Their argument is confirmed
in piece of research on organisational learning in a merger by Leroy and
Ramanantsoa (1997: 890) who conclude that ‘cognitive learning . . . can thus be
considered as a crucial element in facilitating the whole learning process and the
implementation of change’. Although we would argue that the distinction
between the two is mainly conceptual in nature, studies on the process of
diversification prominently point to the importance of cognitive learning.
Examples include the development of knowledge in functional areas (Miles,
1982; Kazanjian and Drazin, 1987), the refinement of a firm’s business idea
(Normann, 1977), and the mental reconfiguration of dominant
conceptualisations of corporate strategy (Burgelman, 1983). In addition,
Ginsberg (1990) points to the importance of the socio-cognitive capacities of
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management teams (cf. Walsh et al., 1988). Drawing upon research by Goldstein
and Blackman (1978) on the identification of abstract constructs by individuals,
Ginsberg argues that management teams characterised by a high cognitive
complexity will identify more intangible linkages between business activities.

Conclusions on process-oriented studies

The mainstream of diversification research has focused on the content of
diversification and the context in which it takes place and in doing so treated the
process in which diversification comes about as a ‘black box’. The studies that
focused on this process reviewed in this section show that the diversification
process can have a profound influence on the ultimate outcome including firm
performance. Although we would not suggest that diversifying is only a matter
of ‘proper management’, the conclusion on the importance of the process of
diversification does throw a different light upon the contradictory findings of
diversity research. Moreover, studying this process in detail seems promising.

Theoretical views on diversity

In a thorough essay on the relationship between strategic management and
economics, Rumelt et al. (1991: 9) observe that during the eighties strategic
management scholars started to search for ‘theory with causal and predictive
power able to be used in practice’. This search was inspired by the abundance of
research data missing a proper theoretical context on the one hand and broad
disappointment about the, by then, dominant neo-classical theory of the firm on
the other hand. With respect to the latter Rumelt et al. (1991: 13) straightly
remark that ‘the ‘theory of the firm’ is a truly amazing victory of doctrine over
reality’. Although many of Rumelt et al.’s (1991) observations also hold true for
the field of diversification, there are some valuable contributions to diversity
theories that build upon neo-classical foundations. We will discuss some key
points from these contributions under the heading of the economic view on
diversity. Subsequently, we review the work of a group of authors that have
worked on a theory of diversity from a managerial viewpoint. Interestingly, it
turns out that the two streams share several core elements. Both successfully
challenge the concern with respect to diversified firms that Sutherland (1980:
978) expressed some twenty years ago:

‘. . . the persistence of [diversified] firms may better be viewed as an example of
the ingenuity with which modern firms can advance their own survival at the
expense of the general economic welfare.’
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The economic view on diversity

In an attempt to formulate a theory of the multi-product firm, Teece (1980,
1982) draws upon a variety of economic theories, most notably neo-classical
economics (Panzar and Willig, 1981; Goldhar and Jelinek, 1983), transaction
cost economics (Coase, 1937; Williamson, 1975, 1979), the resource-based view
(Penrose, 1959) and evolutionary economics (Nelson and Winter, 1982). He
argues that the mere existence of economies of scope – which arise when joint
production of two (or more) different products result in cost savings – do not
offer a valid explanation for the existence of diversified firms. This will only be
the case if the external transfer of excess resources that give rise to the
production of a variety of products (i.e. diversification) is problematic, i.e. is
subject to market failure. Teece (1982) points to two specific classes of
economies of scope for which the occurrence of market failure is likely.

The first class concerns indivisible, idiosyncratic physical capital for which,
due to its specific nature, only a thin market exists. Sale of excess capacity in
such markets may expose a firm to hazards of opportunism on the part of the
buyer attempting to appropriate the accompanying quasi-rents (cf. Williamson,
1975, 1979; Klein et al., 1978). Diversification enables a firm to avoid these
hazards and, in addition, offers the firm greater flexibility due to the
transferability of resources between a variety of uses (Levy and Huber, 1986;
Levy, 1989).

The second class involves idiosyncratic human capital with fungible
characteristics. Because of the tacit dimension of such knowledge, which
seriously hinders its complete articulation, and its embedment in the firm’s
routines (cf. Nelson and Winter, 1982), transfer to other firms will most likely be
difficult and costly. Most importantly, its sale often necessitates the
accompanying transfer of an effective team configuration. This may not be a
problem if the transfer is once only but is likely to induce problems if the
exchange is recurrent. Given the small trading relation it involves, the exchange
is imbued with hazards for both parties (Coase, 1937; Williamson, 1975, 1979).

Interestingly, Montgomery (1994) argues that the same characteristics that
hinder the transfer of physical and human resources across company boundaries
are potentially a source of sustained competitive advantage. Proprietary,
idiosyncratic knowledge gives a firm a unique character (Penrose, 1959;
Mahoney and Pandian, 1992) and seriously hinders imitation by competitors due
to ‘uncertain imitability’ (Lippman and Rumelt, 1982) and ‘isolating
mechanisms’ (Rumelt, 1984).

The foregoing theory clearly does not apply to pure conglomerate firms, which
do not have linkages between business activities and, therefore, no possibilities
to exploit economies of scope. Transaction cost economics, notably Williamson
(1975, 1985), suggests that conglomerates still may have distinctive efficiency
properties arising from their governance structure. The corporate management of
conglomerates does not suffer from the high information and control costs of
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external markets as it has access to more information at lower prices and has far
better tools at its disposal to prevent managers from misusing investors’ capital.
However, due to ‘diminishing returns to management’ (Coase, 1937: 396),
rising bureaucratic costs of internal governance will exceed the costs of market
transactions beyond a certain degree of diversity (Williamson, 1985; Hill, 1994).

Teece (1982) sharply notes that Williamson’s assertions chiefly apply to
firms that are already diversified, not to firms that intend to diversify.
Nevertheless, he discerns a valid economic basis for conglomerate
diversification ‘if diversification assists the creation of free cash flows that have
a negligible relationship to the level of activity of the economy, or improved
investor confidence about future cash flows, since these developments would
lead to reduced systematic risk’ (Teece, 1982: 57).

The managerial view on diversity

Whereas the economic view on diversity ponders about the economic legitimacy
of diversified firms, the managerial view focuses on the role of its top
management and draws upon cognitive psychological theory and the nature of
knowledge. We have introduced several of the contributions in this stream in the
preceding chapter, notably those of Galbraith and Kazanjian (1983; 1986) and
Prahalad and Bettis (1986). Recall that the former stress that the business
lessons learned at a certain stage in a certain industry shape the mindset of a
firm’s management. In a similar vein, the latter argue that corporate
management’s past experiences culminate in the ‘dominant general management
logic(s)’ which limits the diversity it can effectively handle. A ‘dominant logic’
encompasses the way in which a corporate management team ‘conceptualises
the firm’s businesses and makes critical resource allocation decisions’ (Prahalad
and Bettis, 1986: 490). They argue that strategic similar businesses can be
managed using a single dominant logic but problems are bound to arise when
strategically dissimilar businesses are added to a firm’s portfolio. Examples of
determinants of strategic similarity include the size and time span of investment
projects, the kind of key success factors, the stage of the industry life cycle
businesses are in, and their competitive positions (Grant, 1988). Prahalad and
Bettis (1986) pose that management teams can probably only handle a limited
number of dominant logics at the same time. The exact number may depend on
the composition of the management team, their experiences, and their attitude
towards learning.

The work of Goold and Campbell (1987) and Goold et al. (1994) on the
management of diversified companies, builds upon the notion of strategic
similarity. Based on research among sixteen large, diversified British firms,
Goold and Campbell (1987) discerned three different roles or ‘strategic
management styles’ of corporate management teams: Strategic Planning,
Strategic Control, and Financial Control; Goold et al. (1994) refer to these styles
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as ‘parenting styles’. These styles differ in the degree to which corporate
management influences strategy development in the business units and the type
of control it imposes on these units. Strategic Planning companies are closely
involved with strategy development in their businesses and focus less on
performance control. Financial Control companies do not interfere with strategy
development of their business units but focus on defining financial performance
criteria and controlling against them. Finally, Strategic Control companies
balance competitive and financial ambitions by evaluating performance against
a set of financial and strategic objectives.

Goold and Campbell (1987) argue that each style deals in another way with
the fundamental tensions that exist within diversified companies. Examples of
such tensions include strong corporate leadership versus autonomy of individual
businesses and the advantages of detailed planning versus the necessity of an
entrepreneurial spirit. They also suggest that the effectiveness of a ‘strategic
management style’ depends on the degree of portfolio diversity: the Strategic
Planning style matches with a focus on a few core businesses, the Financial
Control styles fits in with companies that operate in similar businesses in
different industries, and the Strategic Control style matches with extensively
diversified firms. In terms of the metaphor of the spinning top introduced by
Ghoshal and Mintzberg (1994), each of these styles represents a different
balance between autonomy and synergy, control and initiative, spin and skin,
and bulk and base. They (1994: 8) argue that ‘the energy of diversified
corporations should be invested into sustaining a dynamic balance’ between
these tensions, which exist in all firms to some degree.

Goold et al. (1994) observed that companies rarely changed their ‘parenting
style’ voluntarily. They concluded that a style is closely connected to a
corporate management’s basic beliefs about (a) the kind of relationship it wants
to have with its businesses and (b) the best way in which the parent can add
value to its businesses. With respect to the latter, Goold et al. (1994) identified
four general sorts of value creation open to a parent: enhance the stand alone
performance of a business, maximise the value of linkages among businesses,
provide functional leadership and cost effective services for its businesses, or
create value by altering the composition of the business portfolio. Note that
relatedness in a firm’s portfolio is only clearly discernible from the outside in
the second and, possibly, the third instance. In the other instances, the
relatedness is based upon largely tacit managerial knowledge.

Similarities between the views

Although the economic and management views on diversity clearly have
different theoretical roots, they share several core elements. The most notable
similarity is the centrality of intangible managerial knowledge in explaining the
existence and functioning of diversified firms. The economic view stresses the
importance of fungible, firm-specific knowledge and its inherent tacit character,
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which hinders transferability to other companies. The centrality of knowledge in
managing diversified companies in the managerial view goes without saying.
Further noteworthy is the emphasis scholars in this view put on the importance
of experience in shaping managerial knowledge and the stubbornness with
which it changes. With respect to the latter the two views meet again as the
economic view points to the embedment of knowledge in the organisational
routines of firms.

Conclusions on diversification research

Corporate diversification is without doubt among the most intensively studied
themes in strategic management. In this chapter we have reviewed a few
hundred empirical and theoretical studies which have been published in major
journals. By far the majority of these studies focus on the diversity-performance
nexus. Alas, the conclusions of diversity studies are far from identical and even
contradictory: empirical support exists for all kinds of relationship between
diversity and performance. In addition, researchers have identified numerous
variables that moderate this relationship but, as the majority of studies have
examined only one or a few moderating variables, research findings are rather
fragmented. Moreover, due to the coarse-grained research methodologies
employed, conclusions on moderating variables are general in nature. Finally,
diversity studies have concentrated on large, multinational and mostly U.S.-
based companies thereby ignoring small and medium-sized firms.

We largely hold the coarse-grained research methodologies, which have
dominated diversity research in the past decades, responsible for the
unsatisfactory aggregate outcome of this extensive body of research. While such
methodologies are appropriate to test (detailed) hypotheses, they are less
suitable to explore processes of strategic and organisational change
diversification induces. Hence, given the confusing results of diversity research
(ex)changing the dominant research approach may be beneficial. For this reason
Grant  et al. (1988), Ramanujam and Varadarajan (1989) and Datta et al. (1991)
argue for the use of more fine-grained methodologies, such as case studies. Such
methodologies offer the possibility to gain insight into the complex web of
linkages between the host of organisational and environmental factors that (may)
influence the diversity-performance relationship. The (few) studies that have
examined the process in which companies diversify indicate that this process
can have a significant influence on the outcome of diversification attempts (and
thus on firm performance).

Fine-grained methodologies enable detailed examination of managers’
experiences and learning during the process of diversification. More in
particular, case studies offer the possibility to chart the perspectives of the
managers involved in, and responsible for, a diversification project. Several
studies indicate that such a management perspective may differ considerably
from the (often general) perspective of external researchers. The theoretical
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views on diversity, which we discussed in the last section of this chapter,
strongly suggest that tacit managerial knowledge about idiosyncratic physical
and human capital may in particular contribute to differences between both
perspectives, as such knowledge is problematic to articulate (if at all possible
even).
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