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Introduction

n Diversification has a long history
n Conflicting research findings

o Diversification discount versus premium

n Effects of diversification on firm value 
in the emerging markets?
o Increase market power
o Overcome growth barriers
o Provide internal capital market
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Why Diversify?

n Merger wave in the US in the 1950s and 
1960s

n Internalization of firm assets
o Valuable information-based or firm-specific 

assets that are difficult to sell or share with 
external parties

o Caves (1971), Montgomery (1994)
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Why Diversify?

n Efficiency and synergistic benefits
o Economies of scale and scope (Weston 

1970, Chandler 1977, Teece 1980)
o Synergistic benefits
o Higher debt capacity and tax shield from 

interest (Lowellen 1971)
o Lower borrowing cost
o Transfer pricing to reduce tax
o Asymmetric tax treatment of gains and 

losses (Majd and Myers 1987, Shin and 
Park 1999)

Introduction

Why Diversify?

Internalization

Efficiency

Market Failures

Transaction

Costs

Internal Capital

Markets

Literature Review

Research Gap

Data Compilation

Data Analysis

Robustness Tests



The Hong Kong Polytechnics University
Doctor of Business Administration

3

Thomas Wu

The Hong Kong Polytechnic University 5

Why Diversify?

n Market inefficiencies and failures
o Larger investment opportunity set for firms 

than individual investors
o Market power (Villalonga 2000)
o Mitigate market failures (Khanna and 

Palepu 2000)
o Too large to fail (Kim 2004)

n Transaction cost theory
n Internal capital markets theory

o Provides alternative source of capital
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Literature Review

n Related diversification better then 
unrelated/conglomerate diversification
o Lowellen (1971), Rumelt (1974), Nayyar

(1993)

n Firms divested and refocused on their 
core businesses in the 1980s

n Two types of research approach
o Event studies on spinoffs announcements
o Firm value comparison
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Literature Review

n Firms refocus through divestitures, 
spinoffs, and equity carve-outs

n Event studies on spinoff
announcements

n Found positive cumulative excess 
return, especially for non-related 
spinoffs
o Hite and Owers (1983), Vijh (1994), John 

and Ofek (1995), Daley, Mehrotra and 
Sivakumar (1997), Desai and Jain (1999), 
Dittmar and Shivdasani (2003), Ahn and 
Denis (2004)
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Literature Review

n Firm value comparison
n Multiplier approach, Tobin’s q
n Found diversification discount

o Lang and Stulz (1994), Berger and Ofek
(1995), Comment and Jarrell (1995), 
Servaes (1996), Schoar (2002)
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Literature Review

n Reasons for diversification discount
n Inefficient allocation of resources of the 

internal capital markets
o Inefficient resource allocation, investment, and use 

of excess cash flow
o Cross subsidization of poorly performing segments
o Milgrom and Roberts (1990), Lamont (1997), Stein 

(1997), Shin and Stulz (1998), Shin and Park (1998), 
Scharfstein (1998), Ofek and Scharfstein (1998), 
Scharfstein and Stein (2000)

n Agency problems
o Rajan, Servaes and Zingales (2000), Palia and Ye 

(2002), Kim (2004)
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Literature Review

n International diversification
o Diversification in other developed 

countries
• Lins and Servaes (1999), Fauver, Houston 

and Naranjo (2003)

o Industrial and international diversification
o Conflicting findings on benefits of 

international diversification
• Morck and Yeung (1991), Bodnar, Tang and 

Weintrop (1997), Claessens, Djankov, Fan 
and Lang (1999), Feinberg and Phillips 
(2002), Denis, Denis and Yost (2002)
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Literature Review

n Measurement errors
n Database biased in favor of finding a 

diversification discount from survivor 
and self-reporting biases
o Harris (1998), Villalonga (2000), Schoar

(2002)

n Firm value measurements might not 
reflect true firm values
o Lamont and Polk (2001), Whited (2001), 

Mansi and Reeb (2002)
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Literature Review

n Endogenous factors cause both 
decision to diversify and discount in 
firm value
o Campa and Kedia (1999), Chevalier (2000), 

Graham, Lemmon and Wolf (2000), Campa
and Kedia (2002), King, Datton, Daily and 
Covin (2004)

n Discount but still optimal
o Fluck and Lynch (1999), Maksimovic and 

Phillips (2001), Maksimovic and Phillips 
(2002)
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Literature Review

n Diversification in the emerging markets
n Institutional and other differences
n Conflicting findings

o La Porta, Lopez-de-Salinas, Shleifer and 
Vishny (1998, 1999, 2000a, 2000b), 
Claessens, Djankov, Fan and Lang (1998), 
Lins and Servaes (1999, 2002), Khanna and 
Palepu (1997, 2000), Khanna and Rivkin
(2001), Fauver, Houston and Naranjo (2003), 
Kim and Singal (2004)
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Research Gap

n Effects of diversification on firm value 
in the emerging markets still uncertain

n Contributions can be made from 
several perspectives
o Management - firms are competing globally
o Shareholders - buy diversified firms or 

divest personally
o Academics - why and how is diversification 

different in the emerging markets
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Research Gap

n Factors that might affect firm value through 
diversification
o Market power

• Less restrictive anti-trust provisions in the emerging 
markets

• H1: Firm value increases if it can earn monopoly or 
oligopoly profits by exercising market power

o Growth barriers
• Markets smaller in the emerging markets

• H2: Firm value increases if diversification is used to 
overcome product or geographical growth barriers

o Provide internal capital markets
• External capital markets less developed and efficient

• H3: Firm value increases if diversification provides an 
internal capital markets for sources of capital
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Research Framework
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Data Compilation

n Data source
o Thomson Financial’s Worldscope database

n Data selection and screening
o Only public firms traded on major 

exchanges
o 50% or more of revenue from financial 

services excluded
o Number of segments based on two digit 

SIC codes
o Others
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Data Compilation

n Full data set before screening
o Based on January 2003 Worldscope database

n 5,000 data points expected after screening
o 3,500 from developed countries
o 1,500 from emerging countries

20,2946,83213,462Number of firms

351718Number of 
countries

TotalEmerging 
Countries

Developed 
Countries
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Data Analysis

n Multivariant analysis
o Dependent variable – excess firm value
o Multiplier approach (Berger 1995)

• Industry specific

n Excess firm value

o V = value of the firm (market value)
o I (V) = imputed value of the firm (theoretical value)
o Excess firm value is computed as the log of the 

ratio of the value of firm divided by the sum of 
the imputed value of segments of the firm

ln (  V /  I (V) )=Excess Firm Value
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Data Analysis

n Value of the firm (V) is calculated as the sum 
of the market value of common equity, the 
book value of preferred shares, debt, non-
equity reserve, and deferred tax liability in 
untaxed reserves 

MVE + BVP + BVD + BVNER + BVDTL=VIntroduction
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Data Analysis

n The imputed value of the firm (I(V)) is the 
sum of the value of all the firm’s segments 
calculated as if they are single segment 
firms

n n is the total number of segments in 
segment i’s firm

n Si is the segment i’s value of sales used in 
the valuation multiple

n Indi (V / Si) is the multiple of total capital-to-
sales for the median single-segment firm in 
segment i’s industry

n

?
i =1

Si *  ( Indi ( V / Si ) )=I (V)
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Data Analysis

n Independent variables
o Level of diversification

• Herfindahl index
o Firm factors

• Firm size, profitability, growth opportunities, 
financial leverage

o Developed versus emerging markets
o Ownership concentration
o Market power

• Herfindahl index
o Growth barriers

• Industry growth rate
o Capital markets development

• Equity to GDP, private debt to GDP
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Data Analysis

n Level of diversification
o Herfindahl index – calculated across n 

business segments as the sum of the squares 
of each segment i’s sales, Si, as a proportion of 
the square of total sales

o H IND is used to measure industrial 
diversification, H INTL is used to measure 
international diversification, and an interactive 
term H IND H INTL 

Si
2 / (

n

?
i =1

n

?
i =1

Si ) 2=H
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Data Analysis

n Firm factors
o Firm size ( Ln (BV Total assets ))
o Profitability ( Operating income / Sales )
o Growth opportunities ( Capex / Sales )
o Leverage ( BV Debt / Total assets )
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Data Analysis

n Developed versus emerging markets
o Many institutional and other differences 

between developed and emerging markets
o Dummy variable (DMEM) to identify emerging 

markets
o Perform multivariant analysis of developed and 

emerging markets separately
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Data Analysis

n Ownership concentration
o Dummy variables used to segregate 

ownership concentration
• Own00 – insignificant or 0%
• Own10 – between 0% and 10%
• Own20 – between 10% and 30%
• Own30 – above 30%
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Data Analysis
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Data Analysis

n Market power
o Herfindahl index using firms at the two digit SIC 

code level in the same country

Si
2 / (

n

?
i =1

n

?
i =1

Si ) 2=H MKT
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Data Analysis

n Growth barriers
o Emerging markets smaller so growth limits 

more easily reached
o Firms that diversify to other industries or 

geographical areas can enhance firm value
o Local market growth (GLM) proxied by 

industry growth rate (GIND)
o GIND proxied by sum of sales of all firms in 

the two digit SIC code in a country

( 100 – 100 GIND ) HMKT
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Data Analysis

n Capital markets development
o Cap – equity market capitalization

• Average value of listed domestic shares on 
domestic exchanges in a year divided by 
GDP (IFC Emerging Markets Data Base and 
IMF International Financial Statistics)

o Bank – bank credit availability
• Stock of credit by commercial and deposit-

taking banks to the private sector divided 
by GDP (IMF International Financial 
Statistics)
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Data Analysis

Capital Markets Developmentb15 Cap + b16 Bank

Growth Barriersb14 ( 100 – 100 GLM ) H MKT +

Market Powerb13 H MKT +

Ownership Concentration
b9 Own00 + b10 Own10 + 
b11 Own20 + b12 Own30

Developed Versus Emerging Marketsb8 DMEM +

Firm Factors
b4 Ln(BVTA) + b5 OpInc/Sales + 

b6 Capex/Sales + b7 BVD/Total assets +

Level of Diversificationb1 H IND + b2 H INTL + b3 H IND H INTL +

a +

Dependent Variable (Excess Firm Value)Ln ( V / I (V) )  =
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Robustness Tests

n The following robustness tests are 
performed
o Excess firm value measurements
o Level of diversification
o Country level differences in consolidation 

standards
o Efficiency of investment allocation
o Autocorrelation
o Heteroskedasticity
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Robustness Tests

n Excess firm value measurements
o Modified Tobin’s q and return on assets are 

used in the multivariant analysis in place of 
the firm imputed value under the multiplier 
approach

o Modified Tobin’s q (ModTq)

ModTq = ( MVEquity + BVPreferred + BVDebt ) / BVTotal Assets

o Return on assets (ROA)

ROA = Operating Income / BVTotal Assets
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Robustness Tests

n Level of diversification
o Number of reported segments
o Dummy variable to identify diversified 

firms
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Robustness Tests

n Country level differences in 
consolidation standards
o Consolidation dummy variable to identify 

firms that do not provide consolidated 
information

o Exclude firms that do not provide 
consolidated information

o Exclude firms with varying levels of 
investments in associated companies

o Exclude firms with varying levels of 
minority interest
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n Efficiency of investment allocation
o Quality of management
o Endogeneity factor
o Relative investment ratio (RINV)

o Relative value added by allocation (RVA)

Robustness Tests

TS

wi (Ii/Si - (I/S)i
ss ))

n

?
i =1

Si (Ii/Si - (I/S)i
ss -

n

?
i = n-k+1

wi (Ii/Si - (I/S)i
ss )) -

n

?
i =1

Si (Ii/Si - (I/S)i
ss -

k

?
i =1RINV = 

TS

wi (Ii/Si - (I/S)i
ss ))

n

?
i =1

Si ( qi – q ) (Ii/Si - (I/S)i
ss –

n

?
i =1RVA = 
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Robustness Tests

n Data nonrandom if variables are 
correlated or from time series -
autocorrelation
o Box-Jenkins plot
o Durbin-Watson test
o Redefining the variables

n Error has unequal variance -
heteroskedasticity
o Park test
o White’s test
o Weighted least squares
o Redefining the variables
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Conclusion

n Effect of diversification on firm value in the 
emerging markets is uncertain

n Factors that affect this relationship is also 
uncertain

n Important from several perspectives: firm and 
management, shareholders, academic

n This research tries to reduce this knowledge 
gap by determining if market power, growth 
barriers, and internal capital market are 
factors that affect firm value from 
diversification in the emerging markets
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Conclusion

n I expect to find the following 
relationship
o H1: Firm value increases if diversification 

can increase market power
o H2: Firm value increases if diversification 

reduces growth barriers
o H3: Firm value increases if diversification 

can provide an internal capital markets 
when needed


