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1. Introduction  

Each company moving across its life cycle is faced with the choice of expansion strategy. A 

company may invest in the same industry (related diversification) or enter new markets (unrelated 

diversification). The latter option may be a very attractive way for a company to develop and 

improve its prospects. A diversification strategy may allow firms to generate synergies, increase 

market power, reduce investment risk, increase debt capacity and efficiently allocate capital through 

an internal capital market. At the same time, corporate diversification significantly increases the 

costs of coordination and control, exacerbates managerial agency problems, leads to inefficient 

allocation of capital and requires special skills and knowledge to operate diversified firms. Thus, the 

decision about expansion, the direction of this expansion and the level of corporate diversification 

are the most important decisions that are taken by management and boards. 

According to the principles of corporate finance the efficiency of diversification strategy is 

always assessed by its impact on shareholder value. Is corporate diversification beneficial in 

developed and emerging capital markets? While there is a great body of literature that examine the 

effects of corporate diversification in mature markets, its consequences in emerging capital markets 

are less explored. We contribute to the existing literature by analyzing the corporate diversification 

phenomenon using a sample of companies from BRIC countries that expanded via acquisitions. In 

line with other studies, we distinguished between related and unrelated diversification, and in 

contrast to them we singled out and separately analyzed the market reaction to horizontal, vertical 

and conglomerate deals. To reveal diversified firms in related and unrelated industries, researchers 

always employ SIC code, Herfindahl-Hirschman Index or entropy measure. But these methods do 

not allow distinguishing between vertically integrated firms and conglomerates and always mix 

them in one group that is called unrelated diversification. But these are two different strategies that 

have their own sources of value. Vertical integration allows firms to benefit mainly from operating 

synergy, and technical and coordination efficiency (Suradsanam, 2003), while conglomerate 

acquisitions allows companies to gain from financial synergy, increasing debt capacity and effective 

resource allocation through an internal capital market. According to institution-based theory, 

conglomerates may become more efficient in emerging capital markets – providing a superior ability 

to raise capital, allocating this capital among divisions more efficiently that the external market does, 

diversifying investors’ portfolios, guaranteeing the fulfillment of contracts, and preparing and 

training promising management (Khanna, Palepu, 1997; 2000). Thus these underline the importance 
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of distinguishing between vertical and conglomerate deals when analyzing the efficiency of 

diversification, especially in emerging economies.  

We also contribute to the existing literature by concentrating on the pre- and post-crisis 

periods, providing the opportunity to compare the market reaction to the announcements of 

diversified acquisitions and understanding whether the value of corporate diversification has 

changed. The global economic crisis of 2008-2009 led to more severe financial constraints in 

emerging markets, suggesting that the affiliation with big diversified companies is more attractive.    

The reminder of this paper is organized as follows: Section 2 reviews the recent 

developments in the literature on corporate diversification concentrating on research in emerging 

markets. Section 3 defines the methodology. Section 4 describes the sample selection procedure. 

Section 5 provides the discussion of the results. Section 6 concludes this study.  

 

2. Literature review 

Phenomenon of corporate diversification has been actively discussed in financial academic 

literature. For a long time, such a business strategy was viewed as a rational and effective model, but 

many countries have taken the “return to focus” as wholesome and compelling corporate doctrine 

(Sudarsanam, 2003). According to the empirical results in developed countries, the prevailing 

wisdom among financial researchers is that diversified firms are sold at a discount and the level of 

corporate diversification is trending downward (Berger, Ofek, 1995; Lang, Stulz, 1994; Lins, 

Servaes, 1999; Fukui, Ushijima, 2007). Value-decreasing investments and the inefficient allocation 

of funds among divisions of diversified firms via the internal capital market are viewed as the main 

sources of value destruction (Rajan et al., 2000; Scharfstein, Stein, 2000). Even if capital allocation 

among divisions within a diversified company leads to economic benefits, it also creates the 

conditions for an increase in agency costs (Gautier, Heider, 2009; Inderst, Laux, 2005; Brusco, 

Panunzi, 2005; Erdorf et al., 2013).  

However, recent research questions both mentioned results. A number of studies suggest that 

the observed discount is attributable to factors others than diversification, or may be a result of 

improper measurement techniques. There is a substantial body of empirical evidence that proves that 

the diversification discount is not due to the diversification strategy per se but may be connected to 

the target’s characteristics or the endogeneity of the diversification decision (Graham et al., 2002; 

Campa, Kedia, 2002; Pal, Bohl, 2006; Beckmann et al., 2006; Dastidar, 2009; Glegg et al., 2010). In 

some cases, the corporate diversification discount was related to the premium. According to 
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Villalonga (2000), there is no diversification discount. Using the BITS (Business Information 

Tracking Series) database instead of COMPUSTAT, which has been used by most authors, she 

shows that diversified firms trade at a significant premium. In contrast to a linear relationship 

between diversification and firm value, some of the latest empirical studies reveal significant 

curvilinear effects, suggesting that diversification in developed countries creates value at low and 

moderate levels (when companies move from single-segment to related diversification) and destroys 

value at moderate and high levels of diversification (Palich et al., 2000). This dependence forms a 

so-called inverted-U model (Dess et al., 1995; Palich et al., 2000; Galvan et al., 2007; Kistruck et al., 

2011; Andres et al., 2014).  

Whereas the majority of empirical research shows the negative impact of corporate 

diversification on firm value for companies based in developed countries, this strategy may be more 

valuable for companies that operate in emerging capital markets (Khanna, Palepu, 1997; Benito-

Osorio et al., 2012; Caudillo et al., 2015). These markets are characterized as a rule by a dominance 

of diversified companies. The specific features of emerging markets, to some extent, can affect the 

effectiveness of integration strategy. In developed countries, well-developed structures in capital 

markets, competitive product markets and labor markets – as well as strong contract enforcement –  

guarantee similar rules of play for both diversified and focused firms. In these conditions the 

benefits of integration may be reduced. On the contrary, in an imperfect institutional environment 

like emerging markets and with weak enforcement of contracts, diversified firms may be of value. 

They can mimic the beneficial functions of various institutions that are present in developed markets 

and thereby create a potential source of value growth for integrated firms (Khanna, Palepu, 1997). 

On the other hand, severe market imperfections, which increase the potential agency costs resulting 

from higher information asymmetry, can lead to value destruction in firms that undertake such 

strategies.  

Fauver et al. (2003) suggest that the value of diversification is negatively related to the level 

of capital market development. For companies that operate in developed and internationally 

integrated capital markets the authors find a statistically significant diversification discount, which is 

consistent with the findings of Berger and Ofek (1995) and Lang and Stulz (1994). But for 

companies that operate in emerging and segmented capital markets, a diversification premium is 

found. Furthermore, authors suggest that the financial, legal and regulatory environment have an 

important influence on the firm’s value in case of diversification, and the optimal organizational 

structure depend on where the company operates. These results are consistent with Khanna and 

Palepu’s evidence that the evolution of the institutional environment alters the value-creating 
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potential of business groups (Khanna, Palepu, 2000). Comparing diversified companies in Hong 

Kong, Malaysia, Indonesia, Singapore, Korea, Thailand, Taiwan, and the Philippines with 

diversified companies in US and Japan, Claessens, et al. (2001) suggest that diversification 

diminishes corporate value for US firms, but it does not have the same effect for most East Asian 

firms. In their later study, using a sample of 2000 Asian companies they found that a group 

affiliation was more positive for mature, slow-growing firms than for young and high-growth 

companies (Claessens et al., 2006). Similar results were obtained by Bae et al. (2002) and Khanna 

and Palepu (2000) using evidence from Korean business groups and evidence from Indian business 

groups, respectively. Khanna and Palepu (2000) found that diversified Indian business groups often 

outperform their stand-alone counterparts and there is no diversification discount in the value of 

diversified business groups. The efficiency of affiliation with business groups in India is also 

confirmed by George and Kabir (2012). The role of Russian financial-industrial groups (FIG) and 

their impact on capital allocation among the group’s firms was examined by Perotti and Gelfer 

(2000). The authors suggest that FIG allocate capital comparatively better than stand-alone firms. 

Wong et al., (2009) identify value increase for acquiring firms and value decrease for target firms in 

diversification deals, based on a sample of companies from different developed and emerging 

countries for the period of 2000–2007. A recent study presented by McKinsey (Caudillo et al., 2015) 

also demonstrates the efficiency of diversified firms. Employing the data of more than 4500 firms 

from developed and emerging countries from 2002–2012, the authors find that the highly diversified 

firms in emerging capital markets generate higher excess returns (3.6%) than focused firms (0%) 

and pure players (-2.8%). In developed economies there is almost no difference in excess TRS for 

diversified and pure players. The authors explain the positive linkage between diversification and 

performance by the ability of diversified firms to reinvest retained earnings in new businesses, to 

easily interact with governmental and regulatory officials, to attract talent and to attract capital. 

The opposite results were obtained by Lins and Servaes (2002) on the efficiency of corporate 

diversification. Comparing the value of diversified and focused firms within and across seven 

emerging markets at the end of 1995, the authors find that diversified companies trade at a discount 

of approximately eight per cent compared to focused firms. According to the authors, the discount 

may be partially explained by less profitability of diversified firms than single-segment firms,   

affiliation with industrial groups and ownership concentration. Lu, Yao (2006) and Bertrand et al. 

(2002) confirm the discounts in China and India correspondingly. Lee at al. (2008) extend the 

institution-based theory by examining the instability of diversification premium in South Korea 
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from 1984-1996. The authors argue that with the development of the institutional environment, a 

diversification premium in emerging capital markets turns into a diversification discount. 

In spite of how much the phenomenon of corporate diversification has been discussed in 

financial academic literature, the evidence is still controversial. The observed divergence in the 

results can be explained by different samples, databases, empirical methods and home country 

environment. A significant role is also played by the examined time period (Benito-Osorio et al., 

2012). Analyzing the linkage between corporate diversification and firm value during the global 

financial crisis of 2007–2009, Kuppuswamy et al., (2010) reveal that diversification strategy 

becomes attractive for US companies under external financial constraints. The authors argue that the 

debt coinsurance effect allows diversified companies to gain the competition for scarce financial 

resources of the compared stand-alone firms and allocate them more efficiently through an internal 

capital market. Rudolph and Schwetzler (2013) also demonstrate the reduction in diversification 

discount during the financial crisis for companies that operate in countries with a perfect 

institutional environment (developed Asia Pacific, British Isles and North America). But for firms 

from countries with the least developed capital markets and the lowest legal investor protection 

(Continental Europe), the authors do not find significant results, suggesting that in these countries 

the effect of the crisis on the efficiency of diversified companies would not be strong since raising 

funds in an imperfect institutional environment is difficult for firms even during non-crisis periods. 

The results of these papers also indirectly confirm that corporate diversification is a more attractive 

strategy in emerging countries than in developed ones, and may create additional sources of value 

for shareholders.  

In this paper we shed additional light on the impact of diversification on firm value in 

emerging economies. Following the institution-based theory (Khanna, Palepu, 1997; Peng, Delios, 

2006) we expect that the institutional environment of emerging capital markets positively influences 

the value creation process in diversified firms. But in contrast to existing studies we (1) distinguish 

between different types of acquisition deals (horizontal, vertical, conglomerate), and (2) examine the 

efficiency of diversification deals during the pre- and post-crisis periods. We believe that the value 

of diversification would change as a result of the crisis. Going along with Kuppuswamy et al., (2010) 

we expect that under more severe external financial constraints following the crisis, the unrelated 

diversification strategy (pure conglomerates) would be more attractive for shareholders since this 

strategy allows firms to benefit from financial synergy, providing risk reduction, increased debt 

capacity as a result of the “coinsurance effect” and efficient resource allocation through an internal 

capital market. 



 8 

3. Methodology  

Announcement-period abnormal stock return 

To study the link between corporate diversification and firm value on the sample of 

companies from BRIC countries, we applied the standard event study method.  

We examined only the acquirer’s returns due to the fact that most target firms in our sample 

are non-public. The normal (predicted) returns were generated using the market model:  

jtmtjjjt RR             (1) 

where
mR is return on a market index on day t; j  measures the sensitivity of firm j to the market; 

j  measures the mean return over the period not explained by the market;  nttt ;1  is the 

estimation period, jt  - statistical error;     2var,0   jtjtE   

The abnormal return here is   mjjjj RRAR ˆˆ  , where, jR is the actual return,  mTT ;1  is 

the event window.  

For the sample of Russian companies we used the RTSI index; for Brazilian companies the 

Bovespa; for Indian companies the Sensex; and for Chinese companies the Shanghai Composite.  

We employed a 41-day event window, comprised of 20 pre-event days, the event day, and 20 

post-event days and also varied it, decreasing the number of days. So the choice of the window did 

not affect its explanatory character. We took 80 trading days prior to the event window as the 

estimation period to calculate predicted return to each firm. We cumulated the average residuals for 

each day over the event window and got a cumulative abnormal return (CAR). The market reaction 

to an event is positive if CAR is higher than zero  0CAR . The statistical significance of the 

results is the integral part of the analysis. The general test used for all hypotheses is the following 

(Weston et al., 2002; Kothari, Warner, 2007): 

0:0 CARH               (2) 

Test statistics are defined as follows: 
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where m is the length of the event window.  

Construction of vertical measures 
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To reveal the deals that lead to vertical integration we followed the methodology suggested 

by Fan and Lang (2000). This methodology allows constructing vertical measures at industry and 

firm level. 

At industry level:  
jiijij vvV 

2

1
                 (4) 

where Vij is the proxy for the opportunity for vertical integration between industries i and j; vij – the 

dollar value of industry i’s output required to produce 1 dollar’s worth of industry j’s output; vji – the 

dollar value of industry j’s output required to produce 1 dollar’s worth of industry i’s output. 

At firm level:   
j

ijj VwV            (5) 

where V is a firm-level vertical relatedness measure; wj represents sales weight equal to the ratio of 

the j secondary segment sales to the total sales of all secondary segments. 

 

4. Sample characteristics 

We used the Zephyr Mergers and Acquisitions database from Bureau Van Dijk to identify an 

initial pre-crisis sample of 3172 publicly traded deals that fit into the categories of complete, 

announced or pending transaction during the period of 2000–mid-2008. Using the same database we 

obtained a sample of 3026 deals for the post-crisis period of mid-2009–2013. We further required 

that (1) only acquirers are publicly traded firms, (2) the acquiring firm controls less than 50% of the 

shares of the target firm before the announcement, (3) the relative transaction size is higher than five 

percent. (4) the acquirer’s closed prices are available for us, (5) there is a lack of significant 

corporate events in the estimation period, such as shares buyback, other mergers and acquisitions 

and joint ventures.  

Our requirements yielded a sample of 198 transactions for the pre-crisis period and 121 deals 

for the post-crisis period. We grouped the firms according to their diversification type – related and 

unrelated, using the SIC-code system. This classification approach is consistent with the approach 

used by Berger, Ofek (1995) and Denis et al. (1997). If the acquirer and the target have no 

commonality in first three digits of four-digit SIC codes, the acquisition is classified as unrelated. 

Other deals are classified as related diversification. For our sample, 90 of the acquisitions are related, 

108 are unrelated deals during the pre-crisis period, while during the post-crisis period there are 85 

related and 36 unrelated deals in the sample. In Table 1, we present a time-series of diversification 

deals for the aggregate sample as well as for related and unrelated diversification subsamples. The 

number of diversification announcements appears to pick up in 2004. The number of related deals 



 10 

decreased, while the number of unrelated M&As increased over the pre-crisis period. But after 2009 

the number of related deals showed stable growth.  

 

Table 1. Distribution of diversification deals by year 

Announcement 

year 

No. of 

announcements 

Related 

diversification 

Unrelated 

diversification 

2000 2 1 1 

2001 4 3 1 

2002 5 3 2 

2003 20 12 8 

2004 46 26 20 

2005 27 7 20 

2006 34 16 18 

2007 39 15 24 

mid-2008 21 7 14 

mid-2009 3 0 3 

2010 22 16 6 

2011 28 21 7 

2012 32 22 10 

2013 36 26 10 

Total 319 175 144 

 

Unfortunately, the SIC code system does not allow singling out vertically integrated firms 

and often refers them to unrelated diversification. Thereby this approach as a rule mixes 

conglomerate and vertically integrated firms in one group, which is called unrelated diversification. 

Based on SIC data, it is impossible to find and analyze separately pure conglomerate and vertically 

integrated companies. To identify such firms we followed the methodology of Fan and Lang (2000), 

which provided us with the detailed information about the construction of vertical measures at both 

industry and firm levels (4), (5). We use the input-output tables at the US Bureau of Economic 

Analysis to create a matrix of relatedness at the industry level (Fan, Lang, 2000; Claessen et al., 

2001). Researchers often use the input-output tables for the US economy, examining the effects of 

vertical integrations on firm value in emerging capital markets, based on the assumption that the 

specificity of industries does not depend on national particularities (Claessen et al., 2001). Industries 

are considered vertically related if they receive at least five percent of their inputs from another 

industry or supply more than five percent of their own outputs to one other industry (Scholar, 2002). 

As a result 42 acquisitions are considered as vertical; 69 as conglomerate; and 87 as horizontal 

M&A during the pre-crisis period. After 2009 almost half of the sample (57 deals) is considered as 

vertical acquisitions; 18 deals as conglomerate deals; and 46 as horizontal M&A (Table 2).  
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Table 2. Types of mergers and acquisitions in BRIC countries 

M&A type Pre-crisis period Post-crisis period 

Horizontal 87 46 

Vertical 42 57 

Conglomerate 69 18 

Total 198 121 

 

On Diagram 1 deals are classified by the acquirer’s industry affiliation for the pre-crisis 

sample. The most common industry is chemical & pharmaceutical (20.2%) followed by metals & 

mining (12.6%), software (9.1%) and light industry (9.1%).  

 

Diagram 1. Distribution of M&A by industry affiliation during the pre-crisis period. 

 

 

The industry affiliation structure is rather consistent during the post crisis-period (Diagram 2) 

with chemical & pharmaceutical (15%) and metals & mining (14%) as the most common industries 

which are followed by light industry (12%) and machinery (10%). The number of acquirers from the 

software industry dropped to the seven per cent. 
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Diagram 2. Distribution of M&A by industry affiliation during the post-crisis period. 

 

 

5. Empirical findings and results 

By analyzing the results for each country separately we get similar tendencies in market 

reaction to the announcements of corporate diversification. So, we present results for the entire 

sample. The aggregation BRIC countries data seems to be the most interesting because it allows 

testing our hypotheses on a large sample and to get typical results for emerging markets within the 

BRIC group. The results for the entire sample of diversification deals and for different subsamples 

during the pre-crisis period are shown in Table 3. 
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Table 3. CAARs for diversification deals on different event windows and for different 

subsamples during pre-crisis period 

Event window 

  
[-20;+20] [-15;+15] [-10;+10] [-5;+5] [-3;+3] [-2;+2] [-1;+1] 

BRIC – whole sample 

CAR 5.98%*** 5.34%*** 4.94%*** 3.55%*** 2.62%*** 1.8%*** 1.53%** 

Number of 

observations 
198 

BRIC – horizontal M&A 

CAR 6.68%*** 6.10%*** 5.79%*** 3.93%*** 2.84%*** 2.13%** 1.00%† 

Number of 

observations 
87 

BRIC – vertical M&A 

CAR 8.92%*** 7.59%*** 6.18%*** 3.25%** 2.43%** 1.44%† 1.92%** 

Number of 

observations 
42 

BRIC – conglomerate M&A 

CAR 3.32%* 3.03%* 3.12%** 3.18%** 2.45%** 1.61%* 1.95%** 

Number of 

observations 
69 

BRIC – related diversification 

CAR 6.72%*** 6.14%*** 5.73%*** 3.90%*** 2.79%*** 2.12%** 1.00%† 

Number of 

observations 
90 

BRIC – unrelated diversification 

CAR 5.36%*** 4.68%*** 4.28%*** 3.26%*** 2.48%*** 1.54%** 1.98%** 

Number of 

observations 
108 

***Significant at the 1% level 

 **Significant at the 5% level 

*Significant at the 10% level 

†Significant at the 15% level 

 

 

For the whole sample, the mean 41-, 31-, 21-, 11-, 7- and 5-day announcement period 

abnormal returns are positive and statistically significant at one per cent level and 3-day abnormal 

returns are also positive and statistically significant at five per cent level. These results indicate that 

shareholders of the sample firms experience significant wealth gains from diversification deals. The 

CARs for 41-day event window are graphed in Figure 1.  
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Figure 1. Plot of CARs for all diversification deals for 41-day event window during the pre-

crisis period 

 

The plot shows that the market learns about the deals a few days before the announcement, 

which may indicate to some extent the insider nature of the examined markets. Table 3 also reports 

that corporate diversification does not destroy the value of acquirers from BRIC countries 

irrespective of diversification type. The lack of high significant returns in the shorter announcement 

periods indicates that the market does not capitalize on the information contained with the M&A 

announcement at the time of the announcement. This situation is typical for developing markets due 

to their lower efficiency. The market needs additional time to capitalize on the information therefore 

using a longer announcement period may be more justified. The highest CARs are associated with 

vertical and horizontal integration. The announcements of conglomerate acquisitions cause also 

positive and statistically significant (at 10% level) returns for acquirers. But the CARs for these 

deals are two and a half times less than for vertical acquisitions, indicating that vertically integrated 

firms may create a sustainable competitive advantage, achieve technical and coordination efficiency, 

and create new resources and capabilities. Our findings are consistent with outcomes of Claessens et 

al. (2001, 2006), Khanna and Palepu (2000), and Fauver (2003). But in contrast to Claessene et al. 

who argue that vertical integration leads to the reduction of shareholder’s value in countries with 

weak financial systems, we obtained positive and statistically significant CARs for acquirers in 

BRIC countries indicating that vertical relatedness increases firm value.  

 Considering the post-crisis period, the results for the total sample and different subsamples 

are shown in Table 4. 
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Table 4. CARs for diversification deals on different event windows and for different 

subsamples during post-crisis period 

Event window 

  [-20;+20] [-15;+15] [-10;+10] [-5;+5] [-3;+3] [-2;+2] [-1;+1] 

BRIC – whole sample 

CAR 2.22% 1.25% 0.80% 0.61% -0.08% -0.13% 0.37% 

Number of 

observations 
121 

BRIC – horizontal M&A 

CAR 3.02%* 1.62% 0.96% 0.44% -0.28% -0.42% -0.46% 

Number of 

observations 
46 

BRIC – vertical M&A 

CAR -0.57% -1.04% -0.43% 0.40% -0.23% -0.08% 0.41% 

Number of 

observations 
57 

BRIC – conglomerate M&A 

CAR 9.01%** 7.51%* 4.28% 1.71% 0.90% 0.43% 2.33% 

Number of 

observations 
18 

BRIC – related diversification 

CAR 0.41% -0.67% -0.62% 0.07% -0.36% -0.33% -0.03% 

Number of 

observations 
85 

BRIC – unrelated diversification 

CAR 6.51%** 5.76%* 4.16% 1.89% 0.57% 0.33% 1.30% 

Number of 

observations 
36 

***Significant at the 1% level *Significant at the 10% level 
  

 **Significant at the 5% level †Significant at the 15% level 

 

For the whole sample, the cumulative average abnormal returns for all event windows are 

statistically insignificant. These results indicate that after the financial crisis shareholders of 

acquirers from the sample cannot extract substantial wealth gains from diversification deals. The 

CARs for the 41-day event window are graphed in Figure 2. 
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Figure 2. Plot of CARs for all diversification deals for 41-day event window during the post-

crisis period. 
 

The CAR trend is rather close to the plot for the pre-crisis period. Using insider information, 

a market still learns about the deals about 10–15 days before the announcement. Table 4 also shows 

that corporate diversification is no more irrelevant to the diversification type. Thus, the CARs for 

related deals are statistically insignificant while for unrelated acquisitions are positive and 

statistically significant at 5 and 10 per cent level for 41- and 31-day event windows (6.51% and 

5.76%, correspondingly). The level of market efficiency is still low as the results obtained for 

shorter event windows are insignificant which means that a market needs the same amount of time 

to capitalize on information as before the crisis. Market reaction to horizontal deals is positive and 

statistically significant only for 41-day event window. While for vertical acquisitions, the stock 

market reaction turns negative and statistically insignificant. The highest CARs are associated with 

conglomerate deals. Their announcements cause significant (at 5% and 10% level) abnormal returns 

equal to 9.01% for 41-day event window and 7.51% for 31-day window. The results indicate that a 

market reacts more favorably for conglomerate acquisitions following the crisis (9.01% compared 

with 3.32% before the crisis), confirming our expectation that under the more severe external 

financial constraints the conglomerate acquisitions become more efficient since they allow firms to 

reduce risk, increase debt capacity as a result of “coinsurance effect” and allocate scarce financial 

resources through an internal capital market. 

 

6. Conclusion 

According to Khanna and Palepu (1997), diversified companies in emerging markets have 

the potential to add value. This evidence is supported by number of empirical studies (Fauver et al., 
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2002; Khanna, Palepu, 2000; Claessens et al., 2001, 2006). Our empirical examination contributes to 

the growing literature analyzing the link between different types of corporate diversification and 

firm value using event study analysis on a sample of companies from BRIC countries. Our results 

indicate the predominance of positive effects of corporate diversification in emerging markets 

supporting the institution-based theory. For the pre-crisis period we found positive and statistically 

significant returns for acquirer’s shareholders for different event windows. We got the highest 

returns for vertical deals and the lowest for conglomerate ones. By analyzing diversification effects 

on firm value after the crisis, we revealed that more severe external financial constraints make 

conglomerates more efficient for shareholders. But the results are statistically significant only for 

two event windows. Cumulative abnormal returns for vertical acquisitions show no statistically 

significant difference from zero. We also found, that shareholders saw the lower returns in 

horizontal acquisitions after the crisis than before it, suggesting that it may be difficult for 

companies to obtain benefits from operating synergy. But the results for horizontal acquisitions are 

not robust for different event windows, indicating that we cannot make a final conclusion.  

The existence of opportunities to create value does not mean that diversified companies 

automatically become efficient and can create value. It depends to a large extent on how the 

company is managed and what potential it has. Having the correct management model is one of the 

main factors of successful diversification. A skillful management system that allows for a complete 

understanding of which businesses in the company’s portfolio are value-creators or value-

destructors, what investments are efficient, how to coordinate and control the activities of business-

units and how to make the company more transparent to investors can lead the success of diversified 

companies in any market.  

References 

1. Andres, P., Fuente, G., Velasco, P., 2014. Growth opportunities and the effect of corporate 

diversification on value. The Spanish Review of Financial Economics 12(2), 73-81. 

2. Anslinger, P.L., Copeland, T., 1996. Growth through Acquisitions A Fresh Look. Harvard 

Business Review 1. 

3. Bae, K.H., Kang, J.K., Kim, J.M., 2002. Tunneling or valued added: evidence from mergers by 

Korean business groups. Journal of Finance 62, 2695– 2740. 

4. Beckmann, P., Fechtel, A., Heuskel, D., 2006. Managing for Value. How the World’s Top 

Diversified Companies Produce Superior Shareholder Returns. Boston Consulting Group 

http://www.bcg.com/documents/file14912.pdf 

http://www.bcg.com/documents/file14912.pdf


 18 

5. Benito-Osorio, D., Guerras-Martín, L.A., Zuniga-Vicente, J.A., 2012. Four decades of research 

on product diversification: A literature review. Management Decision 50 (2), 325-344. 

6. Berger, P.G., Ofek, E., 1995. Diversification’s effect on firm value. Journal of Financial 

Economics 37, 39-65. 

7. Bertrand, M., Mehta, P., Mullainathan, S., 2002. Ferreting out tunneling: An application to 

Indian business groups. Quarterly Journal of Economics Vol.117 (1), 121–148. 

8. Brusco, S., Panunzi, F., 2005. Reallocation of Corporate Resources and Managerial Incentives 

in Internal Capital Markets. European Economic Review Vol. 49 (3), 659-681. 

9. Campa, J.M., Kedia, S., 2002. Explaining the diversification discount. Journal of Finance 

LVII(4), 1731-1762. 

10. Carroll, C., Griffith, J.M., Rudolph P.M., 1998. The Performance of White-Knight Management. 

Financial Management 25, 46-56. 

11. Caudillo, F., Houben, S., Noor, J. 2015. Mapping the value of diversification. Corporate 

Finance Practice, August 2015, 10-12. 

12. Claessen, S., Djankov, S., Fan, J., Lang, L., 2001. The Pattern and Valuation Effects of 

Corporate diversification: A Comparison of the US, Japan, and Other East Asian Economies, World 

institute for development economics research, Discussion paper. № 2001/127. 

13. Claessen, S., Fan, J., Lang, L.. 2006. The benefits and costs of group affiliation: Evidence from 

East Asia. Emerging Markets Review 7, 1-26. 

14. Dastidar, P., 2009. International Corporate diversification and performance: Does firm self-

selection matter? Journal of International Business studies 40, 71-85 

15. Denis, D.J., Denis, D.K., Sarin, A., 1997. Agency problems, equity ownership and corporate 

diversification. Journal of Finance 52, 135–160. 

16. Dess, G.G., Gupta, A., Hennart, J.F., Hill, C.W.L. 1995. Conducting and integrating strategy 

research al the international, corporate and business levels: issues and directions. Journal of 

Management 21(3), 357-93. 

17. Erdorf, S., Hartmann-Wendels, T., Heinrichs, N., Matz, M., 2013. Corporate diversification and 

firm value: a survey of recent literature, Financial Markets and Portfolio Management 27 (2), 187–

215. 

18. Fan, J., Lang, L., 2000. The measurement of relatedness: An application to corporate 

diversification. Journal of Business Vol. 73 (4), 629- 660. 



 19 

19. Fauver, L., Houston, J., Naranjo, A., 2003. Capital Market Development, International 

Integration, Legal Systems and the Value of Corporate Diversification: A Cross-Country Analysis. 

Journal of Finance and Quantitative Analysis Vol. 38 (1), 135-157. 

20. Fukui, Y., Ushijima, T., 2007. Corporate diversification, performance and restructuring in the 

largest Japanese manufacturers. Journal of the Japanese and International Economics 21(3), 303-323. 

21. Galvan, A., Pindado, J., Torre, C. 2007. Diversification: value-creating or value-destroying 

strategy? Evidence from using panel data. Working Paper No. DT04/07.  

22. Garvey, G.T., Hanka, G., 1999. Capital structure and corporate control: the effect of state 

antitakeover laws on firm leverage. Journal of Finance 54, 519-546. 

23. Gautier, A., Heider, F., 2009. The Benefits and Costs of Winner-Picking: Redistribution vs. 

Incentives. Journal of Institutional and Theoretical Economics Vol.165, 622-649. 

24. George, R., Kabir, R., 2012. Journal of Business Research 65, 412-420. 

25. Glegg, C., Harris, O., Buckley, W., 2010. When does diversification add value: evidence from 

corporate governance and abnormal long-term stock performance. Corporate ownership & control 

Vol.7 (3), 325-342. 

26. Graham, J.R., Lemmon, M.L., Wolf, J.G., 2002. Does Corporate Diversification Destroy Value? 

The Journal of Finance Vol. LVII (2), 695-719. 

27. Hyland, D., Diltz, D., 2002. Why Firms Diversify: An Empirical Examination. Financial 

Management Spring, 51-81. 

28. Inderst, R., Laux, C., 2005. Incentives in Internal Capital Markets: Capital Constraints, 

Competition, and Investment Opportunities. RAND Journal of Economics Vol. 36 (1), 215-228. 

29. Jensen, M.C., 1986. Agency costs of free cash flow, corporate finance, and takeovers. American 

Economic Review №76, 323-329. 

30. Jose, M.L., Nichols L.M., Stevens J.L., 1986. Contributions of diversification, Promotion, and 

R&D to the Value of Multi-Product Firm: A Tobin’s q Approach. Financial Management 15, 33-42.  

31. Khanna, T., Palepu, K., 1997. Why Focused Strategies May Be Wrong for Emerging Markets. 

Harvard Business Review July-August, 41-51. 

32. Khanna, T., Palepu, K., 2000. Is Group Affiliation Profitable in Emerging Markets? An 

Analysis of Diversified Indian Business Groups. The Journal of Finance Vol. LV (2), 867-889. 

33. Khanna, T., Palepu, K., 2000. The future of business groups in emerging markets: long-run 

evidence from Chile. The Academy of Management Journal Vol.43 (3), 268-285. 

34. Kistruck, G.M., Qureshi, I. and Beamish, P.W., 2011. Geographic and product diversification in 

charitable organizations. Journal of Management, published online. 



 20 

35. Kothari, S.P., Warner, J.B. Econometrics of Event Studies. Handbook of Corporate Finance. 

Edited by Eckbo B.E. Elsevier. 2007. Ch.1. P. 3-36. 

36. Kuppuswamy, V., Serafeim, G., Villalonga, B., 2010. The effect of institutional factors on the 

value of corporate diversification. Working Paper 13-022, Harvard Business School. 

37. Lang, L., Stulz, R., 1994. Tobin’s q, Corporate diversification, and firm performance. Journal of 

Political Economy Vol.102, 1248-1280.  

38. Lang, L., Stulz, R., Walking, R., 1991. The Test of the Free Cash Flow Hypothesis: The Case of 

Bidder Returns. Journal of Financial Economics 29, 313-335.  

39. Lee, K., Peng, M., Lee, K., 2008. From diversification premium to diversification discount 

during institutional transitions. Journal of World Business Vol.43, 47–65.  

40. Lins, K., Servaes, H., 1999. International evidence on the value of corporate diversification. 

Journal of Finance Vol.54, 2215-2239. 

41. Lins, K., Servaes, H., 2002. Is Corporate Diversification Beneficial in Emerging Markets? 

Financial Management Vol. 31, 5-31. 

42. Lu, Y., Yao, J., 2006. Impact of state ownership and control mechanisms on the performance of 

group affiliated companies in China. Asia Pacific Journal of Management Vol.23, 485–503. 

43. Martin, J.D., Sayrak, A., 2003. Corporate diversification and shareholder value: a survey of 

recent literature. Journal of Corporate Finance 9, 37-57. 

44. Moeller, S.B, Schlingemann, F.P., Stulz, R.M., 2004. Firm size and the gains from acquisitions. 

Journal of Financial Economics 73, 201-228. 

45. Masulis, R.W., Wang, C., Xie, F., 2006. Corporate governance and acquirer returns. SSRN 

Working paper № 116/2006. 

46. Pal, R., Bohl, M., 2006. Discount or Premium? New Evidence on Corporate diversification of 

UK firms. SSRN Working paper. 

47. Palich, L.E., Cardinal, L.B., Miller, C.C., 2000. Curvilinearity in the Diversification 

Performance Linkage: An Examination of over Three Decades of Research. Strategic Management 

Journal 21 (2), 155-174. 

48. Peng, M.W., Delios, A., 2006. What determines the scope of the firm over time and around the 

world? An Asia Pacific perspective. Asia Pacific Journal of Management 23 (4), 385-405. 

49. Perotti, E., Gelfer, C., 2001. Red Barons or Robber Barons? Governance and Investment in 

Russian Financial-Industrial Groups. European Economic Review 45, 1601-1617. 

50. Rajan, R., Servaes, H., Zingales, L., 2000. The cost of diversity: the diversification discount and 

inefficient investment. Journal of Finance Vol. LV (1), 35– 80. 



 21 

51. Roll, R., 1986. The hubris hypothesis of corporate takeovers. Journal of Business 59, 197-216. 

52. Rudolph, C., Schwetzler, B., 2013. Conglomerates on the rise again? A cross-regional study on 

the impact of the 2008–2009 financial crisis on the diversification discount. Journal of Corporate 

Finance 22, 153-165. 

53. Sharfstein, D.S., Stein, J.C., 2000. The dark side of internal capital markets: divisional rent-

seeking and inefficient investment. Journal of Finance Vol. LV (6), 2537-2564.  

54. Sudarsanam S., Creating value from mergers and acquisitions: the challenges, an international 

and integrated perspective. - FT Prentice Hall, 2003, 613. 

55. Villalonga, B., 2000. Diversification discount or premium? New evidence from BITS 

Establishment-level Data. Journal of Finance 59, 475-503.  

56. Weston, F., Siu., A, Johnson, B.A. Takeovers, restructuring and corporate governance. Prentice 

Hall. 2002. P. 171-184. 

57. Wong, A., Cheung, K.,Y., Mun, T., 2009. The Effects of Merger and Acquisition 

Announcements on the Security Prices of Bidding Firms and Target Firms in Asia. International 

Journal of Economics and Finance 1(2), 274-28. 

 

 

 

 

 

 

 

Svetlana Grigorieva, researcher, Corporate Finance Center, assistant professor, Department of 

Finance, National Research University Higher School of Economics, Moscow, Russia, e-mail: 

svetlanaagrigorieva@gmail.com; tel.: +7 910 463 08 94 

 

Georgii Gorbatov, masters student in the «Strategic Corporate Finance» masters program, National 

Research University Higher School of Economics, Moscow, Russia, e-mail: ggorbatoff@gmail.com 

tel.: +7 963 600 70 51 

  

Any opinions or claims contained in this Working Paper do not necessarily reflect the views of 

HSE.  

 

 Grigorieva, Gorbatov, 2015 

 

mailto:svetlanaagrigorieva@gmail.com
mailto:ggorbatoff@gmail.com

