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Corporate diversification continues to be an important phenomenon in the modern 

business world. More than thirty years of research on diversification suggests that the degree of 

relatedness among a firm’s business units is a factor that can affect firm performance, but the 

true effect of diversification relatedness on firm performance is still inconclusive. The purpose of 

this dissertation is to shed more light on this inconclusive association. However, attention is 

focused on the performance implications of individual diversification actions (e.g., acquisitions 

and joint ventures) rather than on the overall performance of firms with different levels of 

diversification. A non-experimental, longitudinal analysis of secondary data was conducted on 

over 450 unique acquisitions and on more than 210 joint ventures. Results suggest that even 

when individual diversification actions rather than entire business portfolios are examined, an 

inverted curvilinear association between diversification relatedness and performance is likely to 

emerge. This pattern is observed in both acquisitions and joint ventures. However, the 

association between diversification relatedness and performance in acquisitions is moderated by 

the level of industry adversity, though factors such as corporate coherence and heterogeneous 

experience do not moderate the association between diversification relatedness and performance.  

This study augments the body of knowledge on diversification and adds refinement to the 

traditional curvilinear finding regarding relatedness.  By studying acquisitions and joint ventures 

independently, the results reveal differences in both slope and inflection points that suggest the 

relative impact of relatedness may vary depending on the mode of diversification.  
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CHAPTER I 

INTRODUCTION 

According to Schumpeter (1942), entrepreneurs are the engine of the capitalist economic 

system. Under this economic philosophy, and over-simplifying reality for the sake of illustration, 

let’s imagine a young entrepreneur who enthusiastically starts a business in a promising industry. 

Eventually, and fortunately for him, our entrepreneur succeeds and now he owns a strong 

business in a promising industry. The entrepreneur, though, begins to wonder what could happen 

if he initiates a new business in a different industry. After all, if he succeeds with his second 

business he could significantly increase his wealth. Lured by promising economic gains, the 

entrepreneur starts his new business in a different industry. In the moment when our young 

entrepreneur enters the new industry, he initiates a “diversified” company. From this moment 

and onward, however, the fate of our entrepreneur is more difficult to foresee. Through 

diversification, our entrepreneur could actually increase his wealth; however, diversification may 

also be problematic for him.  

The above over-simplification of reality illustrates one of the most important phenomena 

for the modern business world; that is, the phenomenon of corporate diversification. Although 

diversification is usually pursued by large corporations, and can be carried out for several 

reasons different from the one illustrated above, diversification is so pervasive that it has fueled 

research in several fields of scientific inquiry for about forty years. Following this tradition, this 

dissertation focuses on diversification and its impact on firm performance.  

The effect of diversification on firm performance is crucial in today’s economy given the 

amount of resources that firms invest every year in diversification projects. Although some 

companies like Procter & Gamble have succeeded in some of their diversification actions, some 
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others like Quaker have failed, rendering losses that number in the billions of dollars. Procter & 

Gamble entered the pet food business in 1999. Five years later, in 2004, the pet food business’ 

sales doubled and its profits tripled (Sellers, 2004). On a different situation, in 1994 Quaker, in 

an attempt to increase its diversification into the beverages industry, acquired Snapple for $1.7 

billion. After a three-year problematic odyssey, in 1997, Quaker divested Snapple for $300 

million. The faulty diversification action cost Quaker more than a billion dollars. The negative 

effect of diversification on Quaker’s performance was so profound that another diversified 

company, PepsiCo, eventually took it over (Winer, 2002). Through this dissertation, I hope to 

shed more light on the still intriguing impact of diversification on firm performance. 

 

Research Gaps and Research Questions 

In simple terms, corporate diversification refers to the situation in which firms operate 

several different businesses (Pitts & Hopkins, 1982). In more elaborate terms, Ramanujan and 

Varadarajan (1989: 525) define diversification “as the entry of a firm into new lines of activity, 

which entails changes in its administrative structure, systems, and other management processes.” 

As suggested by Rumelt, Schendel, and Teece (1994), the study of diversification is fundamental 

to strategic management. 

As fundamental as it is, enthusiasm for research on corporate diversification goes only as 

far back as the 60s, an era in which influential business consulting firms introduced analytic tools 

such as the BCG matrix and the GE business screen, which for the first time focused exclusive 

attention on corporate level strategic matters. Over the years, the study of diversification has 

been approached from such diverse scholarly traditions as industrial organization economics, the 

resource-based view of the firm, and several other theoretical lenses from the fields of 
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economics, finance, organization theory, and sociology, among others. Extensive research in 

these fields has focused on the antecedents or motives of diversification (Hoskisson & Hitt, 

1990); nonetheless, perhaps the most intriguing facet of diversification is its effect on firm 

performance.  

After more than thirty years of research on corporate diversification, the true effect of 

diversification on performance remains controversial. A skeptical perspective concedes that 

diversification destroys value because investors can diversify their risk better than firms can 

(e.g., Shleifer & Vishny, 1991). A more optimistic view holds that diversification creates value 

because firms can synergize in a way that markets cannot do on their own (e.g., Chatterjee & 

Lubatkin, 1990). In favor, and against, these two positions, empirical evidence reveals that 

diversification might improve or deteriorate firm performance depending on its type. 

Diversification type refers to the nature of relatedness among the various business units in a 

firm’s portfolio (Datta, Rajagopalan & Rasheed, 1991).  

Strategic management research concedes that diversification can take two basic forms, 

namely, related and unrelated diversification. Related diversification refers to the situation in 

which a firm’s business units share some product-market communality. Unrelated diversification 

means that product-market communalities among the business units in a firm’s portfolio are 

limited or nil. Related diversification, in theory, can help firms to improve performance because 

the sharing of resources or the transference of skills helps to decrease total cost and, hence, 

elevate profit margins (Teece, 1982). Unrelated diversification can also, in theory, help firms to 

increase performance because firms can pool cash flows and direct them from low to high 

growth areas to ensure future profitability growth (Hedley, 1977). Although in theory both types 
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of diversification can boost performance, empirical evidence (although inconclusive) seems to 

indicate otherwise.  

Overall, existing evidence suggests that related diversification outperforms unrelated 

diversification. Meta-analytic evidence indicates that there seems to be an inverted-U shaped 

relationship between the type of diversification and performance. That is, performance seems to 

increase as firms move from highly related to medium related areas, whereas performance seems 

to decrease as firms move from medium related to unrelated industries (Palich, Cardinal & 

Miller, 2000). This evidence, however, is inconclusive because there are unrelated-diversified 

firms that outperform more related-diversified ones (Hill, 1983; Palich et al., 2000). General 

Electric, for example, which operates several unrelated businesses, is regarded by many as the 

most successful diversified corporation in the world (Lehmberg, Rowe, White & Philips, 2009). 

Additionally, some studies suggest that there is no significant difference in performance between 

related and unrelated-diversified firms (e.g., Park, 2003). All together, the conditions under 

which firms can undertake differently-related diversification actions and still enjoy reasonable 

levels of performance needs further scrutiny. Some time ago, Ramannujam and Varadarajan 

concluded that “we still do not know why… diversification efforts of a given firm are sometimes 

successful and sometimes not” (1989: 537). The dispute about the conditions under which 

diversification can create value still fuels research in several fields of scientific inquiry (e.g., 

Santalo & Becerra, 2008). 

Several reasons compete, and at the same time complement each other, to explain the 

controversies about the impact of diversification relatedness on performance. Several factors, 

such as strategic implementation issues and measurement and level of analysis misspecifications, 

may explain the inconclusive results. Strategic implementation issues (e.g., organizational 
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structure, managerial compensation, etc.) can mask the effect of diversification relatedness on 

performance. Overall, research indicates that no matter how related a diversification strategy 

may be, it will produce low performance if it is poorly implemented (e.g., Helfat & Eisenhardt, 

2004; Hill, Hitt & Hoskisson, 1992). A similarly important conclusion emerges from studies that 

address the validity, and other similar concerns, of the multiple measures that are available to 

assess diversification relatedness and performance. Although a roughly similar pattern may 

emerge, the association between diversification relatedness and performance is likely to appear 

different when it is addressed by different measures (Robins & Wiersema, 2003). Research effort 

is still dedicated to refining diversification relatedness and performance measures (e.g., Lien & 

Klein, 2009). Nevertheless, one branch of diversification research that seems to receive less, or at 

least less clear, attention is the level of analysis for testing the association between 

diversification relatedness and performance.  

Several authors express concern about level of analysis misspecifications in 

diversification research. The association between diversification relatedness and performance 

may be masked by aggregation errors when it is addressed at the corporation level (Dess, Gupta, 

Hennart & Hill, 1995). Classic, or mainstream, diversification research usually relates the entire 

degree of relatedness among a corporation’s business units to an aggregated measure of 

performance. However, several comprehensive reviews of diversification literature (e.g., Dess et 

al., 1995; Hitt, Gimeno & Hoskisson, 1998; Ramanujan & Varadarajan, 1989) take issue with 

such practice. Given that a firm’s diversification actions sometimes succeed and sometimes do 

not (Ramanujan & Varadarajan, 1989), the positive effect on performance of some 

diversification actions may be masked by the negative effect of other, less successful actions 

when both relatedness and performance are assessed at the corporate level (Dess et al., 1995). 
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The question, then, of when or under what conditions diversification works remains relatively 

unanswered because not all diversification efforts that are related succeed (Lubatkin & Lane, 

1996), and not all diversification efforts that are unrelated fail (Lehmberg et al., 2009).  

Although there have been several calls to reexamine the association between 

diversification relatedness and performance at a different level of analysis, it is with a few 

exceptions (e.g., Montgomery & Hariharan, 1991; Park, 2003) unclear if this reexamination has 

been undertaken. As noted above, research on diversification has traditionally had a corporate 

focus. This practice has continued recently (e.g., Chakrabarti, Singh & Mahmood, 2007; Kumar, 

2009; Wiersema & Bowen, 2008), largely because the analysis of new business additions to 

existing firms (whether diversified additions or not) enters the realm of adjacent fields of 

research, mainly that of mergers and acquisitions (henceforth “acquisitions”). Although 

acquisitions research has extensively studied the addition of business units to existing firms, it 

does not focus on the strategy of diversification per se (not all acquisitions are diversified 

acquisitions). Notably, recent reviews in acquisitions literature (Chatterjee, 2009; Haleblian, 

Devers, McNamara, Carpenter & Davison, 2009) encourage authors to give more consideration 

to a firm’s strategy (e.g., diversification) in order to better inform acquisition findings.  

Diversification, in addition, can be carried out by means of other governance modes 

different from acquisitions. Joint ventures are among these alternative modes (Roberts & Berry, 

1985). With a few exceptions (e.g., Vonortas, 1999), diversification research, with its corporate 

focus, seems isolated from the study of diversified joint ventures. Just as in the case of 

acquisitions, this is perhaps because joint venture formation and performance is a separate area 

of inquiry that seems even more distant from traditional diversification research. 
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In the end, whether the inverted-U shaped association between diversification relatedness 

and performance holds after shifting the level of analysis is an issue that remains unclear. 

Whether an inverted curvilinear association exists at all when firms add new business units by 

means of different diversification modes is an intriguing question. There are reasons to believe 

that the association between diversification and performance may differ for alternative 

governance (or diversification) modes (Lamont & Anderson, 1985). On the one hand, an 

acquisition refers to the purchase of an entire company, or some of its specific assets, by another 

company (Ahern & Weston, 2007). On the other hand, a joint venture is a business agreement 

whereby two or more owner firms create a separate entity different from the parent companies 

(Harrigan 1988). While acquisitions, for example, can help firms to better share common 

resources with other companies without the complexities of a joint venture (Dyer, Kale & Singh, 

2004), joint ventures can help firms to enter new markets with a lower degree of financial 

commitment than that of an acquisition (Kogut, 1991). Vonortas (1999) found that the 

diversification pattern of firms that diversify through joint ventures looks different from that of 

firms that diversify by other modes. 

Consideration of the above theory, findings, and speculations suggests the following 

research question: For the diversification modes of acquisitions and joint ventures, what is the 

relationship between a diversification action’s degree of relatedness (or type) and performance? 

Although the above question is worthwhile to study on its own, research indicates that the 

relationship between diversification and performance may vary under different circumstances. 

Different firm-specific and industry-level circumstances might affect the association between 

diversification actions carried out by different governance modes and performance.  
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One firm-specific factor that may affect the relationship between diversification and 

performance is a firm’s level of corporate coherence. According to Teece, Rumelt, Dosi, and 

Winter (1994: 4), “a firm exhibits coherence when its business units are related in the sense that 

there are certain technological and market characteristics common to each.” Although the 

concept of coherence seems a reincarnation of the classic concept of relatedness, it is actually 

broader and agnostic because it suggests that a firm’s business units can be related in many ways 

that are not necessarily reflected in the product-market dimension. Coherent firms are believed to 

be more profitable than incoherent firms because the latter are mostly internal income funds 

without strong competencies at the corporate level to exploit various synergies across their 

business units (Teece et al., 1994). If we accept the corporate coherence argument as plausible, 

then diversifying firms can realize high performance when they show a high level of coherence.  

Another firm-specific factor that can affect the relationship between diversification type 

and performance is the heterogeneity of a firm’s experience in the diversification mode. 

Research indicates that heterogeneous experience in different governance modes matters because 

experienced firms develop, or hone, acquisition and/or relational capabilities that help them to 

benefit from acquisitions and joint ventures. There is evidence that firms with varied experience 

in acquisitions can reap the benefits of their acquisitions better than firms with limited or highly 

homogeneous experience (e.g., Hayward, 2002). Existing evidence indicates that firms with 

heterogeneous experience in joint ventures may perform better in their joint ventures than firms 

with more homogenous experience (e.g., Reuer, Park & Zollo, 2002). If varied, or 

heterogeneous, experience in acquisitions and joint ventures can help firms to better reap the 

benefits of their acquisitions and joint ventures, then it is possible that more heterogeneously 
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experienced firms will derive higher performance from their diversification actions than firms 

with limited or nil heterogeneous experience.  

Finally, a third factor that can influence the relationship between diversification and 

performance is a firm’s level of industry adversity. Environmental influences on organizations 

are well documented in the literature. There is some evidence that as a firm’s primary (or core) 

industry becomes more competitive, or just less munificent, the firm has an incentive to 

diversify. Firms may either prefer potential losses rather than sure losses (Bromiley, 1991) or just 

find themselves naturally forced to find greener pastures (Hopkins, 1991). In any case, when 

environmental forces push firms to diversify, this diversification may not have a strong 

efficiency reason (Hill & Hansen, 1991). The lack of an efficiency reason in a firm’s 

diversification actions can harm performance because firms may be unable to reap the benefits of 

such actions, while at the same time facing perhaps greater challenges when performing them. If 

firms that are pushed to diversify by adverse industry conditions do so for non-efficiency 

reasons, then it is possible that they will experience lower levels of performance than firms from 

industries characterized by a lower level of industry adversity.  

A synthesis of all the above speculations concerning the circumstances that can affect the 

relationship between diversification relatedness and performance suggests the following research 

question: For the diversification modes of acquisitions and joint ventures, how does the 

relationship between the degree of relatedness of specific diversification actions and 

performance change under varying degrees of corporate coherence, heterogeneous experience, 

and industry adversity? Below, I briefly elaborate on a model that addresses this study’s research 

questions.  
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The Proposed Study 

Figure 1 shows the research model. Consistent with the above discussion, in this model I 

address the association between relatedness and performance with relation to the addition of new 

business units rather than to entire business portfolios. Moreover, I do so by examining the 

association between relatedness and performance for the diversification modes of acquisitions 

and joint ventures. I also examine whether these associations change under (are moderated by) 

different levels of corporate coherence, heterogeneous experience, and industry adversity, as 

briefly sketched below.   

 

FIGURE 1 
Research Model: The Moderated Relationship between the Degree of Relatedness of 

Individual Diversification Actions and Firm Performance 
 
 

 
 
 

Figure 1 shows that the degree of relatedness of acquisition and joint venture 

diversification actions will have an inverted curvilinear association with performance. There are 

several reasons to expect that an inverted-U shaped relationship between diversification 

relatedness and performance will hold at a lower level of analysis. Among these reasons, for 



 
 

11 

example, is that economies of scope and non-overlapping knowledge absorption are facilitated as 

firms’ acquisitions and joint ventures begin to lose relatedness. However, after a point of 

decreasing relatedness, the benefits of economies of scope and knowledge absorption begin 

declining given the lack of similarity between firms from incrementally unrelated industries. In 

addition, as the benefits of increasingly unrelated diversification actions decline, other negative 

issues such as miscalculation of acquisition targets and opportunism of venture partners begin to 

rise.  Overall, an inverted curvilinear relationship is expected between the degree of relatedness 

of specific diversification actions and performance. As the benefits outweigh the negatives up to 

a certain point performance increases, but from this point and onward performance decreases as 

the negatives outweigh the benefits. This curvilinear association is more clearly depicted in 

Figure 2.  

 
FIGURE 2 

The Curvilinear Association between Diversification Relatedness and Performance 
(Acquisitions and Joint Ventures) 

 

 
 

Figure 2 depicts the expected curvilinear association between specific acquisition and 

joint venture diversification actions and firm performance. Nevertheless, Figure 2 shows two 

different curves. The solid curve depicts the expected effect of relatedness on performance for 
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acquisitions. The dashed curve depicts the hypothesized influence of relatedness on performance 

for joint ventures. As briefly mentioned above, there are theoretical reasons to expect that the 

two curves may behave differently (e.g., one of them peaking at a lower degree of relatedness); 

however, the examination of such phenomena falls beyond the scope of this study. Given that the 

focus of this research is on whether such curvilinear behavior holds when shifting the level of 

analysis, rather than on the differences between the curves (and hence the advantages of different 

diversification modes at different degrees of relatedness), the behavior of the curves and the 

differences between them will be analyzed post-hoc.  

As suggested by the research model (Figure 1), the curves in Figure 2 are expected to be 

moderated by corporate coherence, heterogeneous experience, and industry adversity. Corporate 

coherence and heterogeneous experience can moderate the curves because they refer to firms’ 

abilities to diversify to (seemingly) unrelated areas and keep some of the benefits while curbing 

the negatives of such actions. Industry adversity, on the other hand, can moderate such curves 

because it refers to the conditions under which diversification is carried out. When adverse 

environmental factors push firms to diversify to incrementally less related areas, the likelihood of 

their diversifying for efficiency reasons is low. Under these conditions, the benefits of 

diversification may decrease and the negatives might increase. The examination of these 

relationships between diversification relatedness and performance contributes to the existing 

body of knowledge in several ways, as specified below.   

 

Contributions 

Positivists accept that the growth of knowledge is a cumulative process by which new 

findings are added to an existing stock of knowledge while false hypotheses are eliminated 
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(Burrell & Morgan, 1979). This study is positivist in epistemology because it intends, precisely, 

to add new insights to the existing body of knowledge on corporate level strategy in general, and 

diversification, acquisitions and joint ventures in particular. Adding insights into these areas of 

administrative science is, however, not an easy task. Whetten (1989) contends that in order for a 

study to make a contribution to the existing body of knowledge, a series of requirements must be 

satisfied. A study has to be new in the sense that is has to differ in some degree from the current 

thinking on the topic. As much as possible, a study has also to alter research practice to some 

extent rather than just tweaking conceptual models in ways that are of little consequence. By 

making this study’s contributions explicit, in the next paragraphs I address these and other 

concerns. 

Although the study of diversification is perhaps the most researched topic in strategic 

management (Dess et al., 1995; Hoskisson & Hitt, 1990) this study addresses the relationship 

between diversification and performance in a different way. Classical or mainstream 

diversification research has traditionally associated firms’ entire business portfolios to 

performance with little attention to specific and individual diversification actions (Hitt et al., 

1998). As suggested above, relating the degree of relatedness of entire business portfolios to 

performance, however, may be problematic because aggregation effects may mask the true effect 

of different diversification actions on performance (Dess et al., 1995). Correcting for this 

problem, this study is new in the sense that it explores the association between diversification 

and performance for individual diversification actions, for two structurally and strategically 

different diversification modes, namely, acquisitions and joint ventures, and under different firm 

and industry circumstances. If breaking up the classic model that associates a firm’s entire 

diversification degree to performance can offer some new insights on the conditions under which 
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diversification can help to create value, then this study’s conceptualization is more than a little 

tweak on an existing model.  

This study is also of contemporary interest to academics and practitioners. This is due to 

the recent economic downturn and the fact that in the past, environmental conditions have been 

associated with waves of diversification, and de-diversification afterwards due to poor 

performance outcomes yielded by faulty diversification strategies (Klein, 2001; Matsuzaka, 

1993). Following Desmond (2007), this research may also help to revitalize the old discussions 

concerning the conditions under which low related diversification activities can be a value-

creating option for firms. 

Before describing this study’s layout, I make explicit an important assumption that is 

central to this research’s conceptualization. This assumption is that few, if any, industries mirror 

the perfect competition ideal in which diversification destroys value and hurts public welfare 

because there is no way that perfectly homogeneous firms can create value by means of 

diversification (Teece, 1980). 

 

Study Layout 

The rest of this dissertation is organized as follows. In Chapter II, I review the literature 

on corporate diversification that leads to the conclusion that there are still unexplained anomalies 

in the association between diversification relatedness and performance. Building on these 

unexplained anomalies, I propose a conceptual model to shed some light on them. I begin 

Chapter II by discussing the benefits and disadvantages of diversification. An elaboration on the 

related and unrelated types of diversification, their theoretical foundations, and their still 

inconclusive relationships with firm performance is next. After, I review the pertinent literature 
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on acquisitions and joint ventures that suggests that the relationship between diversification 

relatedness and performance may differ for distinct modes of diversification. A short literature 

review on corporate coherence, experience in acquisitions and joint ventures, and environmental 

adversity follows. This review indicates that such factors can influence the association between 

diversification and performance for the diversification modes of acquisitions and joint ventures. 

Chapter II finishes with an argument that supports a series of hypotheses concerning the 

association between the degree of relatedness of specific diversification actions and firm 

performance.  

In Chapter III, I elaborate on the research methods that are necessary to test this study’s 

hypotheses. Beginning this chapter, I describe the data collection technique and the research 

design. Congruent with the theoretical foundations of this work, and common research practice 

on the topic, I describe how archival data collection techniques and a longitudinal design are 

appropriate to test the hypotheses drawn in Chapter II. Concerning hypotheses testing, I 

elaborate on the appropriate sample size. Operational definitions of the variables involved in this 

research follow. I end Chapter III with a brief description of the data collection process and the 

data analysis plan. 

Chapter IV of the dissertation presents the results of the investigation. I begin this chapter 

by describing in more detail the actual data collection process that was followed in order to draw 

this investigation’s samples. Before I describe the analyses involved in testing all the hypotheses 

previously presented in Chapter II, a quick overview of the research samples is provided. Next, I 

provide and describe descriptive statistics and bivariate correlations as a way to provide more 

insight about this investigation’s data and variables. Following, I thoroughly describe all the 

analyses that reveal whether this investigation’s central thesis about the curvilinear association 
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between diversification relatedness and performance, and its moderating factors, are supported 

by the data. I finish Chapter IV with a quick summary of this research’s findings.  

The meaning of this study’s findings is discussed in Chapter V of this dissertation. I 

begin Chapter V by putting the results into perspective and discussing them. By addressing 

supported and non-supported hypotheses, I elaborate on what they mean for theory and practice. 

Additionally, I also elaborate on some post-hoc analyses that are beneficial for getting a better 

understanding about the complexities of diversification. Toward the end of Chapter V, I address 

some of this study’s limitations and propose areas for future research. Conclusions at the end of 

Chapter V close this dissertation.   
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CHAPTER II 

LITERATURE REVIEW AND HYPOTHESES 

As previously described, Chapter I had the purpose of introducing the research work that 

unfolds through the rest of this dissertation. An overview of the pertinent literature and the 

research gaps that motivate this study was presented along with research questions and other 

details that constitute this document’s spinal cord. Beginning with the present chapter, I 

disaggregate all the parts that were quickly introduced in Chapter I so that gradually all of them 

are thoroughly addressed in this and in later chapters of this dissertation, respectively.  

Overall, this chapter has two purposes. The first is to provide a literature review of the 

factors that fall within the scope of this investigation, and the second is to elaborate on a case to 

support the proposal of a battery of hypotheses for empirical testing. Elaborating on these 

purposes, through the following pages I review the literature on diversification in general, and on 

its types in particular. I also review the empirical evidence concerning the association between 

diversification relatedness and performance. A literature review on acquisitions and joint 

ventures, corporate coherence, experience in diversification modes, and environmental adversity 

is also provided. Finally, I elaborate on a case to defend a series of hypotheses that, based on the 

literature review, seek to answer the previously introduced research questions.  

 

Diversification as a Problem and Solution 
 

Corporate diversification is a pervasive phenomenon for the modern business firm. 

Chandler (1969) observed that after the great depression of the 1930s U.S. firms showed an 

increasing preference for diversification over specialization. More recently, there is evidence that 

most big firms are highly diversified (Montgomery, 1994; Villalonga, 2004). Given the ubiquity 
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and economic importance of diversification, its study has captivated intellectuals from several 

diverse theoretical traditions for many years. As a subject of scientific inquiry, corporate 

diversification has a long research tradition in diverse fields such as economics, finance, 

organization theory, and strategic management. Different theoretical traditions, however, address 

the phenomenon of diversification from different perspectives and with different assumptions 

(Lane, Canella & Lubatkin, 1999). Thus, while they converge in some insights about 

diversification such as that it is in some way related to economic performance, they also diverge 

in some important respects such as the value of the strategy of diversification itself. While some 

perspectives place more emphasis on diversification as a problem, other perspectives see 

diversification more as a means for firms to create more value.  

From the related perspectives of economics and finance, diversification can be more a 

problem than a solution for firms, shareholders, and society because it runs contrary to economic 

efficiency and is likely to reduce a firm’s value. From the perspective of mainstream economic 

theory, diversification can destroy value because it violates Adam Smith’s specialization dictum, 

which suggests that firms should specialize in certain activities in order to improve economic 

efficiency. From the industrial organization perspective, diversification may also be a problem 

that harms public welfare because it enables firms to utilize cross-subsidization, predatory 

pricing, and other financial and market devices to gain undue market power, hence elevating 

concentration indexes to their favor (Montgomery, 1994). As is widely known in the economic 

tradition, firms with high market power are undesirable because they can reduce output and 

increase prices, a situation that hurts public welfare. 

Along a similar line of economic reasoning, but from a more micro perspective, some 

arguments rooted in agency theory suggest that diversification is a problem induced by self-
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serving managers who diversify firms in order to maximize their own utility at the expense of the 

shareholders wealth (Amihud & Lev, 1981; Denis, Denis & Sarin, 1999). This line of economic 

reasoning is closely related to the finance perspective, which, assuming that financial markets are 

highly efficient because they are almost complete and perfect, suggests that diversification 

destroys value because investors can diversify their risk better than firms can (Hoskisson & Hitt, 

1990). An important, although contested, insight from finance research is that given the 

inefficiencies associated with diversification, diversified firms trade at a discount in the stock 

market (Villalonga, 2004).  

From a more optimistic perspective, some studies in the field of organization theory and 

strategic management suggest that diversification can be a solution for a variety of problems. 

Arguments rooted in contingency theory suggest that firms can expand to different industries in 

order to internalize functions that could create problematic contingencies for organizations 

(Thompson, 1967). Transaction costs economics theory suggests that diversification can help 

firms to reduce the transaction costs of activities that, given varying degrees of asset specificity, 

repetition, and uncertainty, may elevate transaction costs if they are left to arms-length market 

contracting (Teece, 1980; Williamson, 1985). Institutional theory suggests that under certain 

conditions diversification can help firms to enhance their legitimacy, and hence to survive and 

profit in a given environment (Davis, Diekmann & Tinsley, 1994). Even arguments rooted in 

population ecology theory, which usually denies that firms can escape from environmental 

selection forces, suggest that diversification may help firms to escape from adverse selection 

forces in a given environment (Haveman, 1992).  

Research in strategic management, nevertheless, is more specific about the possible 

benefits of diversification. This stream of scientific inquiry usually relaxes some of the central 
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assumptions of neoclassical microeconomic theory. For example, a great deal of research in 

strategic management runs contrary to the assumption that markets are close to perfection and 

completeness (Bromiley & James-Wade, 2003). Markets cannot be perfect because firms are 

heterogeneous in the resources that they control, and this heterogeneity is enduring because 

critical resources are path-dependent and thus non-mobile at least in the short run (Barney, 

1991). Markets are also incomplete because some of a firm’s critical resources are highly 

idiosyncratic and firm-specific, and thus they cannot be accurately priced because the potential 

utility that such resources can generate is highly unknown (Denrell, Fang & Winter, 2003). 

Given these assumptions, at least theoretically, strategic management research indicates that 

diversification can be a solution for firms to decrease risk, better utilize their resources to create 

more value, and even improve social welfare.  

Concerning the risk reduction benefits of diversification, strategic management research 

provides several explanations for such phenomena. Defensive diversification logic suggests that 

diversification reduces risk because it is a route for firms to escape from non-favorable industry 

conditions (Hopkins, 1991). Portfolio management theory indicates that diversification can help 

firms to reduce unsystematic (or firm-specific) risk because they can pool cash flows and direct 

them from low to high growth areas in order to reduce the likelihood of profitability variations 

(Hoffer & Schendel, 1979). The mutual forbearance logic suggests that firms who feel 

endangered in a certain industry may use diversification to create multi-point competitive contact 

that signals potential retaliation to rivals if they adopt aggressive behaviors toward them 

(Haveman & Nonnemaker, 2000; Karnani & Wernerfelt, 1985). Empirical evidence supports 

these arguments concerning the risk reduction benefits of diversification. Amit and Livnat 

(1988a) found that diversification reduces the risk associated with the business cycle’s 
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downturns. Chatterjee and Lubatkin (1990) found that diversification can help firms to reduce 

systematic (or market related) risk in a way that investors cannot do on their own. Similarly, but 

based on population ecology theory, Haveman (1992) found that firms can reduce their risk of 

mortality if they escape from adverse selection forces in a given environment through the 

diversification of their activities.  

Parallel to risk reduction rationales for diversification, the resource-based view of the 

firm suggests that diversification can be a tool for firms to extend their competitive advantage. 

Firms can enjoy a competitive advantage if they adequately employ their valuable, rare, and 

difficult to imitate and substitute resources (Barney, 1991). The resources that can provide firms 

a competitive advantage are usually idiosyncratic (e.g., management talent) (Barney, 1991) and 

thus indivisible by nature. Idiosyncratic resources can sometimes be in slack because they can 

evolve and grow so they eventually overcome the requirements of a firm’s existing businesses 

(Teece, 1980). When idiosyncratic resources are in slack, firms have an incentive to diversify 

and thus profit by making full usage of such slack where it can be valuable. Although firms may 

sell this slack rather than diversifying to other industries, diversification is a better solution to 

make full usage of idiosyncratic resources because there is usually a thin market or no market at 

all for them (Teece, 1982). If firms diversify to make full usage of their strategic resources, then 

diversification helps them to extend their competitive advantage, elevating their likelihood of 

enjoying superior performance. Consistent empirical evidence supports the resource-based 

approach to diversification (e.g., Doving & Gooderham, 2008; Montgomery & Hariharan, 1991; 

Montgomery & Wernerfelt, 1988). Finally, from a resource-based perspective, Montgomery 

(1994) argues that if diversification can help firms to make full usage of their resources, then it 
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can also contribute to maximizing social welfare because there is in the economy a more 

efficient usage of the factors of production. 

Although, as sketched above, the real value of the diversification strategy is debated 

among several theoretical traditions, empirical evidence seems to support the perspective of 

diversification as a solution more than as a problem for firms. Relatively recent reviews on 

diversification suggest that little empirical evidence reveals that diversification can help to build 

market power in order to unduly reduce competition (Montgomery, 1994). The agency theory 

explanation of diversification has also received partial support (Hoskisson & Turk, 1990; Lane et 

al., 1999). Moreover, some findings from finance research suggest that financial markets charge 

a premium rather than a discount on a firm’s diversification activities (Campa & Kedia, 2002; 

Santalo & Becerra, 2008; Villalonga, 2004). One perspective, however, that appears to receive 

consistent support is that at least some forms of diversification can help firms to create value 

(Palich et al., 2000).  

In sum, as indicated above, while there is evidence that diversification can be a problem, 

there is also evidence that supports diversification as a value-creating strategy. Diversification, 

however, can be of two basic types, namely, related and unrelated diversification. At least 

theoretically, these two types of diversification can help firms to create more value under 

different conditions. Nonetheless, these types of diversification are also associated with several 

pitfalls as reviewed below. 

 

Two Types of Diversification: Related and Unrelated 

Even though diversification is a topic with a long research tradition, ever since Rumelt’s 

(1974, 1982) seminal pieces, strategic management research has, for the most part, considered 
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that diversification can broadly take two types. These types are termed related and unrelated 

diversification. Each type of diversification has been associated with advantages and 

disadvantages for firms, and one of them (unrelated diversification), seems to be more 

problematic than the other (related diversification).  

Related diversification usually means that a firm’s business units are related in some 

meaningful respect. Relatedness has been addressed in different ways. Notions such as resource, 

market, product (Pitts & Hopkins, 1982), managerial (Ilinitch & Zeithaml, 1995), cognitive 

(Ginsberg, 1990), and strategic (Markides & Wiliamson, 1994) relatedness are common in the 

literature on diversification. A common thread across the different approaches to related 

diversification is that some communality across a firm’s business units helps, or permits, them to 

synergize.  

Synergy, as is treated in classic diversification research, is the direct result of the sharing 

of functional resources between two or more business units within a single firm (Gary, 2005; 

Gupta & Govindarajan, 1986; Hill et al., 1992; Porter, 1987). The idea that firms can obtain 

synergies from resource sharing is rooted in the neoclassic microeconomic conception of 

economies of scope. According to Teece (1980; 1982), related diversification allows firms to 

make use of their indivisible and idiosyncratic assets to jointly produce or merchandise related 

products in order to decrease total cost and therefore to increase profit margins. 

In addition to resource sharing benefits, the transferring of critical skills is a potential 

benefit of related diversification. Porter (1987) argues that if a firm’s business units are 

sufficiently similar, then critical skills can be transferred across business units in order to extend 

a firm’s competitive advantage. Recent findings reveal that organizational skills or competencies 

are key to explain the success of some related-diversified firms (e.g., Doving & Gooderham, 
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2008). Despite its potential benefits, related diversification has some associated pitfalls that can 

make it a problematic option for diversifying firms. 

Concerning the drawbacks of related diversification, financial economics arguments 

suggest that related diversification can be risky and ineffective. The revenue streams of business 

units in related industries are highly correlated and, therefore, do not insulate firms from the 

cyclicality of the economic environment (Chang & Thomas, 1989). Bettis and Mahajan (1985) 

found that related diversification can considerably elevate risk and lower performance for some 

firms. In addition to risk issues, paradoxically, the pursuit of synergies can also threaten the 

viability of related-diversified firms.   

Even though synergy is usually considered as a benefit of related diversification, it may 

actually be a trap for diversifying companies. Porter (1987) observes that many firms fail to 

obtain expected synergies because imaginary synergy, whereby a business can be chimerically 

related to all the other businesses in a portfolio, is often greater than real synergy. Attempts to 

synergize by means of resource sharing might be lethal for a corporation because it can lead to 

profound conflicts among business units arising from the closure of redundant facilities that 

some units have to undertake as they begin getting resources from their sister companies 

(Lubatkin & Lane, 1996). Resource sharing can also provoke the depletion of the indivisible 

resources that motivate this type of diversification in first place (Gary, 2005). Additionally, 

organizational issues such as the administrative costs associated with managing resources 

sharing and cooperation among related businesses can overwhelm a firm to the point where 

related diversification can create more costs than the benefits it can produce (Hill et al., 1992). 

Concerning the transference of skills across business units, research indicates that this 

practice can be more problematic for related-diversified firms than it would appear to be at first 
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glance. Organizational skills are likely to have idiosyncratic components (e.g., path dependent 

tacit knowledge) that can make them very difficult to transfer across businesses (Helfat et al., 

2007). Secondarily, independent business units may resist the transference of skills when they 

come from rival units even within the same corporation (Maritan & Brush, 2003). Despite all its 

associated potential complications, related diversification is not the only option for diversifying 

companies; unrelated diversification is another, at least theoretically, attractive alternative. 

Unrelated diversification often means that a corporation’s business units operate in 

distant segments so that communalities among them are limited or nil. The rationale for 

unrelated diversification differs from that of related diversification in important respects. Basic 

rationales for unrelated diversification indicate that this strategy can help firms to balance 

cyclical revenue streams across structurally uncorrelated industries in order to decrease total risk 

(Amit & Livnat, 1988a, 1988b, 1988c). Conglomerates (unrelated-diversified firms) can enjoy 

the advantages of an internal capital market, as they possess an information advantage and 

abilities to intervene selectively to allocate resources and thus maximize utility better than 

external markets can (Gertner, Schafstein & Stein, 1994; Williamson, 1975).  

Important consulting firms such as the Boston Consulting Group and McKinsey concede 

a more strategic rationale for unrelated diversification. The Boston Consulting Group suggests 

that, in order to increase total profits, unrelated-diversified firms can direct cash flows to 

different areas according to several strategic criteria. According to the BCG (Boston Consulting 

Group) matrix, firms, for example, can ensure future profitability growth if they divest dogs and 

weak question marks, and direct cash flows from strong cash cows to promising question marks 
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and stars (Hedley, 1977)1. Similar business portfolio matrixes such as the GE business screen 

and the market stage-competitive position matrix (Hoffer & Schendel, 1979) support the idea 

that firms can strategize with unrelated business portfolios in order to increase profits and 

decrease risk. In addition to these rationales, restructuring can also be a strategic motive for 

unrelated diversification. By means of a restructuring strategy, firms can buy (not necessarily 

related) cheap troubled firms, whip them into shape, and then sell them off at a higher price 

(Byerly, Lamont & Keasler, 2003; Porter, 1987).  

Unrelated diversification has some drawbacks that can make it even more problematic 

than related diversification, nonetheless. Financial economics arguments suggest that even 

though unrelated diversification may decrease a firm’s total risk, it may, however, produce low 

economic returns because low risk can be associated with low returns (Chang & Thomas, 1989). 

Furthermore, because external capital markets are now well developed and therefore more 

efficient to allocate funds, the advantages of an internal capital market for unrelated-diversified 

firms seem to have evaporated in recent times (Klein, 2001).  

Concerning the strategic advantages of unrelated diversification, there are reasons to 

doubt the real benefits that firms can get by strategizing with unrelated business portfolios. First 

of all, the adequate management of an unrelated business portfolio can be a real challenge. 

Because corporate managers are likely to lack experience in multiple and different industries that 

share limited commonalities, they are likely to make inadequate and untimely responses to the 

competitive dynamics faced by their business units (Prahalad & Bettis, 1986). Furthermore, the 

adequate identification and acquisition of promising but undervalued stars that need cash, as well 

                                                 
1 According to the Boston Consulting Group, a dog is a low market share business located in a low growth industry. 
A cash cow is high market share business located in a low growth industry. A question mark is a low market share 
business in a high growth industry. Finally, a star refers to a high market share business in a high growth industry. 
 



 
 

27 

as the cash restrictions imposed on cash cows as they subsidize stars, can decrease rather than 

enhance performance (Lubatkin & Lane, 1996). Among other problems, cross-subsidization 

from cash cows to stars drains cash from cows making them easy prey for their competitors 

(Lubatkin & Chatterjee, 1994; Lubatkin & Lane, 1996). Overall, empirical evidence suggests 

that the economic benefits of unrelated diversification can be more volatile than those of related 

diversification (Hill, 1983). Additionally, and contrary to financial arguments, unrelated 

diversification has been found to be riskier than related diversification (Lubatkin & Lane, 1996). 

Bettis and Mahajan (1985) found that if a favorable risk/return performance is difficult to 

achieve with related diversification, this is extremely difficult to achieve by means of unrelated 

diversification.   

In sum, a robust body of research addresses the advantages and disadvantages of related 

and unrelated diversification. This body of research suggests that, at least in theory, both 

diversification types can represent strategic options for firms to create more value. Research also 

suggests that both types of diversification can be problematic courses of action for firms. Despite 

the arguments in favor, or against, each type of diversification, an extensive body of empirical 

research analyzes the ultimate consequence of diversification for firms, that is, the impact of 

related and unrelated diversification on firm performance. Although the study of diversification 

effects on performance has a long research tradition in strategic management, the real effects of 

different diversification types on performance remain controversial. Below I briefly discuss this 

issue.  
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The Inconclusive Relationship between Diversification Relatedness and Performance 

Existing comprehensive reviews of research on diversification indicate that the 

relationship between the type of diversification and performance has been at the heart of strategic 

management research over the past thirty years (Datta et al., 1991; Dess et al., 1995; Hoskisson 

& Hitt, 1990; Montgomery, 1994; Ramanujan & Varadarajan, 1989). Mainly beginning with 

Rumelt (1974, 1982), this body of research has addressed the association between diversification 

type and performance under the presumption that it is the diversification strategy which 

influences performance rather than the other way around. Building on this presumption, 

empirical research on the association between diversification type and performance generally 

suggests that related diversification outperforms unrelated diversification. Empirical research 

which suggests that related diversification may not outperform unrelated diversification, 

however, challenges this suggestion.  

Rumelt (1974, 1982) subjectively categorized diversification into nine different 

categories that broadly comprise single-business, related-diversified, and unrelated-diversified 

firms. In his two seminal pieces, Rumelt found that related-diversified firms outperform single-

business and unrelated-diversified firms. Following Rumelt, a series of studies that employ more 

refined methodologies and more objective measures, such as Jacquemine and Berry’s (1979) 

entropy measure and Caves, Porter and Spence’s (1980) concentric index, has consistently found 

that related diversification outperforms unrelated diversification (e.g., Montgomery & 

Wernerfelt, 1988; Palepu, 1985; Wan & Hoskisson, 2003). Existing comprehensive reviews on 

diversification provide extensive lists of studies that support Rumelt’s findings (e.g., Ramanujam 

& Varadarajan, 1989).  
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Consistent with the evidence regarding the superiority of related diversification, on the 

whole, existing empirical evidence indicates that there is an inverted-U shaped relationship 

between the type of diversification (or diversification relatedness) and performance. Meta-

analytic evidence presented by Palich et al., (2000) reveals that performance increases as firms 

move from high to medium relatedness areas. As firms move from medium to low related (or 

unrelated) areas, performance seems to decrease. However, as acknowledged by Palich et al., 

(2000), after more than thirty years of research this evidence is relatively weak because effect 

sizes are not as strong as expected, and the relationship seems to vary according to the 

relatedness and performance operationalizations employed. Empirical evidence is, therefore, 

inconclusive about the implications of diversification relatedness on performance.   

In support of the weak evidence concerning the superiority of related over unrelated 

diversification, there is evidence that some unrelated-diversified firms can perform at least as 

well as related-diversified firms do, or even outperform them (e.g., Hill, 1983). For example, 

General Electric has not only survived for many years, but it is also considered by many as the 

most successful large diversified corporation in the world (Lehmberg et al., 2009). This is 

remarkable given the evidence that financial markets are nowadays more efficient than in the 

past (Klein, 2001), and hence, unrelated-diversified firms may no longer enjoy the advantages of 

an internal capital market. As indicated above, the advantages of an internal capital market have 

been one of the leading rationales for unrelated diversification.  

Supporting the benefits of unrelated diversification, a series of empirical studies 

challenge the evidence concerning the superiority of related over unrelated diversification. To 

begin with, there are critiques to Rumelt’s (1974; 1982) findings given the subjectivity of his 

diversification categories and the fact that he failed to control for industry effects. Using 
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Rumelt’s data base, Christensen and Montgomery (1981) found that after controlling for industry 

structure there is no significant difference in performance between related-diversified and 

unrelated-diversified companies. Bettis and Hall (1982) echoed this finding. They found that in 

Rumelt’s studies related-diversified firms outperformed unrelated ones because they operated in 

profitable industries (e.g., pharmaceutical) rather than due to the fact that they were related. After 

controlling for environmental effects, more recent research works that use continuous measures 

of diversification that eliminate the subjectivity attributed to Rumelt’s studies also concede that 

related diversification does not always outperform unrelated diversification (e.g., Palich, Carini 

& Seaman, 2000; Park, 2003). Additionally, as observed by Dess et al. (1995), several of the 

studies that are often cited as evidence of the superiority of related diversification report weak 

results. Palepu (1985), for example, whose study is often cited as evidence of the advantages of 

related diversification, acknowledges that his results are only marginally significant. Several 

theoretical and methodological reasons have been offered to explain the controversies that 

surround empirical evidence on the relationship between diversification relatedness and firm 

performance.  

Strategic implementation issues are one of several explanations for the inconclusive 

association between diversification relatedness and firm performance. Hill et al. (1992) found 

that both related-diversified and unrelated-diversified firms can be profitable if they have the 

appropriate organizational structures and management compensation systems to take advantage 

of operational or financial synergies associated with related and unrelated diversification 

respectively. Along this line of reasoning, Markides and Williamson (1996) found that even 

when firms diversify to other industries to fully employ their strategic resources, and thus extend 

their competitive advantage, they may fail to get benefits if organizational structure is inadequate 
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for the business units to synergize. More recently, Helfat and Eisenhardt (2004) found that 

modular structures can help diversified firms to simultaneously obtain operational and financial 

synergies inter-temporally and intra-temporally. Notably, Helfat and Eisenhardt’s (2004) 

findings challenge previous studies that treat operative and financial synergies as mutually 

exclusive benefits of diversification.  

In addition to strategy implementation issues, methodological concerns focused on 

measurement and level of analysis issues also contribute to explaining the controversies around 

the association between diversification relatedness and performance. Regarding measurement 

issues, Robins and Wiersema (2003) found that different and/or contradictory results can be 

obtained on the diversification-performance association if researchers use diversification 

measures such as the entropy or the concentric index without considering the factors that can 

bias the results obtained by these measures. For example, although the entropy and the 

concentric measures consider two four-digit SIC code businesses as related if they operate in the 

same three-digit SIC code, these two measures differ in the way they take into consideration the 

number of different businesses that firms have and the proportion of a firm’s total sales that are 

associated with each business. Robins and Wiersema (2003) found that while the entropy 

measure is very sensitive to the number of businesses in a portfolio, the concentric index is very 

sensitive to the size of the dominant business in the portfolio. Robins and Wiersema (2003) 

observe, nonetheless, that neither of these two dimensions captures efficiently the degree of 

relatedness among the business units of a firm’s business portfolio. Previous critiques to 

diversification research had already pointed out such an issue (e.g., Markides & Williamson, 

1994, 1996).  
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Perhaps a more controversial issue than measurement concerns involves the level of 

analysis at which the relationship between diversification and performance has been investigated. 

Ever since the sixties, most diversification research has analyzed the relationship between 

diversification and performance at the corporation level of analysis. That is, all the business units 

in a corporation’s business portfolio are first identified, and then the level of relatedness among 

them is computed by means of any of the several relatedness measures that are available. This 

overall degree of relatedness is afterwards associated with a measure that aggregates the 

performance of all the business units in a corporation’s business portfolio. This approach, 

however, may be problematic because if diversification can create value, that value is likely to be 

more apparent at the business rather than at the corporate level (Dess et al., 1995).  

In order to improve our understating of the conditions under which diversification can 

create value, relatively recent reviews on the topic encourage the study of discrete diversification 

actions rather than entire business portfolios. Taking recourse to Dess et al.’s (1995) example, 

let’s suppose that firm A diversifies and incorporates business unit B. Let’s suppose that for 

some reason this diversification action is successful and corporate performance improves by the 

addition of B. In other words, diversification has created value because both A and B are more 

profitable than if they were free-standing businesses. Next, firm A further diversifies and 

incorporates business unit C. However, for whatever reason business unit C turns out to be 

problematic and overall corporate performance decreases. If in this scenario performance is 

aggregated at the corporate level, then the beneficial effect of diversification for firm A is 

masked by the poor performance of business unit C. Under these conditions one may conclude 

that diversification has not created value when in fact it did, at least for one of firm A’s 

diversification actions. Because some of a firm’s diversification actions may be successful and 



 
 

33 

others not (Ramanujan & Varadarajan, 1989), the relationship between diversification and 

performance at the business unit level of analysis is worth exploring (Dess et al., 1995; Hitt et 

al., 1998; Ramanujan & Varadarajan, 1989). Whether the previously noted inverted-U shaped 

relationship between diversification relatedness and performance holds for the study of discrete 

diversification actions is an area that may need further scrutiny.  

In sum, after more than 30 years of research the relationship between the type of 

diversification and performance remains controversial. Although a robust body of empirical 

evidence indicates that related diversification is likely to outperform unrelated diversification, 

there is also evidence which suggests that this may not be the case. These conflicting results fuel 

further examination of the conditions under which related and unrelated diversification may 

create value for firms. Nevertheless, investigation of the conditions under which diversification 

can create value may require a shift in the level of analysis from the corporate to the business 

level. As suggested below, research on diversification modes can help to do this.  

The strategy of diversification can be carried out by means of different governance 

modes. Acquisitions and internal developments (Datta et al, 1991), as well as joint ventures 

(Vonortas, 1999), are alternative modes that firms can use to diversify. However, different 

diversification modes entail different structural and strategic characteristics that can make them 

appropriate for different circumstances. One such circumstance is the degree of relatedness of a 

given diversification action. An acquisition, for example, entails complete structural integration 

of a new business to a firm. Nevertheless, this level of structural integration may be problematic 

under conditions of high market uncertainty that are usually present when firms diversify to 

increasingly unrelated business areas (Kogut, 1991). Because of the different characteristics 

associated with different diversification modes, it is possible that the relationship between 
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diversification type and performance will vary according to the mode that firms employ. Below I 

briefly review the literature on the different governance modes of acquisitions and joint ventures 

that leads some to think that the relationship between diversification relatedness (at the business 

unit level) and firm performance may differ among diversification modes. 

 

Acquisitions and Joint Ventures as Alternative Diversification Modes 

In addition to the theory and evidence concerning diversification types and their 

relationships with performance, a parallel stream of research deals with the mode of 

diversification. Although research on diversification considers internal development as a 

diversification mode (e.g., Vermeulen and Barkema, 2001), this has become less common than 

acquisitions given the rising costs of internal developments and the shortening of product life 

cycles (Ramanujam & Varadarajan, 1989). Porter (1987) contends that acquisitions have been 

the most popular alternative to diversifying firms. Existing research, nevertheless, suggests that 

firms can diversify to different industries by means of other governance modes such as joint 

ventures and similar collaborative agreements (Gleason, Mathur & Wiggins III, 2006; Roberts & 

Berry, 1985; Vonortas, 1999).  

Although, as reviewed above, mainstream diversification research explores deeply the 

extension and the degree of relatedness of the diversification strategy, it gives less attention to 

more fine-grained issues associated with the alternative governance modes that firms have 

available when they diversify (Datta et al., 1991). Parallel streams of research on mergers and 

acquisitions, and alliances and joint ventures, are more precise than mainstream diversification 

research concerning the singularities (e.g., the identification of acquisition targets) associated 

with different diversification modes. Even though these two streams of research have some 
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overlap with diversification inquiry concerning the advantages and disadvantages of acquisitions 

and joint ventures, they reveal unique singularities and complexities concerning acquisitions and 

joint ventures without focusing on the strategy of diversification per se.  

Just as research on diversification does, mergers and acquisitions, and alliances and joint 

ventures research suggests that firms engage in acquisitions or joint ventures for several profit 

and non-profit-maximizing reasons. Concerning profit-maximizing reasons, firms, for example, 

may make acquisitions in order to gain market power, as by means of lateral acquisitions they 

may try to raise an industry’s concentration index to the level where they can derive significant 

monopoly rents (Prager & Hannan, 1998). Firms may also acquire other firms in order to 

integrate into their resource portfolio some knowledge or competence that may be difficult or 

time-consuming to develop internally (Vermeluen & Barkema, 2001). Similarly, firms may form 

joint ventures with other firms in order to lower production costs or pool resources to gain 

market power (Kent, 1991; McConnell & Nantell, 1985), and/or to learn new knowledge and 

capabilities that are difficult to develop internally from other firms (Lane & Lubatkin, 1998). 

Regarding non-profit-maximizing reasons, arguments rooted in agency theory suggest that, for 

example, when executive pay is loosely tied to firm performance, managers are more inclined to 

complete acquisition deals even when the stock market reacts negatively to the acquisition 

announcement (Kau, Linck & Rubin, 2008).  

A unique contribution of empirical research on acquisitions is that, on the whole, 

acquisitions can be very risky and are unlikely to help firms to create more value. In line with 

Lubatkin’s (1983) observations, meta-analytic evidence presented by King, Dalton, Daily, and 

Covin (2004) suggests that acquisitions do not usually result in beneficial outcomes for acquiring 

firms. On the contrary, acquisitions can be problematic and may trigger some fatalities for firms 
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that attempt them. Martin and Combs (2009) observe that the likelihood of failure in acquisitions 

can be as high as 60 percent. Existing theory developments on acquisitions literature try to 

explain such phenomena.  

On the one hand, research indicates that acquisitions can fail because of several problems 

such as faulty identification of acquisition targets and poor management of the post-integration 

process between acquiring and acquired firms. Balakrishnan and Koza (1993) argue that 

acquisitions are potentially problematic if the acquisition target has an information advantage 

over the acquirer concerning some specific resources for which there is no competitive market. 

They suggest that given the acquirer’s information disadvantage it can likely miscalculate the 

actual value of the target, and hence may pay more than the value that it will receive in return 

from the transaction. Perhaps a bigger issue for acquisition transactions is the post-acquisition 

integration process. Lubatkin and Lane (1996) argue that post-acquisition integration is 

problematic because the transaction partners may experience administrative and cultural clashes 

that may result in a high turnover rate of the key personnel who made a target (e.g., a star) 

appealing for the acquiring firm (e.g., a cash cow). In general, existing theory and evidence 

suggest that firms that engage in acquisitions place themselves in a risky and not necessarily 

profit-maximizing condition.  

On the other hand, unique theoretical developments and findings yielded by research on 

joint ventures are a bit more optimistic about the benefits of this diversification mode. Research 

on real options is especially positive about the benefits of joint ventures because they can 

provide firms benefits similar to those of a direct acquisition, but most importantly, they can be 

less risky if problems arise. Research anchored in real options theory suggests that joint ventures 

may be a more attractive alternative compared to direct acquisitions. In finance literature, an 



 
 

37 

option contract conveys the right, but not the obligation, on the purchaser to either buy or sell an 

underlying asset at some point in the future (Black & Scholes, 1973). Under conditions of 

uncertainty, an investor buys an option, waits for some time until some of the uncertainty 

surrounding the option fades out (at expiration or maturity date), and then decides whether to 

strike the option or abandon it (Barney, 2002). Based on this logic, Kogut (1991) argues that a 

joint venture gives firms the option to expand after a trial period or just abandon the venture with 

a low financial commitment if it does not produce positive results. Given that joint ventures 

allow firms to post pone important financial commitments until they are more certain about the 

potential of an acquisition target, joint ventures can be less risky than direct acquisitions. 

Gleason et al. (2006) found that compared to direct acquisitions, joint ventures are associated 

with diminishing levels of unsystematic and total risk for firms.  

Despite the potential benefits of joint ventures, empirical evidence suggests that they can 

also be problematic. Kale and Singh (2009) observe that strategic alliances exhibit a failure rate 

that ranges between 30 and 70 percent. Echoing this observation, Ho-Park and Ungson (2001) 

found that, overall, collaborative agreements have high probabilities to fail because of inter-firm 

rivalry and managerial complexity issues. Inter-firm rivalry can cause joint ventures to fail 

because firms in the agreement are competitors, after all, and each of them may try to take 

advantage of the collaborative agreement at the expense of the other (Ho-Park & Russo, 1996). 

In order to deter such opportunistic behavior, firms may implement formal controls, procedures, 

and structures that increase managerial complexity to the level where the costs of the agreement 

exceed the advantages that firms derive from them (Ho-Park & Ungson, 2001). As indicated by 

transaction costs theory, when the transaction costs of a collaborative agreement exceed the 

benefits derived from it, then firms have an incentive to dissolve joint ventures. In addition to 
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these problems, the real options approach to joint ventures has also been critiqued because such 

logic may unlikely be applied by real managers, who may not be effective at abandoning the 

options when they have proven to be a failure (Adner & Levinthal, 2004). Research on escalation 

of commitment offers a powerful rationale to explain the inability of firms to apply the real 

options logic. 

Given the advantages and disadvantages of acquisitions and joint ventures, a complete 

research stream has taken a contingency approach to uncovering the conditions under which 

acquisitions and joint ventures can be effective. As suggested above, both governance modes, for 

example, may help firms to build market power and acquire new knowledge. However, previous 

literature has also found both of them to be risky options for firms. Taking into consideration that 

acquisitions and joint ventures can offer firms similar benefits, and that both can be problematic, 

an entire research stream addresses the conditions under which acquisitions and joint ventures 

can generate benefits for firms. These conditions differ for both diversification modes, and 

hence, the relationship between diversification relatedness and performance may be different 

according to the mode that firms use to add new business units. Supporting this speculation, 

Vonortas (1999) found that the diversification pattern of firms that diversify through joint 

ventures seem to differ from that of firms that diversify by other modes.  

Under a variety of circumstances, acquisitions may benefit acquiring firms. Research 

suggests that a high degree of similarity, or relatedness, between acquiring and target firms is a 

factor that can make acquisitions beneficial. Under conditions of high similarity, acquisitions 

enable firms to obtain synergies by combining the acquiring and the target firms’ assets and 

functions, and they may facilitate firms in obtaining economies of scope (Dyer et al., 2004). 

When the resources that the acquiring firm wants to obtain from the acquired firm can be easily 
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separated from the unwanted parts, then acquisitions may be more beneficial than other 

governance modes because the digestibility of the acquisition is easier for the acquiring firm 

(Hennart & Reddy, 1997). Consistent empirical evidence indicates that when partners are 

similar, and/or the acquisition is digestible, acquisitions are likely to enhance performance better 

than alternative modes such as joint ventures (e.g., Balankrishnan & Koza, 1993; Hennart & 

Reddy, 1997; Villalonga & McGahan, 2005; Wang & Zajac, 2007). 

Complementing the above arguments and findings, arguments rooted in the resource-

based view of the firm and transaction costs economics suggest that when firms enter into new 

markets to take advantage of their intangible capital, then acquisitions are likely to enhance 

performance. Under these circumstances, and given the high degree of structural integration that 

they encompass, acquisitions reduce the hazards of the knowledge or technology appropriation 

by alliance partners (Teece, 1986). Additionally, the sharing of implicit knowledge requires 

extensive internal coordination difficult to obtain with alternative modes such as an alliance 

(Villalonga & McGahan, 2005).  

Concerning joint ventures, existing literature suggests a set of factors that can make joint 

ventures an effective option for firms. For example, when firms want to obtain synergies from 

resource complementarities, rather than from resource similarities, joint ventures are likely to be 

beneficial (Wang & Zajac, 2007). Firms in a joint venture can successfully obtain synergies by 

managing resources independently and pool only the results for greater profits (Dyer et al., 

2004). Joint ventures may also help firms to partially integrate with other firms that otherwise 

would be indigestible because the wanted resources of the target company may not be easily 

separated from the unwanted parts (Hennart & Reddy, 1997), and/or because the other company 

is bigger than the focal firm is (Villalonga & McGahan, 2005).  
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In addition to the above, existing theory suggests that when the uncertainty associated 

with entering a new market is high, and when the capital investment needed to do so is 

important, then joint ventures are likely to enhance performance because firms can share the risk 

of entering into new markets (Oliver, 1990; Yin & Shanley, 2008). Research on real options 

amplifies this rationale, as it suggests that when a considerable amount of uncertainty 

accompanies a firm’s expansion into new markets, a joint venture may be an attractive option. 

This is so because if results do not turn out to be positive, then withdrawal is easier because of a 

low level of capital investment (Kogut, 1991). If results turn out to be positive, then a firm has 

the option to expand fully into the new market by a direct acquisition (Kogut, 1991). Supporting 

this line of reasoning, empirical evidence reveals that when firms enter into uncertain (unrelated) 

markets by means of a joint venture, financial markets often respond positively (Balakrishnan & 

Koza, 1993; Garcia-Casarejos, Alcalde-Fradejas & Espitia-Escuer, 2009; Reuer & Koza, 2000).  

Finally, and along a related theoretical path, Helfat and Lierberman (2002) argue that 

when the gap between a firm’s competencies and the requirements of a new market is 

considerable, joint ventures are attractive. Through a joint venture, firms may be able to learn 

new knowledge and competencies from other firms that enable them to expand into new markets 

(Dyer & Singh, 1998; Lane & Lubatkin, 1998). Empirical evidence indicates that when firms 

first learn new knowledge and competencies through a joint venture, they are able to obtain high 

performance when they decide to acquire either the venture or the venture partner (Porrini, 

2004).  

In sum, acquisitions and joint ventures are alternative modes of diversification. Under 

different circumstances, both of these diversification modes are associated with advantages and 

disadvantages for firms. One such circumstance appears to be the degree of relatedness of a 
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certain diversification activity. If differently-related diversification actions can be effectively 

carried out by means of different diversification modes, then it is possible to speculate that the 

relationship between diversification relatedness and performance may differ according to the 

diversification mode that firms use. Empirical evidence suggests that diversification patterns 

vary for different diversification modes. However, although the relationship between 

diversification relatedness and performance may vary for different diversification modes, this 

relationship can be altered by several firm-specific and industry-wide factors that are believed to 

influence such relationship. The way that such factors affect the relationship between 

diversification relatedness and performance for different diversification modes is a phenomenon 

that needs further scrutiny. One of the intervening factors may be a firm’s level of coherence as 

reviewed below.  

 

Corporate Coherence 

According to corporate coherence theorists, coherence refers to firms’ ability to generate 

synergies of various types, not only among products and markets, but also among their 

technologies, competencies (Piscitello, 2000), and knowledge bases (Breschi, Lissoni & 

Malerba, 2003). The concept of coherence is more than a reincarnation of the relatedness 

conceptualization based in product-market dimensions so famous in classic diversification 

research. The concept of coherence is broad and agnostic because it suggests that firms can be 

related in many although perhaps unknown ways in addition to, or regardless of, the product-

market dimension (Lien & Klein, 2009).  

The concept of coherence is broader than the classic concept of relatedness because it 

entails more than synergies derived from economies of scope. As indicated above, mainstream 
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diversification research suggests that economies of scope are one of the principal rationales for 

related diversification. The rationale of economies of scope is built on the assumption of 

resource substitutability across industries. A resource is substitutable when it can be used to 

create value across different industries (Lien & Klein, 2009). Nevertheless, corporate coherence 

theory extends this rationale, as it indicates that coherent firms can derive synergies not only 

from resource substitutability, but also from resource complementarities. Resources can create 

value when they are different from, but can create valuable complementarities with, other 

resources across different business areas (Breschi et al., 2003; Lien & Klein, 2009).  

In order to measure the concept of coherence, Teece et al. (1994) introduce the survivor 

measure of relatedness to diversification research. They argue that common measures of 

diversification such as the entropy and the concentric indexes may be inaccurate because, in 

addition to mathematical issues, they impose the U.S. Bureau of the Census’ SIC classification 

scheme on a firm’s diversification patterns. However, as other researchers have also observed 

(e.g., Markides & Williamson, 1996; Robins & Wiersema, 2003), the SIC codes classification 

system is not designed to capture the degree of strategic relationship across business units that 

can give corporations a competitive advantage. The survivor measure of relatedness suggests that 

two industries are related, regardless of their SIC codes, if the probabilities of firms being 

simultaneously active in both industries are high and a random probability hypothesis can be 

ruled out (Teece et al., 1994). The survivor measure reflects the agnostic property of the concept 

of coherence, as it does not assume any underlying relationship among industries and just lets the 

data, which supposedly reflect a firm’s strategic diversification decisions, tell what is related to 

what (Lien & Klein, 2009).   
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An important insight from empirical research on corporate coherence theory suggests that 

diversification patterns in the U.S. are not random; rather, diversification seems to follow a 

coherent or related path (Teece et al., 1994). In other words, firms seem to diversify to the areas 

where they can utilize their resources in some valuable way. This finding has been successfully 

replicated several times (e.g., Lien & Klein, 2009; Piscitello, 2000; Vonortas, 1999; Zuckerman, 

2000) and in different national contexts (e.g., Valvano & Vanonni, 2003). However, an anomaly 

that comes out of these studies is that some business areas that in the product-market dimension, 

usually captured by measures such as the entropy and the concentric indexes, seem unrelated, are 

in fact related in some way as revealed by the survivor measure. Lien and Klein (2009) found 

that the probability of similar firms’ diversifying into apparently unrelated areas is on some 

occasions high, and such diversification movements seem to occur due to something different 

from mutual forbearance, isomorphism, or just chance effects. Building on evolutionary and 

ecological organizational perspectives, corporate coherence theory helps to explain the coherent 

diversification path of firms.  

Mainstream diversification research has documented the effect of environmental 

selection forces on diversification. It has, however, paid limited attention to explaining why such 

environmental forces affect diversification relatedness over time. Hill (1983) found that in 

periods of economic boom both related and unrelated-diversified firms perform well. He 

observed, though, that in economic downturns unrelated-diversified firms seem to experience a 

more pronounced decrease in profitability than related-diversified firms. As suggested by Hill’s 

findings, it seems that under tight environmental forces unrelated-diversified firms may likely be 

selected out because they lose resources and vitality. From the perspective of population 

ecology, Haveman (1992) supports such speculation. She found that under adverse 
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environmental conditions firms that diversify to unrelated areas face a higher likelihood of 

mortality than firms that diversify to more related areas. Corporate coherence theory provides a 

more articulated explanation concerning the way environmental forces affect diversification 

relatedness.  

Corporate coherence theory indicates that the type of diversified firms that can be 

observed at a given period of time depends partly on the strength of the environmental selection 

forces that firms face. Teece et al. (1994) speculate that under weak environmental selection 

forces several types of diversification can be observed as profitable because the environment is 

munificent enough for most firms to profit. Under conditions of tight environmental selection 

forces, such as an economic depression, less coherent forms of diversification are likely to 

become extinct. This may be so because they are mostly an internal income fund without 

corporate level abilities to generate valuable complementarities among their resources to face the 

challenges of the environment (Teece et al., 1994). An underlying assumption of the corporate 

coherence argument is that while less profitable firms will become extinct because they lose 

resources, more profitable firms survive because they acquire resources and grow (Lien & Klein, 

2009). However, as indicated by Lien and Klein (2009) the factors that affect a firm’s levels of 

coherence are, for the most part, still unknown.  

Arguments rooted in organizational capabilities and knowledge perspectives provide 

explanations to understand what may help to build coherence in diversification. Teece et al. 

(1994) argue that in addition to the selection environment, coherence is a function of 

organizational learning and path dependencies that are shaped by the firms existing competencies 

(what firms can do) and complementary assets (what firms possess to do what they can do). In 

line with Teece et al. (1994), other arguments indicate that a firm’s knowledge base can be a 
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source of coherence because it helps to find and exploit new resource complementarities. Foss 

and Christensen (2001) suggest that coherence can germinate from strong organizational 

competencies that allow firms to generate and exploit valuable resource complementarities from 

their accumulated stock of knowledge. Foss and Christensen (2001) further argue that strong 

capabilities can permit firms to diversify to distinct product-markets while still keeping a strong 

underlying communality. Given the early development of theory in corporate coherence, Lien 

and Klein (2009) suggest that future studies may address corporate coherence as a dependent 

variable to be explained by a variety of factors.  

Finally, an intriguing insight from the arguments underlying corporate coherence is that 

firms that diversify coherently on the basis of capabilities or knowledge may be able to 

successfully diversify to unrelated product-market areas and resist the selection forces of the 

environment. Desmond (2007) argues that strong capabilities that may germinate from a firm’s 

knowledge base can help the firm to diversify to different unrelated business areas. He speculates 

that firms with broad and diverse knowledge bases can be effective at integrating resources in 

new and perhaps novel ways that enable them to diversify to distant product-market areas and 

realize high performance due to first mover advantages. Notably, if Desmond is correct, his 

argument may help to explain why, as mentioned above, previous empirical evidence suggests 

that seemingly unrelated-diversified firms in the product–market dimension do achieve 

reasonable levels of performance, and why a high degree of coherence is a property of most 

modern diversified corporations. Based on the above, the corporate coherence approach to 

unrelated diversification may be an area worth exploring more deeply in future research. 

In summary, corporate coherence theory suggests that firms can diversify for other 

reasons, such as resource complementarities, that are different from economies of scope. This 
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proposition suggests that most observed, or surviving and successful, firms might be related in 

some way. Empirical evidence obtained by the survivor measure of relatedness suggests that 

most firms in the U.S. seem to diversify along a coherent or related path. Corporate coherence 

theory further indicates that in times of strong environmental selection forces the chances of 

survival for incoherent forms of diversification are limited. In addition, although strong 

arguments suggest that organizational knowledge and capabilities may play a role in building 

corporate coherence, the factors that can help firms to build coherence and survive 

environmental selection forces need more examination. Finally, arguments rooted in corporate 

coherence theory indicate that some firms may successfully diversify to seemingly unrelated 

business areas and still be profitable and survive harsh selection forces. Nevertheless, corporate 

coherence is not the only intervening factor that can affect the relationship between 

diversification relatedness and firm performance. Experience in different governance modes may 

also affect such relationship.  

 

Experience in Diversification Modes 

A complete research stream investigates how experience in the governance modes of 

acquisitions and joint ventures affects the performance outcomes of firms that engage in them. In 

general, in a learning curve fashion, the more firms carry out acquisitions or joint ventures, the 

more effectively they may carry out acquisitions or joint ventures in the future, as from 

experience (learning-by-doing), firms can develop especial capabilities to successfully carry out 

these different governance modes (Dyer et al., 2004; Helfat & Lieberman, 2002; Wang & Zajac, 

2007). Such capabilities may help firms to be more effective at identifying acquisition targets or 

venture partners, and integrating newly acquired units or negotiating venture agreements (Helfat 
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& Lieberman, 2002). This learning-by-doing reasoning has found mixed support in the literature 

(Barkema & Schijven, 2008; Haleblian et al., 2009); however, other more vicarious ways of 

learning from inter-organizational experiences support the argument that experience matters 

(e.g., Delong & Deyoung, 2007).  

Concerning acquisitions, existing research indicates that experience in similar 

acquisitions is important for firms. Based on transfer theory, Haleblian and Finkelstein (1999; 

2002) argue that experience in similar acquisitions is beneficial because firms can directly apply 

the knowledge gained from past acquisitions to a new one. However, they indicate that when a 

new acquisition is different a negative transfer effect occurs and firms are likely to apply 

acquisition lessons to inappropriate settings. Haleblian and Finkelstein (1999), hence, concede 

that when firms apply their experience to similar acquisitions, performance may improve; 

nevertheless, when firms apply their experience to less similar acquisitions, performance may 

decrease. Several studies have found that the degree of similarity between acquisition partners 

does matter for firms to reap the benefits of their past acquisition experiences (e.g., Finkelstein & 

Haleblian, 2002; Laamanen & Keil, 2008).  

Despite the compelling arguments concerning the value of past similar acquisition 

experience, there are several challenges to such argument. Zollo and Winter (2002) argue that 

only firms which codify the knowledge that they gain from past acquisition experiences can 

develop a capability to successfully integrate newly acquired firms. Zollo and Singh (2004) 

found support for this position, which suggests that it is not relatedness per se that seems to 

matter, but the deliberate efforts of firms to learn from their experience. Experience does not 

automatically mean learning (Schijven & Barkema, 2008); firms have to purposively learn from 

their experiences. Following a similar reasoning, Chatterjee (2009) argues that it is experience in 
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a specific business logic, or clear strategic purpose to make acquisitions, rather than experience 

in related acquisitions, that seems to help serial acquirers to avoid overpaying for an acquisition, 

creating then more value for shareholders.  

In line with the above arguments, empirical evidence suggests that experience in related 

acquisitions may not always be the best option for firms. Hayward (2002) found that firms that 

have a balanced experience in related and unrelated acquisitions can realize higher performance 

than firms that have experience only in related acquisitions. He argues that although experience 

in related acquisitions may help firms to specialize in some types of acquisitions, when 

environmental forces call for other types of acquisitions, then firms which have more 

heterogeneous experiences may gain superior performance. Along these lines, Schijven and 

Barkema (2007) found that firms with heterogeneous experience develop a more widely 

applicable acquisition capability. More recently, Kim and Finkelstein (2009) found that it is 

diversified firms which have acquisition experiences outside of a focal industry, rather than 

focused firms, which can better obtain benefits from resource complementarities, and hence, 

higher performance.  

Concerning joint ventures, the literature suggests a scenario similar to that of 

acquisitions. As might be predictable considering the benefits of learning-by-doing, research 

suggests that experience in joint ventures is generally positive for firms (Dyer & Singh, 1998). In 

other words, the more firms participate in joint ventures, the more effectively they can perform 

in future joint ventures. From experience, firms can develop a relational capability that may help 

them to select more appropriate partners, to better select the choice of governance mechanisms, 

and to be more effective in the general management of the alliance (Anand & Khanna, 2000). 

Research on joint ventures suggests that firms can develop two types of experience. These are 
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general alliance experience and partner-specific experience. Although the literature suggests that 

both of them can be beneficial for firms, empirical results are mixed concerning their relative 

value (e.g., Hoang and Rothaermel, 2005). 

General joint venture experience refers to the accumulated experience that firms gain 

through all their joint ventures regardless of their specific partners. Although there is evidence 

that this general experience can help firms to reap the benefits of their joint ventures (e.g., Kale, 

Dyer & Singh, 2002), there seem to be several exceptions to this conclusion. For example, 

Anand and Khanna (2000) found that only firms which formed R & D joint ventures benefited 

from past general experience. They found null positive experience effects on other types of joint 

ventures such as marketing joint ventures. Dussauge, Garrette, and Mitchell (2000) further 

indicate that general experience may not benefit most firms. They found that given that 

experience may be asymmetric between partners in a joint venture, more experienced firms may 

use that experience as a Trojan horse to enter new markets by taking over the less experienced 

partner, whose capabilities they can more rapidly learn.  

Echoing Kogut (1988), and as an explanation for the inconsistent positive effects of 

general joint venture experience on joint venture performance, Gulati, Lavie, and Singh (2009) 

suggest that general joint venture experience may not be fungible across different types of joint 

ventures. They argue, and actually found, that when joint ventures are heterogeneous, it may be 

partner-specific experience, rather than general joint venture experience, which can help to 

improve joint venture performance. Through partner-specific experience, firms can develop trust 

that deters opportunistic behaviors (Kogut, 1988) and hence catalyzes learning and cooperation 

between partners (Gulati et al., 2009). 
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In the end, whatever source of experience is more relevant for firms, recent research 

indicates that the benefits of general and partner-specific joint venture experiences are not 

infinitely positive for firms. Hoang and Rothaermel (2005) found that both types of experience 

exhibit diminishing returns for firms. In other words, the value of joint venture experience may 

even decline over time as firms accumulate more. Finally, just as acquisitions literature does, 

joint ventures research indicates that heterogeneous joint venture experience is also positive for 

firms because it fosters creativity that benefits the alliance (Reuer et al., 2002).   

A synthesis of the research on firms’ experience with acquisitions and joint ventures 

suggests that experience matters. Prior experience in different governance modes seems to be 

important for firms to develop the capabilities needed to identify proper targets or partners and to 

actually integrate or manage new business units in a way that can yield positive returns for 

shareholders. The literature, however, indicates that the value of experience may not always be 

positive. Consequently, the value of experience seems to depend on several circumstances, such 

as heterogeneity and specificity, that present and future research might explore in more depth. 

Going back to the relationship between diversification type and performance, in addition to 

corporate coherence and experience in diversification modes (which in some respect refer to a 

firm’s abilities to diversify), some industry-wide factors associated with the motives that firms 

have to diversify can also affect the relationship between diversification relatedness and 

performance (Hoskisson & Hitt, 1990; Ramanujam & Varadarajan, 1989). Next, I explore such a 

possibility.  

 

 

 



 
 

51 

Adverse Industry Influences on Organizations and Diversification 

The effect of environmental adversity on organizations is a contemporaneous 

preoccupation in the organizational disciplines research. Ever since the emergence of open 

systems theory, environmental influences on organizations have been documented in the 

literature. Open systems theory suggests that organizations are systems that need interaction with 

their external environment in order to import energy, avoid deterioration (entropy), and reach a 

constant state of equilibrium (homeostasis) (Katz & Khan, 1978). However, environmental 

impacts on organizations can be positive or negative depending on how they enhance or threaten 

organizational effectiveness and survival. While some environmental factors that affect 

organizations can represent opportunities, other factors can represent serious threats to long-term 

viability and survival.  

Porter (1979) provides one of the most influential frameworks for understanding the way 

in which specific forces can affect firms within existing industries. Porter’s model, rooted in 

industrial organization economics, suggests that five major forces, the threat of new entrants and 

substitutes, the bargaining power of suppliers and buyers, and the intensity of rivalry among 

competitors, can adversely affect the profitability of different industries. Close substitutes or a 

high threat of new entrants, for example, can put a ceiling on the prices that industry incumbents 

can charge. This situation can even be more adverse if, in addition, the industry’s suppliers are 

powerful because they operate in a non-competitive industry (e.g., a monopoly). Porter’s 

arguments have been highly influential for an entire body of research that from the strategic 

management perspective examines the way firms can respond to, or even take advantage of, 

adverse industry forces.  
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Along the line of research that focuses on industry-level adversity, the effects on firms of 

other industry-level factors such as dynamism, complexity, and munificence have been widely 

researched. This stream of research fuels a commonly held view that low munificence, high 

dynamism, and high complexity, individually or in tandem, represent adverse conditions for 

business because they can limit a firm’s growth options and profit potential (Dess & Beard, 

1984; Sharfman & Dean, 1991). Whatever the sources of industry-level adversity are, empirical 

evidence suggests that industry effects are important to study as they explain approximately 20 

percent of the variance in firm performance (McGahan & Porter, 1997; Rumelt, 1991); and these 

effects have been found to be more stable than firm-specific effects on performance (McGahan, 

1999).   

Different theoretical traditions diverge on the ways organizations respond to an adverse 

environment. Some theories such as contingency theory and resource dependence theory concede 

that by means of structural arrangements organizations can adapt to, or at least soften, adverse 

environmental conditions. Other theories, nonetheless, indicate that environmental adversity can 

be very risky and even lethal for organizations. For example, population ecology theory suggests 

that environmental forces can make entire populations of organizations disappear because they 

are inert and cannot effectively adapt to the demands of an ever-changing environment (Hannan 

& Freeman, 1977). At a high level of conceptualization, population ecology theory predicts that 

in the long run organizations can be selected out by a variety of environmental forces.  

From a more optimistic perspective, and under the assumption that firms could control 

their destiny, strategic management research suggests that firms can face environmental 

adversity by means of different business and corporate level strategies2. Research on business 

                                                 
2 Ansoff (1979) proposes the term “enterprise level strategy.” He argues that strategy at this level deals with social 
legitimacy issues and other broad external pressures that are not industry-specific. Classic research in strategy 
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level strategy suggests that firms have different alternatives to deal with an adverse environment. 

Porter (1980) suggests that by means of three different generic strategies, namely, cost 

leadership, differentiation, and focus, firms can position themselves in a place within the industry 

where they can best defend from, and even turn to their favor, the five industry forces. Recent 

trends in business level strategy research suggest that firms can survive and even create 

competitive advantage under conditions of an adverse environment if they possess dynamic 

capabilities that enable them to create new constellations of resources to address difficult 

environments (Teece, Pisano & Shuen, 1997). Rindova and Kotha (2001), for example, found 

that dynamic capabilities at Yahoo! have enabled the company to survive and profit in the very 

turbulent internet browsers industry.  

At the corporate level, a long research tradition in strategic management suggests that 

corporate diversification can be a response, or solution, for firms to deal with environmental 

adversity and its associated risks. Diversification can be a tool for firms to diversify the risk of 

being dependent upon a structurally adverse industry (Bettis & Mahajan, 1985; Hill & Hansen, 

1991). Diversification can also help firms to spread the risk associated with the business cycle 

(Amit & Livnat, 1988a). The more uncorrelated the revenue streams of the different industries in 

which a firm is engaged, the more insulated such a firm can be from the cyclicality of the 

economic environment (Hill, 1983). Bergh and Lawless (1998) provide evidence that a firm’s 

diversification strategy is sensitive to environmental conditions. In line with this reactive 

rationale for diversification, defensive diversification theory indicates that firms operating in 

structurally adverse industries may have an incentive to diversify to unrelated industries so they 

can escape from such conditions (Christensen & Montgomery, 1981; Hopkins, 1991).  

                                                                                                                                                             
(Schendel & Hoffer, 1979), however, includes enterprise level strategy issues in the realm of corporate and business 
level strategy. In this study I follow this perspective.  
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Research suggests that environmentally driven diversification activities may not help 

firms to improve performance, nonetheless. Financial economics arguments indicate that if 

diversification can help firms to reduce risk, it may not lead to high performance because the 

lower the risk the lower the expected return. Amit and Livnat (1988a, 1988b, 1988c) found 

consistent support for this rationale. Partially taking issue with Amit and Livnat’s findings, 

Lubatkin and Chaterjee (1994), and Lubatkin and Lane (1996) argue and actually found that risk-

spreading diversification both elevates risk and decreases performance. Finally, Teece et al. 

(1994) argue that environmentally driven diversification may be ineffective. This may be so 

because firms begin relying on financial devices rather than on efficiency mechanisms to face the 

challenges of the environment. Existing empirical evidence, in sum, indicates that diversification 

driven by environmental adversity may deteriorate rather than enhance firm performance (e.g., 

Hill & Hansen, 1991; Keats & Hitt, 1988).  

Some time ago, Hoskisson and Hitt (1990) concluded that the effects of industry structure 

on the relationship between diversification and performance needed further scrutiny in 

mainstream diversification research. However, their advice does not distinguish among different 

diversification modes. The impact of industry structure variables on the relationship between 

different modes of diversification and performance may, thus, be an area worth exploring in 

more depth, as attempted below in this study’s hypotheses section. 

 

Summary of the Literature Review and Research Questions 

The previous sections highlighted what it is known about the areas that fall within the 

scope of this study. An integration of this extensive body of research helps to highlight areas that 

need further scrutiny in order to move the field of strategic management, and more concretely the 
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field of corporate level strategy, forward. Below, I attempt such an integration with the purpose 

of identifying the research gap that motivates the present study. 

Research suggests that diversification can be of two types depending on its degree of 

relatedness. These two types of diversification are related and unrelated diversification. Related 

and unrelated diversification can provide different benefits to firms. On the one hand, related 

diversification enables corporations to obtain synergies from the sharing of indivisible resources 

for which there are no efficient markets. However, related diversification can be problematic 

because of mismanagement of the shared resources and other implementation factors. On the 

other hand, unrelated diversification can help firms to spread the risk of high profitability 

variations. Unrelated diversification, though, can be problematic because the pursuit of financial 

economies can provoke more problems than the advantages that it can provide. Overall, an 

extensive amount of empirical work suggests that related diversification is likely to be more 

profitable than unrelated diversification. This conclusion, however, is contested by the fact that 

there are unrelated-diversified firms that seem to perform at least as well as more related-

diversified firms do.  

Several explanations have been offered to explain the inconclusive results between 

diversification relatedness and performance. Strategy implementation, as well as measurement 

and level of analysis issues, are among such explanations. Strategy implementation and 

measurement issues have been widely addressed in diversification research. Level of analysis 

issues, however, have been infrequently addressed in diversification research that, for the most 

part, keeps the entire business portfolio as the focus of the study (e.g., Kumar, 2009; Wiersema 

& Bowen, 2008). Although several calls encourage the study of diversification at the addition of 

new business units’ level of analysis, the addition of business units to existing companies enters, 
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for the most part, into the realm of acquisitions, joint ventures, and other specific governance 

modes research. Although these adjacent fields of corporate level strategy deal with the degree of 

relatedness of acquisitions and joint ventures to focal firms, they usually do so just tangentially 

in the context of the diversification strategy (as exceptions, see Luo, 2002 on joint ventures; and 

Park, 2003 on acquisitions).  

As reviewed above, a firm’s diversification activities can be carried out in different 

governance modes. Acquisitions and joint ventures are two modes that firms can utilize to carry 

out their diversification actions. Research suggests that acquisitions and joint ventures can 

provide firms different advantages if they are utilized under the appropriate circumstances. Both 

acquisitions and joint ventures have been associated with several drawbacks that can render them 

ineffective. Given the distinct structural and strategic characteristics of acquisitions and joint 

ventures, the relationship between the type of diversification and performance may vary 

according to the governance mode that firms use to diversify.  

In addition to the above, several variables may affect the relationship between 

diversification and performance and hence may help to explain why under certain circumstances 

some unrelated-diversified firms can experience high performance levels. Corporate coherence 

theory suggests that some firms may have the capacity to create valuable new combinations of 

resources that can be exploited in distant markets. If some firms can exploit such combination of 

resources in unrelated markets, then although in the product-market dimension they may appear 

to be unrelated, they, in fact, may be related because they diversify to areas that share some, 

although perhaps unknown, communality.  

Heterogeneous experience in the actual governance mode that firms use to diversify is 

another variable that can affect the relationship between diversification relatedness and 



 
 

57 

performance. Research suggests that due to several learning mechanisms (e.g., learning-by-

doing), firms may develop special capabilities that could help them to better reap the benefits of 

their acquisitions and joint ventures. Given that heterogeneously experienced firms may have 

more widely applicable relational capabilities, they may be better able to identify and more 

accurately valuate acquisition targets. Similarly, they may be more effective in the identification 

of venture partners and the general management of the venture. If this is plausible, then 

heterogeneous experience in the governance mode may affect the association between 

diversification and performance.  

Finally, variables that capture the degree of structural adversity in an industry may also 

affect the relationship between diversification and performance. These variables can signal the 

likely motives that firms have to diversify. Given that research suggests that firms that are 

pushed by environmental conditions to diversify may do so for non-efficiency reasons (e.g., risk 

spreading), then they may not generate high returns from their diversification actions. If we 

accept this reasoning, then structural conditions of the diversifying firm’s core industry may 

affect the relationship between performance and diversification carried out by different 

governance modes. Notably, corporate coherence theory supports the idea that industry-level 

variables have an effect on the diversification-performance relationship. The theory suggests that 

firms that try unrelated diversification in the hopes of the recovery of a shrinking performance 

may be selected out, as they begin to rely more on financial devices rather than on strong 

competencies that may help to create new combinations among resources to deal with 

environmental adversities.  

Taking into account the foregoing synthesis of existing research, the following questions 

are worth considering: For the diversification modes of acquisitions and joint ventures, what is 
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the relationship between a diversification action’s degree of relatedness (or type) and 

performance? For these diversification modes, how does the relationship between the degree of 

relatedness of specific diversification actions and performance change under varying degrees of 

corporate coherence, heterogeneous experience, and industry adversity? Unlike classic 

mainstream diversification inquiry, and in order to answer these questions, here I focus on the 

addition of new business units to firms rather than on the firms’ entire business portfolio. The 

examination of the performance implications associated with the addition of new business units, 

either by acquisition or by joint venture, is important for diversification research. Dess et al. 

(1995) and Hitt et al. (1998) argue that the association between diversification and performance 

may be confounded if it is examined by associating the degree of relatedness of complete 

business portfolios to corporate performance.  

Figure 3 (shown in Chapter I as Figure 1, but repeated here for the sake of illustration), 

summarizes the above literature review. Figure 3 shows that there may be an inverted-U shaped 

relationship between the degree of relatedness of individual acquisition and joint venture 

diversification actions and performance. This relationship is likely to be moderated by a firm’s 

level of coherence, their heterogeneous experience in the proper diversification modes, and 

industry adversity as discussed above. 

Next, in the following paragraphs, I elaborate on this research model. I make specific 

predictions concerning a possible inverted curvilinear relationship between diversification 

actions carried out by different governance modes and performance. I also elaborate on how the 

previously discussed moderating variables may affect such relationship. 
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FIGURE 3 
Research model: The Moderated Relationship between the Degree of Relatedness of 

Individual Diversification Actions and Firm Performance 
 
 

 
 

Hypotheses 

Baseline Relationships 

As indicated above, in theory, both related and unrelated diversification can help firms to 

increase performance. Extensive empirical evidence, nonetheless, suggests that this may not be 

the case. Performance seems to increase as firms move from high to medium related areas, but 

then it decreases as firms move from medium to low related (or unrelated) areas. Although this 

outcome may vary across diversification modes, in general, and in accordance with 

diversification literature, an inverted-U shaped relationship between relatedness and performance 

may occur when firms perform individual diversification actions. Below I elaborate on a case 

that indicates that as firms’ acquisitions and joint ventures begin to lose relatedness (moving 

from high to medium relatedness) the benefits of diversification are likely to outweigh the 

negatives, and hence, performance may increase. However, as a firm’s acquisitions and joint 

ventures become progressively less related (moving from medium to low relatedness), the 
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negatives of diversification are likely to start outweighing the positives. Under these conditions, 

performance may begin to suffer and, thus, the initially increasing association between 

diversification and performance makes an inflection and begins to head down. This makes the 

overall relationship between a diversification action’s degree of relatedness and performance an 

inverted-U shaped one as explained below for each diversification mode.  

Concerning acquisitions, there are several reasons to expect that as firms move from high 

to medium related areas performance is likely to increase. As a firm’s acquisitions begin to lose 

relatedness, firms may be able to take advantage of opportunities (e.g., growth) in different, 

although adjacent, industries where their resources are valuable (Montgomery & Wernerfelt, 

1988). Acquisitions made in moderately related areas may help firms to increase total revenue 

while they also realize economies of scope (Gary, 2005). Economies of scope help firms to 

elevate profit margins because the joint cost of producing or merchandising several related 

products is likely to be lower than the cost of producing or merchandising such products 

separately (Teece, 1982). As a firm’s acquisitions move from high to medium relatedness, firms 

are also more likely to avoid the problems associated with very closely related acquisitions. 

Among these problems might be the closure of redundant facilities that upsets employees across 

related units (Lubatkin & Lane, 1996) and the possible depletion of the strategic resource that 

business units share due to the increased volume introduced by the addition of highly related 

units (Gary, 2005).    

Although making acquisitions has potential negatives (e.g., the miscalculation of a 

target’s value), when firms make acquisitions in related areas these problems are not likely to 

outweigh the benefits of diversification. Similarity between firms from related industries reduces 

the likelihood that acquiring firms will overpay for an acquisition, as firms from related 
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industries are likely to control similar resources, which in turn facilitates a more accurate 

valuation of acquisition targets (Balakrishnan & Koza, 1993; Reuer & Koza, 2000). Because 

acquiring firms and their targets control similar resources, after the acquisition has taken place 

acquiring firms more easily digest, or absorb, the resources of their targets (Hennart & Reddy, 

1997). However, as a firm’s acquisitions move from medium to low relatedness areas, the 

negatives of diversification may start outweighing the benefits.  

As a firm’s acquisitions lose more relatedness (moving from medium to low relatedness) 

their benefits may begin to wane. As acquisitions become less and less related, synergies start 

evaporating because strategic resources begin losing value creation potential in distant industries 

where they are just not fungible (Montgomery & Wernerfelt, 1988). Although business units 

with limited synergy potential may be managed on a strictly financial productivity basis (Hill et 

al., 1992), limited synergy makes unrelated units vulnerable in their competitive arenas. To their 

disadvantage, unrelated units have to compete alone against other more focused firms whose 

units operate as a team because they can share resources and competencies (Lubatkin & Lane, 

1996). Furthermore, if an unrelated acquisition is in trouble, corporate management may be 

unable to assist it. Corporate managers may lack an appropriate dominant logic to adequately 

perceive, and hence efficiently respond, to the competitive dynamics of a variety of unrelated 

industries (Prahalad & Bettis, 1986). To make things worse, as the benefits of unrelated 

acquisitions begin to decrease, the negatives start becoming real threats.  

After a certain point of decreasing relatedness, the negatives of diversification are likely 

to outweigh the benefits. Firms from different markets are likely to be dissimilar in resources, 

capabilities, and strategies (Kim & Finkelstein, 2009). A high degree of dissimilarity between 

firms from distant markets makes it likely that the acquisition target can enjoy an information 
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advantage over the acquiring firm concerning its real potential for value creation (Balakrishnan 

& Koza, 1993). When the acquiring firm is uncertain about the acquisition target’s potential for 

value creation, the bidding process can make acquiring firms overpay for the acquisition targets 

(Reuer & Koza, 2000). Acquiring firms, hence, may experience a winner’s curse effect whereby 

they never get real benefits from the acquisition. In addition, the digestibility of incrementally 

unrelated targets becomes more and more difficult for acquiring firms given the incremental 

degree of dissimilarity among the resources of both firms (Hennart & Reddy, 1997). Given that 

after a point the negatives of diversification begin to outweigh its benefits, I formally posit an 

inverted curvilinear effect of diversification relatedness on performance as stated below.  

Hypothesis 1. There is an inverted-U shaped relationship between the degree of 
relatedness of acquisition diversification actions and performance.   

 

Concerning joint ventures, there are also several reasons to expect that as firms move 

from high to medium-related areas performance is likely to increase. As firms form joint 

ventures with increasingly less related partners (from high to medium relatedness), they can enter 

increasingly less related industries by sharing the risk with their venture partners. Firms benefit 

from these joint ventures because as relatedness decreases they can learn from their venture 

partners new, or non-overlapping, knowledge and competencies (Lane & Lubatkin, 1998; 

Dusauge et al., 2000). This knowledge and competencies benefit firms in the present and in the 

future. In the present, firms can broaden their knowledge and capability bases, which can help 

them become more effective (Lane & Lubatkin, 1998). In the future, firms learn about the new 

industry so they can eventually acquire the venture and fully expand into the new industry 

(Kogut, 1991). As joint venture partners lose relatedness, the knowledge benefits that firms can 

obtain through joint ventures are likely to become greater given the novelty of the knowledge 
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and capabilities that firms can learn. Empirical evidence suggests that the stock market reacts 

positively when firms form joint ventures with partners that are outside of their primary industry 

(Ho-Park & Kim, 1997; Johnson & Houston, 2000; Reuer & Koza, 2000). 

Although forming a joint venture has its risk due to inter-firm rivalry among venture 

partners, as joint venture partners lose relatedness inter-firm rivalry decreases, enhancing the 

benefits of the joint venture. Incrementally less related venture collaborates are less likely to be 

similar, and therefore, less likely to compete with each other (Wang & Zajac, 2007). Less 

competition among firms in a venture reduces managerial complexity as the potential for 

opportunism (e.g., undue knowledge appropriation) between direct competitors decreases (Ho-

Park & Russo, 1996). A lower threat of opportunism among venture partners breeds trust, which 

in turn facilitates knowledge transfer among venture collaborates (Kale, Singh & Perlmutter, 

2000). However, as joint venture partners become incrementally less related, knowledge transfer 

becomes more difficult and the negatives of joint ventures become more pronounced.   

As joint venture partners lose more relatedness (moving from medium to low relatedness) 

the benefits of the joint venture begin to wane. Although joint ventures may allow firms to learn 

about new markets, organizational learning is a path-dependent phenomenon. Diversifying firms 

are unlikely to learn incrementally unrelated knowledge for which they do not already have any 

background (Teece et al., 1994). The effective absorption of new knowledge and capabilities 

requires firms to have some previous knowledge that needs to be somewhat similar to the new 

knowledge (Cohen & Levinthal, 1990). Based on this reasoning, effective inter-organizational 

learning requires student firms to possess some knowledge background similar to that of the 

teacher firms so they can see the value of the new knowledge, more easily absorb it, and be more 

effective at its application for commercial purposes (Lane & Lubatkin, 1998). If inter-



 
 

64 

organizational learning is facilitated by the degree of similarity among firms in the venture, then 

after a certain point the benefits of forming joint ventures with increasingly less related partners 

evaporate. This may be so, as diversifying firms may be unable to learn from their venture 

partners the skills and competencies that they intend to. Ho-Park and Kim (1997) argue that an 

increasing level of information asymmetry (which increases as venture partners get increasingly 

unrelated) makes it difficult for firms to assimilate the knowledge of their venture partners. 

To make things worse, after a certain point of decreasing relatedness, the negatives of 

diversified joint ventures are likely to outweigh the already declining benefits. When firms form 

joint ventures with increasingly unrelated companies, they may put themselves at a disadvantage 

against their partners if the distance between the venture partner and the joint venture is shorter 

than the distance between both venture partners. Because the venture partner may be more 

familiar with the venture’s activities than the diversifying firm is (Garcia-Casarejos et al., 2009), 

the venture partner can benefit more from the venture and may also act opportunistically because 

its information advantage can tempt it to cheat (Ho-Park & Kim, 1997). In order to deter the 

venture partners’ opportunistic behavior, firms are likely to increase managerial complexity (e.g., 

more formal structures or bureaucratic controls), which in turn increases costs to the level where 

the benefits of the joint venture can become lower than the cost that it creates (Ho-Park & 

Ungson, 2001). When the cost of the venture is greater than its benefits, firms have an incentive 

to dissolve the joint venture. Empirical evidence suggests that the stock market does not always 

react positively when firms form joint ventures with unrelated partners (e.g., Chan, Kensinger, 

Keown & Martin, 1997; Koh & Venkatraman, 1991).  

Based on the above discussion, if as a firm’s joint ventures begin to lose relatedness 

benefits outweigh the negatives, but after a point of decreasing relatedness the positives decline 
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and the negatives raise, then it is reasonable to expect an inverted curvilinear effect of 

diversification relatedness on performance for joint ventures. 

Hypothesis 2. There is an inverted-U shaped relationship between the degree of 
relatedness of joint venture diversification actions and performance.  

 

The Moderating Role of Corporate Coherence 

As reviewed above, corporate coherence theory suggests that coherent firms are related in 

some way in addition to, or regardless of, the product-market dimension. Corporate coherence 

theory indicates that firms diversify coherently when they add new business units that are likely 

to be related by some technology or competence to some of their existing business units 

(Piscitello, 2000; Teece et al., 1994). However, a firm’s knowledge bases and competencies are 

path-dependent and so highly coherent companies (the ones that only diversify in a related 

manner) are unlikely to diversify to areas that are beyond the range of their existing knowledge 

and competencies (Teece et al., 1994). In other words, highly coherent firms are unlikely to enter 

markets for which they do not already have some knowledge or competencies to deploy 

resources in a valuable way. However, as reviewed above, coherence is a type of business 

relatedness that is not necessarily reflected in a firm’s product-market spectrum.  

Corporate coherence can moderate the association between an acquisition’s degree of 

relatedness and performance. Unlike low coherent firms, highly coherent firms diversify in order 

to generate synergies of some type rather than to pursue financial economies (Teece et al., 1994). 

Even when a highly coherent firm diversifies to unrelated areas, it can realize synergies and other 

benefits because such areas are likely to share some underlying communality with some of the 

firm’s existing lines of businesses. As previously mentioned, valuable communalities among a 

firm’s business units increase the possibility for firms to realize synergies. Hence, coherent firms 
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that acquire seemingly unrelated targets may not necessarily experience the profitability issues 

associated with truly unrelated acquisitions that given their limited synergy potential are likely to 

be managed on a purely financial productivity basis. As stated before, managing business units 

on a financial basis can harm performance because this practice leaves unrelated business units 

vulnerable to the competition of more focused firms (Lubatkin & Lane, 1996). If the above is 

possible, then highly coherent firms may experience less declining, or even greater, benefits from 

their progressively less related acquisitions than low coherent firms.  

In addition to be able to avoid declining benefits, coherent firms that diversify to 

unrelated areas might avoid some of the negatives associated with such diversification actions. If 

highly coherent firms are likely to make acquisitions that keep communality with their current 

businesses, then they may have a low likelihood of overpaying for their (seemingly) unrelated 

targets. Communalities among a firm’s business units (relatedness) increase the acquiring firm’s 

knowledge about the target’s true potential for value creation (Balakrishnan & Koza, 1993). As 

noted above, when firms are well informed about the target’s true value creation potential, they 

are unlikely to overpay for their acquisitions (Reuer & Koza, 2000). If the above arguments are 

possible, then corporate coherence could moderate the association between diversification 

relatedness and performance for firms that diversify through acquisitions.  

Corporate coherence can also moderate the association between diversification 

relatedness and performance for joint ventures. A high degree of coherence (or relatedness) 

means that a firm’s business units remain related in a meaningful respect, although they may 

apparently be only slightly related in product-market terms (Foss & Christensen, 2001). 

Extending this argument to the joint venture context indicates that, under conditions of high 

coherence, seemingly unrelated joint venture partners are in fact likely to share a valuable 
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communality. Communalities between venture partners increase the likelihood that they share 

some similar knowledge (Vonortas, 1999). A higher degree of knowledge similarity between 

student (diversifying) firms and teacher (venture partner) firms increases the chance that student 

firms will absorb the knowledge of the teacher firms and be more effective at its commercial 

application (Lane & Lubatkin, 1998). If this is possible, then highly coherent firms may not lose 

their effectiveness to benefit from their joint ventures even when some of their joint ventures 

may be formed with progressively (seemingly) unrelated partners.  

In addition to the above, high coherence may inhibit some negatives as firms make joint 

ventures with increasingly less related partners. Given that highly coherent firms may share some 

communality with their venture partners, they may not necessarily experience lower familiarity 

with the joint venture than their partners even when the distance between the joint venture and 

the venture partner may be shorter than the distance between the two companies in the joint 

venture agreement. High familiarity with a joint venture deters potential opportunistic behavior 

by joint venture partners (Ho-Park & Kim, 1997), which in turn curbs managerial complexity, 

and hence the cost of the venture (Ho-Park & Russo, 1996). 

Overall, if under conditions of high coherence the negatives of diversification might not 

outweigh the benefits as firms move into incrementally less related areas, then one can expect 

that coherence will moderate the relationship between diversification relatedness and 

performance. This is formally suggested by the following two hypotheses for acquisitions and 

joint ventures respectively. 

Hypothesis 3. The firms’ level of corporate coherence moderates the inverted-U shaped 
relationship between the degree of relatedness of acquisition diversification actions and 
performance. 
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Hypothesis 4. The firms’ level of corporate coherence moderates the inverted-U shaped 
relationship between the degree of relatedness of joint venture diversification actions and 
performance.   

 

The Moderating Role of Heterogeneous Experience  

Previous research indicates that experience in acquisitions and joint ventures is a factor 

that can help firms to benefit from their acquisition and joint venture activities and, by extension, 

from their diversification actions. A commonly held view suggests that, in a learning-by-doing 

fashion, the more firms make acquisitions or joint ventures the more they can develop 

capabilities to more effectively carry out such movements (Schijven & Barkema, 2008). From 

the experience of past acquisitions, firms develop capabilities not only to identify acquisition 

targets more correctly but also to valuate them more accurately (Helfat & Lieberman, 2002). 

From past experience in joint ventures, firms may develop a relational capability that can help 

them to more appropriately select alliance partners and to be more effective at the general 

management of the joint venture (Anand & Khanna, 2000). Nonetheless, firms may develop 

experience from certain types of acquisitions or joint ventures (e.g., those in related markets) that 

are not relevant to other types of acquisitions and joint ventures (e.g., those in unrelated 

markets). Given that experience with a specific type of acquisition and joint venture may not be 

fungible across different types of such activities (Hayward, 2002; Reuer et al., 2002), firms with 

more heterogeneous experiences may be better able to realize high performance as they move 

into unrelated domains.  

Although research suggests that experience in related acquisitions can help firms to 

perform better in their subsequent acquisitions, it can also hinder the performance of firms that, 

for several reasons, enter into increasingly less related domains. Through increasing experience 

in related acquisitions, firms gain a homogeneous experience that helps them to develop and 



 
 

69 

hone their capabilities to valuate and integrate target firms (Haleblian & Finkelstein, 1999). In 

order to avoid a negative transfer effect, firms can only safely generalize such experience to 

similar (related) settings (Haleblian & Finkelstein, 1999; 2002). However, when firms enter into 

dissimilar (unrelated) domains their homogeneous experience can become a liability. Because 

acquiring firms with homogeneous experience develop narrowly applicable capabilities 

(Hayward, 2002), they may improperly identify, valuate, and integrate targets when they make 

acquisitions in dissimilar domains. Not only can improper application of valuation and 

integration capabilities cause firms to overpay for their targets, but also acquiring firms can 

experience serious problems in the integration of their acquisitions (Helfat & Lieberman, 2002).  

Unlike firms with homogeneous experience, more heterogeneously experienced firms 

may benefit more from, and more efficiently curb the negatives of, their incrementally less 

related acquisitions. As an elaboration on the prior argument, firms with heterogeneous 

experience possess knowledge in a variety of acquisition settings that help them to develop more 

widely applicable capabilities to valuate and integrate dissimilar firms (Schijven & Barkema, 

2007). A proper valuation of acquisition targets makes it less likely that acquiring firms may 

overpay for their acquisitions (Balakrishnan & Koza, 1993). Additionally, successful integration 

of business units increases the likelihood of achieving synergies in acquisitions (Lubatkin & 

Lane, 1996). If the above is possible, then heterogeneous acquisition experience may moderate 

the association between diversification relatedness and performance for acquisition 

diversification actions.  

Concerning joint ventures, research suggests that accumulated partnering experience is 

important for firms that form new joint ventures (Anand & Khanna, 2000; Gulati et al., 2009; 

Kale et al., 2002). Partnering experience enables firms to develop relational capabilities that can 
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help them to benefit from their joint ventures (Helfat & Lieberman, 2002). Relational capabilities 

can help venturing firms become more effective at knowledge sharing and absorption because 

from prior partnering experience companies may increase absorptive capacity (Dyer et al., 1998; 

Lorenzoni & Lipparini, 1999). The knowledge that firms obtain from prior joint ventures may 

help them to develop the capacity to more effectively screen potential partners so that new and 

better resource combinations and/or complementarities can be obtained and exploited through 

the venture (Dyer et al., 1998). Experience can also help firms to develop better supervision 

skills and governance devices than can curb their venture partners’ possible opportunism 

inclinations (Kale et al., 2000). However, just as in the case of acquisitions, heterogeneous 

partnering experience may help firms to diversify safely into unrelated markets. 

Heterogeneous joint venture experience may help firms to reap the benefits and curb the 

negatives of their progressively less related diversification joint venture actions. Concerning the 

benefits, Hoang and Rothaermel (2005) argue that allying across a portfolio of partners can 

produce rich experience because this is obtained from the breadth of a firm’s partnering 

activities. If firms learn new knowledge and competencies from prior joint ventures, then the 

more heterogeneous their prior experience is the more diverse their knowledge and competence 

bases may become. A diverse knowledge base is important for firms because it increases a firm’s 

learning capacity (Cohen & Levinthal, 1990). Firms with a high level of learning capacity are 

better able to absorb the knowledge of their diverse venture partners (Dyer & Singh, 1998). In 

addition, the diverse knowledge obtained from heterogeneous experience facilitates the novel 

solutions needed to deal with dissimilar venture partners (Reuer et al., 2002). Concerning the 

negatives of unrelated joint ventures, if homogenous experience helps firms to develop 

appropriate governance devices so they can curb potential opportunistic behavior by their 
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venture partners (Kale et al., 2002), then heterogeneous experience may help firms to better cope 

with the threat of opportunism from a variety of venture partners.  

In sum, the foregoing arguments suggest the following two hypotheses about the 

influence of heterogeneous experience on the association between diversification relatedness and 

performance for acquisitions and joint ventures respectively.  

Hypothesis 5. The firms’ level of heterogeneous acquisition experience moderates the 
inverted-U shaped relationship between the degree of relatedness of acquisition diversification 
actions and performance. 

 
Hypothesis 6. The firms’ level of heterogeneous joint venture experience moderates the 

inverted-U shaped relationship between the degree of relatedness of joint venture diversification 
actions and performance.   

 

The Moderating Role of Industry Adversity 

As indicated above, some industry-level environmental forces can adversely affect 

business organizations. Environmental adversity can induce firms to diversify, as diversification 

can be a route for firms to escape from adverse environmental conditions (Christensen & 

Montgomery, 1981). 

Defensive diversification theory, in some respect, justifies a firm’s diversification 

activities when they experience shrinking performance due to industry conditions. Defensive 

diversification theory suggests that firms which face non-attractive industry conditions (e.g., low 

growth) may have to use diversification defensively in order to escape from such conditions and 

improve their performance levels (Christensen & Montgomery, 1981). Given that related 

markets may likely share structural conditions similar to the non-attractive industries that firms 

may be trying to escape from, they have no other choice but to find greener pastures in distant 

industries (Hopkins, 1991). Population ecology theory supports this argument, as a firm’s 

diversification into unrelated areas may be a way to escape from declining environments and 
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reduce the risk of mortality (Haveman, 1992). Empirical evidence indicates that firms that face 

tough industry conditions are likely to make unrelated acquisitions (Matsuzaka, 2001). Under 

similar conditions, some firms have also been found collaborating with increasingly distant 

alliance partners (e.g., Baum, Rowley, Shipilov & Chuang, 2005).  

However, the benefits of environmentally driven diversification actions may be limited 

(Christensen & Montgomery, 1981; Hill & Hansen, 1991). Although diversification may help 

firms to escape from adverse conditions, it may not produce high performance because under 

these conditions diversification is a risk-avoidance device rather than a value-creation tool (Hill 

& Hansen, 1991). Defensive diversification has nothing to do with efficiency reasons for 

diversification, as defensively diversifying companies are just looking to go somewhere rather 

than purposively looking for industries where their resources are likely to be of some value 

and/or where they can enter to realize real synergies. Given the limited synergy potential of 

defensive diversification actions, acquisitions made for defensive reasons are likely to be 

managed on a financial productivity basis (Hopkins, 1991). As mentioned above, there are 

several reasons to expect that the pursuit of financial economies may deteriorate acquisitions 

performance rather than enhancing it. Because defensively diversifying companies may realize 

limited benefits from their acquisitions, they may be unlikely to obtain enough benefits to 

outweigh the negatives of diversification into progressively less related areas.   

In addition to the possibility that defensively diversifying companies may not realize 

enough benefits to outweigh the negatives of their progressively unrelated acquisitions, such 

firms may also experience severe negatives in their diversification pursuits. Because defensive 

diversifying companies may acquire targets in areas that have limited similarity with the areas 

they are already in (Hopkins, 1991), companies that make acquisitions for defensive purposes 
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may likely overpay for their acquisitions. As mentioned before, limited similarity with an 

acquisition target makes it likely that the acquiring firm will overpay for the target (Balakrishnan 

& Koza, 1993).  

Concerning joint ventures, firms that form unrelated joint ventures motivated by adverse 

industry conditions may experience performance discontinuities. Extending the arguments of 

defensive diversification theory to joint ventures, firms may form unrelated joint ventures as 

stepping stones to escape from adverse industry conditions. Real options theory supports this 

rationale, as joint ventures can give firms the option to enter into unfamiliar domains and fully 

expand only if returns turn out to be positive (Bowman & Hurry, 1993; Kogut, 1991). However, 

if firms form unrelated joint ventures just to escape from unattractive industry conditions, then 

such ventures may be primarily driven by risk-avoidance behavior rather than by efficiency 

reasons. Efficiency reasons may include the usage of some knowledge or capability to learn and 

absorb the competencies and knowledge bases of their dissimilar venture collaborates (Dyer et 

al., 1998) and/or the usage of some complementary resource to collaborate with firms in other 

industries (Wang & Zajac, 2007).  

Given the lack of an efficiency reason, companies that for defensive purposes form joint 

ventures with progressively unrelated partners may not realize important benefits (e.g., 

knowledge) from these diversification actions. Without some special knowledge to learn from 

their joint venture partners, diversifying firms may not may not be able to efficiently learn 

through the joint venture agreement (Dyer et al., 1998). Additionally, limited valuable 

knowledge about the venture and the venture partner elevates the risk that the venture partner 

behaves opportunistically (Ho-Park & Kim, 1997). All together, these considerations suggest that 

when firms form joint ventures for defensive purposes they may neither realize important 
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learning benefits nor be able to deal with a potentially opportunistic partner in an effective way. 

Under these conditions the benefits of diversification may not outweigh the negatives of it as 

firms move into incrementally less related areas by means of joint ventures.  

A synthesis of the above arguments leads to the following two hypotheses concerning the 

influence of industry adversity on the relationship between the degree of relatedness of 

acquisitions and joint ventures and their performance implications.  

Hypothesis 7. The firms’ industry level of adversity moderates the inverted-U shaped 
relationship between the degree of relatedness of acquisition diversification actions and 
performance. 

 
Hypothesis 8. The firms’ industry level of adversity moderates the inverted-U shaped 

relationship between the degree of relatedness of joint venture diversification actions and 
performance.   

 

Summary 

Although diversification is a topic with a long research tradition in strategic management 

and other fields of scientific research, the association between diversification relatedness and 

performance remains inconclusive. Some theoretical perspectives suggest that diversification is 

an ineffective strategy. Other perspectives indicate that diversification can create value for firms, 

shareholders, and society. Extensive empirical research indicates that diversification can create 

or destroy value depending on its degree of relatedness, or type. Overall, there seems to be an 

inverted-U shaped relationship between diversification relatedness and performance, whereby 

performance increases from high to moderate levels of relatedness, but it decreases from 

moderate to low levels of relatedness. Nevertheless, this evidence is inconclusive; consequently, 

several explanations can be offered to shed light on these conflicting results.   

Given that the benefits of diversification are likely to be more apparent at the business 

rather than at the corporate level, diversification research may benefit from the examination of 
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individual diversification actions rather than entire business portfolios. One possible explanation 

for the inconclusive relationship between diversification relatedness and performance is a level 

of analysis issue. The true effect of diversification may be hidden by aggregation errors when 

diversification relatedness is addressed at the corporate level and then associated with an 

aggregated measure of performance. Because of this possibility, the examination of discrete 

diversification actions is encouraged. However, individual diversification actions can be carried 

out by means of several governance modes. Acquisitions and joint ventures are among such 

modes; hence, research in the fields of acquisitions and joint ventures, which do not focus on the 

strategy of diversification per se, can inform the examination of discrete diversification actions.  

The relationship between diversification relatedness and performance may be observably 

different for acquisition and joint venture diversification actions. Acquisitions and joint ventures 

are two diversification modes that vary in their structural and strategic characteristics. On the one 

hand, acquisitions entail complete integration between two firms. Acquisitions are likely to 

benefit firms that make them in related areas because they can more easily synergize with, and 

be less likely to overpay for, their acquisition targets. On the other hand, joint ventures are 

collaborative agreements that do not entail complete integration between the venture’s partners. 

Joint ventures are likely to benefit firms that want to enter more distant markets because they 

enable firms to learn from their venture partners, and do so with a low financial commitment. 

Given the differences between the diversification modes of acquisitions and joint ventures, 

exploring the relationship between diversification relatedness and performance by addressing 

individual acquisition and joint venture diversification actions may enrich diversification 

research.  
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Several factors affect the association between diversification relatedness and 

performance. One such factor is a firm’s level of corporate coherence. Corporate coherence can 

moderate the association between diversification actions’ relatedness and performance because 

the higher the level of coherence, the more likely it is that firms will add business units that are 

related to their existing portfolio in a meaningful way. A firm’s heterogeneous experience in 

acquisitions and joint ventures is another factor that can moderate the association between 

diversification relatedness and performance. Firms with heterogeneous experiences may avoid a 

negative experience transfer effect between dissimilar settings that helps to enhance acquisitions 

performance. Additionally, firms with heterogeneous experiences also have wider knowledge 

bases that help them to reap the benefits of incrementally less related joint ventures. Finally, a 

firm’s industry level of adversity can moderate the relationship between diversification 

relatedness and performance because under conditions of high industry adversity firms may be 

pushed to diversify for non-efficiency reasons.  

Taking into consideration the above synthesis of the literature, this study’s central thesis 

posits that the degree of relatedness of specific acquisition and joint venture diversification 

actions may have an inverted curvilinear association with performance. At the corporation level 

of analysis, research suggests that there is an inverted-U shaped relationship between 

diversification relatedness and performance. Although there are reasons to expect that such 

association may hold for individual diversification actions, it may be different for distinct 

diversification modes. Additionally, the relationship between different diversification actions and 

performance may be moderated by corporate coherence, heterogeneous experience, and industry 

adversity as described above.   
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Next, in Chapter III of this dissertation I describe the research methods that are necessary 

to test the proposed relationships between diversification relatedness and performance. In 

addition, I address the research design, the data collection process, the sample, the measures, and 

several other methodological details that are relevant to the investigation at hand.  
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CHAPTER III  

RESEARCH METHODS 

In Chapter I, I introduced all the parts that constitute this dissertation. Next, in Chapter II, 

I elaborated on one of these constituent parts. In doing so, I reviewed the pertinent literature that 

leads to the conclusion that there are some unexplained anomalies in the association between 

diversification relatedness and performance. Based on this literature review, I also elaborated on 

eight hypotheses. Overall, these hypotheses suggest that even when new business additions to 

existing companies rather than entire business portfolios are examined, an inverted curvilinear 

association between diversification relatedness and performance is likely to emerge. 

Additionally, several factors were proposed as potential moderators of such association. Chapter 

II presents the theoretical backbone of this investigation.  

Continuing with the elaboration on each of this dissertation’s parts, in the present chapter 

I address the research methods that are necessary to test the eight hypotheses advanced in 

Chapter II. In this research methods chapter, I address the data collection technique, the research 

design, the sample, the operationalization of variables, a brief description of the data collection 

process, and the data analysis plan among other methodological details. All these items are 

presented below as a series of sections.  

 

Data Collection Technique 

Ever since Rumelt’s (1974, 1982) seminal pieces on diversification, strategic 

management research on the topic has employed archival data collection techniques to test 

propositions concerning the antecedents and performance outcomes of diversification (Hoskisson 

& Hitt, 1990). Although other data collection techniques are employed in diversification 
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research, such as surveys (e.g., Pehrsson, 2006a), case studies (e.g., Helfat & Eisenhardt, 2004), 

and even mathematical modeling (e.g., Gary, 2005), archival methods are by far the most widely 

employed. Analyses of the secondary data obtained by archival methods are also predominant in 

mergers and acquisitions research (Haleblian et al., 2009). Joint ventures inquiry has employed 

archival methods extensively as well (e.g., Koh & Venkatraman, 1991).  

Haleblian et al. (2009) note that most researchers in the area of diversification and 

mergers and acquisitions employ archival methods because of data availability. This practice has 

advantages and disadvantages. Archival methods have as a drawback that they limit the 

possibility to really get inside the phenomenon of diversification and acquisitions (Haleblian et 

al., 2009). Pehrsson (2006a) argues that managers may perceive the phenomenon of 

diversification differently from the ways in which researchers using archival techniques 

conceptualize and measure it. Nevertheless, compared to the more subjective assessments that 

surveys or interviews produce, archival techniques produce data with a low degree of perceptual 

biases and hence yield more objective data on firms’ strategic behaviors because they do not rely 

on managers’ perceptions of their own firms’ strategy (Pehrsson, 2006b). Because this 

dissertation builds extensively on previous works that employed archival data, I use archival data 

collection methods to keep consistency with them, to control for the perceptual biases associated 

with other research methods, and because the amount of data available in this form is adequate. 

Data will be collected from several data bases, such as the Standard & Poor’s Compustat®3  

database (Compustat), the SDC PlatinumTM4 database (SDC), and the Center for Research in 

                                                 
3 Standard & Poor’s, www.compustat.com 
4 Thomson Reuters, http://thomsonreuters.com 



 
 

80 

Security Prices CRSP®5 files (CRSP), as detailed below in the proper section. These data bases 

are extensively used in diversification, mergers and acquisitions, and joint ventures research.  

 

Research Design 

Archival methods produce non-experimental data that need to be handled carefully. Hitt 

et al. (1998) indicate that non-experimental studies are natural in the field of strategic 

management, as they focus major attention on naturally occurring phenomena whereby the 

investigator cannot randomly assign strategies, environments, and/or resources to firms and then 

observe the outcome. The problem with this situation, especially in cross-sectional studies, is the 

difficulty to rule out the possibility that extraneous variables not included in the analysis 

spuriously explain the relationship between the variables under scrutiny (Hitt et al., 1998). As 

indicated by some authors, diversification research suffers from this problem unless appropriate 

research methods are employed.  

Dess et al. (1995) argue that results on the relationship between diversification and 

performance may be obscured by faulty methodologies that employ non-experimental data with 

cross-sectional designs. They speculate that if unobserved factors were controlled for in many of 

the cross-sectional studies on the relationship between diversification and performance, then it is 

likely that such relationship would become spurious. Both diversification and performance, for 

instance, may be influenced by a firm’s past performance, rather than diversification affecting 

performance directly. Given that purely cross-sectional designs do not control for extraneous 

variables, then the usage of panel samples, which are longitudinal and cross-sectional in nature, 

is encouraged because they allow the possibility of controlling for such extraneous factors, also 

known as unobserved heterogeneity (Hitt et al., 1998).  
                                                 
5 Center for Research in Security Prices, http://www.crsp.com/ 
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In sum, given the non-experimental nature of the data collected by archival methods, and 

the drawbacks associated with cross-sectional analyses of them, formally, this study’s research 

design is a non-experimental and longitudinal analysis of secondary data (a panel sample). 

Below I provide details on the sample and related methodological issues.  

 

Sample 

Congruent with previous research on acquisitions and joint ventures (e.g., Dussauge et 

al., 2000; Haleblian & Finkelstein, 1999; Keats & Hitt, 1988; Merchant & Schendel, 2000; 

Porrini, 2004), this study’s sample includes only manufacturing firms that are traded in some 

major stock exchange market such as NASDAQ or AMEX. Acquiring and focal venture partners 

firms which SDC and Compustat indicate as primarily operating in a manufacturing industry 

(SIC codes 2011 – 3999) are included in the two samples needed to test this study’s hypotheses. 

Because of its theoretical foundations, this study needs two samples because it addresses the 

relationship between diversification and performance for acquisitions and joint ventures 

separately.  

Manufacturing industries are sampled because firms in such industries experience strong 

incentives to diversify. Manufacturing industries are, for example, subject to significant 

economies of scale and open to international trade (Dussauge et al., 2000). Diversification 

through acquisitions and joint ventures, hence, can offer manufacturing firms high potential for 

efficiency gains. Firms in the manufacturing sector may also experience incentives to diversify 

so as to ameliorate the intense competition from international competitors. Existing research 

indicates that both alliances (Kale et al., 2000) and acquisitions (Porrini, 2004) are critical means 

of competing in manufacturing industries. This is not the case in other industries such as 
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financial and banking services, where firms are likely to make acquisitions, for the most part, 

given some regulatory concerns about alliances and joint ventures (Kim & Finkelstein, 2009). 

Additionally, sampling manufacturing firms makes this study’s results comparable to previous 

works on diversification (e.g., Keats & Hitt, 1988; Rumelt, 1974).  

Due to data availability issues, especially the investors’ reactions to a firm’s 

diversification activities, the sampled firms’ presence in a stock market is crucial for this study. 

As will be explained later, the investors’ reactions to acquisition and joint venture 

announcements, which are reflected in stock market prices, are used as a predictor of the impact 

that such diversification activities can have on firm performance.  

As has also been done in previous research (e.g., Anand & Khanna, 2000), data are 

collected for a time span of four years. Certainly, many other studies employ larger year 

windows (e.g., up to ten or twelve years); some of them, however, make a tradeoff between the 

number of firms in the sample and the year window that is considered for sampling purposes. 

Villalonga and McGahan (2005), for instance, employ a ten-year window, but with only eighty-

six companies in the sample. Shimizu (2007) employs a ten-year window with only sixty-eight 

firms. In order to extend the external validity of this study, which would be limited if only a 

small number of companies were included, and given the difficulties associated with collecting 

information on a large number of firms during a wide time span, I include a small number of 

years but a larger number of companies. However, the panel data that this sampling method 

produces is an unbalanced one, as while some firms make several acquisitions or joint ventures 

throughout the chosen time window, other firms make only one acquisition or joint venture 

during that time. This situation is common in research on the topic (e.g., Kim & Finkelstein, 

2009) and has been given due consideration in choosing the appropriate statistical technique to 
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test this study’s hypotheses. Later, in the appropriate section of this chapter, I will elaborate on 

this point. 

This study’s four-year window will encompass the years between 2000 and 2003. Since 

more diversification activity is usually observed in years of economic munificence (Chang, 

1996) and the 2000-2003 period encompasses a period of economic recession, the period is not 

ideal. However, business segments data needed to calculate a firm’s level of coherence and other 

industry-level variables (as explained later) are unavailable after 2003 in the Compustat business 

segments data base.  

Three factors are crucial in order to determine the appropriate sample size to test this 

study’s hypotheses. These factors are, in addition to the number of predictor variables, the power 

of the analysis, the effect size, and the expected significance level (α) that will reveal whether a 

hypothesis is supported. As is widely known, consideration of the adequate sample size is crucial 

because while a very small sample size will likely fail to detect any statistical significance 

between two variables, a very large sample size will reveal as significant almost any relationship.  

According to Hair et al. (2006), in the context of multiple regression and other linear 

modeling techniques, power refers to the probability of detecting as statistically significant a 

regression coefficient at a specified level of significance. They suggest that researchers should 

always design the study in such a way that they can attain, at least, a power level of 0.80. A 

power of 0.80 means that the researcher accepts that his test will reveal a statistically significant 

R2 (at a specified α level) in only 80% of the cases. Consistent with this recommendation, and for 

sample size determination purposes, I set this study’s power level at 0.80.  

The effect size is basically an estimate of the degree to which a phenomenon, for example 

an association between two variables, exists in a given population (Hair et al., 2006). According 
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to Cohen (1988) effect sizes of 0.02, 0.15, and 0.35 can be considered in regression analyses as 

small, medium, and large, respectively. In order to be conservative, and because of data 

availability issues, I adopt a medium effect size of 0.15.  

A significance level refers to a certain probability of rejecting a null hypothesis when it 

should have been accepted (Hair et al., 2006). In other words, it refers to the probability of 

accepting that an association between two variables exists when in reality it does not. The 

significance level is important for sample size determination purposes because the more 

demanding the significance level, the larger the sample size can become. Hair et al. (2006) 

suggest that significance levels of 0.05 and/or 0.01 are usually accepted as reasonable thresholds 

for most research situations. Following this suggestion, this study’s samples size is calculated 

taking into consideration these levels of significance as indicated below.  

Given the above parameters, a set of calculations suggests that sample sizes of 192 or 265 

cases should suffice to test this study’s hypotheses. However, due diligence is observed in 

collecting bigger samples because panel data analysis techniques require a considerable number 

of observations to produce unbiased estimates (Greene, 2003).  

Having discussed the calculations of the sample size necessary to test the hypotheses 

introduced in Chapter II, next I provide operational definitions for all the variables involved in 

this research.  

 

Operational Definitions of the Variables 

According to Kaplan (1964), operationalism assigns meaningfulness to a concept because 

it specifies the operations that determine its application. Following this tradition, below I specify 

operational definitions for each of the constructs needed to test this study’s hypotheses.  
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Paraphrasing Kerlinger and Lee (2004), these operations will specify what needs to be done in 

order to measure them.  

 
Dependent Variables 

Acquisition cumulative abnormal returns. Event study methods have been extensively 

used in finance literature to test the investors’ reactions to unanticipated events involving firms. 

Among the events that are usually examined in finance research are the split of securities (Fama, 

Fisher, Jensen & Roll, 1969), and the withdrawal or emission of security offerings by firms 

(Mikkelson & Partch, 1988). The event study method assumes that once investors get 

information about an unexpected event, they rapidly adjust stock prices to reflect their 

expectations regarding the effects of that event on firm performance. If investors consider that an 

event signals future performance improvements, then once they have information about the event 

they will adjust the firm’s stock prices in such a way that the prices will positively deviate from 

the expected market’s prices, whereby producing an abnormal return for the firm (Fama et al., 

1969). Symmetrically, if investors consider that the event signals future negative performance, 

then the firm’s stock prices will fall from the expected market’s prices producing an almost 

instant loss in the firm’s value. A cumulative abnormal return (or cumulative abnormal loss), is 

the sum of a firm’s abnormal return (or loss) over a period of time. This period of time is what 

finance and strategic management literature calls the event window. 

The methodology used in this study is the standard event study methodology as described 

in Brown and Warner (1985). The rate of return on the share price of firm i on day t is calculated 

by the equation: itmtiit RR εβα ++= , where Rit is the rate of return of firm’s i share on day t, Rmt 

is the rate of return on a given market portfolio of stocks, α is the intercept term, β equals stock’s 

i systematic (or market related) risk, and εit is the error term. Based on this equation, a firm’s 
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abnormal return can be calculated by the equation: )( mtiiitit RbaRAR +−= . In this equation, ai 

and bi are the ordinary least squares parameter estimates produced by the regression of Rit on Rmt 

over the estimation period (T) preceding an event (e.g., 200 to 40 days prior to the event). ARit, 

hence, represents the abnormal return, or the deviation of a firm’s stock price from the market 

price after investors have adjusted the firm’s stock price as a consequence of the announcement 

of an specific event. Cumulative abnormal returns for individual firms are obtained by 

accumulating ARit over the event window6. Thus, cumulative abnormal returns for individual 

firms are obtained by the formula presented below. In this formula, t1 and t2 are the first and the 

last days of the event window, respectively. Later I elaborate on the event window and its 

importance.   
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1

1
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−
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Under the assumption that the investors’ reactions to an event are a reliable signal of the 

performance implications that such event will have on a firm’s future performance, strategic 

management researchers have used the above method extensively. For example, to test the 

performance implications associated with major events such as acquisitions and joint ventures 

(e.g., Koh & Venkatraman, 1991; McConnell & Nantell, 1985; Merchant & Schendel, 2000; 

Reuer & Koza, 2000). The event study method is an appropriate way to assess the performance 

implications of acquisitions and joint ventures because their performance implications are distant 

in the future and, therefore, difficult to dissociate from other factors that can contaminate 

                                                 
6 It is worth noting that in this study I focus attention on cumulative abnormal returns for individual firms rather than 
on average cumulative abnormal returns for complete samples. Cumulative abnormal returns for complete samples 
are computed when the focus of the research is on whether the announcement of a certain type of event has an 
overall significant impact on the stock prices of all the firms included in the sample. For instance, if acquisition 
announcements have a significant positive or negative effect on the stock prices of a sample of firms. For traditional 
event study methodology that computes cumulative abnormal returns for complete samples see Brown and Warner 
(1985). 
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accounting performance indicators (Bromiley, Govekar & Marcus, 1988; McWilliams & Siegel, 

1997). Abnormal returns are a valid predictor of the effect that an event will have on a firm’s 

performance because they are associated with accounting performance parameters some time 

after the completion of an event (Healey, Palepu & Ruback, 1992; Kim & Finkelstein, 2009), 

and with qualitative performance measures based on managerial assessments (e,g. Koh & 

Venkatraman, 1991). Because of the advantages of the event study method to gauge the 

performance implications of acquisitions and joint ventures, and in line with existing research on 

the topic (e.g., McConnell & Nantell, 1985), I use an event study method to calculate cumulative 

abnormal returns. In sum, cumulative abnormal returns will be proxies for the implications that 

acquisitions and joint ventures have on firm performance.  

In any event study, the specification of the event window is crucial to get reliable results. 

The event window should be both long enough to capture the investors’ reactions to the 

announcement of an event and short enough to exclude confounding effects (Bromiley et al., 

1988). McWilliams and Siegel (1997) suggest that an event’s window should be kept as short as 

possible, as during long windows many other events that affect a firm’s stock value can happen. 

Confounding events violate the assumptions of market efficiency and thus waken the validity of 

stock market reactions as an indication of the future performance implications that acquisitions 

might have on firm performance.  

In line with the above rationale, existing research uses a variety of event windows that 

reasonably converge on similar performance effects for firms. Consistent with prior research on 

diversified acquisitions (e.g., Gleason et al., 2006), in this study I employ a window of three 

days. That is, one day prior to the acquisition announcement, the day of the announcement, and 

one day after (-1, 0, +1). However, investors’ reactions to an alternative event window of two 



 
 

88 

days (0, +1; i.e., the day of the announcement and one day after) are also calculated in order to 

ensure the validity of the chosen event window. SDC platinum provides data on the 

announcement day of acquisitions. Given that SDC’s announcement days may be unreliable 

(Anand & Khana, 2002), I verify these dates in Lexis-Nexis®7.  

Joint venture cumulative abnormal returns. Joint ventures research exhibits a variety of 

event windows to test the investors’ reactions to a joint venture announcement. Some authors use 

short event windows of only two days (e.g., Koh & Venkatraman, 1991; Merchant & Schendel, 

2000). However, because information about a joint venture formation may not be totally 

unexpected to investors, other authors use larger windows (e.g., Anand & Khana, 2000; Kale et 

al., 2002; McConnell & Nantell, 1985). In order to keep consistency with the previously 

discussed abnormal returns measurement of acquisitions, here I use a window of three days (-1, 

0, +1) to assess the stock market’s reaction to joint venture announcements. Prior research on 

joint ventures has successfully employed a three-day window like the one proposed in this study 

(e.g., Reuer & Koza, 2000). Investors’ reactions to an alternative event window (0, +1) will be 

collected to ensure validity of the chosen event window. SDC platinum provides data on the 

announcement day of joint ventures. I also verify these dates in Lexis-Nexis.   

Finally on dependent variables, data from the Center for Research in Security Prices 

(CRSP) files are used to calculate a firm’s cumulative abnormal returns. Consistent with 

common practice in finance research, the market model is calculated from 255 to 30 trading days 

before the announcement of the event. This period of time is in line with existing research that 

employs more than 200 trading days to calculate the market model (e.g., Haleblian & 

Finkelstein, 1999; Kim & Finkelstein, 2009; Koh & Venkatraman, 1991).  

 
                                                 
7 Lexis-Nexis, http://www.lexisnexis.com/ 
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Independent Variables 

Acquisition relatedness. Acquisitions literature displays a variety of measures to gauge 

the degree of relatedness between acquirers and targets. Dichotomous and/or discrete measures 

of relatedness, as well as continuous measures, are common in acquisitions literature (e.g., 

Haleblian & Finkelstein, 1999). The latter, however, are more apt to capture the varying degrees 

of relatedness between acquirers and targets than the former (Haleblian & Finkelstein, 1999). 

Most of the several continuous measures of relatedness between acquirers and targets rely on the 

similarity of SIC codes between both firms (e.g., Hopkins, 1991; Villalonga & McGahan, 2005) 

or the distance between them (e.g., Balakrishnan & Koza, 1993). Although such measures are 

usually based on the same SIC categories, they can produce different results depending on 

different circumstances.  

Porrini (2004) suggests that a multi-business firm that acquires a multi-business target 

may have a better understanding of the target’s business if some of the acquirer’s and the target’s 

business units operate in the same industries. She measures relatedness by dividing the number 

of four-digit SIC industries that acquirers and targets operate in common by the total number of 

SIC codes that both firms cover in total. Merchant and Schendel (2000) follow a similar 

approach to measure the degree of relatedness among firms in a joint venture. However, this 

measure may reveal no relatedness at all between acquirers and targets if both partners do not 

have at least one business in the same four-digit SIC code industry. As an example, suppose that 

multi-business firm A acquires multi-business firm B. Both firms operate in five business 

segments. If one of B’s business units operates in the same industry as one of A’s business units, 

then the degree of relatedness between both firms will be 0.10. But if this match does not exist at 

the four-digit SIC level, then acquisition B would be considered as totally unrelated to the 
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acquiring firm’s portfolio. Nevertheless, even when this measure suggests that acquisition B may 

be totally unrelated, other measures may indicate some degree of relatedness between firms A 

and B.   

Haleblian and Finkelstein (1999) propose a measure that may capture greater variation in 

the firm’s acquisitions relatedness. This measure overcomes some of the problems associated 

with the measure introduced above and consists in applying the following weighting scheme. If 

any of the SIC codes of the acquirer and the target matches, besides their primary SIC codes, the 

acquisition is assigned a 1 if the match occurs at the two-digit level, a 2 if the match is at the 

three-digit level, and a 3 if the match is at the four-digit level. If the primary SIC codes of the 

acquirer and the target match, then a 2 is assigned at the two-digit level, a 4 at the three-digit 

level, and a 6 at the four-digit level. As implied from the above, a greater weight is assigned to 

four-digit matches. At varying degrees, the value of the match is also greater if both firms 

coincide in the primary SIC code. Assigning greater value to the match if both firms coincide in 

the primary SIC code is in the spirit of several authors who hold that relatedness in 

diversification is highly influenced by a firm’s core business (Prahalad & Bettis, 1986) or center 

of gravity (Ilinitch & Zeithaml, 1995). Empirical research assumes that a firm’s core business is 

located in the firm’s primary SIC code (Keats & Hitt, 1988). I hold this assumption for this 

study’s purposes. Haleblian and Finkelstein’s measure, in sum, goes from 0 to 6.  

Based on the above reasons, Haleblian and Finkelstein’s (1999) measure is employed in 

this study. Recent empirical research on the performance outcomes of serial acquirers has 

employed the above scheme to determine acquisitions relatedness (e.g., Laamanen & Keil, 

2008). Highly similar schemes to measure acquisition relatedness have been applied by 

Villalonga and McGahan (2005) and Wang and Zajac (2007). However, Wang and Zajac’s 
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scheme was applied to single business targets, and Villalonga and McGahan’s measure 

overlooks the fact that the SIC code match can occur in a firm’s first line of businesses.  

Finally on this independent variable, Haleblian and Finkelstein (1999) test their 

propositions with alternative dichotomous and continuous measures of relatedness, and their 

results were consistent with those obtained by the above measure. Although this is certainly not a 

strong validity test, it suggests some degree of convergent validity with other acquisition 

relatedness measures. For validity purposes, Porrini’s measure is also computed. Data to 

compute acquisition relatedness are obtained from SDC platinum.  

Joint venture partner relatedness. Joint ventures research has employed a variety of 

measures to compute the degree of relatedness between the partners in a joint venture. 

Dichotomous (e.g., Gulati et al., 2009; Ho-Park & Kim, 1997), and not necessarily dichotomous 

but discrete (e.g., Garcia-Casarejos et al., 2009; Koh & Venkatraman, 1991), as well as more 

continuous (e.g., Merchant & Schendel, 2000; Villalonga & McGahan, 2005) measures have 

been employed to test the implications of relatedness among venture partners. However, given 

that there can be varying degrees of relatedness between venture partners, continuous measures 

are more apt to capture this variance than dichotomous measures. Relatedness among firms in a 

venture is also measured taking into consideration the SIC codes of the firms in the collaborative 

business agreement.  

As indicated above, Merchant and Schendel (2000) utilize a continuous measure that, 

similarly to the measure used by Porrini (2004), may overlook varying degrees of relatedness 

among firms in a venture. To overcome this drawback, Villalonga & McGahan (2005) employ a 

measurement scheme that is highly similar to that of Haleblian and Finkelstein (1999). As 

discussed above, nonetheless, they do not take into consideration whether or not the match 
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between firms in an acquisition transaction or in a collaborative agreement involves the firms’ 

primary line of business. In order to keep consistency with the measurement of acquisition 

relatedness, here I will employ a variant of Haleblian and Finkelstein’s (1999) scheme to 

compute the degree of relatedness among firms in a joint venture. This measure will possibly 

capture higher degrees of relatedness between a joint venture’s partners and will also take into 

account whether the match between firms occurs in their primary line of business. Below I offer 

an example of how this measure can work in the case of joint ventures.  

Suppose that, as part of its diversification activities, multi-business company A (the focal 

firm) forms a joint venture with multi-business company B (the venture partner). Company A is 

the diversifying firm who forms a joint venture with company B in order to enter a new industry 

(see the appendix for a proposed method to identify A and B). Applying Haleblian and 

Finkelstein’s (1999) scheme to the degree of relatedness between venturing companies A and B, 

a 1 would be assigned if one of A’s business segments matches one of B’s business segments at 

the level of 2 digit-SIC, a 2 if the match occurs at the level of 3 digit-SIC, and a 3 if the match 

exists at the level of 4 digit-SIC. A 0 would be assigned if there is no match at all. However, if 

the match occurs between firms A and B’s primary line of business, then a 2 would be assigned 

if the match occurs at the level of 2 digit-SIC, a 4 if the match occurs at the level of 3 digit-SIC, 

and a 6 if it is at the level of 4 digit-SIC code. Applying this scheme to the measurement of 

relatedness between firms in a joint venture may capture more variation in relatedness than some 

measures which demand more conservative matches between a firm’s SIC codes (e.g., Merchant 

& Schendel, 2000; Reuer & Koza, 2000). This measure takes into consideration the influence of 

a firm’s primary line of business, which other measures do not capture appropriately (e.g., 

Villalonga & McGahan, 2005).  
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Concerning the validity of the above measure, there are no existing studies that can lend 

it any degree of predictive, convergent, and/or discriminant validity. However, because it is very 

much like the framework described above with regard to the measuring of acquisition 

relatedness, it can be expected to converge with alternative joint venture relatedness measures. 

As indicated, Haleblian and Finkelstein (1999) found their results to be quite similar while 

employing alternative relatedness measures. For validity purposes, Merchant and Schendel’s 

(2000) measure is also computed. Data to compute joint venture partner relatedness are obtained 

from SDC platinum8. 

 
Moderator Variables 

Corporate coherence. As previously discussed, coherence is basically a measure of 

relatedness among a firm’s business units. The concept of coherence suggests that firms may be 

related in many, although perhaps unknown, ways. The measurement of coherence differs from 

other measures of diversification relatedness such as Rumelt’s (1974) categorical scheme, the 

entropy measure (Jaquemin & Berry, 1979; Palepu, 1985) and the concentric index (Caves et al., 

1980). Unlike the other relatedness measures, the coherence measure does not presuppose any 

relatedness among the several industries that multi-business firms compete in. The entropy 

measure and the concentric indexes assume that two business segments (at the level of four digit 

SIC code) are related if they belong to the same three digit SIC code; they basically measure 

product-market relatedness. However, the product-market dimension does not capture other 

                                                 
8 It is worth noting that although this dissertation’s arguments indicate that as firms move from high to incrementally 
low relatedness areas some phenomena concerning diversification will happen, the proposed acquisition and joint 
venture partner relatedness measures indicated above move in the opposite direction. In other words, while in Figure 
2 (in Chapter I) relatedness goes from very high to very low, the relatedness measures described in the previous 
paragraphs go from very low to very high. Despite this discrepancy, all the arguments introduced before hold 
because they predict a curvilinear inverted relationship where performance will be higher at medium rather than at 
very high or very low levels of relatedness. It is important to keep this clarification in mind when interpreting this 
research’s results in Chapters IV and V of this dissertation. Figure 2 depicts the traditional thinking about the 
association between diversification relatedness and performance.   
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forms of relatedness that encompass additional potential synergies across business units (e.g., 

complementarities among business units’ different resources) that may not be reflected in the 

product-market dimension (Teece et al., 1994).  

Teece et al. (1994) introduce the survivor measure of relatedness as a way to measure 

corporate coherence. Unlike other diversification measures, the survivor measure of coherence 

lets the data reflect which industries are related among them. This measure suggests that two 

industries (or business segments) are related if the probability of several firms to operate 

simultaneously in both industries is high, and a random probability hypothesis can be ruled out. 

In this investigation, I use Teece et al.’s (1994) coherence measure because it is prevalent in 

research that measures corporate coherence (e.g., Lien & Klein, 2009; Vonortas, 1999; 

Zuckerman, 2000).  

Following Teece et al.’s (1994) approach, let a set of diversified firms consist of K firms. 

Each of these firms can be active in two or more industries i. Cik = 1 if firm k is active in industry 

i. The number of industries in which firm k participates is mk =∑iCik. The number of diversified 

firms active in industry i is ni = ∑kCik. Let Jij be the number of diversified firms that operate in 

industries i and j such that Jij = ∑k Cik Cjk. Jij, hence, reflects how often industries i and j are 

actually combined within the same firms. Jij will be larger if industries i and j are related, but it 

can also increase with ni and nj. In order to remove the effect of the size of industries i and j, the 

number Jij is compared with the expected number of combinations if diversification patterns were 

random among firms in the sample.  

Teece et al. (1994) suggest that the random diversification hypothesis is a hypergeometric 

condition where from a sample of K firms a sample of ni size is extracted without replacement. 

These firms are considered as active in industry i. Next, a sample of nj firms is extracted from the 
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set of K firms, and these firms are considered as active in industry j. The number of firms (xij) 

active in both industries is then a hypergeometric random variable with population K, special 

members ni, and sample size nj. The distribution function for this variable is:  
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From the above formulas, if the actual number of linkages (Jij) observed between industry 

i and industry j exceeds the expected number jiµ , then the two industries are deemed to be 

highly related. The measure of inter-industry coherence (C) is then:  

 

ji

jiijJ
Cij

σ

µ−
=  

 
According to Teece et al. (1994) the above formula is analogous to a t-statistic because it 

measures the degree to which the observed linkages among industries exceeds that which would 

be observed if the assignment of industries to companies were just at random. Based on this 

inter-industry measure of coherence, a company-level measure of coherence can be determined 

as suggested by Lien and Klein (2009).  

Lien and Klein (2009) indicate that a company-level measure of coherence captures the 

weighted average relatedness of a focal industry i to all other business in a company’s portfolio. 

Suppose that a diversified company is active in m industries. Its business in industry j has sales 
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of sj and inter-industry coherence C with industry i. Given these parameters, a company level 

measure of coherence c is defined by the following formula:  

∑
∑=

sj
sjCij

ci

.
 

Concerning validity issues, Kerlinger and Lee (2004) argue that the accuracy of a 

measure to predict some relevant phenomena can be a signal of the validity of the measure 

(predictive validity). As indicated above, Teece et al. (1994) indicate that coherent firms may be 

unlikely to enter into unfamiliar businesses that share limited or nil communalities with their 

existing business lines. In support of the predictive validity of the coherence measure, Lien and 

Klein (2009) found that it predicts a firm’s decisions to diversify into familiar domains better 

than other measures of diversification relatedness.  

In addition to the above, Lien and Klein (2009) also found evidence of discriminant 

validity for the coherence measure by ruling out other explanations concerning a firm’s 

diversification decisions. They found that highly coherent firms show a low likelihood of 

divesting their acquisitions. This evidence is consistent with the coherence rationale of 

diversification, as it suggests that firms which acquire truly-related business units can effectively 

realize synergies and, hence, will unlikely divest such acquisitions, at least in the short run. The 

low likelihood that coherent firms show to divest their acquisitions does not accord with the 

mutual forbearance and herd behavior, or mimetic isomorphism, explanations of diversification. 

If one of these non-efficiency (incoherent) reasons were the case, then acquisitions might not be 

truly related to the other units in the firm’s portfolio, low efficiency and performance might 

result, and firms would divest such units some time after their acquisition (Lien & Klein, 2009). 

Data to calculate coherence will be extracted from the Compustat business segments data files.   
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In this connection, it is worth noting some singularities about the Compustat business 

segments data files. Ideally for diversification research, all the business lines that diversified 

firms compete in should be identified in order to accurately capture a firm’s diversification 

degree. Unfortunately, this information is difficult to obtain because firms rarely disclose 

accurate business line information publicly and consistently. Fulfilling this information need, the 

Compustat business segments data files provide information on business segments. A business 

segment, however, represents a higher level of aggregation than a business line. Based on some 

criteria, Standard & Poors aggregates several lines of business into single segments. Despite the 

difference between a business line and a business segment, Davis and Duhaime (1992) indicate 

that business segments data as reported by the Compustat business segments files efficiently 

capture a firm’s variety of business lines. Compustat business segments has been extensively 

used in diversification research (e.g., Palepu, 1985; Villalonga, 2004; Wiersema & Bowen, 

2008), as mentioned above, given the difficulty to obtain more detailed and consistent 

information on a firm’s lines of business. 

Heterogeneous acquisitions experience. As noted above, acquisitions research indicates 

that a firm’s experience in acquisitions can influence acquisitions performance. Empirical 

research on the influence of acquisitions experience indicates that the number of acquisitions that 

a firm may make before a focal acquisition can be a proxy for acquisitions experience (e.g., Kale 

et al., 2002; Laamanen & Keil, 2008; Ragozzino & Reuer, 2009; Zollo & Singh, 2004). Some 

researchers even divide a firm’s acquisitions experience into similar and dissimilar categories 

depending on whether past acquisitions were done in the same industry as the focal acquisition 

or in other industries (e.g., Kim & Finkelstein, 2009).  
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The above proxies, however, do not capture the degree of heterogeneity among a firm’s 

acquisitions experience. Kim and Finkelstein (2009) argue that out-of-the-market experience is 

important for firms. They measure out-of the market acquisition experience by counting the 

number of past acquisitions that firms make outside of their focal industry. Although Kim and 

Finkelstein’s (2009) measure may be a good proxy for how much experience a firm has outside 

of its focal industry, it fails to capture the degree of dissimilarity among those acquisitions 

outside the focal industry. In order to measure the degree of heterogeneity, or dissimilarity, 

among a firm’s acquisitions and, hence, heterogeneous acquisitions experience, here I employ 

Yang, Narayanan and Zahra's (2009) experience diversity measure, which is a variant of 

Hayward’s (2002) similarity of prior acquisitions experience measure.  

Yang et al. (2009) elaborate on Hayward (2002) to build their experience diversity 

measure. Hayward (2002) measures similarity of acquisitions experience by counting the number 

of past acquisitions that conform to the most common 4 digit-SIC code, and then dividing this 

number by the total number of acquisitions that firms made during a period of time. If four out of 

four acquisitions were done in the same SIC code, the score would be 1. But if none of these four 

acquisitions were done in the same SIC code, then the score would be 0. As implied, Hayward’s 

score goes from 0 to 1, where 0 is no similarity among a firm’s prior acquisitions and 1 is 

complete similarity among a firm’s prior acquisitions. In this last case, acquisitions experience is 

considered as highly similar (homogeneous).  

Although Hayward’s (2002) measure takes into consideration the total number of prior 

acquisitions that firms make, it fails to capture the number of industries in which such 

acquisitions were made. Hayward’s (2002) measure, thus, ignores the fact that the rest of a firm’s 

acquisitions could have been made in just one other industry, or in several other industries. The 
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Yang et al.’s (2009) measure corrects this flaw, as it divides the total number of acquisitions that 

a firm could make in the same industry by the total number of industries in which the rest of the 

acquisitions were done. This measure goes from 0 (complete heterogeneity) to 1 (complete lack 

of heterogeneity). 

To exemplify how the above two measures work, suppose that a company makes ten 

acquisitions. Two of these acquisitions were made in the same industry and the rest were made in 

three other different industries. According to Hayward’s measure, the heterogeneity of 

experience score for this company would be (2/10) = 0.20. Yang et al.’s (2009) measure yields, 

nonetheless, a score of (2/4) = 0.50. As these numbers reveal, Yang et al.’s (2009) measure 

indicates less heterogeneity of experience because the firm’s acquisitions were made in only four 

different industries. Whether this firm’s acquisitions were or were not made in more than one 

other industry is unclear in Hayward’s measure. Given that Yang et al.’s (2009) measure seems 

more precise than Hayward’s (2002) one, I employ their measure to compute the heterogeneity 

of past acquisitions experience for firms.  

Concerning of the validity of the above measure there are no existing tests. Nevertheless, 

Yang et al. (2009) found their measure of experience diversity to be positively correlated with 

financial returns in a sample of corporate venture capital companies. If, as suggested above, 

higher heterogeneity of experience can be expected to positively correlate with firm 

performance, then Yang et al.’s (2009) findings may suggest some degree of predictive validity 

to the heterogeneity of experience measure. Data to calculate this variable are obtained from the 

SDC platinum data base. Consistent with prior research, I track a firm’s experience from five 

years up to a focal acquisition (Ho-Park & Russo, 1996).  
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Heterogeneous joint venture experience. Joint ventures research concludes that 

experience in prior joint ventures influences firm performance. Experience in joint ventures can 

be of two types; these are general joint venture and partner-specific joint venture experience. 

Survey methodologies have been employed to measure a firm’s experience in alliances (e.g., 

Kale et al., 2000). The most common approach, nonetheless, to the measurement of both general 

and partner-specific joint venture experience is by counting the number of joint ventures that 

firms made in the past up to a focal joint venture (e.g., Anand & Khana, 2000; Gulati et al., 

2009; Hoang & Rothaermel, 2005). Although this simple counting method may capture the 

degree of experience that firms have in joint venture agreements, it fails to capture the degree of 

heterogeneity among such experiences. In order to overcome this limitation, I apply Yang et al.’s 

(2009) measure of heterogeneity of experience to the joint ventures context as indicated below.  

Adapting Yang et al.’s (2009) measure to the heterogeneity among a firm’s joint venture 

experiences indicates the following operations. First, the total number of joint ventures that a 

firm made in the same industry has to be counted up to a focal joint venture. The resulting 

number has to be divided by the total number of industries in which the rest of the firm’s joint 

ventures were done. This measure goes from 0 (complete heterogeneity) to 1 (complete lack of 

heterogeneity).  

To exemplify the above measure, suppose that a company makes ten joint ventures. Five 

of them were done in the same industry, and the rest were done in a different industry each. 

According to the measure described above, this company’s heterogeneity of experience score 

would be 0.84, which is a low score compared to the maximum possible score of 0.10 that could 

be have been obtained if the firm’s ten joint ventures had been done in a different industry each. 

Tweaking Hayward’s (2002) measure to the joint venture context would have produced a score 
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of 0.50, which suggests a higher level of heterogeneity than the 0.84 score showed above. 

Because Yang et al.’s (2009) measure seems more precise to capture the heterogeneity among a 

firm’s joint venture experience, this is the measure that is employed in this study.  

Given that the above heterogeneity of experience measure is basically the same as the one 

employed here to measure acquisitions’ heterogeneity of experience, the same validity discussion 

applies here. Data to calculate this measure are extracted from the SDC platinum data base. 

Consistent with prior research, I track a firm’s experience from five years up to a focal joint 

venture (Ho-Park & Russo, 1996). Hoang and Rothaermel (2005) found evidence that the value 

of partnering experience is subject to diminishing marginal returns over time.  

Industry adversity. Sharfman and Dean (1991) build on Dess and Beard’s (1984) notion 

of environmental munificence to construct a measure that reflects the level of adversity that firms 

experience in their core industries. Sharfman and Dean (1991) call this measure “competitive 

threat.” Sharfman and Dean’s measure of industry adversity is used in this investigation because 

it captures the basic argument that even if the industry grows at a reasonable pace, vigorous 

competition can make firms fight for opportunities; a situation that may cause the depletion of 

their resources.  

Sharfman and Dean (1991) measure industry adversity (competitive threat) in the 

following way. First, they gauge an industry’s level of competition by obtaining the square root 

of the product of two indicators. The first of these indicators is the total number of different firms 

that appear among the top eight market share holders of an industry during a period of time. The 

second indicator captures the average market share change of the firms that appear among the 

top eight market share holders during the same period of time. Once these two indicators are 

multiplied and the square root of this multiplication is obtained, Sharfman and Dean divide such 
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square root by the industry’s level of munificence. Industry munificence is computed as the sum 

of two other factors. One of these factors is basically the regression slope of an industry’s value 

of shipments over a determined period of time divided by the industry’s mean value of shipments 

during the same time window. The second munificence proxy is computed in the same way but 

using the total number of employees in the industry rather than the value of shipments. 

Nevertheless, measuring industry adversity in this way is complicated by the fact that Sharfman 

and Dean use data from the Trinet Large Establishment DatabaseTM9 (Trinet). This database has 

no longer existed since 1989.  

The following formula summarizes Sharfman and Dean’s computations. In this formula, 

CT = competitive threat (industry adversity), NF = number of firms in the eight firm 

concentration ratio, MSC = average market share change, MUN = industry munificence, and c is 

a constant introduced in the formula to ensure meaningful numbers.   

MUNc
MSCNFCT

+
=

*  

Because of data availability issues, I use Compustat to compute the industry adversity 

index. These computations, however, involve some minor changes to Sharfman and Dean’s 

formulas; they are, nonetheless, in the spirit of other authors that examine the impact of industry-

level variables on diversification using the Compustat data base (e.g., Keats & Hitt, 1988; 

Santalo & Becerra, 2008). Although industry-level data are available from the U.S. Bureau of the 

Census, this source does not disaggregate industry-level data to the firm level. Firm-level 

information is needed to compute market share related factors as described below10.  

                                                 
9 Dialog® databases, http://www.dialog.com/ 
10 It is worth noting that the changes done to Sharfman and Dean’s formula have the only purpose of fitting the data 
from Compustat as opposed to those of Trinet. All the formula’s mathematical properties and theoretical foundations 
remain intact. 

http://www.dialog.com/
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First, all the firms that compete in a four digit SIC code industry are identified along with 

their amount of net sales in that industry during a given year. The net sales of all these firms are 

summed so as to get the industry’s total sales. Next, each firm’s market share is computed by 

dividing each firm’s net sales by the industry’s total sales. Once this information is available for 

a determined time span prior to a focal year, it is possible to detect the total number of different 

firms that appear in the top eight market share holders of an industry during the sampled years. 

With this information, it is also possible to determine the average market share change of the 

firms that appear among the top eight market share holders during the same years. Following 

Sharfman and Dean’s indications, once these two figures are computed, they are multiplied 

before the square root of such multiplication is obtained. In order to compute each industry’s 

level of competitive threat, this square root is divided by the industries’ level of munificence, 

whose computation is described below. Consistent with previous research (e.g., Keats & Hitt, 

1988), I use a time span of five years to gauge the market share and munificence indexes that are 

necessary to compute an industry’s level of adversity.  

In accordance with Keats and Hitt (1988), an industry’s level of munificence is calculated 

in the following way. During the five years of observation, each industry’s total sales are 

converted into a logarithmic scale to smooth these numbers. These logarithms are regressed on 

time as an independent variable. The antilog of the regression slope coefficients is the smoothed 

measure of munificence for each industry in the sample. In order to keep consistency with the 

other measures in this dissertation, I employ this measure rather than Sharfan and Dean’s 

approach because they did not use data from Compustat. It is worth noting, nonetheless, that 

Compustat does not record information on the industries’ value of shipments. In spite of this, 

data from Compustat produce indexes that are strongly correlated with the same indexes 
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calculated with data from Trinet (Davis & Duhaime, 1992). Additionally, empirical evidence by 

Davis and Duhaime (1992) reveals that, concerning diversification phenomena, industry and 

business data from Compustat produce stronger and more reliable results than industry and 

business data that could be obtained from the extinct Trinet database.  

Existing studies support the construct validity of the above measure of industry adversity. 

Keats and Hitt’s (1988) measure of munificence is a small modification to Dess and Beard’s 

(1984) measure. The convergent and discriminant validity of Dess and Beard’s (1984) 

environmental measures are well established in the literature (e.g., Sutcliffe, 1994). Concerning 

the total competitive threat index, Sharman and Dean found evidence of its construct validity 

because it significantly correlates with some managers’ assessments of their industries’ level of 

competitive threat (convergent validity), and also with their assessments about the difficulty of 

making profits in such industries (predictive validity).  

 
Control Variables 

To ensure internal validity, a study must be designed in such a way that rival hypotheses 

are ruled out and spurious covariance among the study variables is minimized or removed. 

Entensive research on diversification, acquisitions, and joint ventures suggests a variety of 

factors that can affect the performnace of a firm’s divesifiying activities. Certainly, no study may 

inlcude all such variables; however, a representative sample of them may help to rule out some 

alternative explanations concerning the influence of diversification relatedness on firm 

performnace. Below, I introduce some variables that existing research indicates as potentially 

impacting the performance of acquisitions and joint ventures. While some of these variables are 

applicable to both acquisitions and joint ventures, others are applicable only to either acquisitions 

or joint ventures. In what follows, I first introduce the variables that can affect both 
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diversification activities. Next, I elaborate on the variables that can affect acquisitions’ 

performance, and then I move on to those variables that can affect the performance implications 

of joint ventures.  

 Industry profitability (all diversification activities). Ever since Rumelt’s (1974) first 

insights about the performance implications of related and unrelated diversification, concerns 

have been raised regarding diversification results that fail to control for industry profitability. 

Bettis and Hall (1982) are among the first to suggest that some studies erroneously reveal that 

related diversification may outperform unrelated diversification because of industry-specific 

factors that are not controlled for in the analysis. Bettis and Hall (1982) argue, and found, that 

related-diversified firms can be more profitable because they operate in profitable industries 

rather than due to the fact that they are related. Given that industry profitability is an important 

factor that can contaminate relationships between diversification and performance (Hoskisson & 

Hitt, 1990), and in line with recent research on the topic (e.g., Lien & Klein, 2009), I control for 

industry profitability. Industry profitability is measured as the median return on assets (ROA) for 

each industry during the period covered in this study. Data on industry profitability are extracted 

from the Compustat data base.  

Firm profitability (all diversification activities). Diversification research indicates that 

poorly-performing firms may be more inclined to diversify than firms with higher levels of 

performance. Poorly-performing firms may diversify in the hopes of reducing the risk of their 

operations (Hill & Hansen, 1991), or even due to a managerial hubris phenomenon whereby 

managers diversify their firms because they prefer potential losses rather than sure losses 

(Bromiley, 1991). Regardless of the true motive, empirical evidence suggests that poor 

performance may trigger diversification and that this diversification may not enhance future 
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performance (Hill & Hansen, 1991). Parallel to mainstream diversification research, acquisitions 

(Haleblian et al., 2009) and joint ventures research (Wang & Zajac, 2007) hold that a firm’s past 

performance may affect the performance implications of new diversification activities. In line 

with existing research, I control for a firm’s past performance up to a focal acquisition or joint 

venture. Following Wang and Zajac (2007), I measure a firm’s past performance as return on 

assets (ROA), which is calculated as net income divided by net assets. Agle, Mitchell, and 

Sonnenfeld (1999) suggest that averaging over two years can reduce bias caused by single-year 

outliers. Data to calculate this variable are extracted from Compustat.  

Year (all diversification activities). In order to control for potential macro-economic 

effects on diversification, I include year dummy variables.  

Method of payment (acquisitions). Research indicates that method of payment is a factor 

that can affect, or signal, an acquisition’s future performance. King et al. (2004) indicate that 

firms will pay with cash if they believe their stock is undervalued (i.e., stock prices do not reflect 

the firm’s true value as considered by managers). Firms, on the contrary, will pay for an 

acquisition with equity (shares of stock) if they consider that their stock is overvalued (i.e., stock 

prices are higher than what managers believe is the true value of the firm). Paying for an 

acquisition with cash, thus, may signal the firm’s managers’ expectations that future performance 

may be particularly strong (King et al., 2004). Method of payment could have other more subtle 

implications in an acquisition’s performance, though. Hayward (2003) indicates that some 

experienced powerful banks induce clients to finance their deals with stock regardless of their 

clients’ true needs. Hence, some firms that inadequately pay with stock may experience low 

levels of performance. Given its possible impact on acquisitions performance, and in line with 

previous research (e.g., Laamanen & Keil, 2008), here I control for method of payment. This 
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variable will take the value of 1 if the acquiring firm used cash to finance the deal and the value 

of 0 if the firm used stock instead. SDC provides the pertinent data to calculate this variable.  

Acquisition attitude (acquisitions). The attitude of an acquisition, whether this is friendly 

or hostile, can potentially affect an acquisition’s performance. In hostile acquisition situations, 

targets can implement anti-takeover mechanisms to deter potential bidders. These anti-takeover 

mechanisms can seriously jeopardize the performance of an acquisition because targets can harm 

themselves while resisting the acquisition (Haleblian & Finkelstein, 1999). Targets, for example, 

can implement defensive restructuring whereby they can sell off the business which the bidder is 

most interested in (Copeland, Weston & Shastri, 2005). Threatened targets can also take poison 

pills whereby they give existing shareholders the right to buy survival firm securities at very low 

prices if the acquisition occurs (Copeland et al., 2005). Poison pills can seriously weaken the 

control ability of the bidding firm and drive performance down if the acquisition takes place. In 

addition to a variety of other defenses such as golden parachutes, hostile acquisitions can also 

attract a large number of bidders, increasing the danger of overpaying for an acquisition 

(Haleblian & Finkelstein, 1999). All the above drawbacks associated with hostile acquisitions are 

minimized in tender offers, that is, when the attitude of the acquisition is friendly. Given the 

potential performance implications of an acquisition’s attitude, and in the spirit of previous 

research (Laamanen & Keil, 2008), I control for these implications with a categorical variable 

that takes the value of 1 if the acquisition was hostile and 0 if the acquisition was friendly. SDC 

provides data to compute this variable.  

Type of target (acquisitions). Fuller, Netter and Stegemoller (2002) indicate that the 

acquisition of a private target can produce higher returns than the acquisition of a public firm. 

They suggests that given that private targets cannot be traded as easily as public targets can, 
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private targets are less liquid, and consequently they are less valuable than similar but more 

liquid investments. Acquiring firms, in turn, can capture this discount, and therefore the returns 

that they derive from private acquisitions can be higher than the returns they can derive from 

public acquisitions (Fuller et al., 2002). Because of the possible impact that the type of target can 

have on an acquisition’s returns, in this study I control for this influence. Consistent with 

previous research (e.g., Laamanen & Keil, 2008) this variable takes the value of 1 if the 

acquisition’s target is a private firm and 0 if the target is a public company. SDC provides data to 

compute this variable.  

Relative acquisition size (acquisitions). Research suggests that the ratio of target to 

acquirer size maters. Based on Hennart and Reddy’s (1997) indigestibility argument, Villalonga 

and McGahan (2005) argue that the size balance between acquirers and targets is a factor that 

can impact an acquisition’s performance. They suggest that when both firms are about the same 

size, then digestion can be more difficult than when one of them is bigger than the other. Hennart 

and Reddy (1997) found that indigestible acquisitions can harm acquisition performance. 

Additionally, Fuller et al. (2002) also found that, under certain circumstances, as the size of the 

target increases, the returns of an acquisition can become more positive for acquiring firms. 

Given the possible impact of relative acquisition size on the performance of acquiring firms, I 

control for this variable in the analysis. In line with Haleblian and Finkelstein (1999), relative 

acquisition size is measured as the ratio of target assets to acquirer assets. Data to compute this 

variable are extracted from Compustat.  

Acquirer’s leverage (acquisitions). It is widely known that an acquisition requires a 

considerable amount of resources from acquiring firms. Research suggests that both favorable 

and unfavorable leverage positions can influence acquisitions’ performance. On the one hand, 
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acquirers that are effective at the financing of their operations may be more likely to reap the 

benefits of their acquisitions (Kim & Finkelstein, 2009). On the other hand, firms with high 

levels of leverage may be less inclined to make unprofitable acquisitions because they are more 

closely monitored by creditors (Haleblian & Finkelstein, 1999). In this study, I control for the 

potential effect that the acquirers’ degree of leverage may have on the performance of 

acquisitions. In line with existing research (e.g., Laamanen & Keil, 2008), acquirers’ degree of 

leverage is measured as their total debt divided by their total assets. Data to calculate this 

variable are extracted from Compustat.  

Joint venture experience between specific partners (joint ventures). Kogut (1988) argues 

that prior partnering experience between two firms is an important predictor of the benefits that 

firms may derive from joint ventures. He suggests that multiple joint ventures between two firms 

build reciprocity, which in turn deters opportunistic behaviors and enhances performance. 

Additionally, recurrent joint ventures with the same partner facilitate inter-firm trust and 

collaboration (Gulati et al., 2009). Trust between alliance partners can reduce a joint venture’s 

managerial complexity (Ho-Park & Ungston, 2001) and, hence, the likelihood of success 

increases because the cost of the transaction gets lower than the benefits that it creates. Based on 

the above, I control for the possible influence that prior partnering experience may have on the 

performance implications of diversifying joint ventures. In line with existing research (e.g., 

Gulati et al., 2009; Hoang & Rothaermel, 2005) I measure this variable as the simple count of 

prior joint ventures between two firms up to a focal joint venture. Data to compute this variable 

are obtained from SDC.  

Venture partner’s experience (joint ventures). As indicated above, research suggests that 

firms’ experience in joint ventures is a factor that can affect performance. Elaborating on this 
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line of reasoning, even when a focal firm has experience in joint ventures, performance may still 

suffer if its venture partner does not. The venture partner’s experience is an indicator that may 

signal its reliability and capabilities as a venture partner (Ho-Park & Russo, 1996). Extensive 

experience, for instance, can signal a low likelihood that the partner will behave 

opportunistically (Ho-Park & Russo, 1996), which could increase the venture’s managerial 

complexity and elevate the costs of the collaborative agreement to the level where the costs can 

be greater than the benefits that firms can reap from them. Following Ho-Park and Russo’s 

(1996) argument, in this study I control for venture partners’ experience with a categorical 

variable. This variable takes the value of 1 if the venture partner has at least one more joint 

venture with a different partner beyond a focal joint venture, and 0 otherwise. SDC platinum 

provides the data to calculate this variable. 

Venture partner’s relative size (joint ventures). Koh and Venkatraman (1991) argue that 

the relative size of firms in the joint venture transaction can affect the performance of the 

venturing firms. They speculate that the smaller firm in the venture may be able to derive greater 

benefits from the agreement than its bigger partner. Presuming that the venture’s benefits are 

equally divided among firms in an agreement, and that the market value of the bigger firm is ten 

times that of the smaller firm, a 10% return to shareholders of the smaller firm would be equal to 

a 1% return to the bigger firm’s shareholders. Given this potential effect of the relative size 

between venturing partners, I control for it in the analysis between joint venture relatedness and 

performance. In line with existing research (e.g., Gulati et al., 2009), the venture partner’s 

relative size is calculated by dividing the partner’s assets by the focal firm’s assets. Compustat 

provides data to calculate this variable.  
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Type of joint venture (joint ventures). Ho-Park and Russo (1996) argue that the type of 

joint venture, integrative or sequential, can affect joint venture performance. When firms form 

joint ventures to manufacture some product, they are almost predestined to experience power 

clashes. Because the partners’ representatives may try to maintain consistency between the 

venture’s operations and those of the parents’ firms, and given that the parents’ operational 

practices can vary significantly, then integrative joint ventures in which partners pool resources 

to manufacture some product can experience unfavorable performance implications (Dussauge et 

al., 2000; Ho-Park & Russo, 1996). In contrast, ventures in which the parents’ contributions to 

the joint venture are not integrated, but rather are sequential, may be less prone to power issues 

because each parent specializes in a different activity, and thus has more freedom to keep 

consistency with their respective firms’ operations (Ho-Park & Russo, 1996). This type of joint 

venture can happen when, for example, one partner takes care of production and the other of the 

marketing of a given good. Given the performance implications that the type of joint venture can 

have for the venture’s performance, in this study, and in line with existing research (e.g., 

Dussauge et al., 2000; Ho-Park & Russo, 1996), I control for this factor by means of a 

categorical variable. This variable takes the value of 1 if the venture is integrative and 0 if it is 

sequential. Data to calculate this variable are extracted from SDC platinum.  

Joint venture ownership configuration (joint ventures). Joint ventures research indicates 

that joint venture ownership configuration can produce serious inequalities that can jeopardize 

the benefits that firms may derive from their joint venture agreements. Ownership differentials 

can create incentives to cheat, as the firm with fewer resources invested in the venture may be 

tempted to undercut its contribution and free-ride on the contributions of the other (Ho-Park and 

Russo, 1996). Likewise, equal joint venture ownership can be problematic because parents can 
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experience power clashes in decision making and, thus, serious difficulties may arise concerning 

the management of the venture (Ho-Park and Russo, 1996). Given the problems associated with 

a joint venture ownership configuration, and in accordance with prior research (Dussauge et al., 

2000), in this study I control for such influence. This variable is calculated as the square root of 

the subtraction of a firm’s percent ownership minus the percent ownership of its venture partner 

(Ho-Park & Russo, 1996). This variable begins with a value of zero if the joint ventures’ partners 

have equal ownership percentages and increases linearly as the differential in shares becomes 

grater. Data to calculate this measure are extracted from SDC platinum.  

 

Brief Description of the Data Collection Process 

The first step in the data collection process is the extraction of all the acquisitions and 

joint ventures that manufacturing firms made during the specified years from the SDC platinum 

data base. SDC provides information on firms’ acquisitions for a wide variety of industries in the 

economy.  SDC also provides information on the announcement date of acquisitions and joint 

ventures as well as a firm’s CUSIP number and other information necessary to test the investors’ 

reactions to the announcement. Data to determine the firms’ acquisition and joint venture 

experience, as well as most of the control variables, are also extracted from SDC. In a first 

screening of the data, acquisition deals that do not conform to the previously discussed selection 

criteria (e.g., those made by a U.S. manufacturing company) were dropped from the sample. As 

previously indicated, data on acquisition and joint venture announcement dates are verified for 

accuracy in Lexis-Nexis in a one-by-one basis. This is a common practice in research on this 

topic.  
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After extracting the firms’ acquisitions and joint ventures from SDC, focal firms that are 

not listed in the Center for Research in Security Prices list (CRSP) are also eliminated from the 

sample. As stated above, due to the chosen performance variable, focal sampled firms need to be 

traded in a major stock market. Acquisition targets and venture partners may not need to be 

traded in a stock market because here I do not focus on their performance outcomes per se. After 

this second screening of the data, the remaining firms are entered in Compustat to verify that 

additional necessary information on them is available.  

After deleting non-listed firms in the CRSP and Compustat, data on acquisitions and joint 

venture announcements, as well as the firms’ CUSIP numbers are used to get stock data for the 

specified event windows. More detail on the actual data collection process is presented in 

Chapter’s IV opening section; meanwhile, below I briefly elaborate on how the data are 

analyzed. In Chapter IV, I present a more thorough description concerning data analysis.   

 

Data Analysis Plan 

Once all the required information has been compiled into a manageable database, the 

information is uploaded into a statistical software package to run the pertinent statistical 

analyses.  

Before obtaining further estimations from the data, I test them to detect normality 

departure issues. This is important because parametric data analysis tools require normal data. I 

use the Saphiro-Wilk test to confirm the data normality status. After normality departures and 

outlier observations are looked for, and, if required, corrected for, I compute bivariate 

correlations. Bivariate correlations help researchers to get a first glance at the relationships 
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among the major variables in the study. In general, it is ideal that correlations show significant 

relationships, and in the expected directions.  

After bivariate correlations are computed, I use panel data analysis techniques to test this 

study’s main hypotheses. When using panel data analysis it is necessary to determine whether a 

fixed or a random effects model is more appropriate to test the data at hand. Fixed effects models 

can be appropriate for most research situations (Greene, 2003). However, fixed effects can be 

inaccurate if the model contains variables that do not vary within subjects over time (Greene, 

2003). Nonetheless, if the fixed effects model cannot be applied to the research situation, then a 

random effects model is an option.  

Just as a fixed effects model does, a random effects model takes into consideration firm-

specific intercepts. However, instead of estimating each intercept, the random effects algorithm 

assumes that such intercepts are obtained from a normal distribution (Hitt et al., 1998). 

Importantly, the random effects model requires that the unspecified firms’ specific factors are 

uncorrelated with the other independent variables; overestimations can occur otherwise (Hitt et 

al., 1998).  

The Hausman specification test helps to determine whether a fixed or a random effects 

model is more appropriate for the research situation. If the Hausman test turns out to be 

significant (unspecified factors are correlated with the other independent variables), then a fixed 

effects model needs to be used, but if the test is non-significant, then a random effects model is 

appropriate. In turn, results of the Hausman test also help to determine whether ordinary least 

squares (OLS) or generalized least squares (GLS) estimation is more appropriate for the data at 

hand. While OLS are appropriate to test a fixed effects model, GLS are more appropriate to test a 

random effects model. If OLS are employed with a random effects model, then the model is 
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affected by autocorrelation and heterocedasticity. A heterocedasticity problem violates the 

independence of the error terms assumption that is critical for OLS to produce unbiased 

estimations. Generalized least squares models are robust to the violation of the heterocedasticity 

assumption. 

Once the Hausman test is carried out, two sets of eight GLS regression models are run for 

the acquisitions and the joint ventures conceptual models separately. All these analyses are 

presented and discussed in detail next in Chapter IV of this dissertation.  

 

Summary 

On the whole, this chapter had the purpose of presenting the research methods needed to 

test the eight hypotheses previously introduced in Chapter II of this dissertation. In this chapter, I 

discussed why archival research methods are appropriate to test this study’s hypotheses. I also 

elaborated on how the two samples needed for this research would be collected. Additionally, 

and before briefly sketching the way in which the data was analyzed (as thoroughly discussed 

next in Chapter IV), I provided operational definitions of all the variables involved in the 

research. Along with these operationalizations, I also discussed why the proposed measures are 

appropriate for this study. After these methodological details, next, in Chapter IV, I present and 

describe all the analyses required to test this study’s eight hypotheses.  
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CHAPTER IV 

ANALYSIS AND RESULTS  

Chapter II of this dissertation presented the theory and hypotheses that are at the heart of 

this dissertation. Briefly, this dissertation’s central thesis is that even when studying 

diversification as an isolated event, that is, by addressing individual diversification actions rather 

than entire business portfolios, an inverted curvilinear association between diversification 

relatedness and performance is likely to exist. Additionally, this association is believed to vary 

under different levels of corporate coherence, heterogeneous experience (both in acquisitions and 

in joint ventures), and industry adversity. In Chapter III of this dissertation, I further elaborated 

on this central proposition; in addition, from a methodological perspective, I elaborated on the 

pertinent details involved in the testing of these predictions. Here, in Chapter IV, my main 

objective is to present the results of the actual testing of this research’s hypotheses as described 

below.  

Overall, the content of this chapter is as follows. In the next section I provide additional 

details on the actual data collection process that was followed in order to draw this 

investigation’s two samples. Next, I describe the samples’ characteristics. Following, I discuss 

some ex-post adjustments that were done on the previously proposed measures in order to 

properly test this research’s hypotheses. Next, and before the presentation of this investigation’s 

main findings, I present descriptive statistics and bivariate correlations to provide a first glance at 

the results obtained from this research. At the end of this chapter, I sum up the findings that are 

more thoroughly discussed in Chapter V of this dissertation.  
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More Detail on Data Collection 

A discussion on the data collection process was presented in Chapter III. In this section, I 

provide some additional details on the actual process that was followed in order to draw the two 

samples on which the corresponding analysis was carried out, as described later in this chapter.  

Concerning acquisitions, SDC PlatinumTM (SDC) database reports a total of 57380 

acquisitions as occurring during the years 2000 to 2003. From this total number of acquisitions, 

only 3649 acquisitions met the selection criteria previously discussed in Chapter III. Briefly, 

these criteria are that acquiring companies need to be public, be traded in any major U.S. stock 

market, and report a manufacturing industry as their primary line of business. In addition, all 

these companies’ stock needed to have a price the day of the acquisition announcement as 

reported by the Center for Research in Security Prices CRSP® files (CRSP), and the acquisition 

announcement date needed to be accurate after verification in Lexis-Nexis®. As previously 

discussed, verifying the announcement date is critical for event studies so that the stock market 

value of a given company, on a given day, can be attributed to the event under study. From the 

pool of 3649 acquisitions I drew a final random sample of 500 acquisitions on which to carry out 

further analyses. After deleting extreme outliers and 100% related acquisitions, which are single 

business strategy rather than diversification actions as discussed later in this chapter, 462 

acquisitions were left in the acquisitions sample. Extreme outliers were detected by following 

Hair et al.’s (2006) recommendations. Following these recommendations, and after converting 

variables to standard scores, cases with scores greater than four were eliminated. Standard scores 

were used only for outliers’ detection, though.     

Concerning joint ventures, SDC reports 6476 joint ventures formed by two partnering 

companies as occurring during the years 2000 to 2003. In only 1383 out of 6476 cases did at 
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least one of the venture partners’ stock have a price on the day of the joint venture announcement 

as reported by CRSP. From these 1383 joint ventures, in only 684 cases did one of the venture 

partners report a manufacturing industry as its primary industry. After the elimination of cases 

where neither of the partners was a U.S. company, 334 joint ventures met the selection criteria. 

After checking the accuracy of the joint ventures’ announcement date in Lexis-Nexis, I could 

finally use only 230 joint ventures. 104 observations could not be used because the joint venture 

announcement date could not be accurately verified in Lexis-Nexis. After the deletion of extreme 

outliers and 100% related joint ventures, which are not diversified joint ventures per se as 

discussed later, 218 joint ventures are left in the joint ventures sample. Hair et al.’s (2006) 

recommendations are followed in order to detect joint venture outlier observations.   

As planned, after drawing the two samples, I proceeded to obtain financial, industry, and 

business segments information on the companies under study from Standard & Poor’s 

Compustat® (Compustat). Next, I provide an overview of the actual acquisitions and joint 

ventures samples that resulted from the previously described data collection process.  

 

Sample Characteristics 

The acquisitions sample is unevenly distributed across the years in the study. Table 1 

shows the distribution of the acquisitions sample across the years 2000 to 2003. The distribution 

of the acquisitions sample indicates that acquisition activity was higher in the year 2000 and then 

began declining until the year 2003. Notably, the entire pool of 57380 acquisitions reported by 

SDC has a very similar distribution for the years 2000 to 2003. Not only is this an expected 

outcome given that the final sample of acquisition deals was randomly drawn, but it also 

suggests that the elimination criteria previously described did not significantly bias the sample.  
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Additionally, that acquisition activity declines from the year 2000 to the year 2003 is consistent 

with a decline in the U.S. economy during this period of time. Existing evidence suggests that 

diversification activity is less observed in years of economic adversity than in years of economic 

munificence (Chang, 1996). 

 

TABLE 1 
Acquisition and Joint Venture Deals per year in the sample 

 
Year Acquisitions Joint ventures

2000 170 (36.8%) 91 (41.7%)

2001 123 (26.7%) 76 (34.9%)

2002 91 (19.7%) 29 (13.3%)

2003 78 (16.8%) 22 (10.1%)

Total 462 218
 

Concerning joint ventures, the sample is also unevenly distributed across the years under 

study. Table 1 shows the distribution of the joint ventures sample across the years considered in 

this investigation. Just as in the case of acquisitions, it appears that joint venture activity was 

higher in the year 2000 and then began progressively declining during the following years until 

the year 2003. Such a distribution is consistent with a declining economy as indicated above. 

Remarkably, although this joint ventures sample was not randomly drawn, its distribution 

through the years 2000 to 2003 is also very similar to the distribution of the entire pool of 6476 

joint ventures between two parties as reported by SDC. Overall, this indicates that the 

elimination criteria did not considerably bias the sample. 

After the application of the previously discussed elimination criteria, the final 

acquisitions sample contains diversified as well as non-diversified firms. Theoretically, this is 
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consistent with the discussion in Chapter II concerning the study of diversification as an isolated 

event rather than by addressing complete business portfolios. On the whole, the acquisitions 

sample contains 345 unique acquiring companies. These companies are primarily active in 139 

different four digit SIC manufacturing industries.  

Table 2 provides additional information concerning the acquisitions sample. As shown in 

Table 2, while non-diversified firms outnumber diversified ones, these last account for the 

majority of the acquisition deals included in the sample. Additionally, and although it is not 

shown in Table 2, diversified firms in the sample operate an average of three business segments. 

This suggests that firms in the sample are only moderately diversified given that the maximum 

number of business segments that a company could have, as reported in the Compustat business 

segments data base, is ten11.  

 
TABLE 2 

Number of Firms and distribution of Deals per type of Firm in the Acquisitions and Joint 
Ventures samples 

 

Diversified firms Non diversified firms Diversified firms Non diversified firms

Number of firms 151 (43.7 %) 194 (56.3%) 70 (45.2%) 85 (54.8%)

Deals made by each type
of firm 240 (52%) 222 (48%) 128 (58.7%) 90 (41.3%)

1.54 1.24 1.77 1.13
(min = 1; max = 4) (min = 1; max = 4) (min = 1; max = 10) (min = 1; max = 3)

Acquisitions Joint ventures

Average number of deals
made by each type of 

 

Finally on acquisitions, Table 3 shows the average annual sales of the companies in the 

acquisitions sample. Table 3 shows that companies in the acquisitions sample had an average of 

5611.58 million dollars during the years 2000 to 2003. 

                                                 
11It is worth noting here the discussion in Chapter III concerning business segments and business lines.  



 
 

121 

In line with the study of diversification as an isolated event, the joint ventures sample 

contains diversified and non-diversified firms as well. The total number of focal joint venture 

firms in the joint ventures sample equals 155. These firms are primarily active in 98 different 

four digit SIC manufacturing industries. Table 2 provides additional information concerning the 

joint ventures sample. Just as in the case of acquisitions, while non-diversified firms are the 

majority in the sample, diversified firms account for the majority of the joint venture deals in the 

study. Also, even though this is not shown in Table 2, diversified firms in the joint venture 

sample operate an average of four business segments. These companies can also be considered as 

moderately diversified given that the maximum number of business segments for a firm in the 

Compustat business segments data base is ten.  

 

TABLE 3 
Average Sales of the Companies in the Acquisitions and Joint Ventures samples 

 
Year Acquisitions Joint ventures
2000 5,400.83$              13,525.62$            
2001 5,599.21$              13,324.75$            
2002 5,494.77$              13,591.63$            
2003 5,951.50$              15,028.41$            

Average 2000-2003 5,611.58$              13,867.60$            

 

Finally on joint ventures, Table 3 shows the average annual sales of the companies in the 

joint ventures sample. Table 3 shows that companies in the joint ventures sample had an average 

amount of sales of 13687.60 million dollars during the years 2000 to 2003. As Table 3 shows, 

companies in the joint ventures sample had a higher level of sales during the years of analysis 

than companies in the acquisitions sample.  
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In the next section I describe some ex-post adjustments that had to be performed on some 

of the variables previously proposed in Chapter III. These adjustments were deemed necessary 

given some unforeseen characteristics of the actual data obtained from SDC and Compustat.  

 

Ex-post Adjustments to Variables and Measures 

Once all the pertinent data were collected, most of the variables proposed in Chapter III 

of this dissertation were calculated following the previously discussed formulas and procedures. 

Most variables could be calculated as previously described. Nevertheless, other variables could 

not be computed due to unforeseen data limitations. Additionally, after carrying out some 

preliminary analyses on the calculated variables to check their scale and mathematical properties, 

it was determined that some variables had problems meeting the assumptions necessary to carry 

out parametric analyses.  

The variables most affected by data inadequacy were acquisition and joint venture partner 

relatedness. For these variables, the proposed measurement schemes did not fit the actual data 

given the nature of the data as delivered by SDC and Compustat. Due to this misfit, the 

acquisition and joint venture partner relatedness measures had to be replaced by other, although 

similar, measures that fitted the data more properly. In the next paragraphs of this section I 

discuss why the proposed relatedness variables did not work well and the remedy that was taken 

in order to overcome this limitation. I also elaborate on the variables that could not be computed, 

as well as on some other limitations associated with the data that are worth noting before 

proceeding to the description of the hypotheses testing.  

In order to measure acquisition and joint venture partner relatedness, I proposed 

Haleblian and Finkelstein’s (1999) measure. This measure assesses the degree of relatedness 
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between acquiring and acquired (or target) companies by means of a scale that goes from zero to 

six. A value of 1 would be assigned to the degree of relatedness between acquiring and acquired 

(target) companies if at least one of the target’s business units matched one of the acquiring 

company’s business units at the level of two digit SIC-code. A value of 2 was to be assigned if 

the match occurred at the level of three digit SIC-code, and a value of 3 if the match occurred at 

the level of four digit SIC-code. These values were to double if the matches involved the 

acquiring and target companies’ primary industries. A value of 0 was to be assigned if there was 

no match at all. A similar measurement scheme was to be employed to assess the degree of 

relatedness between joint venture partners.  

During preliminary analyses, Haleblian and Finkelstein’s (1999) measure presented some 

challenges and had to be substituted by another measure. After closer inspection, Haleblian and 

Finkelstein’s (1999) measure was deemed inappropriate for this investigation because in the 

actual samples very few companies matched at the level of their primary industry. Hence, the 

upper range of the scale (from 4 to 6) was almost absent, leaving the samples seriously skewed 

toward the lower end of the scale. In addition, a scale that can take only three major values was 

not capturing enough variance in relatedness and actually behaved like a discrete/ordinal rather 

than a continuous/interval measure.  

In order to capture more variance in relatedness and to ensure the continuous/interval 

properties of the relatedness scale, Haleblian and Finkelstein’s (1999) measure was replaced by 

the approach followed by Merchant and Schendell (2000) and Porrini (2004). This alternative 

approach measures relatedness by counting the number of SIC codes that the transacting 

companies share in common at the four digit SIC level and then dividing this number by the total 

number of SIC codes that both companies cover in total. This measurement scheme (previously 
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discussed in more detail in Chapter III and calculated for validity purposes) showed a better 

ability to capture variance in relatedness and also behaved as a continuous/interval scale. Given 

that more continuous measures have shown a better ability to explain diversification phenomena 

than more discrete/ordinal measures (Dess at al., 1995), in this investigation I employ the 

approach followed by Merchant and Schendell (2000) and Porrini (2004) rather than the 

Haleblian and Finkelstein (1999) method. However, as mentioned in Chapter III, the correlation 

between Haleblian and Finkelstein’s (1999) relatedness measure and the approach that was 

finally be employed in this investigation is computed for validity purposes. These correlations 

are: 0.7231 (p < .001) for acquisitions and 0.5287 (p < .001) for joint ventures. Given that these 

correlations’ coefficients are strong and the associations are significant, both relatedness 

measures seem to capture the same phenomenon.  

At this point, it is worth mentioning something else concerning the approach that 

Merchant and Schendell (2000) and Porrini (2004) follow to measure relatedness. The approach 

followed by Merchant and Schendell (2000) and Porrini (2004) uses a continuous scale that has 0 

and 5 as minimum and maximum points, respectively. However, for this scale a value of 5 is 

obtained only if there is a 100 percent degree of relatedness between firms in an acquisition or 

joint venture transaction.  Consequently, in the analyses those observations with a value of 5 are 

dropped. Cases with a value of 5 are eliminated because 100 percent related acquisitions and 

joint ventures reflect single business strategy actions rather than diversification actions. Given 

the definitions presented at the beginning of this dissertation, diversification refers to the 

entrance of a company into industries that are different from the ones that they are in already.  

A hypothetical case exemplifies the difference between single business and 

diversification actions. Suppose that company A, which is already in industry (SIC) 2223, 
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acquires another company in the same (SIC) 2223 industry. In this case, even though company A 

is acquiring a different company, it is not entering into a different industry; thus, company A is 

not diversifying its business lines as suggested by the definition of diversification presented 

previously. In cases like this, the relatedness scale used in this research would produce a value of 

5. Elaborating a bit more on the above example, if the acquisition that company A makes were in 

industry (SIC) 2224, then the acquisition would be a diversification action because company A is 

entering an industry which it is not already in.  

In addition to the above adjustments concerning the relatedness measure, some control 

variables had to be adjusted too. In accordance with previous research on diversification, 

industry profitability and firm profitability were to be included as controls in the analysis. Both 

variables were calculated as described in Chapter III. However, for the sake of parsimony, only 

one adjusted variable was included. This practice has been successfully employed in 

diversification, acquisitions, and joint ventures research (e.g., Haleblian & Finkelstein, 1999). In 

order to account for industry effects on firm performance, I discounted industry profitability 

from firm profitability. This industry-adjusted performance measure was included as a control in 

the analysis.  

Unfortunately, some control variables could not be computed as proposed in Chapter III. 

Relative acquisition size and venture partner relative size could not be computed because this 

investigation’s samples include private acquisition targets and private joint venture partners 

which do not disclose information necessary to calculate their size. However, other factors such 

as firm size, acquiring firm public status, and whether acquisition targets were international 

companies were controlled for in the acquisitions analysis. Factors such as firm size, joint 

venture partner public status, and whether the joint venture partner was an international firm 
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were included in the joint ventures analysis. Research (e.g., Wang & Zajac, 2007) suggests that 

these factors can affect the performance implications that firms derive from acquisitions and 

joint ventures. Data to calculate the additional controls are extracted from SDC and Compustat.  

After the above adjustments, all variables were considered as appropriate for use in the 

formal testing of this study’s hypotheses. As described in Chapter III, in order to test this study’s 

hypotheses, panel data analysis techniques are appropriate given the cross-sectional as well as 

longitudinal nature of the data. As an additional advantage, panel data techniques are robust to 

some violations to the assumptions required by most parametric techniques (e.g., 

heterocedasticity, normality departures, etc.). That panel data analysis techniques are robust to 

some issues associated with the data is worth noting given that some variables included in this 

study exhibit departures from a normal distribution. Acquisition and joint venture cumulative 

abnormal returns, as well as acquisition and joint venture partner relatedness, show a significant 

Saphiro-Wilk p value (< 0.05), thus rejecting the hypothesis that the data come from a normal 

distribution. However, because there is a low likelihood that departures from normality will 

produce inaccurate estimates with samples above 200 observations (Hair et al., 2006), no further 

adjustments or transformations were required because the sample sizes in this study exceeded 

200 cases. Below, I continue with the calculation of bivariate correlations and the formal testing 

of this study’s hypotheses.  

 

Descriptive Statistics and Bivariate Correlations 

In the following paragraphs, I discuss some descriptive statistics and bivariate 

correlations that provide additional information on the data at hand. These metrics also 

contribute to the presentation of a preliminary overview of the relationships that are likely to 
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exist between the variables in this study. I elaborate first on acquisitions and then on joint 

ventures.  

 
Acquisitions 

Table 4 shows descriptive statistics for the acquisitions sample. Concerning some of the 

major variables under investigation, Table 4 indicates that cumulative abnormal returns for 

acquiring firms were, on average, slightly positive (0.007) during the event study window (one 

day before, the day of the deal, and one day after). Although contrasting with other studies that 

report negative abnormal returns for acquiring companies (e.g., King et al., 2004), prima facie, 

this indicates that at least some acquisitions created a positive value for acquiring firms. 

Precisely which acquisitions created value for acquiring firms is something that will be revealed 

later during the formal testing of hypothesis 1.  

Table 4 provides some additional descriptive insights concerning the acquisitions sample. 

For example, the average degree of relatedness of all acquisitions in the sample is low (0.102) 

compared to the maximum possible value of the acquisitions relatedness scale (4.99)12. This 

indicates that a considerable number of all the acquisitions made during the period under study 

were unrelated. That unrelated acquisitions are common during years of an adverse economic 

environment is expected from the perspective of defensive diversification theory, as sketched in 

Chapter II.  

Table 4 also shows bivariate correlations for the acquisitions sample. Among other 

correlations, Table 4 indicates that there is a positive but non-significant association between 

acquisition cumulative abnormal returns and acquisition relatedness.  

  
                                                 
12 The relatedness scale ranges from 0 to 4.99, where 0 represents no relatedness at all, and 4.99 represents very 
high relatedness.  
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TABLE 4 
Acquisitions sample Descriptive Statistics and Bivariate Correlations 

  

 

 

 

 

 

 

 

 

Variable Mean td. Dev. Min Max 1 2 3 4 5 6 7 8 9 10 11 12 13

1 Acquisition cumulative abnormal returns 0.007 0.066 -0.31 0.29
2 Acquisition relatedness 0.102 0.117 0.00 0.43 0.054
3 Corporate coherence 6.158 4.827 0.39 30.89 0.037 0.074
4 Heterogeneous acquisition experience 0.737 0.805 0.05 6.67 -0.066 0.147 ** -0.064
5 Industry adversity 0.058 0.021 0.00 0.15 -0.046 -0.097 * -0.112 † -0.086 †
6 Industry adjusted firm profitability -0.004 0.137 -1.17 0.31 0.002 -0.013 0.001 -0.067 0.082 †
7 Method of payment 0.279 0.449 0.00 1.00 0.021 0.041 -0.050 0.035 -0.001 0.065
8 Acquisition attitude 0.985 0.122 0.00 1.00 0.020 0.064 -0.039 -0.096 * 0.028 -0.016 -0.002
9 Type of target 0.535 0.499 0.00 1.00 0.097 * 0.043 0.006 0.006 0.031 -0.081 † -0.184 ** 0.097 *

10 Acquirer's leverage 0.224 0.171 0.00 0.74 -0.097 * -0.004 0.282 ** 0.038 -0.121 ** 0.063 0.043 -0.042 -0.099 *
11 Diversified acquirer 0.519 0.500 0.00 1.00 -0.033 -0.115 * -0.288 ** -0.064 0.157 ** -0.010 -0.048 -0.081 † 0.242 **
12 Acquirer size 7.323 1.872 0.00 13.26 -0.089 * -0.094 * 0.105 -0.068 -0.104 * 0.183 ** -0.071 -0.097 * -0.061 0.319 ** 0.304 **
13 Acquirer public status 0.887 0.316 0.00 1.00 0.056 -0.091 * 0.061 -0.053 0.101 * -0.024 0.054 0.012 0.025 -0.104 * -0.205 ** -0.172 **
14 International target 0.316 0.465 0.00 1.00 -0.045 -0.048 -0.110 † -0.047 0.003 0.042 0.002 -0.068 -0.094 * -0.004 0.002 0.076 0.036

† = p <.10,   * = p < .05,   ** = p < .01
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At least tentatively, this evidence suggests that the association between acquisition relatedness 

and performance may not be linear, which leaves open the possibility that the association may be 

curvilinear as suggested by hypotheses 1. 

As also shown in Table 4 acquisition cumulative abnormal returns does not have 

significant associations with corporate coherence, heterogeneous acquisition experience, and 

industry adversity. Prima facie, it is possible that these variables may moderate the curvilinear 

association between acquisition relatedness and performance (acquisition cumulative abnormal 

returns). According to Baron and Kenny (1986), moderating variables, preferably, should not be 

significantly associated with the dependent variable.  

Altogether, the correlations in Table 4 leave open the possibility that there may be a 

curvilinear association between diversification relatedness and performance for the acquisitions 

case. In addition, it is possible that this association varies according to different levels of 

corporate coherence, heterogeneous acquisition experience, and industry adversity, as suggested 

by hypotheses 3, 5, and 7 of this dissertation. Finally, Table 4 displays a variety of other 

significant associations among the control variables included in the acquisitions model. 

 
Joint Ventures 

Table 5 shows descriptive statistics for the joint ventures sample. As in the acquisitions 

case, average cumulative abnormal returns for joint venturing companies are slightly positive 

(0.004). This finding is in line with most research on joint ventures which indicates that joint 

ventures are likely to improve firm performance (e.g., Gleason et al., 2006).  
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TABLE 5 
Joint Ventures sample Descriptive Statistics and Bivariate Correlations 

 

 

 

 

 

 

 

 

 

 

Variable Mean td. Dev. Min Max 1 2 3 4 5 6 7 8 9 10 11 12 13

1 Joint venture cummulative abnormal returns 0.004 0.053 -0.13 0.25
2 Joint venture partner relatedness 0.073 0.108 0.00 0.40 0.096
3 Corporate coherence 6.451 4.543 -1.31 25.69 -0.065 0.110
4 Heterogeneous joint venture experience 0.647 0.581 0.10 4.33 -0.047 0.069 -0.012
5 Industry adversity 0.052 0.020 0.01 0.13 0.154 * 0.135 * -0.203 * 0.009
6 Industry adjusted firm profitability -0.056 0.537 -7.14 0.13 0.029 -0.013 -0.061 0.024 -0.001
7 Joint venture experience between specific partners 0.110 0.549 0.00 5.00 -0.171 * -0.013 -0.055 -0.103 -0.041 0.023
8 Venture partner's experience 0.257 0.438 0.00 1.00 -0.103 -0.128 † 0.025 -0.050 -0.053 -0.072 0.246 **
9 Type of joint venture 0.541 0.499 0.00 1.00 0.011 0.059 0.067 0.100 0.018 0.100 0.017 -0.028

10 Joint venture ownership configuration 1.358 2.482 0.00 9.50 0.078 -0.043 -0.126 0.225 ** -0.018 0.046 -0.005 -0.045 0.034
11 Diversified joint venturing company 0.587 0.493 0.00 1.00 0.042 -0.121 † -0.395 ** -0.121 † 0.147 ** 0.084 0.152 * -0.061 -0.058
12 Joint venturing company size 8.314 2.194 2.48 13.11 -0.045 -0.203 ** -0.030 -0.198 * -0.204 ** 0.131 † 0.233 ** 0.137 * -0.019 0.037 0.367 **
13 Joint venture partner public status 0.670 0.471 0.00 1.00 -0.004 0.017 0.012 -0.079 0.011 0.005 0.106 0.279 ** -0.079 0.099 0.105 0.101
14 International joint venture partner 0.656 0.476 0.00 1.00 0.055 0.137 * 0.011 0.070 0.086 -0.081 0.057 -0.127 † 0.050 0.094 0.020 -0.074 -0.016

† = p <.10,   * = p < .05,   ** = p < .01
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Table 5 provides additional descriptive information about the joint ventures sample. For 

example, the average degree of relatedness between joint venture partners is low (0.073) as 

compared to the maximum point of the relatedness scale (4.99)13. This indicates that most joint 

ventures undertaken during the years of analysis are highly unrelated. A high number of 

unrelated joint ventures during years of a recessive economy is also in accordance with the 

defensive diversification argument previously introduced in Chapter II. 

Table 5 also shows bivariate correlations for the joint ventures case. As suggested by 

Table 5, there is no significant association between joint venture cumulative abnormal returns 

and joint venture partner relatedness. Tentatively, this evidence indicates that at least, the 

association between joint venture cumulative abnormal returns and joint venture partner 

relatedness may be non-linear, leaving open the possibility that such association is curvilinear as 

suggested by hypothesis 2. 

In addition, Table 5 also indicates that joint venture cumulative abnormal returns has no 

significant associations with corporate coherence and heterogeneous joint venture experience. 

Preliminarily, these non-significant associations might signify that corporate coherence and 

heterogeneous joint venture experience moderate the relationship between joint venture partner 

relatedness and joint venture cumulative abnormal returns. As noted above, according to Baron 

and Kenny (1986) moderating variables, preferably, should not be significantly associated with 

the dependent variable of a regression equation.  

Table 5 shows that, unlike corporate coherence and heterogeneous joint venture 

experience, industry adversity has a positive and significant association with joint venture 

cumulative abnormal returns. Prima facie, this association may be problematic for the testing of 

moderating effects because it increases the possibility of multicollinearity in multiple regression 
                                                 
13 The joint ventures relatedness scale goes from 0 to 4.99, where 0 is totally unrelated and 4.99 is highly related.  
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models that include interaction terms. Perhaps more importantly, this significant association 

suggests the possibility that joint venture cumulative abnormal returns are directly sensitive to 

adverse industry conditions regardless of the different levels of relatedness that a firm’s joint 

ventures may have. This speculation is not in line with the hypothesized moderating effect of 

industry adversity on the association between joint venture partner relatedness and joint venture 

cumulative abnormal returns as indicated by this investigation’s hypothesis 8.  

On the whole, correlations in Table 5 suggest that there might be a curvilinear association 

between joint venture partner relatedness and joint venture cumulative abnormal returns. 

Additionally, this association may vary according to different levels of corporate coherence and 

heterogeneous joint venture experience as suggested by hypotheses 4 and 6. Based on Table 4.5, 

a possible moderating effect of industry adversity on the association between joint venture 

partner relatedness and joint venture cumulative abnormal returns appears less likely. However, 

the analyses presented in the next section of this chapter will reveal whether these hypotheses are 

supported or not.  

 

Hypotheses Testing 

In this section, I present results from the actual testing of the eight hypotheses that were 

advanced in Chapter II of this dissertation. As in the previous section, acquisitions will be 

presented first followed by the joint ventures section. Prior to the acquisitions analysis, I describe 

some additional preliminary steps that are critical before performing the panel data analysis as 

described in Chapter III.  
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Before Hypotheses Testing 

As previously discussed in Chapter III, this investigation’s data have panel data 

characteristics. Hence, the first step before the actual hypotheses testing is to decide whether a 

fixed or a random effects model fits the data more efficiently.  

The Hausmann test is the appropriate tool to determine whether a fixed or random effects 

model is best for this research. The null hypothesis that there is no systematic difference in 

coefficients between a random and a fixed effects test is not rejected in both cases (acquisitions’ 

χ2 = 11.06, p > .10; joint ventures’ χ2 = 12.79, p > .10). Thus, the Hausman test indicates that 

generalized least squares (GLS) random effects estimation provides more efficient estimates for 

the data at hand than ordinary least squares (OLS) fixed effects estimation14. In addition, given 

that the data comprise two small and highly unbalanced panels, a Swamy-Arora adjustment was 

implemented so that GLS could provide more efficient estimates (Baltagi & Chang, 1994).  

Once the Hausman test has been performed, it is safe to proceed with hypothesis testing 

employing GLS random effects estimation. The random effects procedure ensures that regression 

estimates will be unbiased because it corrects for potential unobserved heterogeneity not 

accounted for in the regression equations that follow below and that have the purpose of testing 

hypotheses 1 through 8 of this investigation. Recapitulating, while hypotheses 1, 3, 5, and 7, 

refer to acquisitions, hypotheses 2, 4, 6, and 8 refer to joint ventures. In order to keep consistency 

with the previous section in which the acquisitions case was presented first and the joint ventures 

one second, here I first elaborate on hypotheses 1, 3, 5, and 7, and then discuss hypotheses 2, 4, 

6, and 8 afterwards.  

                                                 
14 The Hausman test was run on a model that included all the control variables plus the linear and quadratic 
relatedness terms in the same equation.  
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Before I begin with the acquisitions case, it is worth clarifying that hypotheses involving 

the corporate coherence variable (hypotheses 3 and 4) will be presented at the end of the 

acquisitions and joint ventures sections respectively. This is because some further adjustments to 

the samples were necessary before testing the effects of corporate coherence on the proposed 

associations between diversification relatedness and performance. Such further adjustments will 

be described before the presentation of regression results on hypothesis 3 and 4 as described 

below.  

 
Acquisitions 

Table 6 shows results of random effects GLS regression for the acquisitions case. In 

Table 6, model 1 includes only control variables. Regression coefficients in model 1 indicate that 

among the control variables only the type of target has a significant effect on acquisition 

cumulative abnormal returns (acquisitions performance). Although not explicitly hypothesized, 

that type of target has a positive effect on acquisition performance suggests that the stock market 

seems to reward firms that acquire private targets. Because public targets are more liquid 

investments than private targets, private targets are relatively less valued than public ones. 

Acquiring companies capture this discount and hence realize higher, at least short term, benefits 

by acquiring private companies (Fuller et al., 2002).  
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TABLE 6 
GLS Random Effects Estimation on Acquisition Cumulative Abnormal Returns (Acquisitions Performance)* 

 
Variable

Coefficient Std err Coefficient Std err Coefficient Std err Coefficient Std err Coefficient Std err Coefficient Std err Coefficient Std err Coefficient Std err

Constant 0.014 0.03 0.009 0.03 0.013 0.03 0.015 0.03 0.036 0.03 0.034 0.03 -0.003 0.01 -0.003 0.01
Year 2001 -0.008 0.01 -0.010 0.01 -0.010 0.01 -0.010 0.01 -0.009 0.01 -0.009 0.01
Year 2002 -0.003 0.01 -0.005 0.01 -0.013 0.01 -0.013 0.01 -0.003 0.01 -0.003 0.01
Year 2003 -0.014 0.01 -0.013 0.01 -0.013 0.01 -0.013 0.01 -0.013 0.01 -0.013 0.01
Method of payment 0.004 0.01 0.006 0.01 0.002 0.01 0.002 0.01 0.005 0.01 0.005 0.01 0.013 † 0.01 0.013 † 0.01
Acquisition attitude 0.003 0.03 0.002 0.03 0.000 0.03 -0.001 0.03 0.004 0.03 0.004 0.03
Type of target 0.011 † 0.01 0.013 * 0.01 0.010 0.01 0.010 0.01 0.012 † 0.01 0.012 † 0.01 0.016 * 0.01 0.016 * 0.01
Industry adjusted firm profitability 0.012 0.02 0.015 0.02 -0.006 0.03 -0.007 0.03 0.017 0.02 0.017 0.02
Acquirer's leverage -0.027 0.02 -0.026 0.02 -0.030 0.02 -0.028 0.02 -0.026 0.02 -0.026 0.02 -0.039 0.02 -0.039 0.02
Diversified acquirer 0.002 0.01 0.002 0.01 0.005 0.01 0.005 0.01 0.001 0.01 0.001 0.01
Acquirer size -0.002 0.00 -0.002 0.00 -0.002 0.00 -0.002 0.00 -0.003 0.00 -0.003 0.00
Acquirer public status 0.010 0.01 0.011 0.01 0.007 0.01 0.008 0.01 0.011 0.01 0.011 0.01
International target -0.005 0.01 -0.004 0.01 -0.001 0.01 0.000 0.01 -0.004 0.01 -0.004 0.01

Acquisition relatedness 0.245 ** 0.08 0.207 * 0.09 0.134 0.12 0.076 0.11 0.136 0.24 0.132 0.10 0.143 0.15
Acquisition relatedness 2 -0.717 ** 0.25 -0.540 * 0.26 -0.264 0.41 -0.673 ** 0.25 -0.883 0.77 -0.473 0.29 -0.515 0.52
Heterogeneous acquisition experience -0.003 0.01 -0.005 0.01
Acquisition relatedness *
Heterogeneous acquisition experience -0.009 0.04 0.077 0.10
Acquisition relatedness 2 * 
Heterogeneous acquisition experience -0.315 0.36

Industry adversity -0.428 * 0.19 -0.410 * 0.20
Acquisition relatedness * Industry
adversity 2.671 * 1.29 1.606 3.92
Acquisition relatedness 2 * Industry
adversity 3.755 13.0

Corporate coherence 0.001 0.00 0.001 0.00
Acquisition relatedness * Corporate
coherence 0.000 0.01 -0.002 0.02
Acquisition relatedness 2 * Corporate
coherence 0.006 0.07

R2

Wald  χ 2

† = p <.10,   * = p < .05,   ** = p < .01

0.0319 0.052 0.0444 0.0462

Model 1 Model 2 Model 3 Model 4

0.0645 0.0646 0.0591 0.0592

Model 5 Model 6 Model 7 Model 8

30.32* 30.34* 12.06† 12.0514.61 24.25* 18.73 19.49

 

 * None of the above regression models shows severe multicollinearity problems. Most VIFs are below the 10 value threshold.   
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Results of regression model 1 are important for the testing of hypothesis 3. As indicated 

previously, this investigation includes diversified as well as non-diversified companies. 

Nevertheless, non-diversified companies have only one business segment, and thus it is 

impossible to calculate a corporate coherence score for them. Due to this limitation, GLS 

regression analyses that involve the corporate coherence term were run on a reduced sample of 

240 cases. In order to ensure a power level of at least 0.80 with this reduced sample, some 

control variables were dropped from regression models 7 and 8, which in Table 6 and in 

accordance with hypothesis 3 test the moderating effects of corporate coherence on the 

relationship between acquisition relatedness and performance. After non-significant controls are 

dropped, regression models 7 and 8 in Table 6 contain only three control variables. These 

variables are: method of payment, type of target, and acquirer’s leverage. These are the only 

controls that based on regression model 1, and on some additional preliminary analyses, are 

significant, or close to significance, and thus have the potential to confound the regression 

estimates obtained with the reduced sample that contains only diversified firms.  

Remarkably, the sample reduction and the elimination of some controls, as described 

above, do not significantly alter results of all the other regression models in Table 6. All 

regression models in Table 6, except models 7 and 8, are run on the complete sample of 462 

acquisition observations and include all the control variables previously introduced. However, all 

these regression models are also re-run on the reduced sample of 240 observations and with only 

the three controls mentioned above. Even under these conditions, results remain very similar to 

those obtained with the full sample and all control variables. After this clarification, below I 

present the formal testing of all the hypotheses that involve acquisitions.    
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Hypothesis 1 suggests that there is an inverted curvilinear association between 

acquisition relatedness and performance (in the acquisitions case, acquisition cumulative 

abnormal returns). Model 2 in Table 6 tests this hypothesis; hence, in addition to the control 

variables, it includes linear and quadratic terms of acquisition relatedness. Aiken and West 

(1991) indicate that in order to appropriately test a curvilinear relationship between two 

variables, both linear and quadratic terms must be included in the regression equation. 

Regression coefficients in model 2 indicate that both the linear and the quadratic acquisition 

relatedness terms are significant and different from zero. While the linear term is positive, the 

quadratic term is negative; this is a pattern that is consistent with a non symmetric inverted-U 

shaped relationship (Aiken & West, 1991). The goodness of fit of model 2 (R2 = 0.052, Wald χ2 

= 24.25, p < .05) is stronger than that of model 1, which fitted poorly (R2 = 0.031, Wald χ2 = 

14.61, p > .10). Given this evidence, hypothesis 1 is supported.  

In addition to the above test, simple slopes analyses were conducted on centered variables 

as a way to provide additional support for hypothesis 1. Simple slopes analyses indicate that one 

standard deviation below the mean value of acquisition relatedness, there is a positive and 

significant association between acquisition relatedness and acquisition cumulative abnormal 

returns (t = 3.11, p < 0.010). At the mean value of acquisition relatedness there is a positive and 

significant association between acquisition relatedness and acquisition cumulative abnormal 

returns (t = 3.12, p < 0.010). One standard deviation above the mean value of acquisition 

relatedness, there is a negative but non-significant association between both variables (t = -1.51, 

p > 0.10). Finally, two standard deviations above the mean, there is a negative and significant 

association between acquisition relatedness and acquisition cumulative abnormal returns (t = -

1.76, p < 0.10).  
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Overall, results of the slopes analysis support hypothesis 1. As hypothesized, the 

relationship between acquisition relatedness and acquisition cumulative abnormal returns 

significantly changes its sign from positive to negative a little after the mean, a pattern that is 

consistent with an inverted curvilinear association (Aiken & West, 1991). Figure 4 portrays the 

fitted values produced by the regression equation tested in model 2, and so it shows an 

approximation to the inverted curvilinear association that is likely to exist between 

diversification relatedness and performance for the acquisitions case15. That at the mean 

observed value of acquisition relatedness there is still a positive and significant association 

between acquisition relatedness and acquisition cumulative abnormal returns is expected because 

the curve peaks after the mean value of acquisition relatedness as described below. 

 

FIGURE 4 
Curvilinear Association between Diversification Relatedness and Performance 

(Acquisitions) 
 

 

Some further calculations were carried out in order to get more insight into the 

curvilinear association found above. These calculations are in accordance with Aiken and West’s 

                                                 
15 The curvilinear association predicted by hypothesis 1 is non-monotonic because the curve reaches its maximum 
within the meaningful range of the acquisition relatedness values.  
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(1991) recommendations and formulas. First, with the aid of some calculus, it is determined that 

the curve reaches its maximum at 0.17216 acquisition relatedness and 0.0195 cumulative 

abnormal returns. The curve, hence, peaks after the mean value of acquisition relatedness 

(0.102). Second, it is also determined that the values of the simple slopes at different points on 

the curve are as follows: 0.26 (one standard deviation below the mean), 0.24 (at the mean), 0 (at 

the maximum point on the curve), -0.064 (one standard deviation above the mean), and -0.085 

(two standard deviations above the mean). These values give a sense of the different inclinations 

that the association between acquisition relatedness and acquisition cumulative abnormal returns 

has at different levels of acquisition relatedness. What these different inclinations mean will be 

discussed in Chapter V of this dissertation. 

Continuing, hypotheses 3, 5, and 7 indicate that corporate coherence, heterogeneous 

acquisition experience, and industry adversity, respectively, will moderate the curvilinear 

association between diversification relatedness and performance for acquisitions. However, 

before testing these hypotheses it is worth noting that Aiken and West (1991) describe two ways 

to test the moderation of a quadratic function. I briefly describe these methods in the paragraph 

below.  

The two ways in which a quadratic function can be moderated have different effects on 

the shape of the function (Aiken & West, 1991). The first way to test the moderation of a 

quadratic function involves the introduction of a linear by linear interaction term in the 

regression equation. If the linear by linear interaction term is significant, then the quadratic 

function is moderated, but the resulting curves at different levels of the moderating variable will 

not differ in the nature of their concavity. In the second way of moderation, a quadratic by linear 

interaction term is included in the regression equation after controlling for the linear by linear 
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interaction in the same regression equation. If the quadratic by linear interaction term is 

significant, then the curvilinear association is moderated and the resulting curves are likely to 

differ in the nature of their concavity depending on the different levels of the moderating 

variable. Regression models 3, 4, 5, 6, 7, and 8 in Table 6 show the results of these two types of 

moderation. Regression models 3 and 4 test moderating effects of heterogeneous acquisition 

experience (hypothesis 5). Regression models 5 and 6 test moderating effects of industry 

adversity (hypothesis 7). Finally, regression models 7 and 8 test the moderating effect that 

corporate coherence might have on the curvilinear association between diversification 

relatedness and performance for acquisitions (hypothesis 3).  

Hypothesis 5 predicts that heterogeneous acquisition experience will moderate the 

inverted curvilinear association between acquisition relatedness and acquisition performance. 

Regression models 3 and 4 in Table 6 show the results of this moderation test. Model 3 contains, 

in addition to the control variables and the acquisition relatedness linear and quadratic terms, the 

heterogeneous acquisition experience main effect, along with the interaction created by the 

multiplication of the acquisition relatedness linear term and the heterogeneous acquisition 

experience term. As shown in Table 6, not only is the linear by linear interaction term non-

significant, but also the model’s fit is poor (R2 = 0.044, Wald χ2 = 18.73, p > .10). Model 4 

contains, in addition to all the other terms included in model 3, a quadratic by linear interaction 

term created by the multiplication of the acquisition relatedness quadratic term and the 

heterogeneous acquisition experience term. Table 6 shows that the quadratic by linear interaction 

term is non-significant and that the model’s fit is poor (R2 = 0.046, Wald χ2 = 19.49, p > .10).  

Altogether, results of regression models 3 and 4 suffice to reject hypothesis 5. Based on 

these results, there is no evidence to claim that, in the case of acquisitions, the association 
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between diversification relatedness and performance is moderated and/or varies in shape or 

concavity depending on different levels of heterogeneous experience.   

Hypothesis 7 predicts that industry adversity will moderate the inverted curvilinear 

association between acquisition relatedness and acquisition cumulative abnormal returns. 

Regression models 5 and 6 in Table 6 test this potential moderation effect. Model 5 contains an 

interaction effect formed by the multiplication of the acquisition relatedness linear term and the 

industry adversity term in addition to the control variables and the linear and quadratic terms of 

acquisition relatedness. As shown in Table 6, not only is the linear by linear interaction term 

significant, but also the model’s fit is strong (R2 = 0.064, Wald χ2 = 30.32, p < .05). Model 6 

contains, in addition to all the other terms included in model 5, a quadratic by linear interaction 

term created by the multiplication of the acquisition relatedness quadratic term and the industry 

adversity term. Although the model’s fit does not deteriorate (R2 = 0.064, Wald χ2 = 30.34, p < 

.05), Table 6 indicates that the quadratic by linear interaction term is non-significant after 

controlling for the linear by linear interaction. Overall, this evidence supports hypothesis 7, 

which indicates that industry adversity will moderate the inverted-U shaped association between 

diversification relatedness and performance for acquisitions. Nonetheless, given that the 

quadratic by linear interaction term is non-significant, the concavity of the curvilinear 

association that diversification relatedness has with performance does not vary across different 

levels of industry adversity for acquisitions.  

Figure 5 plots the results of the moderating effect that industry adversity has on the 

curvilinear association between diversification relatedness and performance for acquisitions. 

Following Aiken and West’s (1991) formulas, it is determined that the curves depicted in Figure 

5 cross at 0.160 acquisition relatedness and 0.014 acquisition cumulative abnormal returns. This 
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pattern is consistent with a disordinal interaction because the two curves cross within the 

meaningful range of acquisition relatedness and acquisition cumulative abnormal returns.  

 

FIGURE 5 
The Moderating Effect of Industry Adversity on the Curvilinear Association between 

Diversification and Performance (Acquisitions) 
 

 

Hypothesis 3 indicates that corporate coherence moderates the inverted curvilinear 

association between acquisition relatedness and acquisition performance. Regression models 7 

and 8 test this potential moderating effect. In addition to the control variables and the linear and 

quadratic terms of acquisition relatedness, model 7 contains a linear by linear interaction term 

formed by the multiplication of the acquisition relatedness linear term and the corporate 

coherence term. As shown in Table 6, the linear by linear interaction term is non-significant, and 

the model’s fit is marginal (R2 = 0.059, Wald χ2 = 12.06, p < .10). Model 8 contains all the 

variables and the linear by linear interaction term included in model 7, as well as a quadratic by 

linear interaction term created by the multiplication of the acquisition relatedness quadratic term 

and the corporate coherence term. Model 8 in Table 6 indicates that the quadratic by linear 

interaction term is non-significant and the model’s fit is poor (R2 = 0.059, Wald χ2 = 12.05, p > 
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.10). Together, regression models 7 and 8 do not support hypothesis 3. These figures suggest that 

corporate coherence does not moderate the inverted curvilinear association between 

diversification relatedness and performance for acquisitions. 

Overall on acquisitions, only two out of four hypotheses were supported. In sum, the 

empirical evidence suggests that there is an inverted curvilinear association between 

diversification relatedness and performance for acquisitions. This relationship, in addition, seems 

to vary according to different levels of industry adversity. However, neither heterogeneous 

acquisition experience nor corporate coherence appear to moderate the quadratic pattern that the 

association between diversification relatedness and performance follows in the acquisitions case.  

Below, I show the results of the joint ventures case. First, I test whether a quadratic 

pattern emerges in the association between joint venture partner relatedness and performance. 

Next, I test whether heterogeneous joint venture experience, industry adversity, and corporate 

coherence moderate this association.  

 
Joint Ventures  

Concerning joint ventures, it is worth clarifying at this point some adjustments that were 

made in order to properly run the corresponding analyses. As indicated in Chapter III, a sample 

size of either 192 or 265 cases would suffice to test the proposed hypotheses with a power of 

0.80, an effect size of 0.15, and a significance level of 0.05 and 0.01, respectively. Nonetheless, 

the final number of observations in the joint ventures sample is 218 observations, which is a little 

above the 192 threshold for a significance level of 0.05. Given the fact that several new controls 

were deemed necessary, as described above, and in order to keep the power level at 0.80, some 

controls were dropped from the analysis. Because all the year dummies, type of joint venture, 

joint venture partner public status, and industry-adjusted firm profitability control variables 
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performed poorly in a series of preliminary analyses (their regression coefficients were very 

small and their p values as high as 0.925), all these controls were dropped from the regression 

models shown in Table 7. Post-hoc power analyses indicate that all regression models in Table 7 

conform with a power of 0.80 after the mentioned control variables are dropped.    

Table 7 shows the results of random effects GLS estimation for the joint ventures case. 

Model 1 contains only control variables. Regression coefficients in model 1 show that only joint 

venture experience between specific partners has a significant, although negative, association 

with joint venture cumulative abnormal returns (joint venture performance). Prima facie, this 

finding is at odds with several studies that report a positive significant association between these 

two variables. However, other investigations (e.g., Hoang & Rothaermel, 2005) have also found 

negative associations between joint venture experience between specific partners and joint 

venture performance. Despite this finding, and just as in the case of acquisitions, model 1 is 

important due to some additional adjustments that are necessary to test the moderating effect of 

corporate coherence on the association between diversification relatedness and performance for 

joint ventures. 

Based on regression model 1 and on some additional preliminary analyses, some further 

adjustments were made in order to test hypothesis 4. GLS regression analyses involving the 

corporate coherence term were run on a reduced sample of 128 cases. This is so because of the 

previously mentioned impossibility of calculating a corporate coherence term for non-diversified 

companies. Given this limitation, and in order to ensure a power level of at least 0.80, as 

described in Chapter III, some other control variables were dropped from the analysis. 

Regression models 7 and 8 in Table 7 contain only three control variables.  
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TABLE 7 
GLS Random Effects Estimation on Joint Venture Cumulative Abnormal Returns (Joint Ventures Performance)* 

 
Variable

Coefficient Std err Coefficient Std err Coefficient Std err Coefficient Std err Coefficient Std err Coefficient Std err Coefficient Std err Coefficient Std err

Constant 0.004 0.02 -0.003 0.02 0.009 0.02 0.004 0.02 -0.026 0.02 -0.031 0.02 0.011 0.01 0.013 0.01
Joint venture ownership configuration 0.001 0.00 0.001 0.00 0.002 0.00 0.002 † 0.00 0.002 0.00 0.002 0.00 0.003 0.00 0.003 0.00
Joint venture experience between
specific partners -0.016 * 0.01 -0.017 * 0.01 -0.016 ** 0.01 -0.017 ** 0.01 -0.017 * 0.01 -0.016 * 0.01 -0.018 ** 0.01 -0.017 ** 0.01
Venture partner's experience -0.006 0.01 -0.006 0.01 -0.003 0.01 -0.003 0.01 -0.005 0.01 -0.006 0.01 -0.003 0.01 -0.004 0.01
Diversified joint venturing company 0.008 0.01 0.009 0.01 0.019 * 0.01 0.019 * 0.01 0.010 0.01 0.010 0.01
Joint venturing company size -0.001 0.00 -0.001 0.00 -0.002 0.00 -0.002 0.00 0.000 0.00 0.000 0.00
International joint venture partner 0.006 0.01 0.006 0.01 0.004 0.01 0.004 0.01 0.004 0.01 0.004 0.01

Joint venture partner relatedness 0.236 ** 0.10 0.114 0.12 0.301 † 0.18 0.204 † 0.12 0.500 † 0.28 0.056 0.12 -0.086 0.22
Joint venture partner relatedness2 -0.644 ** 0.32 -0.376 0.40 -1.228 † 0.75 -0.620 † 0.32 -1.514 † 0.85 -0.328 0.41 0.089 0.69
Heterogeneous joint venture experience -0.004 0.01 0.000 0.01
Joint venture partner relatedness *
Heterogeneous joint venture
experience 0.015 0.08 -0.207 0.18
Joint venture partner relatedness2 *

Heterogeneous joint venture
experience 0.991 0.74
Industry adversity 0.292 0.23 0.384 0.25
Joint venture partner relatedness *
Industry adversity 0.696 1.30 -4.788 4.96
Joint venture partner relatedness2 *

Industry adversity 16.400 14.32
Corporate coherence -0.001 0.00 -0.001 0.00
Joint venture partner relatedness *
Corporate coherence 0.004 0.01 0.024 0.03
Joint venture partner relatedness2 *

Corporate coherence -0.053 0.07

R2

Wald  χ 2

† = p <.10,   * = p < .05,   ** = p < .01

0.1139
19.16†

0.0462
9.85

0.0674
15.63*

0.104
17.3†

0.11
14.71†

Model 7 Model 8

0.0965
21.98*

0.1058
14.19*

0.1028
23.31*

Model 5 Model 6Model 1 Model 2 Model 3 Model 4

 

* None of the above regression models shows severe multicollinearity problems. Most VIFs are below the 10 value threshold.   
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These variables are: joint venture ownership configuration, joint venture experience between 

specific partners, and venture partner’s experience. These were the only control variables that in 

regression model 1, and some additional preliminary analyses, are significant, or close to 

significance, and thus have the potential to bias the regression estimates obtained by the analysis 

of the reduced sample that contains only diversified firms. 

Reducing the sample size and eliminating some control variables do not significantly 

alter results of all the other regression models in Table 7. All regression models in Table 7 except 

models 7 and 8 are run on the complete sample of 218 joint venture observations and include the 

control variables described earlier in this section. Nevertheless, even when these regression 

models are re-tested on the reduced sample of 128 observations and with only three controls, 

results remain very similar to those obtained by the analysis of the full sample with the majority 

of the proposed controls included in the regression equations.  

Given the above clarifications, below I present results on hypotheses tests involving joint 

ventures. Because hypothesis 4 involves the corporate coherence score, it will be presented at the 

end of this section as indicated previously.  

Hypotheses 2 predicts that the association between diversification relatedness and 

performance is curvilinear for joint ventures. Regression model 2 (in Table 7) tests this 

hypothesis. Model 2 includes, in addition to the control variables, the joint venture partner 

relatedness linear and quadratic terms. Regression coefficients in model 2 indicate that both the 

linear and the quadratic joint venture partner relatedness terms are significant and different from 

zero. In accordance with a non-symmetric inverted-U shaped pattern, the linear term is positive 

and the quadratic negative. The goodness of fit of model 2 (R2 = 0.067, Wald χ2 = 15.63, p < .05) 
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is stronger than that of model 1, which fitted poorly (R2 = 0.046, Wald χ2 = 9.85, p > .10). Based 

on these results, hypothesis 2 is supported.  

Simple slopes analyses with centered variables were also conducted as way to provide 

additional support for hypothesis 2. Simple slopes analyses indicate that one standard deviation 

below the mean value of acquisition relatedness there is a positive and significant association 

between joint venture partner relatedness and joint venture cumulative abnormal returns (t = 

2.19, p < 0.050). At the mean value of joint venture partner relatedness this association is also 

positive and significant (t = 2.31, p < 0.050); nonetheless, one standard deviation above the mean 

value of joint venture partner relatedness, the association becomes negative and non-significant 

(t = -0.06, p > 0.10). A negative and non-significant association also holds at two standard 

deviations above the mean value of joint venture partner relatedness (t = -0.91, p < 0.10). 

Notably, one and two standard deviations above the mean value of joint venture partner 

relatedness the quadratic simple slopes are significant and negative (t = -2.03, p < 0.050, and t = 

-2.03, p < 0.050). 

On the whole, results of slope analysis support hypothesis 2. The relationship between 

joint venture partner relatedness and joint venture cumulative abnormal returns significantly 

changes its sign from positive to negative a little after the mean. Figure 6 shows a plot of the 

fitted values produced by the regression equation tested in model 2; it illustrates the curvilinear 

association between diversification relatedness and performance in the joint ventures case16. That 

at the mean value of joint venture partner relatedness there is a positive and significant 

relationship between joint venture partner relatedness and joint venture cumulative abnormal 

                                                 
16 The curvilinear association predicted by hypothesis 2 is non-monotonic because the curve reaches its maximum 
within the meaningful range of the joint venture partner relatedness values.  
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returns is expected because this curve also peaks after the mean value of joint venture partner 

relatedness as described below.  

 
FIGURE 6 

Curvilinear Association between Diversification Relatedness and Performance (Joint 
Ventures) 

 

 

Just as was done for acquisitions, and with the aid of some calculus, some further 

analyses were undertaken in order to get more insight into the curvilinear association suggested 

in hypothesis 2. First, the curve reaches its maximum point at 0.17894 joint venture partner 

relatedness and 0.0132 joint venture cumulative abnormal returns. The curve, thus, peaks after 

the mean value of joint venture partner relatedness (0.073). Secondarily, the values of the simple 

slopes at different points of the curve are as follows: 0.415 (one standard deviation below the 

mean), 0.137 (at the mean), 0 (at the maximum point on the curve), -0.002 (one standard 

deviation above the mean), and -0.048 (two standard deviations above the mean). What all these 

inclinations mean is something that will be discussed in Chapter V of this dissertation. 
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Hypothesis 6 suggests that heterogeneous joint venture experience moderates the inverted 

curvilinear association between diversification relatedness and performance for joint ventures. 

Regression models 3 and 4 (in Table 7) test this hypothesis. Model 3 contains, in addition to the 

control variables, the joint venture partner relatedness linear and quadratic terms, and the joint 

venture heterogeneous experience main effect, the interaction created by the multiplication of the 

joint venture partner relatedness linear term and the heterogeneous joint venture experience term. 

Table 7 shows that the linear by linear interaction term is non-significant, although the model’s 

fit is marginally acceptable (R2 = 0.104, Wald χ2 = 17.30, p < .10).  Model 4 includes all the 

terms contained in model 3 plus a quadratic by linear interaction term created by the 

multiplication of the joint venture partner relatedness quadratic term and the heterogeneous joint 

venture experience term. Table 7 shows that the quadratic by linear interaction is non-significant 

although the model’s fit is also marginally acceptable (R2 = 0.113, Wald χ2 = 19.16, p < .10). 

Overall, results of regression models 3 and 4 do not provide support for hypothesis 6. This 

indicates that heterogeneous joint venture experience does not moderate the inverted curvilinear 

association between diversification relatedness and performance for joint ventures. 

Hypotheses 8 predicts that industry adversity moderates the association between 

diversification relatedness and performance for joint ventures. Regression models 5 and 6, in 

Table 7, test this hypothesis. Model 5 contains the control variables, the linear and quadratic 

terms of joint venture partner relatedness, the industry adversity main effect, and a linear by 

linear interaction term created by the multiplication of the joint venture partner relatedness linear 

term and the industry adversity term. Regression model 5 indicates that the linear by linear 

interaction term is non-significant although the model’s fit is strong (R2 = 0.096, Wald χ2 = 

21.98, p < .05). Model 6 includes all the variables included in model 5 plus a quadratic by linear 
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term created by the multiplication of the joint venture partner relatedness quadratic term and the 

industry adversity term. Regression model 6 indicates that the quadratic by linear interaction is 

non-significant even though the model’s fit is strong (R2 = 0.102, Wald χ2 = 23.31, p < .05). 

Altogether this evidence fails to support hypotheses 8. Hence, industry adversity does not appear 

to moderate the inverted-U shaped relationship between diversification relatedness and 

performance for the joint ventures case.  

Hypothesis 4 predicts that corporate coherence will moderate the curvilinear association 

between diversification relatedness and performance for joint ventures. In Table 7, regression 

models 7 and 8 test this hypothesis. Regression model 7 contains the control variables, the linear 

and quadratic joint venture partner relatedness terms, the corporate coherence main effect, and 

the linear by linear interaction term formed by the multiplication of the joint venture partner 

relatedness linear term and corporate coherence. Regression model 7 indicates that the linear by 

linear interaction term is non-significant although the model’s fit is acceptable (R2 = 0.105, Wald 

χ2 = 14.19, p < .05). Finally, model 8 includes all the variables contained in model 7 plus the 

quadratic by linear interaction term formed by the multiplication of the joint venture partner 

relatedness quadratic term and the corporate coherence term. Results of regression model 8 

indicate that the quadratic by linear interaction term is non-significant although the model’s fit is 

still marginally acceptable (R2 = 0.11, Wald χ2 = 14.71, p < .10). Based on the above, results of 

this investigation do not support hypothesis 4.  

On the whole, evidence from this study supports the notion that diversification through 

joint ventures follows a pattern similar to that of diversification through acquisitions. In other 

words, this research indicates that an inverted curvilinear association between diversification 

relatedness and performance is likely to exist for firms that diversify through joint ventures. 
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However, there is no evidence that such association varies according to different levels of 

corporate coherence, heterogeneous joint venture experience, and industry adversity. At this 

point, it is worth noting that all the previously presented tests on acquisitions and joint ventures 

were re-run using an alternative event window of two days (-1, 0). Results of these alternative 

tests remain highly similar to the ones presented above. Finally, although all R2 in Tables 6 and 7 

are small, they are in accordance with most research that uses stock market data as an 

independent variable (e.g., Halebilan & Finkelstein, 1999; Laamanen & Keil, 2008). 

 

Summary 

Summing up, this chapter presented the research findings from the formal testing of this 

dissertation’s hypotheses. Overall, three out of eight hypotheses are supported. That hypotheses 

1 and 2 received support suggests that even when individual diversification actions rather than 

entire business portfolios are investigated, an inverted curvilinear association between 

diversification relatedness and performance is likely to emerge. Notably, this inverted curvilinear 

pattern does not seem to vary, at least in form, across the different diversification modes of 

acquisitions and joint ventures. Additionally, this research provides support to the notion that the 

association between diversification relatedness and performance is likely to vary according to the 

different levels of adversity that diversifying firms experience in their core industries. This 

evidence holds only for acquisitions.  

Finally, this investigation did not find that the association between diversification 

relatedness and performance varies across different levels of heterogeneous experience (in 

acquisitions and/or in joint ventures) or corporate coherence. Certainly, there are several reasons, 

both theoretical and methodological, that could explain the lack of support for such predictions. 
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Next, in Chapter V, I discuss the research findings by putting them into perspective against the 

theoretical arguments presented in Chapter II of this dissertation. At the end of the coming 

chapter I will conclude this dissertation.  
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CHAPTER V 

DISCUSSION 

In Chapter I, I introduced the work that so far has unfolded through Chapters II, III, and 

IV of this dissertation. In sum, I have reviewed the pertinent literature, argued for a case and a 

series of eight hypotheses, discussed the research methods necessary to test these hypotheses, 

and also presented results of the investigation. Following this dissertation’s layout, as presented 

in Chapter I, it is my main task in this chapter to carry out a discussion of those results.  

Overall, the results presented in Chapter IV support the central thesis concerning an 

inverted curvilinear association between diversification relatedness and performance. 

Specifically, results suggest that there is an inverted curvilinear association between the degree 

of relatedness of individual acquisitions and joint ventures and the performance implications that 

firms obtain from them. In addition to these main findings, other moderation and post-hoc tests 

and findings reveal further insights on the association between diversification relatedness and 

performance.   

In this chapter, I first discuss the main findings of this investigation. Next, I elaborate on 

what the post-hoc findings mean for the association between diversification relatedness and 

performance. I then address limitations of the research and provide directions for future 

investigations on the topic.  

 

Discussion of Main Findings 

Before discussing this research’s main findings, I recapitulate this study’s central 

arguments that were introduced, and then presented in detail, in Chapters I and II of this 

dissertation. Recapitulating this research’s central thesis is important at this point so that the 
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results presented in Chapter IV can be placed into a theoretical and a methodological perspective 

in order to provide a proper discussion and interpretation of them. In what follows below, and 

after the recapitulation of this study’s central thesis, I first discuss what the supported hypotheses 

tell us concerning this investigation’s central thesis, and then I go over what the non-supported 

hypotheses mean for the association between diversification relatedness and performance.  

Research suggests that, on average, there is an inverted curvilinear association between 

diversification relatedness and performance. Over the years it has been found that when entire 

business portfolios are examined overall corporate performance seems higher for firms with 

relatively related business portfolios than for firms with highly related or highly unrelated ones. 

In addition to the several inconsistencies and doubts regarding this evidence, several authors take 

issue with this line of research because addressing both relatedness and performance at the 

corporate level may hide the positive and/or negative effects that diversification can truly have 

on the performance of a company. Because some business additions to existing companies are 

successful while others are not (Ramanujan & Varadarajan, 1989), studying diversification as an 

isolated event, that is, by addressing the addition of new businesses to existing companies, can 

take us closer to the conditions, if such exist, under which diversification can help firms to create 

more value.  

This research’s central thesis indicates that even when addressing diversification as 

isolated actions, an inverted curvilinear association between diversification relatedness and 

performance might be expected. Regardless of whether firms diversify by acquisitions or joint 

ventures, as firms add new business units to their existing portfolios, they can benefit from such 

things as economies of scope and/or the exploitation of idiosyncratic resources where they are 

valuable. Nevertheless, after a certain threshold the benefits of diversification are likely to 
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decline given the incremental lack of similarity that business units from progressively less 

related industries have with the other units in a firm’s portfolio. As firms make incrementally 

less related acquisitions and joint ventures, they may also begin experiencing more serious 

challenges in the addition, integration, and management of these business units. In short, 

individual diversification actions are likely to bring more benefits when they involve moderately 

related areas rather than highly related or unrelated industries.  

Of course, the inverted curvilinear association between diversification relatedness and 

performance might vary under some circumstances for acquisitions and joint ventures, 

respectively. These circumstances include a firm’s level of corporate coherence, their 

heterogeneous acquisition and joint venture experience, and their industry’s level of adversity. At 

different levels of each one of these circumstances, the effects of relatedness on performance 

may be pronounced or diluted.  

Going back to the results presented in Chapter IV, and consistent with the above central 

thesis, hypothesis 1 suggests that there is an inverted curvilinear association between the degree 

of relatedness of acquisition diversification actions and their performance implications (or 

acquisition cumulative abnormal returns). Because hypothesis 1 is supported, this study indicates 

that the benefits of diversification are likely to be higher for firms that make acquisitions in 

moderately related areas than for firms that make acquisitions in highly related or unrelated 

industries. Overall, and given the potential benefits that they entail, it seems that when firms 

announce an acquisition deal, the stock market favors medium-related acquisitions over highly 

related and unrelated ones. As argued earlier, acquisitions made in moderately related areas offer 

firms a series of benefits that, for the most part, are inaccessible to companies that opt for highly 

related or unrelated acquisitions. On the one hand, highly related acquisition deals offer limited 
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potential for firms to take advantage of their valuable resources in promising industries where 

they can be of more value. On the other hand, unrelated acquisitions may bring more problems 

than benefits given the complexities that firms may experience as they try to acquire and then 

integrate business units from progressively distant industries.   

Also in line with the above central thesis, results of this investigation indicate that the 

association between acquisition relatedness and performance varies according to different levels 

of industry adversity. Thus, results of this study suggest that because adverse conditions in the 

firms’ primary industry may push firms to diversify without a strong efficiency purpose, not only 

may diversifying companies be less likely to reap benefits from their acquisitions, but also the 

negatives of these transactions (e.g., overpaying for a target) may rise.  

Overall, the findings augment prior knowledge on diversification. Previous research 

indicates that an inverted curvilinear association is likely to exist between diversification 

relatedness and performance. This evidence, however, has been found by studies examining 

complete business portfolios rather than individual diversification actions. Prior research also 

indicates that the strategy of diversification is sensitive to environmental conditions so that firms 

whose primary industries undergo adverse structural conditions are likely to have business 

portfolios with low levels of relatedness. Notably, results of this investigation suggest that even 

when examining individual diversification actions rather than entire business portfolios, the 

association between diversification relatedness and performance is likely to be curvilinear. 

Furthermore, this association is likely to vary according to the different levels of adversity that 

firms experience in their primary lines of business. Below I elaborate further on these findings.   

Figure 7 is an elaboration on Figure 5 (from Chapter IV), which portrays the moderating 

effect of industry adversity on the inverted curvilinear association between diversification 
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relatedness and performance for acquisitions. Figure 7 conveys the finding that the effects of 

relatedness on acquisitions performance is more pronounced at high levels of industry adversity 

than at lower levels. It seems that under conditions of high industry adversity, the stock market 

penalizes unrelated acquisitions more severely than under conditions of low industry adversity. 

According to the theory presented in Chapter II, this could happen because companies that 

acquire unrelated targets under conditions of high industry adversity may be more desperate to 

escape from their primary industries without an efficiency purpose.  

 

FIGURE 7 
Penalty and Premium granted to Acquisitions made under different levels of Industry 

Adversity 
 

 

The shaded area number one, in Figure 7, portrays what I call defensive diversification 

penalty. This penalty reflects the differential in value that defensive diversification has at 

different levels of industry adversity. In other terms, the defensive diversification penalty is the 

incremental loss in a firm’s value that is likely to occur when under conditions of high industry 

adversity, a company diversifies without solid reasons to believe that it can realize synergies of 
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some sort. Nevertheless, Figure 7 shows that this defensive diversification penalty becomes 

rapidly smaller as relatedness increases until it equals the stock market reaction to the same level 

of relatedness but under conditions of low industry adversity. Notably, as mentioned in Chapter 

IV, this happens at a value of 0.160 relatedness, which is low compared to the 0.499 value that is 

the maximum point of the relatedness scale. This indicates, in general, that even at relatively low 

levels of relatedness, firms may start realizing some synergies when they diversify under 

conditions of high industry adversity.  

Continuing with the above discussion of Figure 7, once the defensive diversification 

penalty disappears, the stock market seems to grant a premium to companies that under 

conditions of high industry adversity try more related acquisitions. The shaded area number two, 

in Figure 7, portrays this premium. I call this premium non-defensive diversification premium 

because it reflects the potential increase in a firm’s value that is likely to occur when under 

conditions of high industry adversity a company makes acquisitions in a set of related industries. 

According to the theory presented in Chapter II, related acquisitions may help firms undergoing 

adverse industry conditions to strengthen their competitive positions because they can more 

easily synergize in related industries where their resources are likely to be of more value. 

Nevertheless, this premium, and in general a positive reaction of the stock market to all 

acquisitions across different levels of industry adversity, begins to head down again at high 

levels of relatedness.  

The findings contained in Figure 7 contribute to the body of knowledge on 

diversification. Figure 7 shows that a moderate level of relatedness is more beneficial for firms 

than high or low levels of relatedness. Nevertheless, Figure 7 conveys the finding that not only 

do the penalties seem considerably more pronounced for firms that through unrelated 
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acquisitions may be trying to escape from industries undergoing a high level of adversity, but 

also the benefits of making related acquisitions are considerably higher for firms that make them 

under similar conditions. Notably, Figure 7 informs the diversification literature because it 

indicates that differently related diversification actions are more or less beneficial depending on 

the industry conditions prevalent at the time when they are made.    

Consistent with this investigation’s central thesis, hypothesis 2 predicts that the degree of 

relatedness between joint venture partners will have an inverted curvilinear association with a 

joint venture’s performance implications (or joint venture cumulative abnormal returns). Because 

this study’s hypothesis 2 was supported (as described in Chapter IV), it seems that as firms form 

joint ventures with increasingly less related partners, the potential benefits that firms may derive 

from them increase up to a point and decline afterwards. As suggested previously, as diversifying 

firms lose relatedness to their venture partners, they may begin realizing several benefits such as 

the entrance into new markets with a low financial commitment and/or the learning of new or 

non-redundant competencies from their venture partners. Nonetheless, these benefits are likely to 

decline after a point as companies can begin experiencing serious challenges in their attempts to 

form and then manage joint ventures with progressively unrelated and, hence, dissimilar 

partners.  

On the whole, results of this investigation indicate that a curvilinear association between 

diversification relatedness and performance is likely to exist when firms diversify through joint 

ventures too. These results augment the body of knowledge on diversification, as they indicate 

that even when diversification as individual joint venture actions is investigated, moderate levels 

of relatedness are likely to be superior to high or low levels of relatedness. Little research on 



 
 

160 

diversification has examined the effects of diversification on performance when it is carried out 

by means of joint ventures.  

Despite the fact that some of the results presented in Chapter IV support this 

investigation’s central thesis, some others do not. Importantly for this research, non-supported 

hypotheses refer mostly to the conditions under which the inverted curvilinear association 

between acquisition and joint venture relatedness and performance was hypothesized to vary. I 

discuss these non-supported hypotheses next.  

Hypotheses 3 and 4 of this investigation refer to the moderating role of corporate 

coherence in the curvilinear association between relatedness and performance for acquisitions 

and joint ventures, respectively. As I argued previously, corporate coherence may moderate the 

association between diversification relatedness and performance because firms that are more 

coherent are likely to be better able to reap synergies from their acquisitions. Highly coherent 

firms are also likely to collaborate with their venture partners more efficiently than less coherent 

firms. Nonetheless, based on the results reported in Chapter IV, hypotheses 3 and 4 were not 

supported. Thus, the inverted curvilinear association between diversification relatedness and 

performance does not seem to vary according to the level of corporate coherence that firms have. 

Put more plainly, highly coherent companies may not realize higher benefits from their 

diversification acquisitions and joint ventures than low-coherent firms.  These findings are at 

odds with corporate coherence theory.  

The absence of support for hypotheses 3 and 4 may be explained in several ways. Among 

other explanations, it might be that just like low-coherent firms, high coherence firms in the 

samples are not totally immune to the effects of industry adversity. If this were the case, then 

their acquisitions and joint ventures would be likely to occur, to a greater or lesser degree, for 
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defensive purposes. Under such conditions the stock market might not react differently to 

acquisitions and joint ventures made by firms with different levels of coherence. In support of 

this speculation, Tables 4 and 5 (in Chapter IV) indicate that there are negative associations 

between corporate coherence and industry adversity in both the acquisitions and the joint 

ventures samples. These correlations suggest that as industry adversity increases, corporate 

coherence is likely to decrease. In line with the theory presented in Chapter II, if a firm’s 

efficiency purposes are diluted when it experiences adverse industry conditions, then no matter 

how coherent some firms might be, the stock market may judge their diversification actions just 

as it does with less coherent firms. As an alternative explanation, it may also be the case that 

under adverse industry conditions, the stock market judges most acquisitions and joint ventures 

in a similar way regardless of the true purpose that different firms may have. That the stock 

market sometimes has a strong sentiment and, hence, a systematic bias in its judgments of the 

firms’ strategic actions is an acknowledged phenomenon.  

Hypotheses 5 and 6 of this dissertation assert that heterogeneous acquisition and joint 

venture experience moderate the association between diversification relatedness and 

performance for acquisitions and joint ventures, respectively. Heterogeneous acquisition 

experience may moderate the effect of acquisition relatedness on performance because firms 

with heterogeneous-based experience are believed to develop better abilities to identify 

acquisition targets and then integrate them effectively even when these targets may be from 

progressively distant industries. Heterogeneous joint venture experience may moderate the 

effects of relatedness on performance because firms with heterogeneous-based joint venture 

experience are also believed to develop better abilities to deal with progressively less related 

parties. Despite the potential benefits of heterogeneous experience, this study’s hypotheses 5 and 
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6 were not supported. Based on these results, it seems that heterogeneous acquisition and joint 

venture experience might not boost the firm’s abilities to deal with progressively unrelated 

parties and hence to maximize the benefits while curbing the negatives as the diversified 

acquisitions and joint ventures become progressively less related.  

Regarding the lack of support for hypotheses 5 and 6, Zollo and Winter (2002) provide an 

explanation for why experience per se may not help firms to be more effective in their new 

business additions. They argue that even when firms continuously make acquisitions, the 

repetition of an action does not equal actual learning. Making several related or unrelated 

acquisitions or joint ventures might be useless with regard to their learning unless firms articulate 

and codify the knowledge that they gain after each one of their transactions. Because some 

empirical evidence supports this argument (e.g., Zollo & Singh, 2004), it may be that only firms 

that codify their experiences develop capabilities to be more effective at acquisitions and joint 

ventures. If Zollo and Singh (2004) are right, then regardless of how many acquisitions and joint 

venture experiences companies may have, and how heterogeneous they are, firms that do not 

codify the knowledge from those experiences may not develop capabilities to diversify to 

incrementally less related areas in an efficient manner.  

Hypotheses 7 and 8 predict that industry adversity will moderate the association between 

diversification relatedness and performance for acquisitions and joint ventures, respectively. As 

discussed previously, results of this investigation support this prediction for the acquisitions case. 

However, results of this research also suggest that the prediction does not hold for joint ventures. 

Lack of support for hypothesis 8 can be explained, nonetheless. Real options reasoning 

indicates that joint ventures are tools for firms to explore new opportunities with a low degree of 

investment and risk. Because real options may be less valuable in highly munificent 
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environments where resources are available (Sirmon, Hitt & Ireland, 2007), from a real options 

perspective, joint ventures can be especially helpful for firms in low-munificence environments 

because they provide flexibility to deal with environmental opportunities and threats. If this is 

the case, then the stock market may not react in significantly different ways to joint ventures 

made by firms whose primary industries undergo various degrees of environmental adversity. 

Altogether, results for hypotheses 7 and 8 are new to diversification research. Among 

other things, they indicate that environmental effects on the association between diversification 

relatedness and performance may not be fungible across different diversification modes. 

Notably, although acquisitions seem to differ in their value according to the industry conditions 

under which they are made, joint ventures may help most firms with little regard to the industry 

conditions prevalent in a firm’s primary industry at the time when they are formed.  

In order to expand the above discussion, and to better inform diversification research, in 

the next section I present and discuss some post-hoc findings concerning the behavior of the 

acquisitions and joint ventures curves as indicated in Chapter I.  

 

Discussion of Post-hoc Findings  

In Chapter I of this dissertation, I speculated that if there was an inverted curvilinear 

association between the degree of relatedness of individual diversification actions and 

performance, such association would differ across diversification modes. As previously 

speculated, it could be that one of the curves peaks at a lower degree of relatedness than the 

other. In this section, I put together some of the evidence shown in Chapter IV to see whether 

this, or something else, emerges from this study’s data. However, before comparing the 

acquisitions and joint ventures curves to each other, I will first discuss more closely the shapes of 
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each of these curves individually. A caveat is necessary at this point, though. Given that the 

following post-hoc findings are not rigorously tested in this research, it may be that all, or part 

of, the following findings and interpretations are artifacts of this study’s data.  

The values of the different inclinations of the acquisitions curve were calculated in 

Chapter IV through the analysis of simple slopes. Taking these values as a reference, Figure 8 

depicts the approximate shape of the curvilinear association between acquisition relatedness and 

performance. The value of the slopes (from Chapter IV), along with Figure 8, indicate that at low 

levels of relatedness the curvilinear association between acquisition relatedness and performance 

follows a positive trend. However, the slope becomes slightly flatter when it reaches the 

observed mean value of acquisition relatedness. This suggests that at the observed mean point of 

relatedness the value of incrementally more-related acquisitions begins declining compared to 

the value of less related acquisitions. In addition, the curve peaks after the mean value of 

relatedness, thus indicating the stock market’s preference for diversified acquisitions that are 

more related than the average. Based on this evidence, it could be argued that most companies in 

the sample may be underestimating the value that relatedness has for the stock market. In other 

words, these companies are likely to realize less synergy than what they could achieve at a 

slightly higher level of relatedness.  

As indicated in Figure 8, gaining more relatedness seems more valuable for acquisitions 

than losing it. After the maximum value of the curve in Figure 8, the association between 

acquisition relatedness and performance has a negative slope that becomes even slightly more 

pronounced at very high levels of relatedness. Nevertheless, because the initial positive slope of 

the curve in Figure 8 is steeper than its final negative slope, overall this study’s results suggest 
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that if relatively related acquisitions are the most valuable for firms, it is also the case that highly 

related acquisitions are more valuable than unrelated acquisitions.  

 

FIGURE 8 
Post-hoc Curvilinear Association between Diversification Relatedness and Performance 

(Acquisitions) 
 

 

In addition, the slopes analysis of the joint ventures data gives a sense about the shape of 

the curvilinear association between joint venture partner relatedness and performance. Based on 

the slopes analysis, Figure 9 depicts the approximate shape of the joint ventures curve. Figure 9 

and the values of the slopes in Chapter IV indicate that at a low level of relatedness the 

curvilinear association between joint venture partner relatedness and performance has a positive 

value. Nonetheless, this slope becomes flatter for the time when the curve reaches the observed 

mean value of relatedness. Like the acquisitions curve, the joint ventures curve also peaks after 

the observed mean value of relatedness, thus suggesting the stock market’s preference for joint 

ventures that are more related than the average. In sum, and similarly to what can be said about 

acquiring companies, joint venturing firms may be underestimating the value that relatedness has 
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for the stock market; thereby, they may not be realizing the potential that slightly more 

relatedness has for them.  

 

FIGURE 9 
 Post-hoc Curvilinear Association between Diversification Relatedness and Performance 

(Joint Ventures) 
 

 

Concerning joint ventures, gaining more relatedness also seems more valuable than 

losing it. After the maximum value of the joint ventures curve, the slope of the association 

becomes first slightly negative and then more negative at high levels of relatedness. Given that in 

Figure 9 the initial positive slope of the curve is also steeper than the slope at the end of it, all 

together this investigation’s evidence suggests that if relatively related joint ventures may be of 

more value for diversifying companies, then highly related joint ventures are also preferable to 

unrelated ones.  

Comparing the values of the curves’ simple slopes at different points provides additional 

insights concerning the positives and negatives associated with different modes of diversification 

at different levels of relatedness. This comparison is portrayed in Figure 10 where the 

acquisitions (solid) and joint ventures (dotted) curves overlap. As depicted in Figure 10, at low 
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levels of relatedness the acquisitions curve’s initial positive slope is less steep than that of the 

joint ventures curve. This indicates that within the realm of very low relatedness, firms may be 

better off doing joint ventures rather than acquisitions. A series of studies which have found that 

the stock market reacts less negatively to unrelated joint ventures than to unrelated acquisitions 

support this finding (e.g., Reuer & Koza, 2000). At a low level of relatedness, a joint venture 

may be preferable because it can curb a potential asymmetry of information issue between 

acquiring and target companies, hence reducing the likelihood that acquiring firms may end up 

overpaying for the acquisition (Balakrishnan & Koza, 1993).   

 

FIGURE 10 
 Overlap between the Acquisitions and Joint Ventures Curves 

 
 

 

Toward the observed mean value of relatedness, the acquisitions curve becomes steeper 

than the joint ventures one. This indicates that as diversification gains relatedness, firms are 

better off making acquisitions rather than joint ventures. According to Balakrishnan and Koza 

(1993), as acquisitions become progressively more related, the dangers of information 
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asymmetry and a potential winner’s curse become less likely. Hence, firms can more safely 

diversify by acquisitions while also avoiding the potential complexities of a joint venture made 

in a related industry. Among these complexities is a possible inter-firm rivalry that is likely when 

firms from related industries collaborate in a joint venture project (Ho-Park & Russo, 1996). The 

clear area between the curves in Figure 10 indicates the value that firms gain by making 

acquisitions rather than joint ventures when the degree of relatedness of their diversification 

strategy increases. 

As suggested by Figure 10, the acquisitions curve peaks earlier and lower than the joint 

ventures one. Figure 10 shows that after the inflection of the acquisitions curve, the joint 

ventures one continues to head up a bit more. This indicates that the value of increasing 

relatedness tends to decline earlier for acquisitions than for joint ventures. Additionally, after the 

joint ventures curve starts heading down, companies seem to be better off making joint ventures 

rather than acquisitions. Based on this evidence, it seems that the stock market disfavors 

acquisitions more pronouncedly than joint ventures when they are made in incrementally more-

related industries. From a resource-based view standpoint, acquisitions in highly related areas 

may severely limit firms from taking advantage of structurally favorable conditions in other, not 

necessarily related, industries where their resources can create more value. From a real options 

perspective, although joint ventures also limit a firm’s usage of their resources in other 

structurally attractive industries, they at least do not entail the purchase of an entire company and 

can be terminated with less risk than an acquisition can if they do not produce the expected 

results. The shaded area between the curves in Figure 10 shows the value that firms may capture 

by making joint ventures rather than acquisitions in high-relatedness areas.  
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Nevertheless, the notion that in related areas joint ventures seem to be more favored by 

the stock market than acquisitions diverges from prior research. For example, Ho-Park and 

Russo (1996) argue that when firms form joint venture agreements with highly related partners, 

it is likely that they are dealing with direct competitors. Under these circumstances, managerial 

complexity can increase the costs of the venture to the level where they can overtake the benefits 

of the agreement. Because an acquisition entails complete ownership and hence control of the 

other party, an acquisition eliminates the complexities of a joint venture with a highly related 

party. This explanation is in some respect inconsistent with the red shaded area in Figure 10.  

Finally on Figure 10, overall the joint ventures curve is flatter than the acquisitions curve. 

Consistent with a risk-return perspective, this indicates that the positive and negative effects of 

diversification are more pronounced when companies diversify by acquisitions than when they 

do so by joint ventures. When companies diversify by acquisitions, they can significantly boost, 

but might also seriously depress their values as compared to diversification by joint ventures, 

which seems to be a more conservative but also safer mode of diversification. Speculating on 

Figure 10, and going back to one of the opening examples of this dissertation about Quaker and 

Snapple, given that Snapple was related to Quaker (which already held Gatorade), it may be that 

a joint venture rather than an acquisition would have worked better for Quaker. A joint venture 

would perhaps have prevented Quaker’s disastrous diversification experience and eventual take-

over by PepsiCo.   

To conclude this section, Figure 11 shows a contrast between the level of relatedness that 

seems to be preferred by companies in this study and what the stock market seems to consider as 

a more appropriate level of relatedness. In Figure 11, the dark circles represent acquisitions and 

the white ones joint ventures. As shown, while the most profitable level of relatedness is located 
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in quadrant B, firms seem to prefer quadrant A. Based on this, and for this study’s particular 

samples, firms should move from quadrant A to quadrant B in order to reap higher benefits from 

their diversification strategies. Quadrants C and D in Figure 11 seem to be the least profitable 

levels of relatedness in a diversification strategy. Based on the previous discussion and evidence, 

quadrant C may be the least profitable area of all.  

 

FIGURE 11 
Observed versus Preferred Levels of Relatedness in Individual Diversification Actions 

 

 

 

Limitations of the Study 

Just as any other research does, this study has several limitations. Some of these 

limitations refer to the limited ability of this research to rule out alternative findings and 

explanations on the topic. A variety of other limitations encompasses sampling problems or 

misspecifications. In what follows next, I elaborate on a variety of limitations that this study has 

concerning alternative explanations and perspectives on the topic. I then address sampling 
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limitations and other concerns about the previously discussed post-hoc findings regarding the 

behavior of the acquisitions and joint ventures curves. 

One of this study’s limitations is its inability to reconcile diversification and acquisitions 

perspectives concerning the value that relatedness has for firm performance. Even though the 

previously discussed findings and interpretation concerning an inverted curvilinear association 

between acquisition relatedness and performance make sense from a diversification perspective, 

they might not so from a mainstream acquisitions research one. Mainstream acquisitions research 

indicates that, for the most part, only related acquisitions might help firms to create value. From 

the acquisitions perspective, several studies show that there is a positive linear association 

between acquisition relatedness and performance (e.g., Shelton, 1988). In other words, 

performance increases as acquisitions become incrementally related until, by extrapolation, they 

reach one hundred percent relatedness. However, findings from the acquisitions literature 

diverge from a diversification perspective because a one hundred percent related acquisition is 

equivalent to, and regarded as, a single business strategy. According to meta-analytic evidence 

on diversification (e.g., Palich et al., 2000) a single business strategy is inferior to related 

diversification, at least. Thus, while the diversification perspective holds that losing relatedness 

may be a good thing, at least to a point, the acquisitions perspective maintains that losing 

relatedness is more likely to harm performance. Worse, perhaps, is the meta-analytic evidence on 

acquisitions research (e.g., King et al., 2004) that indicates that no matter how related or 

unrelated a firm’s acquisitions are, they are just unlikely to boost performance.  

Based on the above discussion, the empirical evidence that supports hypothesis 1 does 

not clarify the controversies surrounding the value of relatedness for diversification in general 

and acquisitions in particular. Given that this study focuses on comparing the effect of different 
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degrees of relatedness on diversified acquisitions, one hundred percent related acquisitions were 

excluded from the study. Under these circumstances, this study’s hypothesis 1 was supported; 

however, in a post-hoc analysis, when the sample included one hundred percent related 

acquisitions, a significant positive association between acquisition relatedness and acquisition 

cumulative abnormal returns appeared. In other words, when diversified acquisitions are 

compared with each other it does seem that moderately related acquisitions are superior to highly 

related and unrelated ones. Nevertheless, when diversified acquisitions are compared to single 

business acquisitions (as they may be called from a diversification point of view), it seems that 

diversified acquisitions are less well received by the stock market than single business 

acquisitions. This evidence clearly diverges from what diversification literature suggests 

concerning the superiority of related diversification over single business strategies.   

In line with the above limitation concerning the complexities in reconciling findings from 

different perspectives, this study’s findings on hypothesis 2 also stand in contrast with other 

results and arguments concerning the value of relatedness for joint venture agreements. This 

study’s results on hypothesis 2 are new to joint ventures research. Nevertheless, despite the fact 

that such results are in line with a diversification perspective, they are not totally in line with the 

results of a series of other studies that address joint ventures from other perspectives. That 

progressively less related joint ventures may help firms to improve performance up to a point, 

and then harm it afterwards, is an expected finding from a diversification point of view. 

However, this finding contrasts with other research on joint ventures that indicate that it is highly 

related joint ventures which are the most valuable for firms (e.g., Koh & Venkatraman, 1991), 

and with a series of studies that have consistently found that it is unrelated joint ventures which 

create more value (e.g., Reuer & Koza, 2000). That a moderate level of relatedness is better than 



 
 

173 

high or low relatedness is unsettled in joint ventures research, where extreme levels of 

relatedness are usually believed to be superior.  

Following the above line of reasoning, this study is limited because it does not help to 

clarify the controversies of relatedness in joint ventures research. However, there is limited 

correspondence between this study’s results and previous studies of joint ventures because 

mainstream joint ventures research usually employs different methods to test the effects of 

relatedness. For example, several studies (e.g., Garcia-Casarejos et al., 2009) operationalize 

relatedness by grouping firms into different categories depending on whether the parent firms 

and the joint venture operate in the same or in different industries. Cumulative abnormal returns 

between categories are then compared, and conclusions are drawn concerning which group(s) 

was more favored by the stock market. It is this kind of study which has produced mixed 

findings concerning the value of relatedness in joint venture agreements. Contrasting with this 

type of research, here I employ a continuous measure of relatedness between the venture’s 

partners and find that it is moderate levels of relatedness that benefit firms the most. 

Nevertheless, the joint venture itself is missing in this alternative operationalization. This 

omission limits this investigation’s correspondence with other joint ventures research and, as a 

consequence, the ability of the results to shed more light onto the debated value that relatedness 

seems to have for joint venture agreements.  

Finally, concerning the value of relatedness for joint venture agreements, and in order to 

make this study’s treatment of joint ventures parallel to its examination of acquisitions, a post-

hoc analysis on hypothesis 2 was carried out. Single business (one hundred percent related) joint 

ventures and diversified joint ventures were entered together into the analysis. However, unlike 

the case of acquisitions, no positive and significant linear association between relatedness and 
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performance emerged. Based on this finding, it is difficult to say whether a single business 

strategy is superior to diversification when both strategies are carried out through joint venture 

agreements.  

A final theory-related limitation of this research is that it does not help to clarify the 

debated value of experience for diversifying companies. On the one hand, a series of studies 

(e.g., Haleblian & Finkelstein, 1999) have found that similar, or homogenous, experience is the 

most valuable because what can be learned from a certain acquisition or joint venture can only be 

valuable if it is applied to a related transaction. By extension, what is learned from an acquisition 

or joint venture may be useless for, or worse, inadequately transferred to an unrelated acquisition 

or joint venture. On the other hand, specializing in a narrow type of acquisitions or joint ventures 

cripples firms from developing more widely applicable abilities to succeed when they try 

dissimilar, or unrelated, acquisitions or joint ventures (Hayward, 2002). Given that this study 

finds no significant effect of heterogeneous experience, it is difficult to take a position 

concerning the value of heterogeneous experience for boosting a firm’s abilities to deal with 

increasingly less related parties. 

In addition to the previous limitations concerning alternative perspectives to this study’s 

theory and findings, this investigation suffers also from a variety of inter-related sampling 

limitations. The most important sampling limitation of the present investigation is perhaps that of 

data availability. As previously described in Chapter III, only a reduced number of acquisitions 

and joint ventures could be the subject of further examination. This problem is more severe for 

joint ventures given the fact that these agreements are less common than acquisitions. After an 

effort to match the information from the SDC PlatinumTM database with that from Standard & 

Poor’s Compustat®, the number of observations reduces further. For example, the calculation of 
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some variables (e.g., corporate coherence) requires information on a firm’s business segments.  

Unfortunately, data availability is further limited because the business segments data base from 

Compustat reports complete data only until the year 2003. This data limitation reduces the 

generalizability of this research’s results because in more recent years a firm’s diversification 

actions may have been affected by a variety of factors (e.g., different macroeconomic conditions) 

that perhaps were absent during the years included in this study.  

The data reduction issue creates an additional limitation to this study. In this 

investigation, data reduction requires the inclusion of diversified as well as non-diversified firms 

in the samples. However, the inclusion of diversified as well as non-diversified firms in the 

samples potentially introduces noise in the testing of the hypotheses because these firms differ 

not only in strategies but also in structure and other important characteristics (e.g., size). 

Although some of these variables were controlled for in the analysis, and some other unobserved 

variables are ostensibly captured by the random effects panel data analysis technique, the 

problem of misspecification is difficult to rule out with a heterogeneous sample. 

Related to the sampling limitations, the nature of the data introduces further complexities. 

For example, as evidenced earlier, this investigation’s two samples contain an important number 

of unrelated acquisitions and joint ventures. Among other things, this phenomenon may suggest 

a sampling bias issue. For instance, it is possible that during the years under analysis, unrelated 

diversification was favored by firms, and/or that firms in the samples are, for the most part, those 

that undertook unrelated diversification. As is widely known, sampling biases can influence 

research results and could limit their generalizability. In addition, although panel analysis 

techniques are robust in relation to a number of problems concerning the data (e.g., slight 

departures from normality and autocorrelation of the regression’s residuals), the presence of a 
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high number of unrelated deals makes it likely that some estimates might be unreliable. 

Altogether, the above problems regarding the data indicate that the results of this investigation 

have to be interpreted with caution.  

Finally, with respect to sampling limitations and problems, this research may not have 

included enough proper observations to test the proposed hypotheses. Lack of support for the 

hypotheses that involve corporate coherence may be an example of this limitation. Corporate 

coherence theory indicates that under conditions of an adverse environment, firms become more 

coherent (Teece et al., 1994). However, firms can become more coherent by divesting rather than 

by acquiring new units. That this study found no difference between those acquisitions and joint 

ventures made by differently-coherent firms may be a result of the over-inclusion of low-

coherent firms in the samples. Surprisingly, in this study there is a negative association between 

industry adversity and corporate coherence. This may indicate that low-coherent firms are 

dominant in the samples because low-coherent firms may be undertaking defensive 

diversification, which according to corporate coherence theory is the contrary of coherent 

diversification. It could be that firms that are more coherent were more frequently divesting than 

adding new business units during the sampled years. 

To close this limitations section, it is worth noting that the previously presented post-hoc 

analysis and its related interpretation need to be carefully considered given the lack of a rigorous 

testing on the comparison between the curves. An additional warning concerning the post-hoc 

findings is that the acquisitions and joint ventures samples may not be comparable. That is, while 

the acquisitions sample was randomly drawn and contains more than 450 observations, the joint 

ventures sample was non-randomly drawn and contains only about half the number of 

observations as compared to the acquisitions sample. In general, the post-hoc findings need 
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replication to test their validity. Among other ideas, this replication may be a future opportunity 

for research on diversification, as described below.  

 

Future Research Areas 

Having addressed the major limitations of this study, I now elaborate on some areas for 

future research. These areas emerge from the results, implications, and limitations of the study, 

and may have the potential to strengthen and/or advance the findings and move the field of 

strategic management, and more concretely, the field of corporate level strategy forward.  

Even after more than thirty years of research on diversification, some more theory 

building on it is needed. Corporate coherence theory is at an earlier stage of development (Foss 

& Christensen, 2006). Even when there is some evidence that coherent diversification is 

purposive, little is known about what underlies coherence. It may be that more-experienced firms 

develop coherence over time because, through their multiple diversification actions, they gain 

knowledge or develop the idiosyncratic resources that drive their future diversification actions. 

From a corporate coherence perspective, one can also explain the effects of industry adversity on 

isolated diversification acquisitions and joint ventures. As speculated above, corporate coherence 

suggests that under adverse environmental conditions, companies become more coherent. What 

the theory does not specify is the way this mechanism works. Companies may become more 

coherent and hence more profitable under adverse conditions by divesting, by acquiring truly 

related targets, or by joint venturing with partners that have an underlying communality with 

them. Given that little research examines acquisitions and joint ventures through a corporate 

coherence lens, further elaboration on the theory offers opportunities for future examination of 

diversification as an isolated event.  
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Future research should further explore the curvilinear association between diversification 

relatedness and performance; this is true especially in the joint ventures case. As mentioned 

previously, the finding that moderate levels of relatedness appear to be more profitable than high 

or low levels of relatedness is not precisely in accordance with other findings in joint ventures 

research. However, there is limited correspondence between the operationalization of relatedness 

employed in this investigation and the common operationalizations of relatedness in other joint 

ventures studies. Somehow, incorporating the joint venture in the operationalization of 

relatedness and then testing the curvilinear effect would provide a better test of the effect that 

relatedness has on the performance of joint venture agreements. This kind of examination would 

also improve the level of comparability with other joint ventures studies so that clearer 

conclusions can be drawn concerning the value that relatedness has for joint venturing 

companies. Additionally, little existing research examines the conditions (e.g., moderating 

variables) under which differently related venture partners, with or without the joint venture 

included in the operationalization, can create more value for firms.   

In addition to the above research opportunities, a natural extension to this investigation is 

the rigorous replication and testing of this investigation’s post-hoc findings. Previously, I 

speculated that there are several theoretical reasons to expect that the curvilinear association 

between relatedness and performance varies under different modes of diversification. As 

suggested by Figure 10, some of these reasons support the actual behavior found in the curves’ 

shapes. However, a strong case has to be made in order to make precise predictions about the 

differences between the shapes of the acquisitions and joint ventures curves. Additionally, more 

sophisticated techniques than the analysis of simple slopes may be needed in order to test 

whether differences in the curves are due to actual factors influencing diversification by different 
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modes, or whether these differences are sample-specific and thus non-generalizable to the 

universe of diversifying firms. A test of this nature would have great potential for explaining 

some of the controversies on diversification, acquisitions, and joint ventures because it may shed 

light on the conditions under which different diversification modes are preferable for firms to 

enter into differently related industries. This type of investigation may inform not only 

diversification but also mode-of-entry studies.   

A common test in diversification literature involves the comparison of diversification 

strategies across different countries. Given that unrelated diversification has been found to be 

more profitable in developing countries than in developed ones (e.g., Wan & Hoskisson, 2003), 

it may be valuable to test how the inverted curvilinear association between the degree of 

relatedness of acquisitions and joint ventures changes across national contexts. Research on 

international diversification may help to explain why the acquisitions and joint ventures curves 

vary across different nations. An investigation like this may also be of value for international 

mode of entry research because it may provide insights on what mode of entry is preferable, not 

only due to country specific conditions, but also due to the level of relatedness of a firm’s 

international diversification pursuits.  

Finally, several notable associations found in Tables 4 and 5 may be worth of further 

examination. For example, one remarkable association is the negative correlation between joint 

venture experience (with specific partners) and joint venture cumulative abnormal returns. 

Existing theory and a series of empirical studies suggest that this type of experience should be 

positively associated with joint venture performance (e.g., Gulati et al., 2009). However, Hoang 

and Rothaermel (2005) found a negative association between joint venture experience between 

specific partners and joint venture cumulative abnormal returns. Hoang and Rothaermel (2005) 
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speculated that such association was, perhaps, due to a sampling problem in their study of 

pharmaceutical and biotechnology firms. This investigation includes a wide variety of industries 

and still finds a significant and negative association in the relationship between both variables. 

Whether this is an anomaly or not, further research may clarify. Speculating, it may be that after 

several joint ventures, the stock market expects a merger between a pair of firms, and so it 

penalizes further joint venturing activity between them. Two companies that already know each 

other may synergize better by means of a merger than by keeping their corporate identities and 

independent strategies and structures.  

 

Conclusions 

Diversification is a topic with a long research tradition in strategic management and other 

scientific disciplines. However, after more than thirty years of research on diversification, the 

effect that the degree of relatedness of the diversification strategy has on firm performance is 

unsettled. Empirical evidence is unclear, and sometimes even contradictory, on whether related 

or unrelated diversification is more beneficial for firms; worse, perhaps, it is unclear whether 

relatedness is something relevant at all for diversifying companies.  

Based on the controversies around the relationship between diversification relatedness 

and performance, this dissertation advances the body of knowledge on diversification. The 

central thesis of this dissertaton holds that even when addressing individual acquisition and joint 

venture diversification actions, rather than entire business portfolios, an inverted curvilinear 

association between diversification relatedness and performance is likely to emerge. Based on 

previous theory and findings, this association was predicted to vary as a function of several 

factors that could moderate the relationship. In this dissertation it is found that, in fact, when 
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addressing individual diversification actions an inverted curvilinear association between 

relatedness and performance emerges. Whether it is an acquisition or a joint venture mode that 

firms use to diversify, the benefits of diversification increase as firms enter into progressively 

less related areas but decline after a certain point. This dissertation finds that not only is the 

management of a diversified business portfolio affected by the degree of relatedness of the 

business units on it, but also the individual addition of new business units is affected by the 

degree of relatedness of these additions. This finding augments diversification research.  

Additionally, this dissertation advances acquisitions and joint ventures research. The 

value that relatedness has for acquisitions is unsettled in the acquisitions literature. This situation 

is even more pronounced in the joint ventures field. This dissertation advances these two 

adjacent fields of inquiry because, from a diversification point of view, it indicates that only 

moderate levels of relatedness in acquisition and joint venture deals may help to increase firm 

performance. Although this finding sheds more light on the importance that relatedness has for 

acquisitions and joint ventures, it diverges in some respect from current findings that address 

acquisitions and joint ventures from other theoretical perspectives.  

In addition to clarifying the dispute surrounding the value of diversification relatedness, 

the findings of this dissertation also shed light on the conditions that exacerbate or diminish this 

value. For example, the data suggest that relatedness is more relevant for firms when their core 

industry is undergoing adverse conditions. On the negative side, under adverse industry 

conditions, firms may use diversification defensively as a route to find greener pastures in distant 

industries. The findings from this research suggest that this is a bad idea, as firms may end up 

depressing rather than boosting their performances by using diversification in this way. 

However, under conditions of an adverse core industry, if firms can diversify as a way to 



 
 

182 

strengthen their positions in a set of related industries, they may actually increase their 

performance. This dissertation helps to clarify that under conditions of an adverse core industry 

the relatedness of the diversification strategy can be more dangerous or more beneficial 

depending on its degree of relatedness.  

In addition to the previous points, this research plants the seeds for further research on 

diversification, acquisitions, and joint ventures. For example, an important extension to this 

investigation may be the rigorous examination of the advantages and disadvantages that different 

modes of diversification can have for firms at different levels of relatedness.  

In the end, after more than thirty years of research on diversification, its complexities 

seem far from being definitely resolved. Although the days when the study of diversification was 

a novelty and the BCG matrix was ground-breaking are now a part of the remote past of 

diversification research, diversification has a future as a research topic. By means of 

sophisticated and finer-grained research endeavors, scholars in the field of strategic management 

and several other fields still have to find answers to the apparent and consistent lure that the 

sometimes rewarding and sometimes lethal strategy of diversification has for modern firms. It is 

my hope that this dissertation is a step in this direction. 
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Several factors are taken into consideration in order to determine who companies A and 

B in the sample are. A firm’s primary line of business and public status help to identify firms A 

and B. Given that this study’s sample is restricted to U.S. firms that already compete in a 

manufacturing industry, and that form joint ventures with only one partner, if one of the venture 

partners is a U.S. manufacturing company and the other is not, then firm A will be the U.S. 

manufacturing company. If both venture partners are U.S. manufacturing companies, then the 

one who is a public firm will be A and the one who is private will be B. However, if both venture 

partners are U.S. public manufacturing firms, then the one that has a stock price on the day of the 

joint venture announcement is firm A. If both venture partners are U.S. manufacturing 

companies, are public, and have a stock price on the day of the joint venture announcement, then 

the company that SDC indicates as the announcing party is company A.    
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