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DiversificationDiversification 
Strategies  for  Managing  a  Group  Strategies  for  Managing  a  Group  

of Businessesof Businesses
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Learning ObjectivesLearning ObjectivesLearning Objectives
•• When to DiversifyWhen to Diversify

•• Choosing the Diversification Path:  Related Choosing the Diversification Path:  Related 
versus Unrelated Businessesversus Unrelated Businesses

•• Combination RelatedCombination Related--Unrelated Diversification Unrelated Diversification 
StrategiesStrategies

•• Evaluating the Strategy of a Diversified Evaluating the Strategy of a Diversified 
CompanyCompany

•• After a Company Diversifies:  The Four Main After a Company Diversifies:  The Four Main 
Strategy Alternatives  Strategy Alternatives  
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Objective 1Objective 1

When to DiversifyWhen to Diversify
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When  Should  a  Firm  Diversify?When  Should  a  Firm  Diversify?When  Should  a  Firm  Diversify?
•• It is faced with It is faced with diminishing growth prospectsdiminishing growth prospects in in present present 

businessbusiness
•• It has opportunities to It has opportunities to expandexpand into industries whose into industries whose 

technologies and products complementtechnologies and products complement its present its present 
businessbusiness

•• It can It can leverage existing competencies and capabilitiesleverage existing competencies and capabilities by by 
expanding into businesses where these resource strengths are expanding into businesses where these resource strengths are 
key success factorskey success factors

•• It can It can reduce costsreduce costs by diversifyingby diversifying 
into closely related businessesinto closely related businesses

•• It has a It has a powerful brand namepowerful brand name it canit can 
transfer to products of other businesses totransfer to products of other businesses to 
increase sales and profits of these businessesincrease sales and profits of these businesses
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Strategies  for  Entering 
New  Businesses 

Strategies  for  EnteringStrategies  for  Entering 
New  Businesses New  Businesses 

Joint ventures/strategic partnerships

Acquire existing company

Internal start-up
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Objective 2Objective 2

Choosing the Diversification Path:  Choosing the Diversification Path:  
Related versus Unrelated Related versus Unrelated 

BusinessesBusinesses
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Related  vs.  Unrelated  
Diversification 

Related  vs.  Unrelated  Related  vs.  Unrelated  
DiversificationDiversification

Related DiversificationRelated Diversification

Involves diversifying into Involves diversifying into 
businesses whose value businesses whose value 
chains possess chains possess 
competitively valuable competitively valuable 
““strategic fitsstrategic fits”” with value with value 
chain(s) of firmchain(s) of firm’’s present s present 
business(esbusiness(es))

Unrelated DiversificationUnrelated Diversification

Involves diversifying into Involves diversifying into 
businesses with no businesses with no 
competitively valuable competitively valuable 
value chain matchvalue chain match--ups or ups or 
strategic fits with firmstrategic fits with firm’’s s 
present present business(esbusiness(es))
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What  Is  Related  Diversification?What  Is  Related  Diversification?What  Is  Related  Diversification?
•• Involves diversifying into businesses whose Involves diversifying into businesses whose valuevalue 

chainschains possess competitively valuable possess competitively valuable ““strategic fitsstrategic fits”” with with 
the value chain(s) of the present the value chain(s) of the present business(esbusiness(es))

•• Capturing the Capturing the ““strategic fitsstrategic fits”” makes related diversification a  makes related diversification a  
1 + 1 = 3 phenomenon1 + 1 = 3 phenomenon
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Core  Concept:  Strategic  FitCore  Concept:  Strategic  FitCore  Concept:  Strategic  Fit
•• Exists Exists whenever one or more activitieswhenever one or more activities in the in the value value 

chainschains of of different businessesdifferent businesses are sufficiently similar are sufficiently similar 
to to present opportunitiespresent opportunities for for 

–– TransferringTransferring competitively valuablecompetitively valuable 
expertise or technological knowexpertise or technological know--howhow 
from one business to anotherfrom one business to another

–– CombiningCombining performance of commonperformance of common 
value chain activities to achieve lower costsvalue chain activities to achieve lower costs

–– ExploitingExploiting use of a welluse of a well--known brand nameknown brand name

–– CrossCross--business business collaborationcollaboration to create competitivelyto create competitively 
valuable resource strengths and capabilitiesvaluable resource strengths and capabilities
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Strategic  Appeal  of 
Related  Diversification 

Strategic  Appeal  ofStrategic  Appeal  of 
Related  DiversificationRelated  Diversification

•• Reap Reap competitive advantagecompetitive advantage benefits ofbenefits of

–– Skills transferSkills transfer

–– Lower costsLower costs

–– Common brand name usageCommon brand name usage

–– Stronger competitive capabilitiesStronger competitive capabilities

•• SpreadSpread investor investor risksrisks over a broader baseover a broader base

•• Preserves Preserves strategic unitystrategic unity in its business activities in its business activities 

•• Achieve Achieve consolidated performanceconsolidated performance greater than the sum of greater than the sum of 
what individual businesses can earn operating independentlywhat individual businesses can earn operating independently
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Types  of  Strategic  FitsTypes  of  Strategic  FitsTypes  of  Strategic  Fits
•• CrossCross--business business strategic fitsstrategic fits can exist anywhere along can exist anywhere along 

the value chainthe value chain

–– R&D and technology activitiesR&D and technology activities

–– Supply chain activitiesSupply chain activities

–– Manufacturing activitiesManufacturing activities

–– Distribution activitiesDistribution activities

–– Sales and marketing activitiesSales and marketing activities

–– Managerial and administrative support activitiesManagerial and administrative support activities
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Core  Concept: 
Economies  of  Scope 

Core  Concept:Core  Concept: 
Economies  of  ScopeEconomies  of  Scope

•• Stem from Stem from crosscross--business business opportunities to reduce costsopportunities to reduce costs

–– Arise when costs can be cutArise when costs can be cut 
by operating two or more businessesby operating two or more businesses 
under same corporate umbrellaunder same corporate umbrella

–– Cost saving opportunitiesCost saving opportunities can stem can stem 
from interrelationships anywhere from interrelationships anywhere 
along the along the value chains value chains of differentof different 
businessesbusinesses
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Related  Diversification and  
Competitive  Advantage 

Related  Diversification and  Related  Diversification and  
Competitive  AdvantageCompetitive  Advantage

•• Competitive advantageCompetitive advantage can result from related diversification can result from related diversification when when 
a company captures crossa company captures cross--business opportunities tobusiness opportunities to

–– TransferTransfer expertise/capabilities/technologyexpertise/capabilities/technology 
from one business to anotherfrom one business to another

–– Reduce costs by combiningReduce costs by combining related related 
activities of different businesses into activities of different businesses into 
a single operationa single operation

–– TransferTransfer use of firmuse of firm’’s s brand name reputationbrand name reputation 
from one business to anotherfrom one business to another

–– Create valuableCreate valuable competitive capabilitiescompetitive capabilities via crossvia cross--business business 
collaboration in performing related value chain activitiescollaboration in performing related value chain activities
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Potential  Pitfalls  of 
Related  Diversification 

Potential  Pitfalls  of Potential  Pitfalls  of 
Related  DiversificationRelated  Diversification

•• Failing Failing the the costcost--ofof--entry testentry test may occur if a company may occur if a company 
overpaid for acquired companiesoverpaid for acquired companies

•• Problems associated with passing the Problems associated with passing the betterbetter--off testoff test

–– Cost savings of combining related value chain Cost savings of combining related value chain 
activities and capturing economies of scope may be activities and capturing economies of scope may be 
overestimatedoverestimated

–– Transferring resources from one business to another Transferring resources from one business to another 
may be fraught with unforeseen obstacles that may be fraught with unforeseen obstacles that 
diminish strategicdiminish strategic--fit benefits actually capturedfit benefits actually captured
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Acquisition  Criteria  For  Unrelated  
Diversification  Strategies 

Acquisition  Criteria  For  Unrelated  Acquisition  Criteria  For  Unrelated  
Diversification  StrategiesDiversification  Strategies

•• Can business meet corporate targetsCan business meet corporate targets 
for profitability and ROI?for profitability and ROI?

•• Will business require substantialWill business require substantial 
infusions of capital?infusions of capital?

•• Is business in an industry with growth potential?Is business in an industry with growth potential?
•• Is business big enough to contribute to parent firmIs business big enough to contribute to parent firm’’s s 

bottom line?bottom line?
•• Is there potential for union difficulties or adverse Is there potential for union difficulties or adverse 

government regulations?government regulations?
•• Is industry vulnerable to recession, inflation, high interest Is industry vulnerable to recession, inflation, high interest 

rates, or shifts in government policy?rates, or shifts in government policy?
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Attractive  Acquisition  TargetsAttractive  Acquisition  TargetsAttractive  Acquisition  Targets
•• Companies with Companies with undervalued assetsundervalued assets

–– Capital gains may be realized Capital gains may be realized 

•• Companies in Companies in financial distressfinancial distress

–– May be purchased at bargain prices and turned May be purchased at bargain prices and turned 
aroundaround

•• Companies with Companies with bright growth prospectsbright growth prospects but but 
short on investment capitalshort on investment capital

–– CashCash--poor, opportunitypoor, opportunity--rich companies are rich companies are 
coveted acquisition candidates coveted acquisition candidates 
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Appeal  of  Unrelated  
Diversification 

Appeal  of  Unrelated  Appeal  of  Unrelated  
DiversificationDiversification

•• Business risk scattered over different industriesBusiness risk scattered over different industries

•• Financial resources can be directed to thoseFinancial resources can be directed to those 
industries offering best profit prospectsindustries offering best profit prospects

•• If bargainIf bargain--priced firms with big profit potential are bought, priced firms with big profit potential are bought, 
shareholder wealth can be enhancedshareholder wealth can be enhanced

•• Stability of profits Stability of profits –– Hard times in one industryHard times in one industry 
may be offset by good times in another industrymay be offset by good times in another industry
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Objective 3Objective 3

Combination RelatedCombination Related--Unrelated Unrelated 
Diversification StrategiesDiversification Strategies
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Combination  Related-Unrelated  
Diversification  Strategies 

Combination  RelatedCombination  Related--Unrelated  Unrelated  
Diversification  StrategiesDiversification  Strategies

•• DominantDominant--business firmsbusiness firms

–– One major core business accounting for 50 One major core business accounting for 50 -- 80 percent of 80 percent of 
revenues, with several small related or unrelated businesses revenues, with several small related or unrelated businesses 
accounting for remainderaccounting for remainder

•• Narrowly diversified firmsNarrowly diversified firms

–– Diversification includes a few (2 Diversification includes a few (2 -- 5) related or unrelated 5) related or unrelated 
businessesbusinesses

•• Broadly diversified firmsBroadly diversified firms

–– Diversification includes a wide collection of either related or Diversification includes a wide collection of either related or 
unrelated businesses or a mixtureunrelated businesses or a mixture

•• MultibusinessMultibusiness firmsfirms

–– Diversification portfolio includes several unrelated groups of Diversification portfolio includes several unrelated groups of 
related businessesrelated businesses
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Objective 4Objective 4

Evaluating the Strategy of a Evaluating the Strategy of a 
Diversified CompanyDiversified Company
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How  to  Evaluate  a 
Diversified  Company’s  Strategy 

How  to  Evaluate  aHow  to  Evaluate  a 
Diversified  CompanyDiversified  Company’’s  Strategys  Strategy
Step 1Step 1:: Assess longAssess long--term attractiveness of each industry term attractiveness of each industry 

firm is infirm is in

Step 2Step 2:: Assess competitive strength of firmAssess competitive strength of firm’’s business unitss business units

Step 3Step 3:: Check competitive advantage potential of crossCheck competitive advantage potential of cross-- 
business strategic fits among business units  business strategic fits among business units  

Step 4Step 4:: Check whether firmCheck whether firm’’s resources fit requirements of s resources fit requirements of 
present businessespresent businesses

Step 5Step 5:: Rank performance prospects of businesses and Rank performance prospects of businesses and 
determine priority for resource allocation determine priority for resource allocation 

Step 6Step 6:: Craft new strategic moves to improve overall Craft new strategic moves to improve overall 
company performancecompany performance
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Fig.  6.5:  Industry  Attractiveness-Competitive  Strength  
Matrix 

Fig.  6.5:  Industry  AttractivenessFig.  6.5:  Industry  Attractiveness--Competitive  Strength  Competitive  Strength  
MatrixMatrix
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Objective 5Objective 5

After a Company Diversifies:  The After a Company Diversifies:  The 
Four Main Strategy AlternativesFour Main Strategy Alternatives
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Fig.  9.8:  Strategy  Options  for  aFig.  9.8:  Strategy  Options  for  a 
Company  Already  DiversifiedCompany  Already  Diversified
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SummarySummary

Most companies have their business roots in a Most companies have their business roots in a 
single industry. Even though they may have single industry. Even though they may have 
since diversified into other industries, a since diversified into other industries, a 
substantial part of their revenues and profits substantial part of their revenues and profits 
still usually comes from the original or core still usually comes from the original or core 
business. Diversification becomes an business. Diversification becomes an 
attractive strategy when a company runs out attractive strategy when a company runs out 
of profitable growth opportunities in its original of profitable growth opportunities in its original 
business.business.
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