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 Corporate Diversification

 Cynthia A. Montgomery

 I n most models offered to introductory and even intermediate students of

 economics, firms are homogeneous producers of single products. This

 abstraction has a powerful impact on the way we think about economic

 behavior: firms in an industry look like one another and management, who by

 definition is located at the business (as opposed to the corporate level), makes

 decisions without regard to the firm's participation in other markets. While

 economic science has become increasingly sophisticated within these confines,

 the tools and models that have made it easier for us to address homogeneous

 single product firms have painted a picture that excludes large diversified

 corporations.

 In 1992, the 500 largest U.S. public companies sold $3.7 trillion worth of

 goods and services, or approximately 75 percent of the output of all U.S. public

 companies. While the popular press and some researchers have highlighted

 recent divestiture activity among these firms, claiming a "return to the core,"

 some changes at the margin must not obscure the fact that these firms remain

 remarkably diversified.

 Table 1 shows the number of major lines of business in which these firms,
 engaged in 1985, 1989, and 1992. These years were chosen to enable a

 comparison between the level of diversification for these large public firms and

 public firms in general. While Lichtenberg (1992) showed that the level of

 diversification declined between 1985 and 1989 for his sample of 6505 firms,

 these data show that diversification actually increased during this period for the

 500 largest firms.

 The U.S. is not the only country where diversified companies have a

 significant role in economic activity. Although recent data are difficult to obtain,

 * Cynthia A. Montgomery is Professor of Business Administration, Harvard Business

 School, Boston, Massachusetts.
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 Table 1

 Diversification in the Top 500 U.S. Public Companies

 Number of SIC Codes

 1985 1989 1992

 Mean 10.65 10.85 10.90

 Distribution of Firms

 Number of SIC Codes 1985 1989 1992

 1 11.8% 12.4% 12.4%

 2 or less 18.8% 18.4% 18.4%

 3 or less 23.2% 22.6% 21.8%

 More than 5 67.6% 68.6% 69.6%

 More than 10 42.0% 43.6% 43.8%

 More than 20 13.8% 14.0% 14.0%

 More than 30 0.6% 0.8% 0.8%

 Source: Compustat PC Plus, April 30, 1993

 SIC assignments are made by Compustat employees and are primarily at the 4-digit SIC level.

 historical trends indicate that diversification is pronounced in Canada (Caves

 et al., 1980), Japan (Goto, 1981), the United Kingdom (Goudie and Meeks,
 1982; Utton, 1977) and other advanced economies. Large conglomerates, often

 controlled by family groups or government, are also prominent in many

 developing economies.

 While the average level of diversification may increase or decrease some-

 what in the decades ahead, multiple-line businesses are here to stay and will

 remain a dominant feature in the economic landscape. This paper examines

 what economists know about this important phenomenon and suggests where

 we may best place our attention moving forward.

 Why Do Firms Diversify?

 Many arguments have been made about why firms diversify. This paper

 will examine three comprehensive perspectives that synthesize a number of

 individual points. Two of these, the market-power view and the resource-view,

 are consistent with profit maximization, but only the latter is consistent with the

 efficient use of resources. The other, the agency view, is managerial in nature,

 and is consistent with neither profit maximization nor efficiency.
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 Cynthia A. Montgomery 165

 The Market-Power View

 Traditionally, economists' interest in diversification stemmed from a con-

 cern for its potentially anti-competitive effects. This view argues that diversified

 firms will "thrive at the expense of nondiversified firms not because they are

 any more efficient, but because they have access to what is termed conglomerate

 power" (Hill, 1985, p. 828). This approach was perhaps first expounded by

 Corwin Edwards (1955) in "Conglomerate Bigness as a Source of Market

 Power."

 A concern that produces many products and operates across many mar-

 kets need not regard a particular market as a separate unit for determin-

 ing business policy and need not attempt to maximize its profits in the sale

 of each of its products, as has been presupposed in our traditional

 scheme. ... It may possess power in a particular market not only by virtue

 of its place in the organization of that market but also by virtue of the

 scope and character of its activities elsewhere. It may be able to exploit,

 extend, or defend its power by tactics other than those that are tradition-

 ally associated with the idea of monopoly.

 Economists following Edwards have emphasized three ways in which conglom-

 erates may yield power in an anti-competitive way: cross-subsidization, wherein

 a firm uses its profits from one market (sometimes known as "deep pockets") to

 support predatory pricing activities in another; mutual forbearance, where

 competitors meeting each other in multiple markets recognize their interde-

 pendence and compete less vigorously (Bernheim and Whinston, 1990); and

 reciprocal buying, where the interrelationships among large diversified firms

 foreclose markets to smaller competitors. The fear is that these practices will

 lead to reduced competition and higher industry concentration.

 Gribbin (1976) added an important qualifier to these arguments, pointing

 out that conglomerate power is a function of the firm's market power in its

 individual markets. To wield power across markets, a firm must first have some

 measure of strength in its individual markets. In other words, a firm with

 insignificant positions in a number of markets will not, in sum, have conglomer-

 ate power.

 In general, authors raising market power issues have tended to stress the

 consequences of diversification, rather than its causes. They tend to emphasize

 the ways in which diversification can be uncompetitive, not necessarily what

 motivates it, nor what efficiencies or inefficiencies it may involve. Even so, many

 scholars following this line of reasoning have argued, based solely on market

 power effects, that one should observe a positive relationship between diversi-

 fication and firm performance.

 The Agency View

 The 1980s witnessed many abrupt shifts in corporate control and vigorous

 debates about the appropriate scope of diversified firms. When interpreting
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 this activity, many financial economists saw it through the lens of agency

 theory.

 In 1932, Berle and Means cautioned against the separation of the owners

 (principals) and the managers (agents) of firms. As Morck, Shleifer and Vishny

 (1988, p. 293) explain: "When managers hold little equity in the firm and
 shareholders are too dispersed to enforce value maximization, corporate assets

 may be deployed to benefit managers rather than shareholders." Mueller
 (1969), Jensen (1986), Shleifer and Vishny (1989) and others have argued

 vigorously that, absent significant ownership stakes, managers pursue value-
 reducing strategies to further their own interests at the expense of the firm's

 owners. Mergers, particularly conglomerate mergers (Mueller, 1969), appear to
 be a convenient vehicle for doing so.

 Arguments which link diversification and firm growth are typically tied to

 the life cycle of the firm. In this view, young and growing businesses have
 plenty of profitable opportunities in which to re-invest earnings. However, as

 businesses mature, these opportunities become scarce, and managers begin to

 use cash flows from earlier innovative efforts to pursue increasingly far-flung
 opportunities (Mueller, 1972, p. 124). Jensen (1986, p. 328) described this as a
 theory of "free cash flow." He wrote:

 Acquisitions are one way managers spend cash instead of paying it out to

 shareholders. Therefore, the [free cash flow] theory implies managers of

 firms with unused borrowing power and large free cash flows are more

 likely to undertake low-benefit or even value-destroying mergers. Diversi-
 fication programs generally fit this category, and the theory predicts they
 will generate lower total gains.1

 Besides the pure pleasures of empire-building, at least two other reasons
 have been proposed for why a self-interested manager might pursue excessive

 expansion. First, a manager might direct a firm's diversification in a way that
 increases the firm's demands for his or her particular skills. Shleifer and Vishny

 (1989, p. 137) term this behavior managerial entrenchment, and argue that in
 pursuing such interests, "managers often invest beyond the value-maximizing
 level." The second rationale is based on the idea that although shareholders

 can efficiently diversify their own portfolios, managers cannot so efficiently
 diversify their employment risk. Accordingly, managers may pursue diversified

 expansion as a means of reducing total firm risk, thus improving their personal

 positions while not benefitting the firm's stockholders. According to Amihud
 and Lev (1981, p. 606), such mergers "may be viewed as a form of managerial

 perquisite intended to decrease the risk associated with managerial human
 capital. Accordingly, [their consequences] may be regarded as an agency cost."

 'Roll (1986) points out that bad acquisitions might not be intended as such. In consummating a
 merger, managers may not believe they are pursuing activity that is counter to shareholders'
 long-term interests; they may simply be suffering from hubris in overestimating their ability to add
 value to the business.
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 In contrast to the market power view of diversification which emphasizes

 the benefits a firm may reap at the expense of its competitors and customers,

 the agency view emphasizes the benefits a firm's managers may reap at the

 expense of its shareholders. Accordingly, the agency view would predict a

 negative relationship between diversification and firm value.2

 The Resource View

 While many economists will be familiar with the market power and agency

 theory explanations for corporate diversification, fewer will have considered

 the resource-view, which is based on the work of Edith Penrose. Although The

 Theory of the Growth of the Firm was published in 1959, it has not had a strong

 impact on the direction of economic discourse. The treatise differs from

 orthodox economic theory in two important respects: first, it focuses on hetero-

 geneous, not homogeneous, firms; and, second, it is a theory of growth, not

 equilibrium. Although both assumptions are difficult to work with in standard

 economic modeling, both may be necessary to understand large diversified

 firms.

 The resource view argues that rent-seeking firms diversify in response to

 excess capacity in productive factors, here called resources.3 These include

 factors the firm has purchased in the market, services the firm has created from

 those factors, and special knowledge the firm has accumulated through time.

 According to Penrose (1959, p. 68), the attainment of a "state of rest" (equi-
 librium position) is precluded by three significant obstacles: "those arising from

 the familiar difficulties posed by the indivisibility of resources; those arising

 from the fact that the same resources can be used differently under different

 circumstances, and in particular, in a 'specialized' manner; and those arising

 because in the ordinary processes of operation and expansion new productive

 services are continually being created." In this view, so long as expansion

 provides a way of more profitably employing its underused resources, a firm

 has an incentive to expand.

 Teece (1980, 1982) pointed out that the economies of scope Penrose
 described have no direct implications for the breadth of the firm unless their

 external transfer is subject to market failure. That is, if a firm's unused
 resources can be efficiently sold in the market, the rationale for diversification

 evaporates. It is reasonable to expect, however, that market failures do exist in

 the sale of many of these assets, particularly as one moves from physical assets

 2Smith and Stulz (1985) point out that such risk reduction does not necessarily reduce the value of
 the firm. Risk averse employees, suppliers, and customers will require some form of extra

 compensation to bear their nondiversifiable claims. So long as the costs of risk reduction (through
 hedging or diversification) do not exceed the benefits (for example, reduction in managerial
 compensation), the value of the firm will not be reduced. Lewellen (1971) and Marshall, Yawitz,
 and Greenberg (1984) offer other reasons why reduction of total firm risk may not be at odds with
 shareholder wealth maximization.

 3Penrose (1959, p. 67) used the word "resource" more narrowly, to refer only to the "physical
 things a company buys, leases, or produces for its own use, and the people hired on terms that

 make them effectively part of the firm."
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 the firm has purchased to the services and knowledge it has created itself. Many

 of a firm's skills and much of its knowledge are deeply imbedded in the

 routines of the firm (Nelson and Winter, 1982). The transfer of these systemic

 resources may require the transfer of organizational as well as individual

 knowledge (Teece, 1982). Further, there are well-known contracting problems

 involved in the sale of intangible assets (for example, Wernerfelt, 1988;

 Caves, 1982).

 The literature on business strategy would suggest that the same character-

 istics that make resources difficult to transfer across company boundaries may

 also make them difficult for competitors to imitate, and thus potentially a

 source of competitive advantage in the markets in which they are applied (for

 example, Lippman and Rumelt, 1982). The value the firm derives from these

 resources is increased when the resources don't obey the law of conservation

 (Teece, 1980, p. 226). Brand names, for example, may be used in several

 non-competing applications without substantially impairing their value

 (Montgomery and Wernerfelt, 1992).
 The resource view suggests that a firm's level of profit and breadth of

 diversification are a function of its resource stock. Montgomery and Wernerfelt

 (1988) noted that a firm's resources differ in specificity. They argue that more

 specific resources, such as productive skills in biotechnology, may only effi-

 ciently be applied in a small number of industries, but may yield higher

 marginal returns due to their specificity. In contrast, less specific factors, such

 as standard-issue milling machines, may transfer further and provide the basis

 for a widely diversified firm, but support lower rents because they are in wider

 supply. This has important implications for predictions made by the resource

 view. Because firms are different, they will have different optimal levels of

 diversification. For a firm with less specific resources, profits may be maximized

 at a relatively high level of diversification even though a firm with more specific

 resources could obtain absolutely higher profits with less diversification.

 Evidence on Diversification and Firm Performance

 Assessing the relationship between diversification and firm performance

 has proven quite difficult. For starters, simply defining diversification and

 measuring its associated returns is anything but straightforward. Research in

 the management field and a fair proportion of the work in industrial organiza-

 tion has searched for relationships between a firm's total amount of diversifica-

 tion and its overall profitability. In contrast, work in the agency-theoretic

 tradition has focused almost exclusively on mergers and acquisitions-changes

 at the margin, rather than an evaluation of a firm's diversification as a whole.

 Each of these approaches has its merits and drawbacks. Here I will try to

 extrapolate from the particulars, and look for emerging patterns.

 Diversification has been included in a number of standard industrial

 organization studies which examine the relationship between firm performance
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 Cynthia A. Montgomery 169

 and a host of industry structure variables: concentration, industry growth,

 scale, and so on. In these studies, performance has generally been measured by

 accounting indices, such as return on equity or return on invested capital.

 Diversification has generally been operationalized as a continuous variable

 analogous to the Herfindahl index; for example, one minus the sum of the

 squared percentages of a firm's total revenues (or total employment) in each of

 its markets. These studies nearly always find a neutral or negative, not a

 positive, relationship between diversification and firm performance (Rhoades,

 1974; Utton, 1977; Montgomery, 1985; Palepu, 1985). Montgomery and

 Wernerfelt (1988) performed a similar analysis using Tobin's q (the capital

 market value of the firm divided by the replacement value of its assets) to

 measure performance. They also found that firm profitability decreased as a

 continuous measure of diversification increased.

 Feinberg (1985) found some evidence at the company level that multimar-

 ket activity increased price-cost margins. In comparison, the evidence of such

 an effect was weak at the industry level. Scott (1982) found that in markets

 where both concentration and multimarket contact were high, profits on

 average were about 3 percent greater than in markets where only multimarket

 contact was high. Whether this was due to natural scope economies, anti-

 competitive behavior, or both was not clear.

 Wernerfelt and Montgomery (1988) estimated the relative importance of

 industry structure, diversification, and market share effects in determining firm

 performance. As did Schmalensee (1985), they found that direct industry effects

 accounted for the majority of the explained variance. The diversification effect,

 although considerably smaller, was also significant. Narrowly diversified firms,

 presumably built around more specialized assets, earn higher levels of profit

 than do widely diversified firms.

 Continuous measures, while objective and easy to calculate, do not differ-

 entiate between types of diversification (related versus unrelated, marketing-

 based versus technology-based, and so on), nor is it likely that they capture the

 managerial essence of diversification. Using a series of objective and subjective

 measures, Rumelt (1982) classified firms into nine diversification categories,

 ranging from single business to unrelated diversifier. He consistently found

 that firms pursuing strategies of "related constrained diversification"-that is,

 diversification built around a core organizational capability-were, on average,

 more profitable than single line businesses or highly diversified firms. These

 curvilinear results have been widely replicated (Christensen and Montgomery,
 1981; Lecraw, 1984; Varadarajan and Ramanujam, 1987).

 With respect to industry concentration, Berry (1974) found that diversifi-

 cation into new industries raised concentration in unconcentrated industries,

 but decreased it in concentrated industries. Similarly, Caves (1981) also
 failed to find a positive relationship between diversification and concentra-

 tion in highly concentrated industries, finding instead an increase only in un-

 concentrated industries. He concluded (p. 292): "The appearance of a positive
 relation between changes in concentration and diversification only in the least
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 concentrated industries does not support a market-power interpretation. It can

 hardly pay to dip into the deep pocket in order to lift four-firm concentration

 from 18% to 25%."

 Although there are some findings to the contrary, the overall weight of the

 evidence on both concentration and profitability is largely inconsistent with the

 expectations outlined by the market power view. The combination of widespread

 diversification and a negative average relationship between diversification and

 performance can be explained in two ways. One is the agency view which

 suggests that diversification is undertaken for reasons other than performance

 maximization. The other is the resource view which suggests that the average

 relationship reflects an underlying heterogeneity of firms' resources. Specifi-

 cally, the evidence is consistent with the view that firms with more specific and

 valuable resources find it optimal to diversify less than firms with less specific

 and less valuable resources.

 An alternative approach to assessing the profit implications of diversifica-

 tion is to consider how total factor productivity at the plant level is impacted by

 the degree of corporate diversification. In principle, this is a very important

 question: does being part of a diversified firm leave an individual business

 better or worse off? Using plant-level Census Bureau data, Lichtenberg (1992)

 found that the more diversified the firm (in this case, the greater the number of

 industries in which a parent firm operates), the lower the productivity of its

 plants. However, the relationship between these variables was significant and

 negative only after controlling for the total number of parent-firm plants in all

 industries (itself an indication of a firm's diversification) which had a significant
 positive sign. These results suggest that a firm divesting an unrelated unit

 would benefit from the reduction in the number of business lines, but be hurt

 by the reduction in total number of plants, making the net effect ambiguous.

 A wealth of other studies have evaluated the impact of mergers and

 acquisitions on firm performance. There is not room here to review all the

 studies, but I will highlight some of the most relevant findings.

 Much of the acquisition research focuses on two waves of takeovers in the

 United States: that of the 1960s, which has been characterized as a wave of

 unrelated acquisitions, and that of the mid to late 1980s, which has been

 characterized as a "return to corporate specialization" (Bhagat, Shleifer, and

 Vishny, 1990). Certain points about acquisitions (and associated divestitures)
 during this 30-year period are not in dispute. For example, it is widely

 acknowledged there were high numbers of unrelated acquisitions in the late

 1960s and early 1970s (Ravenscraft and Scherer, 1987). Further, the drive to

 move into unrelated lines of business was motivated in part by very strong

 antitrust enforcement, which was relaxed by the 1980s (Shleifer and Vishny,
 1991). We also know that a substantial number of business units acquired in the

 late 1960s and early 1970s were later divested (Ravenscraft and Scherer, 1987;

 Kaplan and Weisbach, 1992), and that acquisitions were more likely to be
 followed by divestitures when targets were not in businesses highly related to

 those of the acquirer (Kaplan and Weisbach, 1992).
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 Studies that assess the capital markets' response to acquisition announce-

 ments find that, on average, target firms realized substantial benefits, while

 bidder firms experienced neutral or slightly negative returns (Bradley, Desai,

 and Kim, 1988; Jensen and Ruback, 1983; Roll, 1986). The bulk of these

 studies do not differentiate among types of acquisition, but some do, and they

 tend to find evidence that bidding firms in related acquisitions fared better

 than bidding firms in unrelated acquisitions, particularly in more recent years.

 Morck, Shleifer, and Vishny (1990) found that the mean returns in related and

 unrelated acquisitions were not statistically or substantively different in the

 1970s, but were so in the 1980s. In the 1980s, they found that 45.6 percent of

 bidders in related acquisitions had positive returns, compared to 32.2 percent

 of the bidders in unrelated acquisitions.4

 Jensen's (1986) notion of free cash flow (defined earlier as cash flow in

 excess of that required to fund all projects that have positive net present values)

 is difficult to operationalize, but some reasonable attempts have been made.

 Defining free cash flow as operating income before depreciation, less interest

 expense, taxes, and preferred and common dividends, Lang, Stulz and

 Walking (1991) found bidder returns in tender offers were negatively related to
 the acquirer's free cash flow. Consistent with Jensen's characterization of firms

 pursuing ill-founded diversification programs, this result was stronger for firms

 with low values of Tobin's q. Kaplan and Weisbach (1992) found corroborating
 evidence to this effect. In their sample, acquirers who were considered success-

 ful after the fact had lower free cash flows at the time of acquisition than did

 acquirers who were considered unsuccessful. Clearly, this evidence is at least

 consistent with the agency view of corporate diversification described earlier,

 and there is additional supporting evidence for this view from other research

 approaches.

 Ravenscraft and Scherer (1987) attempted to examine the post-merger

 performance of diversified firms. Looking at manufacturing mergers from the

 1960s and early 1970s, they observed a decline in pre-merger accounting

 profits for firms under new ownership. In interpreting this result, Ravenscraft

 and Scherer concluded (pp. 193-194),

 Although some of the decline is attributable to the unsustainably high

 level of pre-merger profits, an appreciable fraction appears to be a

 scaled-down manifestation of the control loss problems that led to sell-off

 in more extreme cases. Not surprisingly, the problems were most serious

 following pure conglomerate acquisitions, in which the parent's manage-

 rial experience was least well-suited to crisis problem solving. Even for the

 "related business" and horizontal acquisitions, however, post acquisition

 4Matsusaka (forthcoming) found that the market's response to unrelated acquisitions was positive
 in the 1960s, neutral in the 1970s, and negative in the 1980s. Singh and Montgomery (1987) found
 that the total dollar gains were higher in related than unrelated acquisitions, although the gains
 went to the target firms, not the bidding firms. Kaplan and Weisbach (1992), however, found no
 difference in the market's response to bidders in related and unrelated acquisitions between
 197 1-82.
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 profitability was depressed relative to the levels identified in our pre-

 merger analysis.

 Ravenscraft and Scherer's results complement those of Mueller (1985) who

 found market share losses following horizontal and especially conglomerate

 mergers.

 Rather than looking through the prism of free cash flow, other researchers

 have tackled these questions by comparing manager-controlled firms to those

 that are owner-controlled. Amihud and Lev (1981) found that manager-

 controlled firms engaged in more conglomerate acquisitions than owner-

 controlled firms, and in general were more diversified. Lewellen, Loderer and

 Rosenfeld (1985) and You et al. (1986) showed that low levels of managerial

 ownership in bidding firms correlated with lower returns. Consistent with the

 view that managers want to reduce total firm risk, Marshall, Yawitz and

 Greenberg (1984) found that firms pursue mergers with negatively correlated

 cash flows.

 What Do These Results Tell Us?

 In broad overview, this research clearly shows that diversification is not a

 guaranteed route to success. On average, firms with higher levels of diversifica-

 tion are less profitable than firms with lower levels of diversification; acquisi-

 tions in themselves often do not lead to increases in corporate wealth for

 bidding firms; and many are later reversed.

 In terms of the three theories introduced earlier, it would seem unwise to

 conclude that managerial motives or hubris play no role in corporate diversifi-

 cation. There are simply too many results that are consistent with the agency

 theory of diversification. There is also evidence that firms that diversify around

 specific resources are more profitable than firms that diversify more broadly.

 The evidence bears most strongly against the market-power view. There is little

 evidence that diversified firms attain the sort of market power that leads to

 increased profitability.

 In interpreting the above research, it is also prudent to revisit some of the

 theoretical and methodological underpinnings of the work. While many of the

 facts about acquisitions are clear, their interpretation is not. In particular, it can

 be debated whether the evidence itself is sufficient to conclude that the diversi-

 fication undertaken during the 1960s and 1970s was not in the interest of firm

 shareholders.

 In interpreting the evidence, a key point of controversy is whether the real

 benefits of unrelated diversification changed between the 1960s and 1990s, or

 whether the activity from the start was flawed. After all, it is reasonable to

 expect that between 1960 and 1990, the value added by conglomerates changed.

 Professional management personnel and systems, which were critical features of
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 Cynthia A. Montgomery 173

 conglomerate firms of the 1960s, had become widely diffused by the 1980s, and

 thus no longer an important source of competitive advantage. In addition,

 capital markets were more fluid by the 1990s, and permissive antitrust practice

 had opened up a range of competitive possibilities that did not exist in the late

 1960s (Baker, 1992).

 Further, the majority of conclusions about the value implications of acquisi-

 tions have been drawn from event studies that treat acquisition announcements

 as isolated events. If capital markets are reasonably efficient, one would expect

 that a firm's share price on any given day would fully reflect the expansion

 value inherent in its resource base. When an acquisition is announced, one

 should see only marginal adjustments reflecting the "surprise" elements in the

 particular message (for example, the name of the target or the price of the

 assets). In this view, an expansion program could have a substantial impact on

 value (positive or negative) but register only minor changes up or down at the

 time of a specific announcement. Schipper and Thompson's (1983) work

 examining the market's response to the announcement of acquisition programs

 supports this point. Their work showed that the market responded significantly

 and positively to announcements of corporate acquisition programs.

 Perhaps most bothersome of all, analyses of acquisitions cannot evaluate

 diversification that results from internal development. This is critical in relation

 to the resource view, because the latter suggests that the highest profits can be

 garnered by leveraging resources from existing businesses.

 Care should also be taken in interpreting the generally negative relation-

 ship between diversification and corporate accounting returns. Diversification

 may be in the interest of a firm and still not result in higher accounting returns

 at the corporate level. To understand this point, imagine that firms face a

 queue of diversification opportunities that can be ranked from the most to the

 least profitable. Pursuing them in that order, firms should stop where marginal

 rents become subnormal, not average rents. As Penrose (1959, p. 67) observed,

 "as long as expansion can provide a way of using the services of its resources

 more profitably than they are being used, a firm has an incentive to expand."

 Thus, average accounting returns may decline even when diversification in-

 creases a firm's economic value.

 Finally, despite the fact that there is little theoretical reason to expect a

 monotonic relationship between diversification and performance, most empiri-

 cal studies have looked for this type of effect. Rumelt's (1982) results, showing a
 strong positive relationship between some types of diversification and firm

 performance, underscores this point.

 The Direction of Diversified Expansion

 In addition to examining the profit implications of diversification, it is also

 important to consider the patterns diversification takes.
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 Numerous empirical studies have shown that firms do not diversify in a

 random fashion; but neither do they do so in a completely predictable way.

 There appears to be a pattern and logic to the diversification choices of most

 firms that is related to their base of resources, even though the variety of
 configurations across firms is very large.

 Working at the industry level, Lemelin (1982) found that similarities in

 distribution and marketing channels between origin and destination industries

 were significant predictors of the network of industries in which a firm would

 compete. MacDonald (1985) also found that similarity in the share of sales
 going to the consumer market was a strong predictor of industry diversification

 patterns, so too similarity in R&D intensity.

 At the firm level, Montgomery and Hariharan (1991) showed that rapidly
 growing firms with extant resource bases in marketing and R&D were the most

 likely to pursue diversified expansion. In diversifying, these firms tended to
 enter markets where the (often high) resource requirements were similar to

 their own capability profiles. Similarly, Ravenscraft and Scherer (1987, p. 34)
 found strong evidence that internally generated diversification emanated from

 industries where the R&D to sales ratios were unusually high.

 Clinical research also provides evidence of firms that have diversified from

 a core set of resources (for example, Collis, 1988; Collis and Stuart, 1991; Collis

 and Noda, 1993; Itami, 1987; Montgomery and Magnani, 1991). Japan's Sharp
 Corporation is a good case in point. Sharp's businesses are built around the

 firm's preeminent capabilities in opto-electronics. The firm manages by a

 "seeds and needs" rule, where its individual divisions are encouraged to use
 the corporation's key technologies ("seeds") to meet market needs. Dr. Atsushi
 Asada, a senior executive vice president, commented: "We invest in the tech-

 nologies which will be the 'nucleus' of the company in the future. Like a

 nucleus, such technologies should have an explosive power to self-multiply

 across many products" (Collis and Noda, 1993, p. 14).

 The evidence above provides substantial evidence that existing organiza-
 tional capabilities, particularly in R&D and marketing, often guide diversified

 expansion. Other research suggests, however, that these resources, and the

 potential economies of scope they may confer, are broader in nature than the

 "neoclassical cost concepts of scale and scope, capacity, and natural monopoly"
 (Streitwieser, 1991, p. 503), which Panzar and Willig (1981) used to describe
 multiproduct production. Using Census bureau data to identify diversification
 patterns, Streitwieser (1991) and McGuckin, Nguyen, and Andrews (1991)
 found homogeneous patterns within firms, but heterogeneous patterns across
 firms located in the same primary industry. As Streitwieser (p. 524) put it:

 "When establishments are grouped by common ownership, it is apparent that

 establishments belonging to the same firm engage in similar sets of activities,
 although the particular groups of products differ across firms." These results
 complement those of Gollop and Monahan (1991). They found that diversifica-

 tion in the U.S. was decreasing at the establishment level (that is, the plant
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 level), while remaining relatively high at the enterprise level, a result which

 suggests that narrowly defined technical efficiencies are probably not the

 primary motive for diversified expansion.

 Summary and Conclusions

 The market power view of diversification has generated a lot of inter-

 est, but it has tended to emphasize blunt arguments, rather than subtle ones.

 Much of the associated empirical work was designed to detect gross im-

 pacts on performance, and much of it failed. While more refined tests may

 reveal circumstances where conglomerate power is a concern, the accumu-

 lated evidence suggests it is unlikely this motive plays a central role in firm

 diversification.

 In contrast, both the resource and agency views are considerably more

 promising. Agency arguments help explain why firms may exceed the efficient

 level of diversification. However, it is extremely difficult to identify the efficient

 level of diversification for a given firm, and agency arguments do not help

 resolve this question. The resource view helps explain the direction of diversi-

 fied expansion. In the absence of constraints (like antitrust enforcement), there

 is strong evidence that firms pursue strategies of diversifying into related

 industries. Like the agency view, however, the resource view suffers from

 difficulties in identifying the efficient level of diversification for a given firm.

 While the resource view is consistent with profit maximization and the

 agency view is not, it is important to note that these stories are not wholly

 inconsistent. Agency theorists are likely to agree that, other things equal, firms

 maximizing growth or managerial prerogative will often do it in the way the

 resource view suggests. The critical question is: does diversification stop when

 its net present value equals zero, or does it go on from there? Existing research

 indicates that some firms at some times go beyond that level, but that fact

 should not obscure the point that the optimal level of diversification for most

 firms is unlikely to be zero.

 If analysts are to make progress tackling this difficult subject, we will have

 to acknowledge that diversification is likely to elude simple conclusions. Whether

 or not diversification promotes efficiency, is guided by managerial motives, or

 both, is likely to differ within firms, across firms and across time. While some

 diversification moves may be easy to analyze, such as Ralston Purina's far-fetched

 entry into ski resorts, others are much more difficult to appraise.

 Consider, for example, the expansion of the Walt Disney Company (Collis,
 1988). From Disney's base in animated feature films, the firm expanded into
 theme parks, children's books and records, cable TV, and retail stores. Each of

 these businesses leveraged the company's cast of animated characters, while

 extending and building the company's brand names and reputation for whole-

 some family entertainment. Few would deny that much of this diversification,
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 which is still in place, substantially increased shareholder value. More recently,

 however, Disney has added a national hockey league franchise (the Mighty

 Ducks), and entertainment businesses like the rap-oriented record label Holly-
 wood BASIC. These recent moves are based on an increasingly broad defini-

 tion of the firm's core resources (the management of creativity versus children's

 animated characters). Whether or not these moves will ultimately increase the

 value of the firm is at this point a difficult question to answer.

 Looking ahead, it would be very useful to have empirical tests that would

 help us discriminate between and evaluate the relative importance of the

 resource-base and agency theory views of diversification. Devising such a test

 may await a deeper understanding of the resources that can be beneficially
 leveraged across markets, and the critical differences between deploying these

 in a firm or market setting.

 These questions are of more than academic interest. Many diversified

 companies have revenues in excess of the gross domestic products of some

 smaller countries. While economists have spent considerable effort understand-

 ing the working of economies, they have given much less attention to under-

 standing the scope or internal workings of firms. Until economists have a better

 understanding about why diversified companies look the way they do, and

 whether that fact should be encouraged or not, we cannot be confident that we

 understand the fundamentals of resource allocation.

 * The author gratefully acknowledges extensive comments by the JEP staff and many
 helpful conversations with Birger Wernerfelt, and comments by George Baker, Robert

 Kennedy, Nancy Koehn, and Joan E. Ricart I Costa. Research assistance was provided

 by Dianna Magnani and Sarah Woolverton.
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