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 2 

2002 2003 2002 2003

NUM −0.060*** −0.044** −0.046*** −0.065*** −0.062*** −0.045***

(−4.96) (−2.43) (−5.64) (5.67) (3.49) (5.49)

INT 0.031** 0.030* 0.025*** 0.028*** 0.028 0.025***

(2.33) (1.80) (2.95) (3.07) (1.66) (2.96)

LSN 0.198*** −0.030 0.134* 0.187** 0.016 0.136*

(2.72) (−0.23) (1.85) (2.61) (0.12) (1.83)

GROUP −0.369*** −0.433*** −0.265*** −0.368*** −0.402** −0.252***

(−3.38) (−2.92) (−2.89) (3.57) (2.70) (3.00)

SIZE −0.686*** −0.949*** −0.464*** −0.641*** −0.894*** −0.450***

(−11.77) (−18.37) (−10.90) (11.03) (16.99) (10.27)

LEV 2.124** 2.728** 0.578*** 2.116** 2.710** 0.608***

(2.31) (2.56) (3.57) (2.32) (2.53) (3.93)

LSH 0.030 0.013 0.503** 0.027 0.014 0.484***

(1.22) (0.75) (2.67) (1.07) (0.79) (2.83)

GROWTH −0.009 −0.027* 0.005 −0.006 −0.027** 0.009

(−0.83) (−1.83) (0.32) (0.47) (2.06) (0.55)

AGE 0.008 0.009 0.053*** 0.018 0.007 0.053***

(0.37) (0.29) (5.68) (0.85) (0.22) (5.91)

Constant 15.399*** 21.044*** 10.771*** 12.545*** 17.853*** 8.753***

(12.94) (18.45) (12.97) (10.53) (15.55) (10.25)

1844 870 974 1844 870 974

Adj-R2 0.47 0.62 0.31 0.48 0.61 0.32

1. *** 99% ** 95% * 

90% T

2. 

4. 

INT

4 (1) (2)

NUM
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(−3.31) (−2.87) (−2.77) (3.50) (2.65) (2.85)

SIZE −0.689*** −0.950*** −0.464*** −0.644*** −0.898*** −0.448***

(−11.51) (−17.34) (−10.86) (10.72) (16.12) (10.35)

LEV 2.119** 2.729** 0.574*** 2.111** 2.709** 0.605***

(2.29) (2.53) (3.65) (2.31) (2.51) (4.06)

LSH 0.028 0.011 0.519*** 0.025 0.013 0.488***

(1.10) (0.66) (2.80) (0.96) (0.70) (2.96)

GROWTH −0.009 −0.029* 0.005 −0.006 −0.029** 0.009

(−0.85) (−1.98) (0.37) (0.49) (2.25) (0.61)

AGE 0.006 0.007 0.052*** 0.016 0.005 0.052***

(0.26) (0.23) (5.51) (0.74) (0.15) (5.79)

Constant 15.342*** 20.931*** 10.662*** 12.487*** 17.791*** 8.611***

(12.53) (16.51) (12.77) (10.15) (13.96) (10.23)

1844 870 974 1844 870 974

Adj-R2 0.47 0.62 0.32 0.48 0.61 0.32

1. *** 99% ** 95% * 

90% T

2. 



 15
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(1) (2) (3) (4) (5) (6)

NUM −0.041*** −0.030 −0.041*** −0.026 −0.068*** 0.001

(−3.18) (−1.31) (−3.74) (−0.68) (−4.88) (0.03)

INT 0.035*** 0.022 0.029*** 0.051***

(6.56) (1.23) (4.21) (3.93)

LSN 0.051 0.239** 0.220*** −0.427

(0.68) (2.07) (3.07) (−0.80)

GROUP −0.231** −0.515*** −0.243*** 0.366

(−2.08) (−3.46) (−3.23) (0.33)

SIZE −0.703*** −0.650*** −0.643*** −0.792*** −0.683*** −0.719***

(−20.40) (−12.12) (−22.97) (−8.27) (−19.53) (−9.22)

LEV 0.960*** 3.662*** 0.811*** 3.502*** 2.302*** 1.121***

(12.88) (33.85) (11.32) (26.32) (29.92) (9.46)

LSH 0.983*** 0.023 0.722*** 0.020 0.029 0.824**

(5.24) (0.77) (4.84) (0.51) (0.96) (2.06)

GROWTH 0.013 −0.028* −0.004 −0.004 −0.011 0.396***

(0.94) (−1.93) (−0.28) (−0.24) (−0.95) (2.74)

AGE 0.055*** −0.020 0.039*** −0.051* 0.013 −0.007

(5.09) (−1.05) (4.22) (−1.69) (1.10) (−0.30)

Constant 15.936*** 14.100*** 14.682*** 17.167*** 15.252*** 16.254***

(22.26) (12.55) (25.37) (8.55) (20.81) (9.69)

1077 767 1432 412 1680 164

Adj-R2 0.41 0.66 0.36 0.71 0.48 0.61

1. *** 99% ** 95% * 

90% T

2. 

3. 

4 (3) (4)
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5 

(1) (2) (3) (4) (5) (6)

NUM −0.047*** −0.039* −0.047*** −0.033 −0.072*** −0.022

(3.81) (1.76) (4.43) (0.93) (5.31) (0.88)

INT 0.032*** 0.017 0.026*** 0.045***

(6.32) (0.97) (3.82) (3.91)

LSN 0.046 0.204* 0.199*** −0.370

(0.65) (1.82) (2.87) (0.78)

GROUP −0.237** −0.524*** −0.244*** 0.054

(2.25) (3.63) (3.39) (0.05)

SIZE −0.647*** −0.612*** −0.598*** −0.728*** −0.636*** −0.636***

(19.78) (11.76) (22.33) (7.97) (18.74) (9.21)

LEV 0.962*** 3.635*** 0.813*** 3.480*** 2.292*** 1.125***

(13.63) (34.69) (11.88) (27.47) (30.78) (10.73)

LSH 0.928*** 0.019 0.730*** 0.010 0.024 0.917**

(5.22) (0.65) (5.13) (0.27) (0.83) (2.58)

GROWTH 0.015 −0.022 −0.002 0.003 −0.007 0.363***

(1.07) (1.56) (0.15) (0.16) (0.61) (2.84)

AGE 0.065*** −0.006 0.050*** −0.028 0.026** 0.000

(6.27) (0.30) (5.51) (0.97) (2.31) (0.01)

Constant 12.844*** 11.382*** 11.802*** 13.855*** 12.321*** 12.616***

(18.88) (10.45) (21.31) (7.23) (17.34) (8.47)

1077 767 1432 412 1680 164

Adj-R2 0.42 0.67 0.36 0.72 0.49 0.64

1. *** 99% ** 95% * 

90% T

2. 

PERi =  a0 + a1NUMi + a2INT + a3LSN + a4GROUP + a5SIZEi 

+ a6LEVi + a7LSHi + a8GROWTH + a9AGEi + ei (3)
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ei ei

NUM =  g 0 + g 1ei + g 2LSN + g 3GROUP + g 4SIZEi + g 5LEVi + g 6GROWTH 

+ g  7AGEi  + ei (4)

NUM LSN

GROUP

6 

CROA CFROA CROA CFROA

NUM −0.003*** −0.006*** −0.003*** −0.004***

(−4.83) (−5.30) (3.93) (3.89)

INT 0.001** 0.001 0.001*** 0.001*

(2.07) (1.03) (3.24) (1.82)

LSN 0.003 0.012*** 0.002 0.004

(0.63) (2.74) (0.40) (1.12)

GROUP −0.003 −0.008 −0.004 −0.012*

(−0.55) (−1.26) (1.00) (1.99)

SIZE 0.012*** 0.019*** 0.013*** 0.015***

(4.34) (8.31) (4.91) (7.19)

LEV −0.044*** −0.069** −0.041*** −0.067**

(−3.53) (−2.47) (3.38) (2.34)

LSH −0.001* −0.002*** −0.001*** −0.003***

(−1.95) (−2.84) (3.33) (3.56)

GROWTH 0.002 0.001 0.002 0.001

(1.41) (0.46) (1.66) (0.88)

AGE 0.000 0.002** 0.000 0.003***

(0.21) (2.48) (0.55) (3.46)

Constant −0.121** −0.328*** −0.252*** −0.302***

(−2.01) (−6.76) (4.36) (6.76)

1844 1844 1844 1844

Adj-R2 0.09 0.16 0.09 0.13

1. *** 99% ** 95% * 

90% T

2. 

3. 
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7 

D HER D HER

D / HER −0.061*** 0.365*** −0.068*** 0.446***

(−3.80) (3.53) (4.62) (4.48)

INT 0.028** 0.027** 0.025*** 0.024***

(2.10) (2.08) (2.75) (2.76)

LSN 0.218*** 0.207*** 0.208*** 0.194**

(2.90) (2.74) (2.80) (2.60)

GROUP −0.373*** −0.378*** −0.373*** −0.379***

(−3.32) (−3.37) (3.50) (3.56)

SIZE −0.715*** −0.725*** −0.672*** −0.684***

(−12.17) (−12.30) (11.33) (11.50)

LEV 2.110** 2.108** 2.100** 2.098**

(2.29) (2.29) (2.30) (2.30)

LSH 0.034 0.034 0.031 0.030

(1.21) (1.22) (1.08) (1.08)

GROWTH −0.010 −0.011 −0.006 −0.008

(−0.86) (−0.99) (0.50) (0.66)

AGE 0.003 0.002 0.012 0.011

(0.11) (0.07) (0.54) (0.50)

Constant 16.007*** 15.807*** 13.212*** 12.976***

(13.38) (13.33) (10.91) (10.84)

1844 1844 1844 1844

Adj-R2 0.47 0.47 0.47 0.47

1. *** 99% ** 95% * 

90% T

2. 

3. 

SIZE

LEV

Hyland 1999

GROWTH

AGE
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t

NUM = −9.3573 + 0.0001e − 0.4915LSN + 0.0243GROUP + 0.5682SIZE 

 (0.00) （-3.91) (0.13) (9.74)

+ 0.1802LEV + 0.0042GROWTH + 0.1665AGE

 (1.42) (0.20) (8.84)

 F  = 27.05 Adj R2 = 0.0900

e

2002 2003

3.4017

14

4 4
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ABSTRACT
This paper empirically investigates the potential effects of a diversifi cation strategy upon 
fi rm value by developing a composite diversifi cation measure based on both divisional and 
subsidiary information using a sample of listed companies from the years 2002 and 2003. 
We fi nd that diversifi cation of operations has, on average, remarkably negative effects upon 
fi rm value. In particular, when a fi rm engages in four industries or more, fi rm value starts 
to fail. Furthermore, this negative correlation between diversifi cation and fi rm value could 
be attributed to government intervention, controlling shareholders’ ownership, and the 
fi rm’s organisational structure.
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I. INTRODUCTION
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During the 1960s, the operational models of large corporate enterprises in the 
United States underwent a dramatic shift to substantial diversifi cation, such that 
more than two-thirds of Fortune 500 fi rms adopted a strategy of diversifi cation 
(Rumelt, 1977). However, this prevalence faded away in the early 1980s; companies 
spun off unprofi table assets, cut operations, and focused on their core business.4 
Diversifi cation strategies came back in the 1990s when global mergers and acquisi-
tions (M&As) prevailed.5 Numerous companies began to engage in diversifi ed 
industries and sectors through M&As. Diversifi cation has gained global popularity 
again. As in the United States, the advantages and disadvantages of diversifi cation 
for fi rms in China have been much discussed; while an increasing number of spe-
cialised companies are beginning to invest in different businesses, some well-known 
conglomerates are starting to divest. The former fi rms include Haier, TCL, Midea, 
Lenovo, Chunlan, Skyworth, Greencool, Wuliangye, and Bluestar, and the latter 
fi rms include Lenovo and Skyworth (China Business Post, 2004).

The controversy over diversifi cation exists not only in the business world but also 
in academia. Studies carried out before the 1990s could not reach a consistent 
conclusion on whether fi rms should diversify (Miller, 1969; Carter, 1977; Imel and 
Helmberger, 1971; Grinyer, Yasai-Ardekani, and Al-Bazzaz, 1980; McDougall and 
Round, 1984; Montgomery, 1985). Although in the mid-1990s most of the empirical 
studies showed that diversifi ed fi rms were devalued (Lang and Stulz, 1994; Berger 
and Ofek, 1995; Servaes, 1996),6 recently, researchers have increasingly questioned 
the methodology used in these studies. In addition, they point out that the discounted 
fi rm value is not due to the diversifi cation strategy (Hyland, 1999; Campa and 
Kedia, 2002). Compared with the US companies studied in most of the existing 
literature, diversifi cation in China-listed companies has its own special character-
istics, which are summarised below.

First, China is the world’s largest transitional economy. Its unsound market system 
makes the choice of a diversifi cation strategy more complicated. In essence, the 
problem of diversifi cation lies in fi rm boundaries. The transaction-cost economics 
developed by Coase (1937), Cheung (1983), and Williamson (1985) explain fi rm 
boundaries from a transaction-cost perspective. North (1981, 1990) put forward the 
theoretical framework for the effect of institutions on transaction costs. Based on 
the above two frameworks, Khanna and Palepu (1997) analyse immature institu-
tions in emerging markets, such as the capital market, the product market, and the 
managers’ market, and conclude that a diversifi cation strategy can help to overcome 
the shortcomings in external markets in an emerging economy and can create higher 

4 Nonetheless, during 1990 to 1996 diversifi ed operating listed fi rms in the US hired nearly 
half of the total labour force and owned about 60 per cent of total assets on the market 
(Martin and Sayrak, 2003).

5 According to statistics, global M&A transactions in 1999 amounted to US$2.3 billion 
(Pryor in press).

6 The fi rm value of a diversifi ed company is smaller than the sum of its divisional values in 
respective industries, which are measured by the average market value.
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firm value than a specialised strategy can. Using a sample of China-listed 
companies, Fan et al. (2000) provide empirical evidence on whether institutional 
risks can explain the diversifi cation choice of a fi rm. However, existing diversifi ca-
tion research has been mainly concentrated upon developed countries, such as the 
US; little literature discusses or empirically studies the valuation effects of diver-
sifi cation in developing markets. Moreover, a few papers that focus on emerging 
markets provide contrary conclusions. For example, Khanna and Palepu (2000) 
take an empirical test on Indian fi rms and fi nd that companies affi liated to diversi-
fi ed groups perform better than those affi liated to specialised groups or independent 
operating companies. Lins and Servaes (2002) fi nd contrary evidence based upon 
their investigations into seven emerging market countries in Asia. In view of these 
research results, a study on the relationship between diversifi cation and fi rm value 
for China-listed companies will enrich the diversifi cation literature on emerging 
economies.

Second, the highly concentrated ownership structure and group organisational 
structure make the diversifi cation strategy more complicated. The pioneering paper 
of La Porta et al. (1999) that studies listed companies from 47 countries introduces 
theoretical views about the corporate ownership structure and stimulates a series 
of research papers on corporate groups. According to Almeida and Wolfenzon 
(2006), listed companies join groups to overcome the institutional constraints 
imposed on them and to implement specialised strategies more easily. In contrast, 
other studies prove that in economies with poor investor protection, controlling 
shareholders expropriate minority shareholders by tunnelling via related party 
transactions (Bae, Kang, and Kim, 2002; Bertrand, Mehta, and Mullainathan, 2002; 
Li, Sun, and Wang, 2004; Li, Yu, and Wang, 2005). Therefore, studying diversifi ca-
tion in China-listed companies helps us to gain knowledge about the internal market 
of corporate groups in transitional economies.

Finally, China-listed companies are mostly owned by the state. The multi-
functions pursued by the government and the rent-seeking intentions of corporations 
complicate the diversifi cation strategy. Apart from an unsound market system, 
government intervention in social resource allocations is another characteristic found 
in an emerging economy. The government could be either a “helping hand” or a 
“grabbing hand” for fi rms (Shleifer and Vishny, 1998). As part of the reform of 
state-owned enterprises (SOEs), the Chinese securities markets have long existed 
only to serve the SOEs. Few private corporations have the opportunity to go public; 
not until recently have a number of private companies been able to raise capital on 
the Shenzhen Small and Medium Enterprise Board. After the fi nancial rights had 
been clearly delineated between the central and local governments, the budget 
constraints of local government were largely relaxed. On the one hand, SOEs or 
local government-controlled listed companies still bear many policy burdens (Fan, 
Wong, and Zhang, 2007; Xia and Fang, 2005); on the other hand, the local govern-
ments will try by all possible means to support these local companies to help them 
keep their listing qualifi cations and even compete for national economic resources 
(Chen and Li, 2000; Li, Yu and Wang, 2005). Considering the government’s 
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monopoly on many resources and the helping and grabbing relationship between 
government and fi rms, diversifi cation could be seen either as a signal to confi rm 
the benefi ts listed companies gain from local governments or as a political achieve-
ment by the government through its policies. From this perspective, studying cor-
porate diversifi cation will furnish us with an opportunity to measure the relationship 
between government and fi rms.

All of the above show that the study on the effects of diversifi cation upon 
performance of China-listed companies is an empirical research topic. Literature 
on diversifi cation of China-listed companies is rare. Furthermore, the existing 
research provides inconsistent fi ndings. Some conclude that diversifi cation is nega-
tively correlated with fi rm performance (Cen, 1997; Li, 2002; Zhang, Liu, and 
Gong, 2005); some fi nd a positive correlation (Su, 2005); some even fi nd no corre-
lation (Zhu, 1999; Jin et al., 2002). However, the above research does not take the 
measurement of diversifi cation into account in the empirical design. This can be 
largely attributed to the non-standard sectorial information disclosure in annual 
reports. Some companies only itemise their products; some roughly categorise their 
operations into agriculture, industrial, commerce, and service. Thus sectorial infor-
mation cannot be used directly to measure diversifi cation. As pointed out by Zhu 
(1999), sectorial information is so poorly disclosed that such sections in the annual 
reports are far from adequate to be used to measure the degree of diversifi cation, 
although listed fi rms are obliged to disclose related information. Furthermore, the 
above research does not consider the special institutional background of China-listed 
companies, including government intervention, group attributes, and the ownership 
structure.

This paper confi gures an effective diversifi cation measurement based upon listed 
companies’ divisional reports and subsidiary information to empirically investigate 
the relationship between diversifi cation and corporate performance by employing 
a sample of China-listed companies between the years 2002 and 2003. We fi nd that 
diversifi ed operations bring down corporate performance remarkably; particularly, 
when the fi rm operates more than four lines of business, fi rm value decreases more 
sharply. A further test shows that the negative effects appear mainly in companies 
with weak government intervention and in which the largest shareholders are state-
owned operating entities. No exact evidence shows that this negative correlation 
exists in companies with strong government intervention and in which the largest 
shareholders are non-state-owned or non-operating entities.

The paper proceeds as follows. In Section II, we review theories and litera-
ture on diversifi cation. In Section III, we discuss the special market and institu-
tional environment in which China-listed companies carry out diversifi cation 
strategies, and present our hypothesis. In Section IV, we report statistics of diver-
sifi cation and our empirical analysis on the valuation effects of diversifi cation on 
fi rm performance. In Section V, we perform a sensitivity test to re-address the issue 
by employing different performance and diversifi cation proxies and to examine the 
endogeneity problem. In Section VI, we conclude this paper by summarising our 
fi ndings.
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II. THEORIES AND LITERATURE REVIEW
Western theories on the valuation effects of diversifi cation are mainly developed 
from two approaches: one group of research studies normally discusses whether 
diversifi cation has good or bad effects upon corporate operations, while the other 
provides empirical evidence on the valuation effects of diversifi cation.

1. How Does Diversifi cation Infl uence Firm Performance?
Theoretically, the benefi ts of diversifi cation include lower business risks, higher 
debt capacity, and having an internal capital market. Some research shows that a 
diversifi ed company can avoid the business risk of suffering loss from one business 
failure, and thus lower the risks of bankruptcy; lower bankruptcy risks can better 
guarantee its debt capacity. For example, Lewellen (1979) fi nds that diversifi ed fi rms 
are able to borrow more loans than single-business fi rms, so that the former enjoy 
more tax allowances. The benefi ts of establishing an internal capital market within 
organisations through diversifi cation are as follows. First, since internal fi nancing 
does not incur high transaction costs as in the case of external fi nancing, that is, 
no price discounts result from information asymmetry when shares are issued, the 
fi rms’ fi nancing costs can be reduced. Second, the establishment of an internal 
capital market can prevent the problem of inadequate investment from arising. Myers 
(1977) points out that when serious information asymmetry exists between external 
potential investors and the fi rm, the fi rm will not be able to obtain suffi cient capital 
to support some lucrative investments. With an internal capital market, this problem 
can be solved by means of internal capital transfer. Finally, instead of relying on 
external investors who may not know the operations of the company, management 
have more discretion over investments thanks to the internal capital market. In this 
sense, management are motivated to make better investment decisions.7

Although diversifi cation does bring positive effects to fi rm value, according to 
other research on diversifi cation, it can have a negative infl uence on fi rms as well. 
First, diversifi cation can avoid the problem of insuffi cient investment due to infor-
mation asymmetry, but it may also cause the problem of over-investment. Stulz 
(1990) fi nds that management may choose unprofi table projects to entrench fi rm 
value because the internal capital market can provide ample funds. Second, stock 
options offered as incentives lack attractiveness for diversifi ed companies, because 
divisional managers can exercise infl uence only on operations within their own 
business scope and have little infl uence on the performance of the whole organisa-
tion. Third, diversifi cation may lead to uneconomic compensation for losses. Meyer, 
Milgrom, and Roberts (1992) fi nd that no single-business companies have negative 
net assets, as they would have gone bankrupt before reaching that state of affairs. 
However, if the single-business concern is not an independent entity but a part of 
a diversifi ed company, it can possibly exist even if it has more debts than total 

7 Stein (1997) fi nds that management can make better investment decisions with their infor-
mation advantage.
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assets. This is quite common, as diversifi ed companies can transfer profi ts created 
by other sectors to make up for losses, in which case fi rm value will fall. Finally, 
diversifi ed companies are more likely to be ineffective in resource allocation due 
to information asymmetry. The senior management of diversifi ed companies is more 
likely to have information asymmetry problem with divisional management, result-
ing in sub-optimisation because divisional managers aim to gain more resources 
for their own benefi t at the expense of the whole organisational development and 
make organisational resource allocation ineffi cient (Harris et al., 1982). Other 
negative effects of diversifi cation include strong constraints upon senior manage-
ment (McDougall and Round, 1984) and weak adaptability (Bettis and Mahajan, 
1985).

2. Empirical Evidence
Earlier empirical literature on the relationships between diversifi cation and corporate 
performance is not theoretically framed. Roughly, it can be categorised into two 
schools: one contains studies on the direct effects of diversifi cation upon corporate 
performance; the other compares related diversifi cation with non-related diversifi ca-
tion. No consistent conclusions are derived in either school of literature until the 
1990s when Tobin’s Q ratio is introduced into diversifi cation research as a measure-
ment for fi rm value. It is mostly agreed since then that diversifi cation harms fi rm 
value creation. Lang and Stulz (1994) fi rst employ Tobin’s Q ratio in diversifi cation 
research to measure fi rm performance. They fi nd that the Tobin’s Q ratios of diver-
sifi ed fi rms are lower than those of specialised fi rms by 8 per cent. Berger and Ofek 
(1995) observe the performance of US diversifi ed companies from the years 1986 
to 1991, and they also fi nd that these companies suffer an average value loss of 10 
to 15 per cent. Servaes (1996) takes a much longer window to study the performance 
of diversifi ed companies and fi nds that the sharp price discount of diversifi cation 
found in the 1960s is not so prominent in the 1970s. In addition to the above direct 
empirical evidence, some research indirectly analyses the infl uence of diversifi cation 
on fi rm performance. Based on a large sample of listed companies in NYSE and 
ASE from 1978 to 1989, Comment and Jarrell (1995) investigate the relationship 
between corporate focus and stock returns, and discover that stock returns increase 
by 5 per cent in two years when one business is closed down. Desai and Jain (1999) 
fi nd similar evidence that during the three years after asset spinoffs, the abnormal 
returns brought by business-focused spinoffs are signifi cantly higher than those 
brought by other spinoffs. John and Ofek (1995) take a closer look at the perfor-
mance effects of diversifi cation, and the result shows that corporate performance 
improves during the three years after the sale of assets, which makes the fi rm’s 
operations more focused.

As more and more papers document the discount of diversifi cation, researchers 
begin to explore the reasons for the discount. Existing literature mainly explains 
the discount from the perspectives of agency costs and ineffi cient internal capital 
market. The agency theory-based literature includes the work of Denis et al. (1997), 
who consider that management are responsible for the discount; Anderson et al. 
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(2000) fi nd that the CEOs of diversifi ed fi rms have relatively smaller stakes in the 
company but higher levels of salaries, which are loosely related to corporate per-
formance. This is confi rmed by Palia (1999), who fi nds that the diversifi cation dis-
count is lower when diversifi ed companies adopt pay packages that are closely 
linked to performance and when the board of directors is smaller in size. The inef-
fi cient internal capital market-based literature includes Shin and Stulz (1998), who 
fi nd that investments by a division of a diversifi ed fi rm depend on the cash fl ows 
of the fi rm’s other divisions, but are signifi cantly less dependent on its own cash 
fl ows. Scharfstein (1998) fi nds that divisions of diversifi ed conglomerates engaging 
in manufacturing industries with high Tobin’s Q ratios tend to invest less than their 
single-business industry peers, while divisions of diversifi ed conglomerates engag-
ing in manufacturing industries with low Tobin’s Q ratios tend to invest more than 
their single-business industry peers. Scharfstein and Stein (2000) develop a model 
that shows how information asymmetry between division managers and headquarters 
subverts the workings of an internal capital market.

There is substantial evidence to suggest that the market places a lower value on 
diversifi ed fi rms than on specialised fi rms, yet many fi rms still implement diversi-
fi cation. Therefore, some recent research begins to doubt that stock price discounts 
truly result from diversifi cation. Hyland (1999) tests a sample of specialised fi rms 
that announced a diversifi cation event from 1978 to 1992, and fi nds that specialised 
fi rms have strong incentives to diversify to gain growth opportunities when they 
meet business diffi culties. Diversifi cation can thus be seen as an endogenous solu-
tion to bad performance. Graham et al. (1999) fi nd that the value of a single-business 
fi rm is already discounted by 15 per cent before it is acquired by a corporate group. 
Lamont and Polk (2001) think that diversifi ed fi rms have different values due to 
differences in market expectations for either future cash fl ows or future returns. 
Diversifi cation discounts indicate higher expected returns by investors.8 Mansi and 
Reeb (2002) fi nd that shareholder value declines with diversifi cation whereas debtors 
gain value. The overall results indicate that diversifi cation is insignifi cantly related 
to changes in fi rm value. Campa and Kedia (2002) use three alternative econometric 
techniques to control for the endogeneity of diversifi cation decision. They fi nd that 
the diversifi cation discount always drops and sometimes turns into a premium.

Some recent research turns to the subject of diversifi cation in emerging economies. 
Khanna and Palepu (2000) fi nd a non-linear correlation between diversifi cation and 
fi rm performance, which suggests that a higher degree of diversifi cation in a cor-
porate group will fi rst lead to a decrease and then an increase in the divisional 
performance. Fauver et al. (2003) fi nd that the value of corporate diversifi cation is 
negatively correlated with the level of development and internationalisation of the 
capital market, because diversifi cation can improve fi rm performance in a develop-
ing capital market with a low level of globalisation. However, Lins and Servaes 
(2002) use a sample of over 1000 fi rms from seven emerging markets in 1995, and 

8 According to the discounted dividends model, high expected returns mean high discount 
rates, and other things being equal, the fi rm value is thus lower.
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fi nd that diversifi ed fi rms trade at a discount of approximately 7 per cent when 
compared with single-business fi rms.

III. INSTITUTIONAL CONTEXT, THEORETICAL ANALYSIS, AND 
HYPOTHESIS
Diversifi cation is in nature an internal price mechanism that organises production 
activities which are originally coordinated by the market or other organisations; in 
other words, it takes into account the fi rm’s boundaries. The theory of fi rm bound-
aries fi rst appears in Coase’s The Nature of the Firm (1937). Coase thinks that the 
market and the fi rm are two types of production coordination mechanisms. Whether 
we choose the market or the fi rm to realise the production is determined by whether 
market transaction costs are higher or lower than the costs of internal organisational 
transfers. A fi rm exists because the fi rm organisation of production can save the 
costs otherwise incurred by using a price mechanism—the most obvious costs are 
those for fi nding out what the relevant prices are and for negotiating separate con-
tracts for each transaction. To add to the fi rm theory, Klein, Crawford, and Alchian 
(1978) explore one particular cost of the market system—post-contractual oppor-
tunistic behaviour, and they discuss the infl uence of specifi c assets on a vertical 
integration of the fi rm. Williamson (1979) describes the effects of opportunistic 
behaviour on contractual relations (including market transactions and the vertical 
integration) from three dimensions, namely uncertainty, transaction frequency, and 
asset specifi city; he points out that contracts endogenously originate from transac-
tions. As the largest transitional economy in the world, China is learning to develop 
its market system. In this institutional context, we refer to the theoretical framework 
of institutional economics established by North (1981, 1990) for our transaction-
cost-based discussions about the institutions and valuation effects of diversifi cation. 
According to the institutional change theory (North, 1990), an institutional context 
has a signifi cant infl uence on the organisational structure, including the fi rm, the 
market, and government. Any organisational structure is the compromised choice 
of every related party to the organisation under institutional constraints with the 
aim of realising cost minimisation.

Diversifi cation can save transaction costs in transitional economies. First, a tran-
sitional economy has the particular shortcoming that all market mechanisms are 
underdeveloped, including the product market, the capital market, and the manag-
ers’ market. Diversifi cation can overcome this weakness by internalising the market 
mechanism. In an ineffi cient product market, a single-business fi rm has to struggle 
hard to gain consumer recognition because of information asymmetry; however, 
once a “brand” has been established, the fi rm can enter into other industries and 
other business, taking advantage of its brand name. Diversifi cation can therefore 
reduce recognition costs. As for the capital market, the internal capital market 
originating from a diversifi cation strategy can be considered as a kind of cost-saving 
mechanism to reduce the huge fi nancing expenditure resulting from information 
asymmetry (Khanna and Palepu, 1997). Second, another prominent feature of a 
transitional economy is government intervention in resource allocation (Chen and 



THE VALUATION EFFECTS OF DIVERSIFICATION 33

Huang, 2006). The advantages of diversifi cation for fi rms that wish to avoid govern-
ment intervention can be easily explained as follows: on the one hand, diversifi cation 
can mitigate the high risk of uncertainties brought about by rapidly changing gov-
ernment behaviour so that transaction costs are reduced (Fan et al., 2006); on the 
other hand, when the government has monopolistic claims over scarce resources, 
diversifi ed fi rms that are closely connected to the government can harvest more 
rents than specialised fi rms, because fi rm value is directly determined by whoever 
possesses the scarce resources, but not by who owns more advanced technology.9 
In general, diversifi cation is more suitable than specialisation in a transitional 
economy.

As with fi rms in other countries, excluding the US and the UK (La Porta et al., 
1999), China-listed companies have a highly concentrated ownership structure. 
Listed companies cannot act independently of their mother corporations because 
these companies are usually absolutely or relatively controlled by one largest share-
holder. It is not clear whether diversifi cation can create more value for listed com-
panies taking the concentrated ownership structure into account. On the one hand, 
although the external price mechanism is underdeveloped, listed companies do not 
have to diversify since they can cheaply borrow resources from their mother cor-
porations; on the other hand, if the largest shareholder controls or can impose sig-
nifi cant infl uence on the listed company’s operating activities, the company has to 
submit itself to serving the overall interests of the major shareholders rather than 
to optimising decision-making and maximising self-benefi t. Particularly, if the legal 
system cannot protect the investors’ interests, controlling shareholders are very 
likely to tunnel value from listed companies through related-party transactions (Bae, 
Kang, and Kim, 2002; Bertrand, Mehta, and Mullaninathan, 2002; Li, Sun, and 
Wang, 2004; Li, Yu, and Wang, 2005). Therefore, listed companies have no choice 
but to diversify in emerging markets by imitating the functions of several institu-
tions that are only present in advanced economies. However, the diversifi cation 
strategy of China-listed companies is driven by far more complicated reasons than 
the above. One example is that when the controlling shareholder is state-owned, 
meaning that the shares held are not freely tradable, the government may instead 
directly collect rents from listed companies, which are forced to bear policy burdens, 
to mitigate the constraints of an insuffi cient local budget that results from the 
fi nancial decentralisation between the central and local governments (Fan, Wong, 
and Zhang, 2007). Listed fi rms therefore have no alternative but to diversify.10 
Another example is that, since the state-owned controlling shareholder does not 
have its representative in the listed company, the company may be in fact controlled 
by insiders under local government intervention. Those insiders may decide on a 

9 To help local fi rms maintain their listing qualifi cations, the local government will grant 
benefi cial loans or other allowances to fi rms (Chen and Li, 2000; Li, Yu and Wang, 2005). 
Diversifi cation turns out to be a political choice of subsidies.

10 For example, if the investment returns of a business are poor, fi rms are expected to size 
down or even retrieve the investment. However, because of the policy burden of guarantee-
ing employment for workers, fi rms may still have to go on operating that business.



34  Huang, Li, and Zhang

diversifi cation strategy for their own sake in the form of an increase in either salaries 
or powers, in which case the diversifi cation might actually destroy fi rm value.

Overall, diversifi cation in theory can compensate for the imperfect market mecha-
nism in a transitional economy and meet rent-seeking needs. But since listed com-
panies (divisions or subsidiaries of groups) are absolutely or relatively controlled 
by a single major shareholder, they can take advantage of the internal transfer within 
the group to save transaction costs. Meanwhile, this internal transfer provides a 
convenient channel for tunnelling by the major shareholder. Diversifi cation can thus 
be explained by more complex factors, such as the fi rm’s rent-seeking behaviour, 
government subsidies, the tunnelling of the controlling shareholder, and policy 
burdens. The fi rst two driving forces can lead to a positive correlation between 
diversifi cation and fi rm value, while the latter two can be concluded with a negative 
one. Through the above analysis, we have reasons to believe that the discussion of 
the valuation effects of diversifi cation on China-listed companies is an empirical 
topic which depends on the ownership structure and market system development.

IV. EMPIRICAL DESIGN

1. Research Design
i) Sample Selection
Our sample consists of China-listed companies from the years 2002 to 2003. After 
excluding fi nancial companies, delisted companies, and companies with missing 
data, a total of 1,897 fi rm-year observations are obtained, of which 916 are for 2002 
and 981 for 2003. Financial data are sourced from the China Stock Market and 
Accounting Research (CSMAR) database system and the Multi-dimensional Sta-
tistical Analysis System SA2000. The basic information of listed companies is taken 
from the Southern Securities Analysis and Trading System (V4.12).

ii) Diversifi cation Measurement
Present research all uses divisional reports to measure diversifi cation, which calls 
for complete disclosure. But in China the divisional information disclosure is not 
standardised; some companies just itemise their products, and some roughly catego-
rise divisions into agriculture, industrial, and service. Furthermore, divisional 
information disclosure is based on sales; if the division does not have any net 
income, that part of divisional information will not be disclosed. Annual reports 
disclose detailed information on group subsidiaries, such as operation attributes, 
core products or services, registered capital, issued capital, the ownership structure, 
and whether the report is incorporated into the consolidated annual report.11 There-

11 In accordance with the “Tentative Provisions of Consolidated Financial Statements” and 
the “Reply to the Query about the Contents of Consolidated Financial Statements” promul-
gated by the Ministry of Finance, if the total assets, sales income, or net income of the 
subsidiary accounts for 10 per cent or above of the corresponding item of the group, the 
fi nancial statements of the organisation should be consolidated.
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fore, we use both the divisional reports and subsidiary information in annual reports 
to measure diversifi cation, which is realised either in the form of group divisions 
or in the form of business subsidiaries, and to allow for below-zero net income 
disclosure. The problem of diversifi cation measurement in China-listed companies 
can therefore be solved. We then design that special measurement as below:

First, lines of business in which the fi rms engage are ascertained from divisional 
reports;

Second, operations of subsidiaries are classifi ed into different industries according 
to the operational and product information disclosed in annual reports;

Finally, classifi ed industry information in divisional reports and subsidiary infor-
mation is summarised, and the number of operating industries of the listed company 
(NUM) is calculated.

iii) Model
We use the following model to investigate the valuation effect of diversifi cation.

PERi =  a0 + a1NUMi + a2INT + a3LSN + a4GROUP + a5SIZEi 
+ a6LEVi + a7LSHi + a8GROWTH + a9AGEi + ei (1)

PER measures fi rm performance—Tobin’s Q ratio. It is equal to the sum of the 
market value of the equity and the book value of debts, both divided by total assets; 
the market value of the equity is defi ned as the average closing stock price for the 
last month of the year times the stock volume.12 In the regressions run below, we 
use Tobin’s Q ratios adjusted and unadjusted by industry median. The industry-
adjusted Tobin’s Q is calculated by subtracting the median Tobin’s Q ratio for the 
fi rm’s largest operating industry from the Tobin’s Q of the fi rm. In the robustness 
test, we also report the analysis results of performance measurement based on 
accounting indicators.

NUM, INT, LSN, and GROUP are our focal variables. NUM is the variable for 
diversifi cation. INT measures the degree of government intervention, which is taken 
from the NERI Index of Marketisation of Provinces in China by Fan and Wang 
(2003); a higher value of INT means less government intervention in the region. 
LSN is the proxy for the type of ultimate ownership, and takes the value of 1 if the 
ultimate owner is the state, and 0 otherwise. GROUP measures whether the fi rm 
is an independent company or belongs to a group, and takes the value of 1 if the 
largest shareholder is a government agency, an administration of state assets, a 
scientifi c research institute or non-operating natural person, and 0 otherwise.

Following the literature (Xu and Wang, 1998; Xu and Chen, 2003), we control 
for fi rm size (SIZE), debt ratios (LEV), size of the largest shareholding (LSH), and 

12 Since in the Chinese capital market there are non-tradable shares, we construct another 
Tobin’s Q measure, which is equal to the sum of market value of tradable shares, book 
value of non-tradable shares and book value of debts, all divided by total assets. The regres-
sion results are similar.
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fi rm growth (GROWTH). SIZE, LEV, and LSH use ending values of the year, and 
GROWTH represents the annual sales growth of the main operations. Moreover, it 
is found that earnings management is prevalent when a Chinese fi rm launches its 
initial public offering (Aharony et al., 2000). The reversal of accruals will lower 
fi rm profi ts in the following years, so we include the period of listing (AGE) in the 
model.

2. Empirical Results and Analysis
i) Diversifi cation in China-listed Companies
Table 1 reports the descriptive statistics of diversifi cation for the sample fi rms. We 
fi nd that listed companies on average engage in 3.4017 industries, and the maximum 
number reaches 14. Furthermore, there is an upward trend in diversifi cation among 
listed companies, as seen from the fact that the average number of operating indus-
tries for 2003 is higher than that for 2002.

Figure 1 shows the distribution of the number of industries in which the fi rms 
engage. As indicated in the fi gure, specialised companies account for only 21.30 
per cent in the sample, and the number of industries in which diversifi ed companies 
engage mainly lies between 2 and 5. Most of the companies engage in two industries, 
representing 23.04 per cent of the total sample.

To investigate the effect of diversifi cation on fi rm performance, we calculate the 
mean performance value of fi rms with different numbers of operating industries. 
The results are presented in Figure 2, which shows that whether fi rm performance 

Table 1 Descriptive Statistics of Diversifi cation for Sample Firms

Year Obs. Mean Median Std. Dev. Min. Q1 Q3 Max.

2002  916 3.2467 3.00 2.1939 1.00 2.00 4.00 14.00
2003  981 3.5464 3.00 2.3455 1.00 2.00 5.00 13.00
Total 1897 3.4017 3.00 2.2779 1.00 2.00 5.00 14.00

Figure 1 Distribution of the number of industries
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is measured by market value (Tobin’s Q) or accounting indicators (CROA and 
CFROA), fi rm performance goes down as the number of industries increases. This 
means that diversifi cation decreases fi rm performance.

ii) Empirical Results
Table 2 presents the regression results of model (1). We fi nd that the coeffi cient of 
government intervention (INT) is signifi cantly positive. This means that fi rms 
perform better in the regions where government intervention is weak. Group affi li-
ation (GROUP) is signifi cantly and negatively related to the Tobin’s Q ratio, meaning 
that affi liation to a group improves fi rm performance. The coeffi cient of fi rm size 
(SIZE) is negative and signifi cant at the 1 per cent level. This refl ects the price 
manipulation of small-cap stocks on the Chinese capital market—the stock prices 
of small companies are vulnerable to manipulation, and thus generating a higher 
market value. We also fi nd that the coeffi cient of debt ratio (LEV) is signifi cantly 
positive, suggesting that the market values fi rms with more debts at a higher 
level.

Most importantly, after controlling for the above variables, we fi nd a negative 
relationship between diversifi cation and fi rm value regardless of whether or not the 
results are adjusted by industry performance or whether regressions are run with 
the total or yearly observations. This gives evidence that diversifi cation discounts 
fi rm value. To test our conclusion, we also employ a fi xed-effect model, which gives 
similar regression results.

iii) Incremental Effect of Diversifi cation
We further investigate the incremental effect of diversifi cation, that is, the marginal 
infl uence of the jth industry over fi rm performance. The model is as follows:

Figure 2 Relationship between fi rm performance and diversifi cation
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PER NUM ji j i

j

= + × ( ) + +∑β β ε0 Controlling variables ,
 

(2)

where j = 2, 3, and 4. NUM(j) is a dummy variable, which equals to 1 when the 
number of industries in which the fi rm engages is not less than j, and 0 otherwise. 
Using model (2), we can investigate the effect of the jth industry on fi rm value 
when the fi rm diversifi es. bj captures the marginal contribution of the jth industry 
to fi rm performance. The defi nitions of other variables are the same as mentioned 
above.

Regression results are reported in Table 3. The coeffi cients of NUM4 are signifi -
cantly negative for the total sample or yearly regressions, which provides evidence 
that with the addition of the 4th industry, fi rm performance signifi cantly decreases. 
The regression results adjusted or unadjusted by industry median are both 
similar.

iv) Infl uence of Government Intervention, Ownership Nature, and 
Group Affi liation
To investigate the effects of government intervention on the relationship 
between diversifi cation and fi rm value, we divide our sample into two groups at the 
median of INT: the weak intervention group and the strong intervention group, 
and run regressions on them respectively. The regression results are presented in 
Columns (1) and (2) of Table 4. We fi nd that fi rm value-related variables are not 
infl uenced by government intervention except for diversifi cation, and the infl uence 
on diversifi cation is remarkable. The results show that in regions where government 
intervention is weak, diversifi cation undermines fi rm value, whereas in regions 
where government intervention is strong, diversifi cation has no signifi cant valuation 
effects.

Similarly, we study diversifi cation and fi rm performance based on different 
ownerships. The sample is subdivided into two: one group where the ultimate con-
trolling shareholder is state-owned, and another where the ultimate controlling 
shareholder is non-state-owned. The regression outcomes are listed in Columns (3) 
and (4) of Table 4. For the state-owned companies, diversifi cation is signifi cantly 
and negatively related to fi rm performance. But there is no striking evidence to 
prove this negative relationship in non-state-owned companies.

Columns (5) and (6) of Table 4 show the regression results based on group affi li-
ation. For fi rms belonging to a group, diversifi cation has negative effects upon fi rm 
performance—it undermines fi rm value of the subsidiary. However, this negative 
relationship does not exist among fi rms not affi liated to any group.

We re-test the above three infl uences using a fi xed-effect dynamic model and 
industry-adjusted performance measures. Regression results are shown in Table 5. 
Again, for companies under weak government intervention and owned by the state 
or group entities, diversifi cation can undermine fi rm value.
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V. SENSITIVITY TEST

1. Measurement
i) Performance Measurement
Considering the split share structure in China, the Tobin’s Q ratio is not a complete 
proxy to measure performance of listed fi rms. We also employ accounting measures 
to investigate the relationship between diversifi cation and fi rm performance. Accord-
ing to Chen and Yuan (2004), earnings management is very common in China-listed 
companies, and it is usually realised through non-core operations. We therefore use 
CROA and CFROA to measure fi rm performance. CROA is defi ned as operating 
earnings divided by total assets, and CFROA equals to operating cash fl ows divided 
by total assets. The regression results are presented in Table 6. The coeffi cients of 

Table 6 Sensitivity Test Results for Firm Performance Measurement

Variable Unadjusted by industry 
performance

Adjusted by industry 
performance

CROA CFROA CROA CFROA

NUM −0.003*** −0.006*** −0.003*** −0.004***
(−4.83) (−5.30) (3.93) (3.89)

INT 0.001** 0.001 0.001*** 0.001*
(2.07) (1.03) (3.24) (1.82)

LSN 0.003 0.012*** 0.002 0.004
(0.63) (2.74) (0.40) (1.12)

GROUP −0.003 −0.008 −0.004 −0.012*
(−0.55) (−1.26) (1.00) (1.99)

SIZE 0.012*** 0.019*** 0.013*** 0.015***
(4.34) (8.31) (4.91) (7.19)

LEV −0.044*** −0.069** −0.041*** −0.067**
(−3.53) (−2.47) (3.38) (2.34)

LSH −0.001* −0.002*** −0.001*** −0.003***
(−1.95) (−2.84) (3.33) (3.56)

GROWTH 0.002 0.001 0.002 0.001
(1.41) (0.46) (1.66) (0.88)

AGE 0.000 0.002** 0.000 0.003***
(0.21) (2.48) (0.55) (3.46)

Constant −0.121** −0.328*** −0.252*** −0.302***
(−2.01) (−6.76) (4.36) (6.76)

Obs. 1844 1844 1844 1844
Adj-R2 0.09 0.16 0.09 0.13

Notes: 1. *** denotes a signifi cance level at 1 per cent, ** at 5 per cent, and * at 10 per 
cent. T values are bracketed.
2. The number of observations is less because some listed companies have not disclosed 
their ownership information.
3. The test results by year are similar (unreported).
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Table 7 Sensitivity Test Results for Diversifi cation Measurement

Variable Unadjusted by industry 
performance

Adjusted by industry 
performance

D HER D HER

D / HER −0.061*** 0.365*** −0.068*** 0.446***
(−3.80) (3.53) (4.62) (4.48)

INT 0.028** 0.027** 0.025*** 0.024***
(2.10) (2.08) (2.75) (2.76)

LSN 0.218*** 0.207*** 0.208*** 0.194**
(2.90) (2.74) (2.80) (2.60)

GROUP −0.373*** −0.378*** −0.373*** −0.379***
(−3.32) (−3.37) (3.50) (3.56)

SIZE −0.715*** −0.725*** −0.672*** −0.684***
(−12.17) (−12.30) (11.33) (11.50)

LEV 2.110** 2.108** 2.100** 2.098**
(2.29) (2.29) (2.30) (2.30)

LSH 0.034 0.034 0.031 0.030
(1.21) (1.22) (1.08) (1.08)

GROWTH −0.010 −0.011 −0.006 −0.008
(−0.86) (−0.99) (0.50) (0.66)

AGE 0.003 0.002 0.012 0.011
(0.11) (0.07) (0.54) (0.50)

Constant 16.007*** 15.807*** 13.212*** 12.976***
(13.38) (13.33) (10.91) (10.84)

Obs. 1844 1844 1844 1844
Adj-R2 0.47 0.47 0.47 0.47

Notes: 1. *** denotes a signifi cance level at 1 per cent, ** at 5 per cent, and * at 10 per 
cent. T values are bracketed.
2. The number of observations is less because some listed companies have not disclosed 
their ownership information.
3. The test results by year are similar (unreported).

diversifi cation are signifi cantly negative no matter whether we use CROA or CFROA 
as the measure for performance. The industry-adjusted measurement for performance 
gives the same results. Both sets of evidence prove that our conclusion is not sensi-
tive to fi rm performance measurement.

ii) Diversifi cation Measurement
We use proxies, such as the number of divisions and the Herfi ndahl index, taken 
from divisional reports to test the sensitivity of diversifi cation measurement. The 
signs for the number of divisions (D) and the Herfi ndahl index (HER) are both 
consistent with expectations and both signifi cant at the 1 per cent. This shows that 
our conclusion does not depend on the diversifi cation measurement.
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2. Endogeneity Problem
Lang and Stulz (1994) fi nd that diversifi ed fi rms perform worse than single-business 
fi rms before diversifi cation. Campa and Kedia (2002) also discover that diversifi ca-
tion is negatively motivated by fi rm performance; in other words, diversifi cation is 
a self-selection of fi rms. Therefore, we cannot assert that diversifi cation weakens 
fi rm performance. Firms may choose to diversify because of poor performance, 
which is observed and concluded by researchers as a negative relationship between 
diversifi cation and fi rm performance. To address the endogeneity problem, we 
attempt the two-stage least squares regression (2SLS).

First, we run the following regression and derive the residual ei:

PERi =  a0 + a1NUMi + a2INT + a3LSN + a4GROUP + a5SIZEi 
+ a6LEVi + a7LSHi + a8GROWTH + a9AGEi + ei (3)

Then, we run another regression for diversifi cation measurement with ei and other 
control variables to estimate the effect of fi rm performance on diversifi cation.

NUM =  g 0 + g 1ei + g 2LSN + g 3GROUP + g 4SIZEi + g 5LEVi 
+ g 6GROWTH + g  7AGEi  + ei (4)

NUM measures fi rm diversifi cation. LSN is a proxy for fi rm ownership attributes, 
such as whether it is state-owned. GROUP measures whether a fi rm belongs to a 
corporate group. If a fi rm is part of a group, it has no need to diversify because of 
the existence of an internal market. We control for fi rm size because large fi rms 
have a greater potential to diversify. LEV is the debt ratio; highly leveraged fi rms 
are less likely to diversify due to capital defi ciency. Hyland (1999) believes that 
distressed fi rms have stronger incentives to diversify to earn growth opportunities. 
Firm growth (GROWTH) is accordingly introduced into the model. Finally, we 
control for the effect of listing period (AGE) on fi rm diversifi cation.

The regression results are presented as follows, and t-statistics are in 
parentheses:

NUM = −9.3573 + 0.0001e − 0.4915LSN + 0.0243GROUP + 0.5682SIZE 
 (0.00) （-3.91) (0.13) (9.74)

+ 0.1802LEV + 0.0042GROWTH + 0.1665AGE
 (1.42) (0.20) (8.84)
F value = 27.05  Adj R2 = 0.0900

Since the residual ei is not signifi cant in the regression as shown, our conclusion 
is not biased by endogeneity. Interestingly, we fi nd that private, big, and old fi rms 
are more diversifi ed.

VI. CONCLUSION
We observe and analyse diversifi cation in China-listed companies within the frame-
work of Western diversifi cation theories. This paper makes a contribution to diver-
sifi cation literature by creating an effective proxy to measure diversifi cation based 
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upon divisional reports and subsidiary information. We use a sample of all listed 
companies between the years 2002 and 2003 in China to test the relationship 
between diversifi cation and fi rm value. The statistical results show that most of 
China-listed companies diversify into on average 3.4017 industries per company up 
to 14 industries. Regression results show that diversifi cation devalues fi rm perfor-
mance to a large extent. A further test shows that if a listed company engages in 4 
industries or more, fi rm value begins to fall. More importantly, we fi nd that this 
negative correlation between diversifi cation and fi rm value is mainly affected by 
government intervention, the controlling shareholder’s nature, and group affi liation; 
in other words, this negative effect can mainly be observed in sample fi rms which 
are weakly intervened by the government and are owned by state-owned operating 
entities. No exact evidence shows that this negative correlation exists in companies 
under strong government intervention, and of which largest shareholders are non-
state-owned or non-operating entities. A sensitivity test shows that even if diversi-
fi cation is endogenously correlated with fi rm value, the above fi ndings can be still 
observed by whatever performance and diversifi cation measures.

For fi rms running in emerging markets, since the product, capital, and labour 
markets are underdeveloped, the transaction costs are relatively high. Diversifi cation 
provides a means to reduce these costs by establishing an internal market. Compared 
with specialised operations, diversifi cation is an easier route to rent-seeking between 
fi rms and government. However, when the ownership structure is so highly con-
centrated that the largest shareholders can directly control the company or dominate 
all signifi cant strategies, tunnelling possibilities (including the policy burdens 
imposed by state-owned controlling shareholders upon listed companies) and the 
attributes of the group to which the listed company belongs will substantially com-
plicate the diversifi cation of operations. Taking into consideration the incomplete 
information disclosure of annual reports, we design a new measure to observe 
diversifi cation and fi rm value. We analyse the factors that infl uence fi rm diversifi ca-
tion, including government intervention, ownership structure and group affi liation. 
The conclusions drawn will broaden our knowledge about corporate diversifi cation 
in emerging markets.
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