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Corporate diversification has been a central issue in strategic management research, with
theories addressing economies of scope, internal capital markets, and resource redeployment.
While some firms diversify to enhance growth and risk reduction, others experience a
“diversification discount.”

From a strategic management perspective, analyze the conditions under which diversification
creates or destroys firm value.

How do firm-specific resources and capabilities, as well as external institutional and policy
environments, influence the success of diversification strategies?

Discuss your answer with particular reference to firms in East Asian economies.
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Sample Answer(s) or Outline:
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1. Theoretical Conditions for Value Creation and Destruction through Diversification
The impact of diversification on firm value has been theorized from both positive and negative

perspectives.

Conditions that Create Value

Economies of Scope: Sharing "underutilized resources"—such as physical assets, intellectual
property, brand equity, and managerial know-how—across multiple business units enables
lower-cost, higher-value operations compared to running stand-alone businesses.

Internal Capital Markets: When external financial markets are imperfect, the corporate
headquarters can precisely assess each division's performance and allocate capital efficiently,
mitigating information asymmetry and enhancing investment efficiency.

Leveraging Internal Labor Markets: Maintaining a diverse business portfolio allows firms to
place managerial talent in optimal positions while accumulating and transferring firm-specific
skills within the organization.

Conditions that Destroy Value (Diversification Discount)

Agency Problems: Managers may pursue excessive diversification ("empire building") to secure
their personal positions or expand their power, thereby maintaining inefficient business
operations.

Cross-Subsidization: Allocating cash flows from high-performing divisions to cover
underperforming, low-growth sectors creates a "negative reallocation," reducing overall
organizational investment efficiency.

Managerial Complexity and Cognitive Limits: As business domains expand excessively, top
management can no longer grasp the operational environments of each business, leading to a
severe decline in the quality of decision-making.

2. Firm-Specific Resources, Capabilities, and the Success/Failure of Diversification

From the perspective of the Resource-Based View (RBV), the success or failure of diversification
depends on "resource relatedness" and "dynamic capabilities."

Advantage of Related Diversification: Entering markets that complement existing core
competencies lowers learning costs and makes it easier to generate synergies.

Redeployment of Inimitable Resources: Diversification succeeds when unique technologies or
organizational cultures serve as sources of competitive advantage in new markets.
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Intent of the Question

1. Mastery and Structuring of Foundational Theories

Can the candidate contrast and organize the factors that create value (economies of scope,
internal capital/labor markets) against those that destroy value (agency theory, cross-
subsidization, etc.) using economics and strategic management frameworks?

2. Theoretical Application

Can the candidate explain—from the perspectives of the Resource-Based View (RBV) and
Dynamic Capabilities—why related diversification tends to yield an advantage, and what types
of resource redeployment (underutilized resources, technology, managerial know-how) generate
firm value?



