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Abstract

This study examines the impact of diversification strategies, the level of use of debt (leverage) and the investment opportunity
set (I0S) on the performance of diversified firms. Performance measurements using excess value (a proxy of market
performance) and ROA (a proxy of accounting performance) is also discussed in this paper. This research includes
measurement of diversification using the Herfindahl index and based on the number of corporate segments. The diversification
strategies in this study are divided into 2 groups, namely, related and unrelated diversification of the firm’s core business. The
samples of this study are taken from all the multi-segment companies listed in the Indonesia Stock Exchange (IDX) for an 11-
year period from 2000 to 2010 and using panel data with a number of observations from 120 multi-segment companies (1,320
firm years). The test results indicate a negative effect of the implementation of diversification strategy on the firm’s
performance. The smaller the number of segments related to the core business, the better the market performance and as well
as the accounting performance. The study also indicates that there is a quadratic relationship between diversification strategy
and performance, i.e. increasing the number of segments, after reaching a certain optimum point, will discount the value of the
company.

Keywords: related and unrelated diversification, leverage, investment opportunity set

1. Introduction

In the past few decades, business developments among various companies were made by building a multi-segment
business strategy through diversification. The types of products produced and services provided within the framework of
business development often differs significantly from its core competencies. This option is influenced by the desire to
accelerate business development, improving ability of earnings, reducing risks, improving the ability to capture profit
opportunities and competitiveness, as well as the allocation of resources and for the firms’ competencies to be more
effective and efficient. The debate on the impact of corporate diversification and its presence on the companies continue
to emerge. Various studies suggest a premium effect with increased firm value (Markides, 1992; Villalonga, 2004; Bohl
and Pal, 2006), while other studies provide evidence of a discount effect that is a decrease in firm value (Lang and Stulz,
1994 ; Berger and Ofek, 1995; Rajan et al., 2000; Whited, 2001; Lamont and Polk, 2002; Xia, 2007).

Several studies related to the implementation of diversification strategy and its effect on firm performance (Palich
et al., 2000; Matraves and Rodriguez, 2005; Galvan et al., 2007; Park and Jang, 2012) lead to the conclusion that the
higher the level of diversification of the company through increasing the number of segments especially those unrelated,
after having increased performance due to the implementation of this strategy, at a certain point will decrease in value
creation. This is due to the increased internal transaction costs and reduced control in the highly-diverse business
operations. These findings indicate that the selection of diversification strategy can have a positive effect on firm
performance only at a certain point in time. If diversification continues to be developed by extending the segment, at
some point the benefits will be reduced and tend to create discount effect on the performance of the company, so the
relationship becomes quadratic (curvilinear).

Several studies related to the implementation of diversification strategy in Indonesia and its impact on firm
performance are conducted, like the one made by Harto (2005), in the manufacturing industry, trade and property;
Setionoputri et al., (2009), the effect before and after the adoption of SFAS No. 5 - Revised 2000 on firm value, Tifani
(2010). From these studies, there has been no research specifically addressing whether diversifications are related to the
core business (related diversification) or not related to the core (unrelated diversification) business which is an interesting
study that needs to be conducted in more depth.

In Indonesia, many groups of companies built business segments that are initially not related to their respective
core businesses. These companies believe that the acceleration of growth is done by relying on the opportunity, and not
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based on its core competencies. Although Prahalad and Hamel (1990) prove that the company that has a lot of
diversification generally performs lower than the one that is focused on its core competencies, however, this strategy
option remains attractive for companies. At the corporate level, control over business units is under the responsibility of
the manager and not within the owners’ control. This allows managers to pursue ambitions to expand business empires
through the addition of business segments as quickly as possible, and sometimes, did not even consider the risks therein.
Based on the above research, in order to explore the behavior of the companies that run the conglomerate strategy in
Indonesia, there is a need to prove that there is no linear relationship between the related diversification strategy and
unrelated effects on performance. In addition to examining the impact of the existence of a diversification strategy, there
is also a need to examine the effect of leverage and the investment opportunity set (I0S) on performance.
Comprehensive research on the behavior of diversification corporate (conglomeration) in Indonesia still has many
limitations and should be investigated further. Based on the above explanation, it is interesting to do further research on
using the diversification strategy.

This research is expected to contribute to the development of science related to the implementation of corporate
diversification strategy on companies in Indonesia to: i) the creation of corporate value that can be measured through the
performance of excess value (market performance) and ROA (accounting performance), which aims to prove whether the
existence of conglomerate groups in Indonesia has premium effect on the performance or even the existence of such
strategies provide discounts effect.

2. Literature Review
2.1 Diversification

Diversification is one of the strategies that companies use to compete in the business realm. Diversified companies are
companies that have many business segments (multi-segment) or conglomerate, in which the segment can be classified
into the related segment (segment that is still associated with its core business) and unrelated segments (variation of
various segments and some are very different from its core business). According to Montgomery (1994) in Harto (2005)
there are three perspectives motives to diversify. First, the market power view where diversification strategy can increase
market share in the industry by reducing market competition because of its dominance, so that diversification will have a
positive impact on company performance. Secondly, the resources-based view that diversification is done by utilizing the
capacity of its resources. Third, the agency view which sees diversification stratefy as a tool to improve manager
performance through increased sales.

Some researchers in diversification strategy, are able to prove the existence of a quadratic form of (curvilinear)
between diversification and firm value (Galvan et al., 2007; Matraves and Rodriguez, 2005; Stern and Henderson, 2004;
Palich et al., 2000), between the diversification and risk (Kahloul and Hallara, 2010), between the performance and the
investment opportunity set in the group diversified firms (Morgado and Pindado, 2003) as well as between diversification
and capital structure (Singh et al., 2003). These unlinear forms indicate that the selection of diversification strategy by
adding segments initially resulted in the creation of value for the company, but continuing to increase the number of
diversification will at some point lead to a decline in value creation.

2.2 Resource Based Theory and Diversification

According to Das and Teng (2000), resource-based view looks at the organization as a set of activities using the set of
resources that it has. Wernerfelt (1984) in Das and Teng (2000) defines resources as assets, both tangible and
intangible, is semi-permanently attached to the existence of the organization. There are two different views on the
strategy of the organization. The traditional view relies on the analysis of the competitive environment, while the resource-
based view focuses on the resources with competitive advantages that are not easily imitated by others, so that the
uniqueness enables the organization to grow into a strong organization.

2.3 Market Power Theory and Diversification
Market power theory states that the company can build excellence through market forces. From this theory point of view,
winning the competition in the industry is a positive effect of multi-segment strategy. Although there are differences that

related diversification can done for efficiency of economies scale, such as sharing of activities between business units,
core competencies transfer, increasing market power and vertical integration. On the other hand, unrelated diversification
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aims to improve the efficiency of internal capital allocation and corporate restructuring of the business through the merger
process. Despite the various advantages of diversification chosen to base this strategy, some studies suggest that the
strategy of diversification leads to lower level of profitability (Rumelt, 1984; Davis et al., 1992, Singh et al., 2003). In fact,
diversification strategy makes companies, which do not have core competencies and pursue only market demand which
then led to the high of investment demands, difficult to fund the divisions within the group.

2.4 Agency Theory and Diversification

According to Jensen and Meckling (1976) the company is the nexus of contract between owners (principals) and
managers (agents). In the contract, the owner delegates the authority to manage the company to the manager and the
manager receives a reward for the services rendered. Final result that the owner expected is the maximization of the
company value that ultimately enables the company to maintain its sustainable growth. According to some research,
agency problems may lead to a decrease in the value of the company which operated using diversification strategy, due
to the destructive effects produced by these strategies (Lang and Stulz, 1994; Berger and Ofek, 1995; Denis et al., 2002;
Kahloul and Halara, 2010).

2.5  Hypothesis Development
2.5.1 Strategy Effect of Diversification on Multi-Segment Firm Performance

Diversification strategy that relies on multiple segments in developing the business, uses the market power theory and
resource-based theory as basis for strengthening the company's corporate business. Opposing views on the benefits of
this strategy are still ongoing despite numerous studies provide counter-arguments for each of these opposing views.

Some researchers indicate that profitability tends to be lower in the group of companies that decided to diversify
(Rumelt, 1982; Davis et al., 1992), but the effect is different for each industry (Bettis and Hall, 1982), and not proven to
produce enough valuable intangible assets (Lang and Stulz, 1994 and Servaes, 1996). While Rumelt (1982) proves that
the decrease in performance occurs in firms with unrelated diversification by industry. The reason for this phenomenon is
that these companies have the inherent advantage of being able to use the core skills that they have.

In Indonesia, evidence has not yet obtained related to the effect of diversification strategy on performance, whether
the strategy gives the company discount or premium effect. Therefore, it is necessary for researchers to test the
relationship between diversification strategies and the company performance, before then the related and unrelated
diversification effects on performance is tested. Based on the description above, the hypotheses that is going to be tested
in this research are:

H1la: Diversification strategies affect the performance of a multi-segment company

1b: Related diversification strategies have positive influence on the performance of multi-segment company

Research by Matraves and Rodriguez (2005) showed a curvilinear relationship between product diversification and
profitability levels in Germany, and curvilinear relationship between geographic diversification and profitability levels in
England. Diversification strategy and multinational strategies in Germany are complementary, while in the UK are
interchangeable (substitution). Similarly, Thomas (2006) also found that U-shape curve occurs between international
diversification strategy and performance of the company in Mexico. Further testing would like to see whether there is a
quadratic relationship between the diversification and companies’ performance in Indonesia. The hypothesis to be tested
is:

H1c: Diversification strategy has a quadratic effect on the performance of a multi-segment company

2.5.2 The Effect of Leverage on Performance of Multi-Segment Company

Ross et al. (2008) stated that the use of debt will only benefit shareholders if and only if there is an increase in the value
of the company. Therefore, managers may choose the composition of leverage which they believe will result in the
highest performance. Research conducted Rhouland and Zhou (2005) found that companies which used diversified
strategy substantially uses more debt and more profits to produce performance, and this result is consistent with research
by Berger and Ofek (1995). In contrast, Morck, Shleifer and Vishny (1998) stated that the existence of the debt on a
group of companies with diversified strategies cause decrease in the value of those companies. Although there are pros
and contras on the effect of leverage on performance of multi-segment firms, it is believed that too much leverage will
decrease firm performance (Morck, Shleifer, and Vishny, 1988; Mansi and Reeb, 2002). The hypothesis to be tested is:
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H2: Leverage has positive effect on performance of a multi-segment company
2.5.3 The Effect of Investment Opportunity Set On Performance of Multi-Segment Company

Kole (1991) stated that the value of 10S relies on discretionary of expenditure set by management in the future (future
discretionary expenditure), which is currently the investment options that are expected to generate returns that amounted
larger than the cost of equity. Diversified company basically has a chance to grow large, but they often have limitations in
the availability of funds (Ferris et al., 2002), due to the need of the company to fund subsidiary companies which are still
weak. Del Brio et al. (2003) stated furthermore that the effect of the investment on the market assessment, relying on free
cash flow and investment opportunity set are owned by their respective companies.

Based on agency theory, Rajan et al. (2000) observed that there are frequent distortion in investment decisions,
because managers often consider investment only based on the availability of opportunities, as well as free cash flow
generating productive division without accounting the possibility of excessive investment (over-investment). Rajan et al.
(2000) also see that if divisions have good resources and good opportunities, then the diversity focused and in line with
its core business will generate positive performance for the company.

If the level of segment diversity is low as in the case of related diversification, the transfer of resources is on the
right track and concentrated. This condition produces a better performance shown by excess value, than if the company
is single segmented and can not reallocate resources in a similar manner to that of multi-segment company. In line with
the increase of diversification, diversity can also increase the chance of investment thus resulting in a positive effect
shown by the increase of the company's market performance. Krishnan and Kumar (2005) stated that the characteristics
of firms with high 10S is that they are performing poorly in the accounting period (low contemporaneous earnings), but
they have a high market performance shown by promising performance growth in the future (future earnings).Therefore,
the proposed hypothesis as follows:

H3: Investment opportunity set (I0S) has positive effect on performance of multi-segment company

3. Research Methodology
3.1 Population and Research Sample

This study used samples of firms listed on the Indonesia Stock Exchange (IDX). Samples were taken from all companies
in all industries except the financial industry and other industries that did not have the data of at least five companies
specialized by industry sector, referring to Berger and Ofek (1995). Companies must have a complete set of financial
statements, including segment reports and explanation. Observation period included 120 companies for the year 2000 to
2010 (11 years), resulting in 1,320 firm years.

3.2 Model Tests on Effect of Diversification Strategy, Leverage and Investment Opportunity Set on Performance of
Multi Segment Corporate

This model is used to test H1 to H3 on the effect of diversification strategy and its quadratic relationship between the
strategy and the performance of the company. The model also examines the effect of leverage and investment
opportunity set on the performance of multi-segment company.

PERF it= B0 + B1 DIVER it+ + B2 LEV it+ p3 10S it + p4 RISK it+ §5 FCF it + 6 SIZE it+ c it

PERF it= B0 + PIDDIVERit+ + B2 LEV it+ £3 10S it+ B4 RISK it + B5 FCF it + 6 SIZE it + it
PERF it= B0+ BIDIVER it+ B2DIVERSQ it + B3 LEVit+ B4IOS it + BSRISK it + B6 FCF jt+ BTSIZE it+ ¢ it

PERF it= B0+B1DDIVERIt+§2DDIVERSQ it+f3 LEV it + p410Sit +B5RISK it + p6 FCF jt+ B7 SIZE it+ € it

PERF it Performance of companies using 2 proxy: 1) excess value 2) ROA (return on total assets ratio) as a measure of
accounting performance; DIVER it the level of diversification of the company, using two proxy measures: 1) Herfindahl
Index (Berger and Ofek, 1995) and 2) number of segments.

DIVERSQ it the square of level of company diversification, to examine their curvilenear. DDIVER it Dummy
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strategic direction of company diversification (related atau unrelated diversification) using Shin measurement method
(2006), which are Entropy Index (Jacquemin and Berry, 1979; Palepu, 1985) and Concentric Index (Montgomery and
Wernerfelt, 1984). Given the value of 1 if related and 0 if unrelated. This dummy is then multiplied by the value of the
variable DIVER. LEV it the ratio of total short-term debt and long-term debt to total long-term and the book value of
equity. RISK it the magnitude of the systematic risk of the company (Beta of each stock). 10S it using Market-to-book
assets ratio (Morck, Schleifer and Vishny, 1990). FCF it the magnitude of free cash flow, which can be distributed to
creditors and shareholders, and no longer needed for working capital or investment in fixed assets (Ross et al., 2008).
SIZE it firm size (logarithm of the book value of the company total assets)

4. Results and Analysis

4.1 Results of Tests on Effect of Diversification Strategy, Leverage and I0S on The Performance of Multi-Segment
Company

The results of testing hypotheses 1a and 1b found that the strategy of diversification by proxy the number of segments
(QSEG) consistently affect the market performance and company accounting performance (a = 1%). The results show
that the more of the number of company segments will decrease the market performance and the company accounting
performance. Herfindahl Index (HI) negatively effects (a = 10%) on the market performance, indicating that the lower HI
(the more sales company diversified into many segments), will increase the value of the company, but this result is not
consistent with the test using ROA as measurement of accounting performance.The existence of contradiction regarding
to the results of testing with proxy of HI and QSEG, indicating that if the company has a lower HlI, the sales generated by
each segment are more even, so there is no segment that dominates the sales value of the company. While the higher
value of HI, the more likely there is a dominant segment of the business groups. For those who dominate the segment, it
is probable that the greater to subsidize other segments that are not dominant, because the dominant segment generally
performed better than the non-dominant segment.

Panel A: The effect of Diversification, Leverage and Investment Opportunity Set on Market Performance (Excess Value)
Model 1a : PERFit = Bo + B1 DIVER +B2 LEV +B; 10S +f4 RISK +s FCF + Bs SIZE + £ it

Model 1b : PERFi = Bo + B1DDIVER +B2 LEV +B3 10S +B4 RISK +B5 FCF + Bs SIZE + € i

Variabel Dependen: EXVAL

Variabel Prediksi (1) (2) (3) (4)
Independen koefisien | p-value | koefisien [ p-value | koefisien | p-value | koefisien [ p-value
C +- 10.81722  0.0000***  10.61862  0.0000***  10.53313  0.0000***  10.90445  0.0000***
HI - -0.274245 0.0639*

DHI + -0.021993 0.8373

QSEG - -0.101935  0.0001***

DQSEG + -0.067190  0.0000***
LEV +- -0.387937  0.0000***  -0.410477  0.0000***  -0.451063  0.0000***  -0.442565  0.0000***
10S + 0.519909  0.0000***  0.522915  0.0000*** 0518398  0.0000***  0.524382  0.0000***
RISK - -0.023233 0.1181 -0.020609 0.1677 -0.016436 0.2702 -0.021571 0.1466
FCF - -0.000429  0.0000***  -0.000432  0.0000***  -0.000395  0.0000***  -0.000425  0.0000***
LNTA +- -0.437150  0.0000***  -0.435713  0.0000***  -0.421005  0.0000***  -0.439934  0.0000***
R-squared 0.864213 0.863312 0.863643 0.862881

Adj R-squared 0.849998 0.849003 0.849367 0.848526

The above conclusion is supported by a test using a proxy number of segments (QSEG), which indicates that increasing
the number of segments will degrade the performance of the company. This means that companies with an increasing
number of segments, but sales dominance is only in certain segments, the better performance of the dominant segment
will be absorbed to fund low-performing segment (poor performing). This finding is consistent with Davis et al. (1992) and
Singh et al. (2003) who stated that strategy of diversification can lead to low level of profitability, particularly diversification
from a few dominant segment.

The test also shows a significant negative effect (a = 1%) for a related diversification (DQSEG) on the performance
of the enterprise market, but has no effect on accounting performance. Consistent with the previous explanation, that the
company only has a few segments and focus on its core competencies, can generally achieve better efficiency levels.
Firms with related diversification strategy generally have a stronger resource based, which allows for the use of strategic
assets together. In addition, the companies also have a resource that expertise is higher because the majority of
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businesses rely on core competencies. The condition is well read by the market as reflected in the increase in excess
value. This is in line with the opinion of Prahalad and Hamel (1990) about the importance of core competence, as well as
the opinion of Galvan et al. (2007) and Chang and Wang (2007) who states that the focus on the core business of the
company will result in a better market performance. In addition to diversification strategies, test results shows an increase
in leverage will decrease the excess value and ROA (a = 1%). The creation of an internal capital market among
segments advanced by Rhouland and Zhou (2005) and Perez and Hemmen (2010) is not sufficiently reliable as a source
of corporate funding. Financing on investment in segments especially unrelated, forcing the company to take external
funding sources (Comment and Jarell, 1995). Ultimately increase the debt will increase the interest costs, and also
increase the default risk of firm. This resulted in a decline in market performance (excess value) of company. This finding
is consistent with the opinion of Perez and Hemmen (2010).

Multi-segment strategy offers vast investment opportunities because the development of the market and the
products it produces. The test shows consistent results related I0S positive influence on the accounting performance and
market performance of the company (a = 1%). This finding is in line with Rajan et al. (2000) who argues that
diversification can increase investment opportunities and provide a positive influence on company performance
improvement. Krishnan and Kumar (2005) gives another opinion, according to the company with a high 10S will have
lower accounting performance in the current period (low contemporaneous earnings), in order to promise the investors a
better future gains.The result shows a significant positive relationship of iOS influence on ROA. The result is contrary to
the findings of Krishnan and Kumar (2005). The argument that can be delivered is a company with a high 10S generally
requires greater funds to finance capital goods, and will try to find the sources of funding in the capital markets.
Companies tend not to rely on sources of funding of the bank when the value of collateral (collateral) held is insufficient.
Efforts to obtain funding from the capital markets should be supported by good accounting performance, supposedly the
company will strive to present a positive performance through good ROA to prospective investors.

Panel B: The effect of Diversification, Leverage and Investment Opportunity Set On Accounting Performance (ROA)
Model 1a : PERFit = Bo + 1 DIVER +B, LEVERAGE +f3 10S +f4 RISK +Bs FCF + B¢ SIZE + € it

Model 1b : PERFi = Bo + B1 DDIVER +B2 LEVERAGE +B; 10S +B4 RISK +Bs FCF + s SIZE + &

Dependent Variable: ROA

: - (1) (2) 3) 4)
Independent Variables Prediction Coefficient| p-value |Coefficient| p-value [Coefficient| p-value [Coefficient| p-value
C +- -0.174132 0.0037** -0.174644 0.0041** -0.142458 0.0199** -0.179354 0.0032***
HI - -0.008250 0.2552
DHI + 0.001835 0.7556
QSEG - -0.004777 0.0019**
DQSEG + 0.000409  0.6312
LEVERAGE +- -0.055734 0.0000*** -0.057900 0.0000*** -0.058065 0.0000*** -0.057406 0.0000***
10S + 0.007403 0.0001*** 0.007855 0.0000*** 0.007860 0.0000** 0.007793 0.0000***
RISK - -3.34E-05 0.9730 -4.88E-05 0.9603 -0.000237 0.8090 -5.07E-05 0.9585
FCF - -2.26E-05 0.0000%** -2.14E-05 0.0000*** -1.98E-05 0.0000*** -2.18E-05 0.0000***
SIZE (LNTA) +- 0.008590 0.0001** 0.008396 0.0002*** 0.007795 0.0004*** 0.008561 0.0001***
R-Squared 0.737074 0.728821 0.732357 0.729852
Adj R-Squared 0.709548 0.700431 0.704338 0.701570

Another alternative funding can come from the bank if collateral is sufficient, then good accounting performance is
required. The tightness of debt covenant requirements led to opportunistic motives, which are supposed to influence on
the presentation of accounting profit companies with high 10S. Although according to Gull et al. (2003), companies with
high 10S will attempt to convey credible and relevant information, so earning management should have more motivated
efficiently. The control variable FCF negatively affects the market performance and accounting, which indicate that the
management is less efficient in the use of their free cash flow. Generally, companies with multi-segment strategy have a
high investment opportunities, so they require a lot of funds to finance investment. The higher FCF indicates the inability
to use the firm's cash flow and will further degrade the company performance. This finding is consistent with Lang et al.
(1996) and Gull & Jaggi (1999), who state that the company performance is strongly influenced by its ability to manage its
free cash flow efficiently. Firm size as a control variable giving inconsistent results on the performance of the market and
accounting performance. The test result shows that the bigger companies will lower the excess value (EXVAL). This
indicates that the market doubts the sustainable growth of companies with increasing number of segments. This reaction
is consistent with the results of previous tests that the number of segments negatively affect EXVAL. Bauwhede (2003)
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argues that this condition is due to the tendency of large firms to increase the number of unrelated segments, which are
no longer focused on its core business (Nelson, 2003; Anderson and de Palma, 1992).

Inconsistent result shows in an increase in ROA in line with the increasing of the company size. The companies
tend to deliver earnings and better accounting performance, when the size of the company is bigger. Managers tend to try
to show a good ROA in the course of building a business empire (empire building). This trend is closely related to the
desire to obtain trust from creditors, investors and other stakeholders. The test results on the quality of earnings will try to
find empirical evidence of management's opportunistic motives in presenting the accounting performance of multi-
segment firms.

4.2 Testing Results in Quadratic Influence of Diversification Strategy, Leverage, and I0S on Performance of Multi-
Segment Firms

Curvilinear form of the model testing 1c and 1d indicated by the positive coefficients of DIVER and negative DIVERSQ.
Positive direction of coefficient DIVER (proxied by DQSEG) shows that the diversification strategy will have an impact on
increasing the firm's market performance, but if adding the segment continued, with unequal strength of segments, will
give the company the market slowdown. Effects originally produced premium turns into a discount for the effect of the
company's performance, visible from DQSEGSQ a negative effect on a = 1%. This is consistent with Hypothesis 1c
stated shaped linear relationship between diversification on performance. Not all of the testing on the model 1c gives
significant results. The test results shows that only a proxy for the number of related segments quadratic (DQSEGSQ)
proves significantly the curvilinear forms (a = 1%) on the market performance. This result indicates that the addition of the
segment number increasing, although the segment is related, but after a certain optimal point, the addition of the segment
is no longer effective in increasing the excess value.

The market does not appreciate the addition of many segments, because they suspect that not all segments will be
productive. In testing using HI and DHI, the quadratic model is not proven. If using a proxy HI (which shows the spread of
sales in various segments), evenly or not the sales of the various segments do not significantly form the curvilinear, so
that continues to be done, with dominant sales value only in a few of segments (HI rising), then after reaching the
maximum performance, the increase of QSEG and HI will affect the decrease of ROA.

Panel C: The effect of Diversification, Leverage and Investment Opportunity Set On Market Performance (Excess Value)
Model 1c : PERFi = Bo + B1 DIVER +B2 DIVERSQ +3s LEV +f4 10S +f5 RISK +B¢ FCF + B7 SIZE + & t

Model 1d: PERF: = B + B+ DDIVER +3,DIVERSQ +f; LEV +B4 10S +B5 RISK +Bs FCF + 37 SIZE + & &

Variabel Dependen: EXVAL

: - (1) (2) 3) “4)
Independent Variables Prediction Coefficient| p-value |Coefficient| p-value [Coefficient| p-value [Coefficient| p-value
C +- 10.53741 0.0000%** 10.44946 0.0000** 10.51703 0.0000*** 10.79761 0.0000***
HI + 0.111840 0.8813
HISQ - -0.306495 0.5861
DHI + 0.411089 0.2109
DHISQ - -0.428748 0.1570
QSEG - -0.102971 0.2329
QSEGSQ + 3.93E-06 0.9997
DQSEG + 0.057697 0.2514
DQSEGSQ - -0.017373 0.0092%*
LEV - -0.390594 0.0000*** -0.398344 0.0000*** -0.451663 0.0000*** -0.431232 0.0000***
10S + 0.520265 0.0000*** 0.522366 0.0000*** 0.517029 0.0000** 0.524097 0.0000***
RISK + -0.023222 0.1196 -0.020365 0.1740 -0.016484 0.2696 -0.016559 0.2675
FCF - -0.427636 0.0000*** -0.428925 0.0000*** -0.394599 0.0000*** -0.411650 0.0000***
SIZE (LNTA) +- -0.430834 0.0000** -0.432129 0.0000*** -0.420232 0.0000*** -0.441988 0.0000***
R-squared 0.864555 0.864069 0.863577 0.863820
Adj R-squared 0.850250 0.849713 0.849168 0.849437

This indicates that not all segments are developed in diversified firms able to generate positive performance, and often
these segments rely and become a burden for the productive segments that performs well. These results are consistent
with Hypothesis 1c. Through internal capital market mechanism within the firms, the need for funds is charged to
productive segments causes the limitation of the segment to grow well, because these segments have the obligation to
support and subsidize the weaker segments. This condition causes a decline in performance with increasing number of
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segments. The findings proved by Palich (2000), Thomas (2006), Galvan (2007) and Kahloul and Hallara (2010). They
state in particular point the increase in diversity will produce discount effects found in this study, although not all
diversification proxies are able to prove the hypothesis.

Panel D: The Effect of Quadratic Diversification Strategy, Leverage, and Investment Opportunity Set on Accounting Performance (ROA)
Model 1c: PERFit = o + B1 DIVER +B2 DIVERSQ +33 LEV+B4 10S +f5 RISK +B¢ FCF + 37 SIZE + £ it
Model 1d: PERF: = Bo + 31 DDIVER +3, DIVERSQ +fs LEV +B4 I0S +f5 RISK +B¢ FCF + B7 SIZE + € i
Variabel Dependen: ROA

; - ™ @ (©) @
Independent Variables Prediction coefficient p-value coefficient p-value coefficient p-value coefficient p-value
C +- -0.192901 0.0027*** -0.195812 0.0019*** -0.150903 0.0132** -0.176856 0.0045***
HI + 0.027522  0.5086
HISQ - -0.026964 0.3821
DHI + 0.039144  0.0506*
DHISQ - -0.035099 0.0450**
QSEG + 0.003986 0.4198
QSEGSQ - -0.001271 0.0657*
DQSEG + 0.004146 0.2018
DQSEGSQ - -0.000554 0.1814
LEV +- -0.055335 0.0000*** -0.055768 0.0000*** -0.056409 0.0000** -0.056460 0.0000***
10S + 0.007447 0.0001** 0.007516 0.0001*** 0.007664 0.0000*** 0.007544 0.0001***
RISK - -8.38E-05 0.9323 -0.000194 0.8452 -0.000185 0.8494 -0.000115 0.9072
FCF - -0.022553 0.0000*** -0.021307 0.0000*** -0.020055 0.0000*** -0.021789 0.0000***
SIZE (LNTA) +- 0.008880 0.0001** 0.008918 0.0001** 0.007627 0.0005** 0.008310 0.0002***
R-squared 0.737747 0.738310 0.732765 0.728646
Adj R-squared 0.710048 0.710672 0.704540 0.699987

5. Conclusion

The study found that the strategy of diversification negatively affects the firm performance. The increasing number of
segments proved to give discount effect to the declining performance of the firms. In addition, firms that rely on the sales
in a small number of dominant segments decrease the firm’s excess value. The market does not appreciate a firm that is
supported only by a few dominant segments. However, the result differs in the number of firms that decline and relate to
the core business have increased in market performance and accounting performance. The spreading of diversification in
many segments without focus on core competencies proved to make business fundamentally fragile, this result is in line
with (Prahalad and Hamel, 1990). In addition, the increasing use of debts by the firms with the increasing number of
segments results to lower firm performance. On the other hand, the higher investment opportunity affects the increase in
excess value and ROA. It is believed that the increase in excess value and ROA in firms with high 10S is due to the
existence of earnings management practices, which will be tested in subsequent models.

Further testing proves that diversification strategy and related on core business have effect quadratic on
accounting performance and market performance of multi segment firms. In the increasing of number of segments
continously, at a certain optimal point will cause discount effect to the firm performance. The findings are consistent with
Palich (2000), Thomas (2006), Galvan (2007), and Kahloul and Hallara (2010), who state that at a certain point, the
increase in firm's diversity will produce discount effects.

Limitations :1) The sample used in this study did not use the entire sector in the grouping sector under the Jakarta
Stock Industrial Classification (JASICA). In addition, due to the limitations of the data because this study cannot use a
sum of single segment company that is less than 5 companies to be used as basis of imputed value calculation for multi-
segment company.2)Limitations of the data and exclusion of the service sector, financial sector, as well as the mining
sector, causing the majority of samples derived from the number of companies within the manufacturing industry sector.
Research should be expanded to include other industries that have different nature and characteristics. Proposed
Suggestions for Future Studies: 1)The study of a multi-segment strategy is still very limited in Indonesia, especially in the
grouping of related and unrelated diversification. For further research, it is suggested to develop a more diversified
studies based on geographical segments inside and outside the country (national and international diversification). 2)This
study did not include the service and mining sectors, which actually consists of very few companies that have more than
one segment. Further research or studies are suggested to also include companies from the service sector as well as in
the mining sector so that all can be summarized in a study or research.
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