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Abstract
This study analyzes the relation of diversificatiand the performance of Pakistani firms in a sangl®
diversified and 8 undiversified listed firms of KEBO0 index from year 2004 to 2009. Firm Performaisce
measured by the Paneling data analysis. The restiitee diversified and undiversified firm in regséon
analysis showed that there is no multi colinariggvieen the variables. Diversified firm are mordyithan the
undiversified firms, however, the diversified firthave higher leverage than undiversified stratégits. So the
undiversified firms have the greater returns duhéoless proportion of the risk.
Keywords: diversification, performance, firm, risk, leverageturn on asset

Introduction

Diversification is still the most important strayefpr many firms around the world for last centufy.cording to
Afza, Slahudin and Nazir (2007), it may not be ddeed as just a trend; rather it is based on &geasons.
These reasons include increased profitability, cddo in risk, increased market share, increasédud dmpacity,
higher growth, extension of business life cycle] afficient utilization of human and financial resoes. Gomes
and Livdan (2004) find that the diversificationdesao the firm’'s growth and allows the firm to eoq@d markets.
Similarly, Montgomery and Singh (1984) suggesteat firms use this strategy in order to minimize thsk.
Chaneta (2000) added more to the importance anduded that when company operates out of profit&ble
growth related opportunities then the diversifioatis an attractive strategy. As per Barnes & Br@2806), the
risk, size, leverage and other related factorsiérfte the diversification with the performancehsf firm as per
studied the UK base companies.

Bowen and Wiersema(2005) suggestat] if strategy research is to continue tferofvaluable

guide lines on the strategic behavior of firms#&ems to have clear understanding of the fadidteencing a
firm's choice of diversification strategy and holws evolves in response to changing businessitonsl
Daud, Salamudin and Ahmed (2009) described thaersification will leads accounting measures of
performance of the firms. Meanwhile, the market sumees of performance are very much sensitive tdete

of leverage in the firm. Lloyd and Jr (1994) notidbat the sample of large firms perform better \uktd well-
diversified portfolio. Researchers know the impoce have been engaged in the organized analysis on
diversification strategy and their effects on tliens performance for the long term. Under the higaecession
period, there is need for the companies to usesthasegy for profitable concerns.

Does diversification having significant impact ometfirm performance or not with respect to
Pakistan? In this paper, our main objective of aede is to find the impact of diversification sggy on the
companies who operates in Pakistan because of mastability in that region, so we are decidedatmlyze
whether diversification strategy will ideal for Rstlani firms or not? Afza, Slahudin and Nazir (2pGiso
highlight the Market problems in Pakistan and stddhe firms with the diversified relationship. @hand Ho
(2000) showed that the effect of diversificatiorh&avily researched in developed countries buetigetack of
evidence about the relation of diversification dirdh performance in the developing countries. Tib the
literature gap of being less research in this atidlea big problem to be resolved.

The strategic management literature flourishes nepknteresting diversification effectiveness, so
when we compare the strategy with Pakistan, tremimplexity in the existing markets. Qian, Li,dnd Qian
(2008) explain that all firms small or large suffesm resource limitations, leads towards the pgobbf under-
diversifying or over-diversifying. Anderson, Baté&ahloul and Hallara (2010) find that some of fineas do not
diversify because firm’s managers have fear of |mds. Previous studies on diversification and penfnce
relationship explained mixed findings. Thereforbe tobjective is to examine the relationship between
diversification strategy and firm performance irkB&n. Tallman and Li (1996) find that performardfeVINE
increases as the diversity is increases but uprtaio level.

Significance

The study will help the mangers to evaluate theemgth for better diversification with respect to
Pakistan. Under the highly complex market condgi@nd instability, firm can perform better by usitiis
strategy. Our work also offers a useful frame wiarlstudy the natural boundaries of the firm in tioatext of
Pakistan and give the better understanding to sifyerThe market has competitive environment and th
diversification will be right option under that kinof conditions. This study formulates an underditagn to
diversify under different conditions. So the Comigarcan use all its organizational resources toimmechetter at
what it does and competitive skills are likely toarge as diversified firms.
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This study focused on diversification and the dffeof varying firm’s profitability are to be
controlled. This will help the mangers of firms whperate in the complex environment of Pakistany buey
can control the different situation regarding fismqperformance and factors that affect them. Mosheffirms in
Pakistan are in growing stage and eventually félsescomplexity in the market so our study will beeful to
know what problem have the right solution to getkb&n the competition. The firm are in different et
segment will be adopted the strategy differentiypiical studies of this research is sufficienptovide enough
knowledge to analyze the market before they deddetiversify.

Literature Review
1. Independent and Control Variables
Diversification is the means oftaxmg in the other markets. The variables thdecafthe
performance of the firm are firm size, risk anddeage. Now we consider the first one, firm sizalisays
impact on the performance. Similar research don€bgng and Thomas (1989) propose that large fira si
could determine the success of diversified strat@gyther factor that has an impact on fiparformance
is risk. General theory of investment states thgh return is associated with high risk. Therefahere is a
need to understand the effect of risk on diveraifan strategy in Pakistani firms. The next fadtwat has an
impact is the leverage in the firm. According to ohb(2005), short term leverage is associated withh h
performance as compared to long term leverage.
As per Barnes & Brown (2006), the risk, size, leggr and other related factors influence the difieasion
with the performance of the firm as per studiedlitiebase companies. These controlled variableshgilh the
firms to decide whether to diversify or not? If yhedecided to diversify at what level? Therefordjst study
would like to investigate the effect of lexge on firms that implement diversification witkispect to
Pakistan. The first variable defined is the firmesi
a. FirmSize
Mayer and Whittington (2003) stated thath firm size and leverage are negatively relaedhe
performance. However, Gassenheimer and Keep (1995 (1988) found that the firm size is positively
related to the performance as firm gets economiescale more rapidly and having ROA efficiently in
manageable position to utilize. Lang , Ofek andZSfli995) & Ahn, Dnis and Denis (2005) explainedttivhen
we talk about the Large diversified firms capitalsture and stated that leverage doesn’t matteause the
large firm is successful extent to future growtheTeverage having negative relation for the Ldimges who do
not recognize the market opportunities for growtld aesult will be poor performance, (Aivazian, GeQ8u,
2005). Winker (1999) fined that Firm size has aifpasimpact on profitability and reduction in risis well.
Barnes & Brown (2006) suggesting tha ice of the firms matter a lot and having retatwith the
level of investment. Miller and Pras (1980) fincatHirm size is important for the profit under théobal
diversification because of financial planning aniizing of resources as well. Lim, Das and DasQ@pfind
during the study of Asian Financial crises (19988pthat the small-medium sized firm(SME,s) affelcteeir
capital structure when they diversified their proglinowever the large firms do not face these kihidsues due
to their large size, allocation of resources ar@ppr managerial decision. The size of the firmsiated to the
risk and having impact on the overall performantdigersified firms. If the size of the firm is lge than it will
use its slack resources more efficiently, (Merin®&driguez, 1997).
The relationship of firm size towarthe risk is criticized in a manner of MultinatedrEnterprises
(MNE, s); Qian, Khoury, Peng and Qian (2010) fourabout U.S firms that the Multinational Enterpsise
(MNE,s) having greater in size of business andatieg relationship with performance when they dsifgrat
higher level geographically and ROA sustainablylided. On other hand MNE, s having positive relasioip
when they moderately diversify. Furthermore, He&is, Hitt, Johnson and Moesel (1993) explained that
Diversification has a very strong relationship witle performance (ROA, ROE & ROS). Lloyd and Jro4d®
find that large size firms held with strong porifoWill positively related to the performance oskdreturn basis.
Palich, Cardinal and Miller (2000) further addedttiDiversification is depending on accounting anarkat
performance outcomes. The following definition &d to measure firm size:

Market Value = Share price x number of shares outstanding (MV)
FirmSze = Ln (MV)
H 1: Firm Size is positively related to the performané®iversified firm.
b. Risk

Menon and Subrmanian (2008) & Marliamont and Gieger (2004) analyzed the diverdificawith
the risk factors, they argued that the diversifarais correlated to the risk factors and it wélviewed by the
managers to invest in different projects. They havielentify the level of the risk for efficient @she resources.
Glory and Baker (2002) also support the relatiomgtiiRisk and financial leverage. They argued #wess to
the financial leverage is important while managthg risk factors. Palmer and Wiseman (1999) findt th
Managerial risk taking and income stream uncerjainill cause the organizational risk. Furthermohe t
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organizational risk is more completely reflects tmmplexity in business. Doukas and Kan (2006) &rpd
that globally diversified firms are subject to loisky due to portfolio management.

Eisenmann (2002) also added to theadderial risk linkage with organizational risk anglained that
the risk taking and risk avoidance behavior waseddpnt on the ownership structure. They have tdyama
whether to diversify their assets or not under éasing perishable business environment. The treafe
Carrieri, Eurrenza and Sarkissian (2004) expladnlithk between the risk and performance of the dithrough
diversification strategy. Bettis and Mahajan (1986y that Diversified (portfolio) will manage t@duced risk
and increase the performance. Diversification [@bo) firms have the advantage of reduction ofkriss
described by the Bettis and Hall (1982). This tlgetr also justified by the Abumustafa (2007), as pe
explanation, Diversification is the best mechanigarsreducing risk to target level among the samsiand in
firm assets.

The diversification at the higher levdll more efficient from the initial investmennithat project due
to the greater knowledge about increasing leveessets and managing the risk factors. On the dtaed,
moderate level of diversification is not benefiaiale to the risk sensitivity associated with inuegestts,(Matusik
& Fitza, 2012). The portfolio of efficient resouscevill make the smooth actions of the firms towatdse
performance and made the firm to get return fromestments under diversification of available resesr as the
firm gets efficiency in allocating resources, réswdurly be decreasing in risk factors, (LehmaniM&dest,
2005). Chateauneuf and Lakhnati (2007) describat Biversification (Portfolio) will be important farisky
assets. Therefore, Kor and Leblebici (2005) & Hamiand Shergill (1993) finds that managing researwill
lead to higher performance under diversificatioed&cing risk and achieving high firm size will sapipthe
firm achieve its goal.

Ruefli, Collins & Lacugna (1999) Sugggsoduct diversification and systematic risk ofcprg are
linked to the Monopolistic market power. The highriket power has positive relationship with monetaaiue
of risk, based on the price base portfolio, (S®&012. Most of the time Investors measure risk irextly if they
exclusively focused on distribution of outcomestladir investment horizons. Approach to risk meament
ignores intolerable losses that might occur threauwghan investment period, so investor have to inee t
techniques best related to project of their investtn(Kritzman and Rich, 2002). Gary (2005) expddirthat
Managerial decisions to utilize the slack resoumesimportant for firm’s performance. However, Igiland
Pras (1980) & Hill and Hansen (1991) find that aogie diversification is useful to reduce the beassrisk.
Thus, the following variable has been used as aypimmeasure risk.

Risk = Sandard deviation of ROA
H 2: Risk is negatively related to the performance ofebsified firm (Portfolio).
Cc. Leverage

Grossman (2003) & Bowen and Wiers¢B@05) further explain that under the foreign cetitjpn,
core business firms can leveraging the resourcelversify efficiently, similarly when they divefg@d their
resources, there will decreasing in foreign contipeti This will eliminate factors that creatingkiselated to
business by other business. Qian, Khoury, PengQ@iad (2010) explain the relation of leverage aistt r
association by explaining the foreign competitidfhen Multinational Enterprises (MNE, s) adoptedgrephic
diversification, then the foreign competition ftvetn are highly intensive and performance is redfilow as
compared to regional diversification. In the geqiuia diversification, leverage is decreasing as finm
performance affected while regional diversificatigitl increase the firm leverage as perform betégionally.

The diversified firms will easily mage their risk related to portfolio but this will steoy the
shareholders wealth leads to affect the leveragleeofirm, (Chen, Guo & Tay, 2010). The higher kineerage of
the firm, the higher ratio of their asset. Thidlwiterconnect with their asset management dutiregguncertain
periods of financial marketability, (Devereux & Ymn, 2010). Molina (2006) argued that the leverage
negatively effect the debt rating of the firm ahdri into an increase in default probabilities. Aligh the higher
leverage will offset the fundamental risk of therfiby involving in the hedging activities. Lang,&Bfand Stulz
(1995) added to this theory that high leverage inigit been able the firm to take advantage of ttwavth
opportunities. So the leverage is negatively reldatethe firm's growth opportunities. Denis, Denisd Yost
(2002) explained the Global diversification strateghich creates the shareholder value, which agtuale to
the firms leverage. In other words, performanceeiated to diversification strategy and increadimg leverage
of the firm as the size of the firm increases.

Critically Doukas and Kan (2006) argued tBéobal Diversification harms the firm value arttheeholders
wealth because their costs outweigh the benefitshdb diversification is adopted by the firm whoshgreater
size in term of capital and economies of scaleresalt will be loss in the shareholder wealth, @ligph risk is
minimized but linked towards the leverage of firiinere is relationship of Leverage buyouts with sfehe
firm. So the leverage buyouts will tend to incretiseunrelated diversification in the Private fir(Wgiersema &
Liebeskind, 1995). Thus, the following proxy hagheised:

Debt to Equity Ratio = Standard deviation of ROA / (Long-term debt + Market value of equity)
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H 3 : Leverage is positively related to the performaoicBiversified firm
2. Performance Variables
The regression estimation technique is used to thedrelationship between diversification and pemiance.
This explains which factors have an impact on franformance in the Pakistan context. Thus, it gtesisome
evidence with reference to factors influencing Brakistani firms. The performance measurement usebis
study is accounting based return on assets (ROA).
a. Accounting Measure
Most literatures have employed accounting meastipeidormance by using return on asset (ROA) asoayp
According to Bettis (1982), this ratio is under mgament control and commonly used as performanasumne
for the firms. Therefore, this study used ROA taswe performance, defined as follows,

Return on Assets = Net Income dfiges

(ROA) BbAssets

3. Methodology

This study uses panel data estimation method. @atataken from the KSE-100 Index listed compariés.
companies were diversified and 20 companies wedé/arsified taken for the research of this study.

a. Method of Estimation

The study investigates the characteristics of fiumsig descriptive statistics and also Pearsoreladion to
differentiate between diversified and undiversifigtiategies. The following estimation is then castdd to
understand the relationship between dependentraiegpéndent variables:
Diversified firms ¥= o+ B; Sizg + B, Lev + Bz Risk; + g
Undiversified firms Y=o+ B, Sizg + B, Levy; + B3 Risk; + g
4. Estimation Results

The statistics for the whole sample and the difiecsi& undiversified firms taken. This shows thepact of
diversification strategy on performance. Table bveh the following results. The mean of return oseas
(ROA), leverage (LEV), size (SIZE) and risk (SRCekp4.45 22.86

, 15.93 and 5.77 respectively. In our research someaof performance (return on asset) has beentadad! the
relationship between diversification and perforneas suggested by Dubofsky and Varadarajan (1987).

..Eql
..Eq 2

Table 1 Mean and Standard Deviation
Diversification strategy: Firm charagtécs and diversification measures

Descriptive Analysis

ROA LFS RISK LEV

Mean 4.44218 22.86288 5.77786 15.93185
Median 0.312 23.20537 4.775917 13.575
Maximum 4.0101 25.12544 17.5079 68.8

Minimum 0.0542 19.11662 0.306413 -21.7Y5

Std. Dev. 0.53238 1.495263 3.8688712 15.92791
Skewness 4.56411 -0.817539 1.041413 0.932224
Kurtosis 27.97035 2.805061 3.382174 4.000937
Jarque-Bera 2650.661 10.16806 16.81582 16.79265
Probability 0 0.006195 0.000228 0.000226

Sum 39.9796 2057.659 519.9804 1433.867
Sum Sq. Dev. 25.2251 198.9873 1332.167 22579/14
Observations 90 90 90 90
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On the next step, one sample t-test for divergibcastrategy is presented in Table 2. In the @repde t-test,
there is a comparison of the mean of one sammdited estimate in which the result shows the sed
comparison of mean. Variables that produce réaufrom 0 could be stated as significant for cesaarch.

Table 2: One Sample T Test; T-test =0

Variables Undiversified firmg  Diversified
(N=8) (N=8)
Mean Mean
(Differences) (Differences)
ROA 5.0748 2.8482
(0.000)*** (0.000) ***
Leverage 55.3051 69.2974
(0.000)*** (0.000) ***
Size 12.4261 12.3926
(0.000)*** (0.000) ***
Risk 3.9480 4.8031
(0.000)*** (0.000) **=*
*** Significant at 1 percent leve

** Significant at 5 percent level
* Significant at 10 percent level

As we analyze the results, the undiversified filnaswe lower risk of 0.39480 and the diversified firimave
higher risk of 4.8301. This is because of the itmest that firms made and there is higher the ofsik. As we
compare the size of the Diversified and undivegsifiirms, there is no such difference in it. Thisréeverage
of Undiversified and diversified shows the 55.3GBI 69.2974 respectively. This shows that divedifirms
have higher leverage than the undiversified firm.

Table 3. Pearson Correlation of diversification measures iadependent variables

ROA LEV SIZE SROA SD
ROA
LEV -0.018
(0.738)

SIZE 0.291%** -0.108**

(0.000) (0.043)
RISK  -0.534*** -0.001 TP+

(0.000) (0.990)  (0.000)
SD 0.118*  -0.035 005 -0.078

(0.027) (0.516) (0.780)  (0.143)

*** Correlation is significant at the 0.01 leM(2-tailed).
** Correlation is significant at the 0.05/&8 (2-tailed)
* Correlation is significant at the 0.X¥él (2-tailed).

In the Table 3, there is a Correlation of the Penimce measure and the independent variablessieel ter the

evaluation of the results. The highest value ofr@lation is the 0.534 but the values should bedrighan 0.80.
This shows that multicolinearity does not existmn the variables.
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Table 4: Comparison of diversified and undiversified firms

Variables Undiversified firms  Diversified Whole sample
(N=35) (N=35) (85)
Mean Mean Meaavalue)
ROA 5.0748 2.8482 2.22657
(0.006)***
Leverage 55.3051 69.2974 -13.99234
(0.526)
Size 12.4261 12.3926 0.0334
(0.772)
Risk 3.9480 4.8031 £684
(0.037)***

*** Significant at 1 percent level
** Significant at 5 percent level
* Significant at 10 percent level

In Table 4, there is explanation of main differendetween diversified and undiversified firms. Tinean
values for undiversified firms are better than déifeed firms. Therefore, this thing shows that ivedsified
firms are creating more value to shareholders agpeoed to diversified strategy. At the same tinsepanting
measure of performance, which is the ROA for undified firms are higher than diversified firms.
Leverage shows positive relationship with marketsuee of performance. The finding indicates thaéldage
has been used to improve firm performance.

Table 5: Regression Coefficients

Diversified Undiversified Overall
ROA ROA ROA
Leverage 0.0023 0.0007 0.0003
(0.0025) (0.0038) (2]
Size 2.2378*** 1.5235*** 1.6603***
(0.5331) (0.5485) (238
Risk -0.4377*** -1.0202*** -0.8467***
(0.1352) (0.0965) (0.0y79
SD 1.4508***
(0.8343)
N 20 20 40

Figures in parentheses denote “Standard Error'egatd the regression coefficients.
*** Significant at 1 percent level
** Significant at 5 percent level
* Significant at 10 percent level

According to the results of Regression Coeffici¢ng size is significant to explain the performafaeboth of
diversified and undiversified firms. This fact segts that size has a positive effect on firms’ grenfince
whereby large firms has an ability to effeely use their resources to increase perfore. As for risk
effect on performance, one surprising findiwgs that risk and performance is negativelyaetated.

The last factor considered is diversification &gyt The results shown from our data describe that,
diversification strategy appears to be positivayrelated with performance only for accounting nueasso the
firms used to analyze the market conditions basetheir resources to take the decision to diversify
Conclusion

The study shows the diversification is adopted ¢oblkneficial strategy for the firms who use thesaurces
efficiently. The findings show that the accountimgasure of performance of the diversified firmigngicant.
Using profitability as the measure of performartbe, return on asset of diversified firm is lesscampared to
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the undiversified firm. This is because of the mioreestment the diversified firm made and thersl@aswv return

on that particular investment. This research béllbeneficial for the industry of Pakistan, whaugfering from

the less profitability and to improve their perfance by using the diversification strategy. Théciefht use of

the strategy and using the slack resources matteen they have to apply the strategy. The compantes

diversified showed greater performance for the lmrgn. In summary undiversified firm gain highuets due

to the lower risk.

Limitation

The limitation of the research is that there ametconstraints and that why we use less data aradiaiu for our

study. In this area of research, there should beyusore variable but time is the issue for oueezsh.

Future Research Directions - Pakistan

Since the study is with the reference to Pakishatoyre research should use large sample as wed axlude

additional variables like “inflation” etc, so wevebetter understanding the relationship betweeearsification

and performance. In this area of research, theoaldhbe using more variable which will link towartse

inflation, stock Exchange and market measures #s we
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