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Case for next discussion

❖ Virgin

❖ look at the corporation’s history

❖ identify the businesses 

❖ identify the reasons to diversify

❖ outline the strategy for each business, and the 
corporate-level strategy



Learning objectives

❖ Define corporate level strategy and discuss its purpose

❖ Discuss different levels of diversification with different 
corporate level strategies

❖ Explain three primary reasons why firms diversify

❖ Describe how firms create value in different 
diversification strategies

❖ Discuss over diversification



Opening case

❖ Foster’s Group

❖ beer for mass market

❖ diversification on vine (premium)



Key term

❖ Corporate level strategy specifies actions a firm takes to 
gain a competitive advantage by selecting and 
managing a group of different businesses competing in 
different market products.

❖ Expected to increase the firm’s value.



Levels of diversification 1/3



Levels of diversification 2/3

❖ A firm pursuing low levels of diversification uses either 
a single- (95% +) or a dominant-business corporate level 
strategy (70-95%).

❖ A firm generating more than 30% of its revenue outside 
the core business, and whose businesses are related to 
each other in some manner uses a related 
diversification corporate-level strategy 
(Procter&Gamble). 



Levels of diversification 3/3

❖ The diversified company with a portfolio of businesses 
that have only a few links between them is using the 
related linked diversification strategy (GE).

❖ A highly diversified firm that has no relationships 
between its businesses follow an unrelated 
diversification strategy (SAMSUNG).
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Value-creating diversification 2/9

❖ Economies of scope are cost savings that the firm creates 
by:

❖ successfully sharing some of its resources and 
capabilities, or 

❖ transferring one or more corporate-level core 
competencies that were developed in one business to 
another of its businesses.



Value-creating diversification 3/9

❖ Firms can create operational relatedness by sharing 
either a primary activity (eg. inventory delivery 
systems) or a support activity (eg. purchasing capacity).

❖ expected higher performance of shared activities,

❖ risky because creates links between outcomes. 



Value creating diversification 4/9

❖ Corporate relatedness is created through corporate core 
competencies, i.e. complex sets of resources and capabilities 
that link different businesses, primarily through managerial 
and technological knowledge, experience and expertise.

❖ transferring competence to another business does not 
require the expense of developing it (HP printers and 
copiers),

❖ resource intangibility is difficult for competitors to 
understand and imitate (Virgin marketing capacity).



Value creating diversification 5/9

❖ Transferring core competencies is not easy:

❖ original unit managers may be reluctant,

❖ absorption issues may arise,

❖ reliance on outsourcing may lower the potential for 
transferability in the future.



Value creating diversification 6/9

❖ Market power exists when a firm is able to sell its 
products above the existing competitive level or to 
reduce its costs of its primary or support activities below 
the competitive level, or both.

❖ Acquisitions may help to increase market power 
(Wrigley and Mars)

❖ Multipoint competition exists when two diversified 
firms simultaneously compete in the same product 
areas or geographical markets (UPS, DHL, FedEx).



Value creating diversification 7/9

❖ Vertical integration is used to gain market power. It 
exists when a company produces its own inputs 
(backward integration) or owns its own source of 
product distribution (forward integration). 

❖ Market power is gained when: the firm develops the 
capability to save on its operations, avoid market costs, 
improve product quality, and protect its technology 
from imitation by rivals.



Value-creating diversification 8/9

❖ Vertical integration has costs: may be less competitive 
than outside suppliers, involve bureaucratic costs, or 
reduce the firms flexibility.

❖ Many firms have actually sought to gain market power 
through decreasing vertical integration. 

❖ Some firms seek both operational and corporate 
relatedness, as difficult to understand and imitate.



Value-creating diversification 9/9

❖ Unrelated diversification strategy can create value 
through financial economies i.e. 

❖ cost savings realized through improved allocation of 
financial resources based on investment inside or 
outside the firm.

❖ asset restructuring allowing the firm to optimize the 
portfolio.



Value neutral diversification 1/5

❖ Incentives to diversify may come from the external
environment, such as anti-competition regulation or tax 
law.

❖ While opposing mergers that create concentrated power, 
regulators support diversification. 

❖ Some firms generate more cash from their operations than 
they can reinvest profitably in their operations (Apple, 
Google)



Value neutral diversification 2/5

❖ Within the internal environment key incentives to 
diversify are:

❖ low performance, 

❖ uncertain future cash flows,

❖ pursuit of synergy,

❖ reduction of risk.



Value neutral diversification 3/5
❖ If high performance eliminates the need for diversification, 

then low performance may lead to diversification.



Value neutral diversification 4/5

❖ As firm’s product line matures and future cash flows are 
threatened, diversification may be an important 
defensive strategy.

❖ Synergy exists when the value created by the business 
units working together exceeds the value created by the 
same units working independently. 

❖ Synergy also increases the risk of corporate failure, 
because units are increasingly interdependent, and less 
flexible as a whole.



Value neutral diversification 5/5

❖ Resources constrain the capacity to diversify:

❖ financial resources are visible to competitors and less 
likely to create long-term competitive advantage,

❖ excess capacity may be used for related 
diversification,

❖ intangible resources are more flexible in facilitating 
diversification. 



Value reducing diversification 1/2

❖ Managerial motives to diversify exist independently of 
value-neutral incentives and value-creating reasons.

❖ Two main motives:

❖ desire for increased compensation,

❖ reduced managerial risk.



Value reducing diversification 2/2

❖ Diversification and firm size are highly correlated. 
When the firm’s size increases, so does compensation.

❖ Over-diversification may lead to the point when the 
firm fails to earn average returns.

❖ Governancemechanisms may be useful to limit 
managerial tendencies to over-diversify.

❖ A positive reputation facilitates the development and 
use of managerial power.  





Summary 2/3

❖ The primary reason a firm uses a corporate strategy to 
become more diversified is to create additional value. 

❖ Related diversification helps firms create more value 
through sharing activities or transferring competencies.

❖ Unrelated diversification depends on the efficient 
resource allocation and restructuring of target firm’s 
assets.



Summary 3/3

❖ Diversification is sometimes pursued for value-neutral
reasons both internal or external to the firm.

❖ Managerial motives to diversify may lead to over-
diversification.

❖ Managers need to take careful decisions in optimizing
the level their firm’s diversification.


