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This paper OUChes a theory of the multiprodu~ finn. Important building blocks include excess 
~apacity ~ ' :  its creation, market imperfe~ns, and the peculiarities of organizatic.nal 

indudb~ its fumble tacit charact- r. A framework is adopted in whic~'~ profit 
~ ~ ; ~  axe g~n to diversify in order to avo~l the high trdnsacdons costs associated w~th 

" ~ ' - ' ~  - ' - - ' -  the ser~-k~ o various spe~lized asse~. Neodassical 
ex~nafions of ~ multiproduct firm are shown to I~e seriously deficient 

L 

'O¢ all outstanding characteristics of business firms perhaps the most 
inadequately treated in economic analysis is the dive~ificafion of their 
activi~es' [Penrose (1959, p. 104)]. Little progrg~s has beeF. made sin~ 
Penrose ~gistered her dismay. Accordingly, the theory of the firm has yet to 
accommodate one of the principal features of the moderv business enterprise 
- -  its multiproduet character. The mission of this paper is to outline how 
this deficiency might be rectified. To accomplish ~is objective it turns out to 
be necessary to modify the neoclassical theory of the ~ i~, craphasize the 
distinctive properties of organizational knowledge and the :~ra~sacfions cost 
properties of market exchange, It is also necessary tomake an analytical 
separation be~etm a theorY of diversification and a theory of :~rowth ~3cc 
~ o ~  a~d d i V ~ f i o n a r e  not inextricably linked. A ceatrat issue for a 
theo~ of mu!tiprod~t o r g a ~ t i o n  is to explain why firms diversify into 
r c~a~  a n d U n ~ a ~  pr~uc t  lines ~rather than reinvesting in tJaditional line~ 
of busin~s or transferring assets directly to stockbolders. 

An earlier p a ~ r  .~I'eece (1980)] argued that the multiproduct firm could 
not be explained b'y reference to neozlas~ical cost functiom. Pan2~r and 
Willig '(1975, p. 3) have argued that economies of scope explairt multiproduct 
organization, 1 While economies of scope explain joint produzfion, they do 

*1 wish to thank Jay Bourgeois, John Cox, Victor ~oldberg, Sir Jo~.n Hick,, Richard Nelson, 
J ~ ~ , ~  SidneyWinte~ for ~elpfu~ comments on an earlier dra~. 

1 ~ ~ ~  ~ ~ t  W ~  for all outputs Yl and Y2, the cost vf joint pro'Juction i~s less 
than t h e ~  or pr~ucing each output separately [Panzar and Wtlli~ (!975}]. That is, it is the 
~ndition, for all yi and y2: C(yt,y2)<Ctyt,O)+ C(0,y2). 
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not explain why joint production must be organized within a single 
multiproduct enterpr/se. Joint production can proceed in the absence of 
m,dtipr~luct org~ization if contraetural mechanisms can be devised to 
share the inputs which are yi:iding the scope economies. Whereas the earlier 
paper had ~ , ' f i m i t ~ o b ' ~ v e o f  :exp~o~g the r~lationship between 
econonues of scope and t h e ~ l ~ e ~ ¢ , : t ~ ~ . ~ ,  :the obj~t~ve here is more 
ambitious - -  to outline a theory Of mulfiproduct enterprise. 

As mentioned earlier, the o~t ing ,hteraure has fared to grapple 
s u ~ g a H y  with the. n, alfipr~,.-t, f i ~ ,  $om¢ theories depict the 
multiproduct fLr~, pa~cuIarly wi~en ~ ~y: me.rgerS and acquisitions, as 
a manifestation of managen~: ~ t i o n , :  Other explanations emphsize how 
*~xes and regulations p r o ~  the dfiv~g force fo~ ~ d;ve~ficafion. Managers 
aad business !~di~ ~¢archers often explain that value maximization 
tl~ough the c a ~ g  of '~synergies" ~ at: .the heart.of the incentive to 
d,gm~i~y. IRar~y, ~ho~a~r~a~ the~ nature o f  ~t~::~eflicienci~s ~ne.ratiag 
"~ynergies'i spell:~"oua 'in a ~ ~nvineing hShioiz):All  of these factors 
~ouba~l ly  help explain in part the ubiquity of muifiproduct firms. The 
purpose here, however, is to focus on those incentives most likely ~o be 
operative i~ ;m economy which is dynamically competitive ..in the 
Schumpetarian sense, and which are consisteng with profit seeking behavior 
by bus/hess ~ms. This focus is chosen partly because it traverses an 
essentially unel~;plored theoretical ~ niche, but also because the perspective 
holds p~emise ~ exphining:a good deal of observed behavior in modern 
hulustrial economies, a mission wh/ch orthodox theorizing has failed to 
accomplisi  

z ,Sue  

The ~ c a l  theory O f  the f i rm generally as;sumes profit maximizing 
en ~tics ~-~ratmg m competitive product and cal~tal marketa exhibmng zero 
tn a sac t i~cos~  and competitive ~ b r i u r a .  Un~Ie~" f h ~  ~ump~ions, it 
~s vh-taal~y impossible to erect a theory :of the m~tiprc~luet firm. For 
/nstano~, consiOer a cost function displaying scope economies (operating 
'synerg/esJ. ~'r~spective of  the source o f  these tg:onomies, there is no 
competling reason for firmsto ~op t  maltiprodua s~uctures s/nce ir.~ a zero 
transactions co~,.~ world, scopeeconomies ~ be captUred ush,g market 
contracts to s~a'e the services of the ~puts providing the found~fior~s for 
s c o p e  economie   : : : 

Nor are T n ~ n ~ a l : : ~ g y " ~ ~ s  ¢ompe]I/ng withi~ the classica~ 
framework. Thug define fora f i ~  both a meanreturn p, arid a probability~ 
distribution of returns described entirely by the variance o z. S*:atistical theory 
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establishes that if the returns to  independent firms are non-correlated, the 
creation of a single diversified finn leads to a reduction in the variance of 
total cash flow. -~ But within the context of the capital asset pricing model 
(CAPM), this need not reduce stockholder risk since all gains from this kind 
of amalgamation should have already been achieved by stockholders, all of 
whont are able to diw;rsify away unsystematic risk. 'The argument clearly 
only has merit if :he stock market is imperfect in some way, or if all 
stockh~lders are no following the precepts of the CAPM. 

Nor does multil coduct organization incr~ase the value of the firm by 
r e d u ~ g  default ris :s. Wbfle bondholders risk N and hence the costs of debt 
--- can be reduced "2~rough diversification, Galai and Masulis (1976) point 
out that since the ~alue of the firm is simply the sum of the constituent parts, 
thu value o f " , e  equity of the merged firm will be less than the sum of the 
constitu, at eq~fity values and the value of debt w~li be higher. Optic,as 

;,,,A:,.,o,,,,, , h . ~ ,  ; . . . . . . .  ,4 va t~a-~uty  Inc reases  the value _r p~.'aemg ther,~y ,u..,,,~,,,o ,u,., , . , . , , ~ , , ~ , ~  U l  

options ami conversely. Since equity is an option on the faca. • value of debt 
outstanding, its value will fall with a decrease in volatility [Black and 
:~choles (1973)]. "What is taking place...it; that the bondholders receive more 
protection since the stockholders of each firm have to back the claims of 
bondholders of both companies. The stockholders are hurt since their limited 
liability is weakened' [Galai and Masulis (1976, p. 68)]. Hence a pure 
diversification ration:de for the multiproduct tim-,, is not valid within the 
context of orthodox theories of financial markets. Reducing the risk to 
bondholders represents a redistribution of value from shareholders, leaving 
the total value of the firm unchanged. 

Thus multiproduct firms can emerge within an economy operating under 
neoclassical competitive assumptions, but they must do so only by accident. 
Whether firms are organized along specialized o," multiproduct lines is 
economically i~Televa at since market arrangemen'cs and internal organization 
ar~: perfect substitut,.'s. Thus divesting multiproduct firms or diversifying 

~This can be most easil~ illustrated by considering the merger of two firms with identical pro- 
merger tt and a 2. The exl~eted return,/~m, of the merged firm is, of course, 2t~. The v:,riance of 

2 3 these r©lurns is given by a,,=a~ +a]  + 2 r a f t ,  where i and j refer to the -ore-merger firms and m 
to the merged firm. ~ is t] te coefficient of co r re l a t io~Iween  the: two ~rofit streams, and ca_-. 
take values between + 1 al d - 1. If r = l then a posit[v~ or negative deviation in firm i returns is 

2 "~ paralleled by an identical, ariation in the profi'.z of f i ~  j. In this ,:ase am=4er-. This means that 
;'.:; expected returns to t:,e Jne~ged firm are exactly th,: sum of the expected returns of the 
constituent firms, and the spread of returns (measured by the st.mdard deviation or,,) has also 
doub~ed. There has been no reduction in l;ae variability of the earnings str~am expressed a~ a 
ratio of the average return. (This measure is the coefficien:: of variation, a normaliz,:-d measure of 
variability.) However, for r <  1 it is clear tl'.at a~,<4a-'. Specific~lly when r=0,  i.e., the two pr~fit 

a,~,=2a . Se the retutm has doubled, but ~he streams are completely inde~ndent of each other, 2 2 
standard deviation increases by only ~ 2 ,  so the coefficient of variation diminishes by a fac,'o~ of 
I/V/2. Finally if r = - 1  the two streams mcwe in precisely opposite directions: a positive 
deviation in firm i is exactly offse! by a negative d~eiation in ~rm j. in this unlikely c: ~e. the 
variance of the returns fails to zero. Obvious~.~ in all cases where ,'< 1, a merger redv:e~' the 
variability of profits 



.,speci~Ze&a~n~s-is:~-a-~ormation lacldng economic signi~c~nce, in the 
,~nte, xt of a ~ economy. 

Another~-:da_ ss ~ theories-used, t o  explain ~v~f ica t ion-arebased ,~on 
m a n a ~ , , - . M a ~  (t966)anti MUller (!,.,~9)-.:have made hnportant 
contributions w ~ i : ~ , , ~ i l h t s ~ t i ~ . o f , - ' . ~  literature. In Marris's growth 
maximi""'Tmg m ~ a ~  -~: e n t ~ ~  ~ . ~ ~ i , : n o t ! < o n i y . . ~ g ,  ::the exi6ting 

resources mad-gro~'tb of d e m a n d - u ~ - t ~ .  ~ait,<~ .Uifibfium ~n~fion.-In 
identifying the :~n~'n-de~ter~mants~i~of!~i~::~o~:i~d, denumd, . Marris 
recognizes that finnaS are, usually mu!tiproduet.and:::that diversif i~on into 
new products is the mai~:~mgine of cot~)o.rate g r o w t h , ~ u s  in :order to grow 
any faste~ than the rate-_of growth of the-markets-in which, the firm 
~ s t a b l ~  i~-fl must:_~ :o~:_. :~r ~~.~ d._iv~_,~,~n, ~ 
llowever, there are ~ ~ _  t costs attar :~. to.s~ ~ul &versification and 
these costs of di~.cation ~ reduce the finns~- rate of return on capital, 
The growth o f  deraand.- is .thus an ;mve~: function of the .rate of return on 
capit~l because faster growth o f . ~ d  via more._ r a~d  diversification either 
requir~s a lower profit margin, wh/ch lowers the-return .on ,capital, or leads to 
a higher eapit~t-output ratio, which also lowers the return on capital, or 
both. - - : 

The. co~ of Muellers (2969) theory:is that raaaagers are motivated to 
increase thesize of. their firms-fm~hor, He a~sum~ that  the compensatkm to 
m a n a s e ~  is a func t ion - .o f - the  size of the firm aa(~ he argues ).herefore that 

_ managers ;adopt a lower investment h~dle rate. "1~-~ lower investment hurdle 
ra~te prompts the : m a ~ ~  o f  ,- older, ~rge.~, mat, tre-fi~s to,invest .more 
heavily:t~, m-theywo~d>if.~y.,--.were: confronts:! :with a h i~er  hurdle, and 

a .ba,.~. ~ m ~ v ~ o n  for di 've~cafion. 4 How0ver, the basic Premise 
of_ t h e . ~ a T  ~--:~.t~c 3 m ~ ~ ~ n .  ~! ia:..f~fi0n: of. the: size if:the f i n n -  is 
p r o ~ t i ¢ .  In- a ~udy !~~ . : . 0 f~r l i er  ,evident, ~wellen -and Huntsman 

~ g s . . _  : ~ t  .~nage .s ' ~ m ~ f i O n  :is. 'S~ifr~antly 
correlated with the _firms: profit:rate~ .,not its level of sales. Thus Muellers 
theory has to fall back on the; non-pecuniary benefits such 'a~ status and 
" d s ~ t y  i,n the business c o m m ~ t y  - -  which managers may obtain from 
managing larger enterprises.-Nor are the basic facts of diversification via 

~hu~ gn ffi-f~ where gp-'~ .Sxo~h Of demand~ "and. Jis .th¢l ~te-of successful diversification, 
*The Mm~ea" theory-m~st also: c o n f r o a t ~ . ~ t  mark()~ tt~'ory, If managers aw making 

~ ,~mmat  ~ ~  using, a huntle rate ~ the ~,aarket e~uil/brium rate .an,a therefor(: below 
~e almmat~_ ')eretarm ,avs~able.to ~~,i.~ockholdet'~..wiU ,shift their in,,~,stment-to firms 
~ i  ..hi,let:rates of le~tw~~~:.~et.~::~ -i~l n(:)t~ i)~mit.diffe:rent, firms: to:-follow a 
~c~-t;er" in)~stment hurdk rate poiicy, at least not in the lorJg n~n. 
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merger supportive of Mueller'~ theory. The larger acquirers during the !0';4- 
1968 period were about 1/10 the average size of the larger, more mature non- 
acquirers [Beck (1970)]. Thus the initial size of the active conglomerate 
aequirers was small, not large as Mueller's theory suggests. 

Thisiis not to say that n~an~eri~dist theories are entirely without merit. 
Managerial motives may well explain a poruon of observed diversification 
activity. However, dive:silieation can also be efficiency driven, as this paper 
will seek to demonstrate. The nature of possible effieieneies are delineated, 
thereby providing the found~tions for an efficiency-based theory of the 
mulfiproduet firm. This theorvti¢al exploration is of relevance to manager,~ 
and policy analysts since a framework is developed within which it i~ 
possible to assess the likelihood that economies can be captured through 
corporate diversification strategies. Within this framework the firm is 
conceptualized as a structure designed to organize the employment of 
various ;~ets  which have greater value when employed under the intenaal 
control apparatus of a firm than under the external control a,pararatus of a 
m a r k e t .  

3. Nature of the firm 

In microtheory textbooks, and in much contemporary research, it is 
accepted practice 'to rerresent the business enterprise abstractly by the 
productive transformations of which it is capable, and to characterize these 
productive transformations by a production function or prod'=.:tion set 
regarded as ~. datum' [Winter (1982, p. 58)]. 5 Furthermore, ~_~roduction 
functions and hence firms can be eliminated or replicated with amazing 
alacrity, as when prices a whisker above competitive levels att. act new 
entrants. New entry ia turn drives profits back down to equflibfi:,m levels. 
Embeddt~ in this co,aceptualization is the notion that a firms' krowh~w is 
stored in symbolic form in a ~book of blueprints'. Implicit in this ,~om~only 
used metaphor i~ the view &at knowledge can be and is articulated. 
Following Winter (1982), and Nelson and Winter (1980, 1982), the 
appropriatene~ of ti~.~.s abstraction is e:~'am~ned below, and the iniplications 
for multiproduct ocgaldzation explored. 

3.1. Individual and organizational knowledge 

Polar~yi has stressed, in obvious cortrad2ction to the book oi blueprints 

5In moO©rn general equilibrium theory [Anew ,19511, Ar:ow and Del',lzu 1954), Debreu 
(1959)] 'coii;modity outputs in aniounts represented by q=(ql ..... qJ  may or may not be 
producible from input commo02ties in ~moants repr',e~n:e:l by X =(~t .... , g, If q is producible 
irrom Z, then the input/output pai:" ~. ' t)  is "i:a the production set". Wh~.wer is known or 
considered plausible as a properly of the structure of technical knowledg,~ is treated as a 
postulate about the properties of the pro duction set' ~Vinter (1982. p. 63~j. 
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metaphor, that individual knowledge has an im~)ortant tacit dimension, in 
that very often knowhow and skills cannot be ;~rticulted~ It is a 'well known 
£-,.ct that the aim of a skillful performance is acJ~icved by the e b s e r v a ~  of a 
~ t  of rules which ~ a ~ : n o t  known a s  such to me  person following 1hem '6 
[Polanyi (1958, p~:.49)].: In the exercise of i~ai,~idua~l skill, many.actions are 
take.n that ~ ~not the ~su~t of considereo chcfio :s but ra~'her are automatic 
responses that constitute ~ p ~ t s o f t h e  skill, 7 

Sim~afly~ in the~routine operation of an orga aization such as a business 
fi~.~, much that could in principle be~;de~t~rated is *ins:ead done 
a~tomafically in respons,~ to signals, arising frcmt the organization or its 
environment. Articulation of the knowledge 'mderlying organizational 
cav~bilities is limhed in the same ~,espects and f¢,~. the same reasons as in the 
¢as,',. of individu~! c~pabili,d~s though for othe, reasons as well, and to a 
greater exte~L This routinization of activity in an organization itself 
constitutes ~he meet important form of storage of the organization's specific 
operational knowk~ge. ~ ~_ ~n_se_, o ~ i ~ f i o _ n ~  ' ~ e m b e x  by d~ng'. 
Ro~,tine operation is the organizational counterp~_rt of the exercise of skills 
by Im individual. [Nelson and Winter (1982, quoted in part from an earlier 
draJ~).] 

Thu~ routines function as the basis of organizational memory. To utilize 
organizational knowledge, it is necessary not only that all members know 
theiJr rc, utines, but also that all members knew when it is appropriate to 
perform certain routines. This implies that he individual must have the 
ab/~ty to interpret a stream of incoming messages from other organ/zational 
n~'mbers and from the environment. Once recei~ved and interprc,~ted, the 
member utilizes the information contained in a message in the selection and 
performance of an appropriate routine from his own repertoire) Thus to view 
or~afizational memory as reducibleto individual member memories is to 

6'The Ira'=mists of a sidU :cannot be discovered focally p~4or to its performance, not even 
~ o o d  if ex#icifiy stated ,by o the~  before we ourselves have experienced its performance, 
whether by watching it or engagin" g in it ourselves" [Polanyi (!958, p. 1962)]. 

VPolanyi iUust~tes thispointby discussing how a bicyclist,,, keeps his balance: 'I have cone to 
the conclusion that the principle by which the cyclist: keel:s t-is balance is no t  generally known. 
"Vne role ~bserved by the cyclist is this. When he s ta~s  falling to the right he turns the 
handlebars to the right, so that the course of the bicycle is ~ ~ected along a curve towards the 
nghL This zesalLg in a cent~'ugal force pushing the cyclist to the lelt and offsets the g:avimtional 
force dragging ~ m  down to the right. This maneuver pre~mtly thr )ws the cyclist out of balance 
to dac left whi~'b h.e counteracts by turning the ha~dlebarg ~o the left; and so he contiPues to 
koe.p t fans~ in bal~_ace by winding along a settles of appropriate curvatures. A simple analysis 
shows tha~ for a given angle of unbalance the curvature of each winding is inversely 
prolx~'~ional ~Io the square of the speed at which tb~ cyclist is proceeding. But doe~ this tell us 
exactb how to ride a bicycle? No,. You obviously caanot adjust ~he curvature of y~mr bicycl*='s 
path iv prOl~mton to the ratio of your unbalance over the square of your spe~,~i and if you 
could you wc,uld fall ~ the macifine, for there are a nu~nber of other factors to lx taken into 
accmmt in 1 ~  wh:at m e  left ou t  ha the formulation t,~ f this rule'- [Polanyi (! 958, l'P. 49-50)]. 

s.S,n o:gant~fional member's repetoire is ~he '~et of rottines that cou!d b,s performed is some 
appropriate ea'~ironment [Nelson and Winter (1982)]. 
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overlook, or undervalue, the linking of those individual memories by shared 
experiences in the past, experiences that have established the extremely 
detailed a n d  specific t:ommunicafion system that underlies routine 
performance. [Nelson and Winter (1982, p. 105).] 

While there is abundant reason to believe that remembering-by-doing may 
in a wide range of circutostances surpass symbolic storage in cost 
effectiveness, one circumstance where complications arise is where the 
knowledge is to enter malket exchange for subsequent transfer to a different 
organizational context. The transfer of key individuals may suffice when the 
knowledge to be transfernut relates to the particulars of a separable routine. 
The individual in such eases becomes a consultant .~r a teacher with respect 
to that routine. However., c.qly a limited range of capabilities can be 
transferred if a transfer activity is focused in this fashion. More often than 
not, the transfer of prc, d~Jctive expertise requires the transfer of 
organizational as well as iacaividual knowledge. 9 In such cases, external 
transtc~ beyond an orga.mzauons boundary may be difficult if no* 
impossible, since taken out of context, an individual's knowledge of a routine 
may be quite useless. 

3.2. Fungible knowledge 

Anothel characteristic of organizational knowledge is that it is of:en 
fungible to an important degree. That is, the human capital inv"~s employed 
by the lirra are not always entirely specialized to the particular p~oducts a~;d 
services which the enterprise is currently producing. This is particularly true 
of managerial talent, but it is ~so true for various items of physical 
equipment and for other kinds of human skills as well. Of course, various 
items of capital may have to be scrapped or converted if an organization's 
product mix is changed but these costs may in fact be quite ?tow if the 
opporttutity co:st of withdrawing the equipment frcm its current use is 
minimal. 

Accor, iinglly, the final products produced by a firm at any given time 
merely represent one of several ways in which the organization could be 
using ils internal resources. [Penrose (1959).-I As wartime experlen,:e 
demonstlated, automobile manufacturers suddenly began making tanks. 
chemical companies began making explosives, and radio manufacturers 
began making radar. In short, ;t firm's capability lies upstream from the end 
product ~ it lies in a generalizable capability wiaich might well find a variety 
of final product apolications. Economies of spedalizatio~:~ essume a different 
significance when viewed from this conceptual vantage point, as 

°'Over the years an in lividual may learn a piece of th,~: company puzzle exce;~rionally wall 
an~ he may even uader,, and how t~e' p i~e fits iplo the ,'ntire puzzle. Bu~ he rna~, , not kno~s 
enough about the other p~eca~s to reproduce the entire puzz!,'" [l..iebe~s~ein {I079}]. 

E BO (" 



s p ~ t i o n  ~, ~e~nocd-not  to a single product but to ~t generalized 
capability..(It m~i-~t be 'infommtion processing' rather than .computers, 'dairy 

them:~~~~i~,~i~ to it,:~ ~m~:~,mY not. What needs to be 
e x ~  ~::the,:~~~;~.~~or:;~~~tion ,of end~products 

.~ . _ " . ~, , , .~, - . .,.~ • . , = ...... ~ , . ~_ -.- . . : ' . - . . -~ . 51~is ~-~-:the n~, tu~;~l'm tu.ms~ ~ ~~¢al co~t~tion 
on. i~s head. ~~as ~:~,~al.~~~!;:~\~ to: factor pr/cos, 
tcc~aoloozs, off.::tlm ~:~-to- manufa~:.~ a giv a:~ end~ ~oduot, the 
o ~ , ~ z a t i o n - t ~  -,fi~: d~td:'.hcte:=:Sc!ccts .aa-~ ead~ product con- 
figumtiorg-oon~stcnt withRs organi~tionai, tcohnology, which is defined yet 
fungible o ~ . . ~  array$:=:of:ftm~prOd_~i~:.~ short,- _ the . firm: has ,eM-pro- 
duct as w~as ~ o l o g i c a i  ~okcs,to confr~t  

4. I s y m m  e e a s ~ t t e m  

4. ~. General 

the firms knowhow is embedded in a book of blueprints or in 
individuh~1 and orga~fzafi0r~ roU~cS ~ :ia0t explain its multiproduc! scope 
unless .other d i m ~ n s  o f t  he neoc lass~  model 0 f r i e s  and markets are 
modified, Thus following S c h u m ~  (i950)" ~d:"othcrs, the competitive 
process is viewed-:as--:dynamic, involving uncertainty, struggle, and 
discquih'brium. In particulax, two  fundamental characteristics of a dynamic 
compctitivo system ~a~ ~ (a~, firms ,, ~ u l a t e  knowledge through 
R & " D ! - ~ : - I ~ ~ ~  ~ i ! ~ ~ e n t ~  t6 t ~ . : ~ U ~ O n " ~ p r ~ s ,  (b) the 
marker m n ~ n s :  f a n g  ~ : ~ - ~ a r ¢  ~ ~ ! ~ ~  ~ t i n g p r o f i t  
oppOr~ ~ in -~ ~m~t~"~e~ ~at d~t~'~~, FUrth~ore, the 
demand curve facing a specializes] firm is rarely infinitely elastic, 'as is 
assumed in the perfectly compefifivemodel. 

4.2. Lea~ng', teaching, and "Penrose-effects" 

Edith :Pc.~rosc (1959).has dcsc~fibe~ the growth processes of the firm in a 
way *,hat is both unconventional, and convincing,. Acco~ng .to Penrose, at 
any time: a iirm tins c c r ~  prc~:tu~v¢ r c s o ~  ~ services o f  which, are 
used to exploit the production clpportuni~ facing the firm Opportunities 
for growth e ~  ~becanse-there are a l w a y s ~ u ~ p r o d u c t i v e  s c r ~ w ~ c h  
can be ~ ~ ~ i n t o  e m ~ o ~ t  ~:prcslunably in new as well .as. existing 
lines of busing,  u n ~ - ~ - ~ U ~ : ~ I  e x ~  not- only ~ ~  ofindivisibilities, 
but also because: of the learni~Jg which o0c!Jrs :in the normal process of 
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operating a b~siness. Thus, even with a constant manageriai wockforce, 
managerial services are released for expansion without any reductic~n in the 
eftieiency with which existing operations are run. Not only is the~e 
continuous learning, but also as each project becomes estalrqshed so ils 
running becomes more routine and less demanding on managerial resources. 
The managerial workforce can also be expanded, at least within limits. 
Existing managers can teach new managers. However, the increment to total 
managerial services provided by each additional manager is assumed to 
d ~  the faster the rate at which they are reoriented. (The 'Penrose- 
etket'.) 

A specialized firm's generation of excess resources, both managerial a~Id 
teehmcal, and their fungible character is critical to the theory of 
diversitication advanced here. What has to be explained, however, ts (1) why 
diversification is likely to lead to the productive utilization of 'excess' 
resources, and (2) the sequence in which this assignment is likely te occur. 

4.3. Demand conditions 

A specialized firm's excess resources can of course be reinvested in the 
firm's traditional btt~iness. Indeed, if the firm confronts a perfectly elastic 
demand curve, has a distinctive capability (lower costs) in its traciitional 
business, and rnarket:~ elsewhere are competitive, it has incentives to reinvest 
in its traditional line of bu, iness, both at hcme and abroad. Assume, 
howew,'r, that at some point ¢ )repetitive returns can r~: !onger be oOtained 
through, reinvestment at home or abroad, either beca'.t~;e ,f a secular decline 
of demand due to life cycle considerations r_Grabo,,s| ~ ,rid Mueller (1975), 
Mueller (1972)], or because the fiim is facing a finite 6egr~:e of elastici'y to its 
demand curve, in which case reinvestment and expansion will serve to lower 
prices and profits. Confronted with this predicament, a protit seekiag firm 
confronts three fundamental choices: 

(1) It can seek to sell the services of its unused assets to other firms in other 
markets. 

t2) It can diversify into other markets, either through acquisition or de novo 
entry. 

113) If the unused resource is cash, it can be returned to stockholders through 
higher dividends or stock repurchase. 

A theory of diversification for a profit seeking enterprise eraerges when 
conditions are established under which the second option appears the more 
profitable. The first option involves the use of markets for capturing the 
employment valt~ of the u,aused assets. Multiproduct diversification (option 
2).. will be selected by profit seekip.g firms ove~ the market ,alternative (option 
1) when transactions cost problem are likely to confound efficient transfer. 
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AfJ:ordingly, an=assessment of the efficiency prol~¢rties of factor and financial 
markets i~ warranted. 

4.4. Marlce~fai~e co~Merations: F'hysical O~ h m ~  capital 
- ~  ~! . ~ ( C  ~ ~ " ~ . ' -  "i ~. : . .  . . . . .  - / ~ / " .  ~://.~":~ . . . . .  ,:.~ f -.:~ ~ :  " " 

I f  e x o ~ s ~ : ~ c e S :  a ~  possessed ~ b y a  single product firm, there is the 
p~sib[lity: :of d i s ~  i n :  factor-:m~kets, :i,e.,:: sale : and trausfer to other 
sw.~iMized f i ~ m ~ ~  ~ s t r a ~  l~ermits:~standard s p e c i ~ t i o n  economies to 
be ,obtained,: a n d  i F m ~ n  costs ~a~:~to ,  ought to usurp incentives for 
diversification. Consider, therefore, whether efficient employment of these 

multipro~ ~,~-. o r ~ t m n .  ~ u m e ,  further - re~ourccs--i~.~ f ikcly t o  invol~  ~. " :" ~ " ....... " ' 
more, that tlg:. excess, re~urc~z a~:  ~ ~dividi~ibleor fungible, so that  
scrape-economies exist, t° Four-classes o f scope : :~nomies  ate identified arid 
~flyzed. 

Cl~:~s L Indivisible but non-spech,.~ed physical capital as a common input 
int ~ two or more produ~-~: 

~,~ope economies may arise because some fixed item of capital equipme~ 
is indivisible. I t  may b e a  m a c h i n e - - s u c h  as keavy gauge shee~: metal shears 
- -  which is nettled ~ n , a l l y  in the~prodU~aion process for vroduct A but 
is otherwise idle. Assume that the machine c o u l d b e  used to manufacture 
both products A a n d B .  Even if this is the case it need not indicate that an 
~.~ficient solution is= for the:mamifacturer of A to diversify into the 
n~nufactme of B. There are a t  leas t  tWO other options. The m~ nufacturer of 
A ~ouid rent the ~ o fan0 the r  firm's machine, or it cored acquire its 
own machine and lease access t o  i t  when it would otherwise remain idle. 

To lhe extent that t h e ~  is not a "bin market for the services of the 
mac l~e ry  in question ~ which will often be the case ~ there does not 
appea,-:tO b e  a ,comi~lfing reason :for~:diversifi~tion on account of the 
hazards of exposure to opportunism. [Wiltiamson (t975), Klein, Crawford 
and Alchian(1978).] Mmket  solutions would appear  to be superior. ~ 

~°As a general matter-, ' e c o n ~  of scope arise from 'inputs that are shared, or utilized jointly 
withe~ complete congestion. The shared factor may be imperfectly divisible, so that the 
manufacture of a ~ubset of f ie goods leaves excess capability in some stage of production, or 
some human or physical capital may be a public input which, when purchased for use in one 
production process, is then fred y available toanother" C~i|lig (1979,p. 346)]. 

' tA related example wouh', be the provision of air services between points A and B. An 
airport, will be ~ a t  bot~t A and B and :in the absea~,of: complete congesti~on, servi~ can 
also be p~vidg~ from both [ ~int~ to C (w:hi~, h ~  an ailport) once airPo~rt terminals A and B 
are c o ~  ~ ~U(AB, BC, A C') < C(A~B, O, O) + C(O, BC, O) + C(O, O, A C). ~ While e~nomies of 
~:ope exist, it. need not imply that one a~lh~e ought provide services AB, BC, ~md CA. 
imlividn~-- : ~ l i ~ ~ t ~  on each row~ and, a ~  to. terminals (th0 source of  the 

~ : l i ~ )  ~ / ~  ~ :  ~ co~tra'~,-Oxdy in the extent to which transactional 
~ ' : ~ ~ ~ f i ~ i ~  ~ f i ~ d  ~forcing contracts will common ownership 

be ~ - ,  to capture the scope e~'onomies. 
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Class I1. Indivisible specialized physical capital as a common input to two 
or rr~ore products: 

Assume that the piece of equipment is specialized but not entireiy so. 
Assume specifically that it ~ n  only be used for making pro, ducts A and B, 
that ~here is some idle capacity if it is only used to manufacture A, and that 
the r la~e t  for A and B will only support a small number of producers. In 
these circumstances there may be incentives for the manufacturer of A to 
also manufactu~ B because of the transactional difficulties which might 
otherwise be encountered in the small numbers markets assumed. Since the 
fixed asset is highly specialized, and the number of potential leasees is 
assumed to be quite small, markets for the services of the fixed assets will be 
thin. Bilateral monopoly situations can then arise in which leasees may 
attempt to extract the quasi-rents associated with the utilization of the 
leasor's fixed and specialized asse t .  12 I-Witliamson (1975, 1979), gdein, 
Crawford and Alchian (1978), Monteverde and Teece (1982a, b).] In order to 
avoid these hazards, intrafirm trading ~ that is, multiproduct diversitic~tion 

can be substituted for market exchange. Internal trading changes the 
incentives of the parties and enables the firm to bring managerial control 
devices to bear on the transaction, thereby attenuating costly haggling and 
other manifestations of non-cooperative behavior. Exchange can then 
proceed more efficiently because of lower transactions costs. 

C~ass I lL  Human capital usa  common input to two or more products: 
To the extent that knowhow has fungible attributes, it can represent a 

common input into a variety of products. Knowhow may also display some 
of the characteristics of a public good in that ir~ may be used in many 
different non-competing applications without its value in any one application 
being substantially impaired. Furthermore, the m~rginal cost cf employing 
knowhow in a different endeavor is likely to be, much less than the average 
cost of production and dissemination (transfer). Accordingly, the transfer and 
application of proprietary inforrnation to alternative production activities i:, 
likely to generate important economies. 

However, internal organization (multiproduct enterprise) is generally 
needed for these economies to be realized. Markets do not work well as the 
institutional mode for trading knowhow. One reason is that an important 
component of organizational knowledge is t~cit. As discussed above, tlt~e 
transfer of tacit knowledge from one enterprise to another is ilkely to ,~ 
difficult and costly. A temporary if not permanent transfer of employees m~y 
be needed, especially if the technology inw, ived is state of the art arid has not 
as yet been stabilized and formalized, tf this is the case, multiproduct 

12The quasi-rents will be the difference betweer the asset value if the equipment is used to 
product: multiple products and its value w'wn it is ,~sed ~o produce the single product. 
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organization is likely to have appeal because it provides a mole efficient 
tochnolo~ transfe~ mode. 

Bes_klcs t ~ > t ~ ~  problems surrounding the transfer o f t ~ t  k nowtedge, 
techrmlog, t ~ . ' r  :must confront an ~ , r t a n t  class of tran~cl~ons cost 
problems. ~ o m  be sunnnarizod in terms of(l).recognition, (2) disclosure, 
and (3 )~an  orgamzation ..~.~:(1980),> Williamson and Tcec¢ ~I982)]. Thus 
consider a firm w h~h :h~ a0oumulatod ~ o w h o w  which can petentially find 
application in the fidds o f  industrial activity :.~yond its ¢xis,.ing product 
line(s). If t -h¢/~ a~:  other ~ : i n  the economy which:car: apply this 
knowhow with profit, then a c c o ~ g  to  re~ved ~ o t h e o r y ,  t~'ading will 
ensue until Parcto ~ a a l i t y  conditions arc satisfied, Or, as Calabrcsi has 
put it, 'if one ~ u m c s  rationality, no transactions costs, and no legal 
tmpe~/raents to bargahin$ all misalio(:ations of  resources would be fully 
cured in the market by bargains' [Calab=n~si (1.~68)]. However, one cannot in 

expect thi~ result in the market for proprietary knowhow. Net only 
arc there high costs associated w/th obtaining the requisite reformation but 
there arc also organizational and si:mte~ impedinents associated with using 
the markvt to effea~te transfer. 

Consider, to ~ wit~ the i~:.ibrmation requirements ~sociated with 
using markets, In order to carry out a market transactioa it is necessary to 
discover who it is that one wishes to deal with, to inform people that one 
wishes to deal and on what terms, to conduct negotiations leading up to the 
bargain, to draw up the contract, to ~.mde'z~e the inspection needed to 
make sine that the te~ms of the contract are being observed, and so on 
[Coase (1960, p, 15)]. Furthermore, the opportunity for trading must be 
identfliccL As Kirzner (1973, pp. 215-216) has explained: 

'...for an exchange ~ o n  to be completed it is not s',~icient 
merely that the c0mh'tions for exchange Which prosPectively will be 
mutlmlly b c n ~  ~ prescng it is n e c e s ~  also that each participant 
be aware of his opportunityto gain through exchangc...It is usually 
assumed...that where scope for (mutually beneficial) exchange is 
present, ©xchangc will in fact occur... In fact of course exchange may fail 
to occur because knowl~ge ~ imperfect, in spite of conditions for 
~nutt~y profitable exchaag:/ 

Ti:e transactional difficulties identified by Kirzner are especially compelling 
whe~: the commodity in question is propriet~.ry information, be it of a 
technological or manageria kind. This is because the protection of the 
ownt:rship of technological ~nowhow often recluires suppressing information 
oa ~.xchange possibil i~.  For instance, by its ~ery natut'e industrial R & I) 
rcqt,.ires disguising and concealing the acti,,itics and outcomes e r r  &D 
esta!)lishment. As Marquis and Allen (1966, p t055) point out, industrial 
!aborator/~s, with their strong mission orientation, must 
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' . . .cut themselves off from intexaction beyond the organiz,~tional 
perimeter., This is to a large degree intentional. The comrefitive 
enviroranent in which they operate necessitates control over the ou~Lflow 
of mes.~ages. The industrial technologist or scientist is thereby esseafially 
cut off from free interaction with his coll:',agaes outside of the 
organization.' 

Except as produ,;tion or marketi:g specialists within the firm perceive the 
transfer opportunity, transfer may r~il by reason of non-recognition. 

Even where the possessor of the technology recognizes the opportunity, 
market exchange may break down because of the probleras of disclosing 
value to buyers in a way that is both convincing ~nd does not destro~ the 
basis for exchange. A very severe information im oaetedness problem exists~ 
on which account the less informed party (in tl~s ~nstance the buyer) must be 
wary of opportunistic representations by the seller.. If, moreover, there is 
insumcient disclosure, including veracity checks thereon, to assure the buyer 
that the information possesses great value, the 'fundamental paradox' of 
~nformation arises: 'its value for the purchaser is not known until he has the 
information, but then he has in effect acquired it without cost' [Arrow (1971, 
p. 152)3. 

Suppose that recognition is no problem, that buyers conceO ~. value, and 
are prepared to pay for information in the seller's !possession. Occasionally 
that may suffice. The formula for a. chemical compound or the o aepr:nt ~ _ fer 
a special device may be all that is needed to ettect the transter. However, 
more is frequently needed. As disca,;sed above, knowhow has a strorg tacit 
and learning-by-doing character, a ad it may be essential that human capital 
in an effective team configuration accompany the tr~tnsfer. Sometimes this 
can be effecte-I through a one-tilae contrac: (a knowhow agreement) to 
provide a 'consulting team' to assi,, t start-up. Although such contracts will be 
highly incomplete, and the failure to reach a corrtprehensive agreement may 
give ;ase to dissatisfaction during execution, th;s may be al~t u.',avoidable, 
which is to say irremediable, resuk. Plainly, multiproduct orga~fizat]on is an 
extreme response to the needs of a one-time exdmnge. In ~,:he absence of a 
superior organizational alternative, reliance on nmrket mechanisms is thus 
likely to prevail. 

Where a succession of proprietary exchanges seems desirable, reliance on 
repeated contracting is less clearly warranted. Unfettered two-way 
communication is needed not only to promote the recognition ~.~nd disclosure 
of opportunities for information transfer but also to facilitate the execution 
of the actual transfer itself. The parties in these ~cumstances are joined in a 
small numbers trading relation and as discussed by Wflliamson, such 
cor~tractiag may be shot through with hazards for both parties [Wil]iamson 

c-, (1.~;, 5, 1979)]. The seller is exposed to hazards suca as the possibility that the 
buyer will e,,~ploy the knowhow in subtle ways not covered by the contract, 
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Oacluding brand loyalty)repr~lenttypes of assets for w~hich market transfer 
eh the relative efficiency of ~ntra ~ 'm ~s 

[Cease (1960)] in  the following 
~ssignmem of property rights, 
a:nuisance and one cons~aming 

it ii~ll,~b~g~ about the.< same ~mposi t ion  of output a s  would have been 
by a Mngle firm engaged in both activities. That is, market 
will have the same consequences as internal management no 

matter what the property structure, provided transactions costs are negligible.' 
[Stigler (1966, p. 113, emphasisadded).] The: converse of this is that external 
~onomies - - w h i c h  can generate economies of scope - -  will dictate 

: o r g a ~ f i o n  when there are s i ~ c a n t  tran~ction costs, 
goods are quite common. 
new ~ aizport opens up a 

here are also externalities 
costs in ano~er. If these 
ommon .:ownership, then 

multiproduct organization is suggested. 
Of, eoursethere are,limits,to,the economies which can be captured through 

~ve r s i f i c a~ .  I f  diVer.~cafion ~s based on scope economies, then there will 
eventually b e n  problem, of congestion assoc~iated witk accessing the common 
input: For  instance, if-the common input is Imowhow, then while the value of 
the knowhow may not be. impaired by repeated transfer, the costs of 

transfer of the information to a 
,~!: ~ s  is because knowhow is 

~e human factor is critically 
as the demands for sharing 
of over-extended scientists, 
Congestion ~sociated with. 

accessing common inputs ~411 thus clearly limit the amount of diversification 
which canhe  profitably e~gaged. However, if the ~:ransfers are arranged so 
that they:occur in a sequen:ial fashion, then the li~rfits imposed by c~,lt.,,esdon 
are :relieved, at least in part [Teec~ (1977)]. 

Control loss considerations may also ccr~ rote play. However, the 

~aCommon owm rship may also be needed if the external economies are in the form of skills. 
A new industry Y emerges which reouires labor 
transactional &fficulties ~hich confront X t in 

d its employees, Xt may generate an e:¢tcmality 
into Y enabl(: tke externality ~o be internalized. 
e, arlier focus~ on this problem with respect to managerial 
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establi,.~nent of a decentralized divisionali~l 'M-Form' [Williamson (1975)] 
structut~ is likely to minimize control ]ioss problems. In fact Chandler argues 
that the M-Form innovation made diw~rsificafion a viable'strategy [Chamtler 
(1969)]. It is also :hnportaat to note that diversification need ~ot represent 
abandonn~nt of s~ciali~ation. It is simply that afirm's particular advaa~age 
is define-not in t ( ~ s  of products, but in terms of,capabilities, The fi~m is 

~ ~ n g  a-~¢¢i;~ knowhow or asset base :from wh~h it extends 
its operations in re~:ase  to:competitive conditions.-'i~is-: element of 
commortality s i m p ~ s  the ¢~ntrol problem, :at least 'compared to other 
f o ~  of diver~__'~tim.L 

4.5. _Market failure co~k~ideratio)ns am[ financial capital 

Suppose that cash is the only ©~cess capacity possessed by a specialized 
firm. Asunnin$>for the momeat;,that texation, of dividends and capital gains 
,is unimportant, I wish to inw~stigate whether allocative efficiency and/or a 
firm's market value can po~bty be  improved bydiversification if financial 
markets are 'efficient'. Ofiver William~n~ among others, has postulated that 
multidivisional firms can establish internal capital m~kets with resource 
allocation propert~ ,superior to .those obtained -by the (external) capital 
market. In particular, he postulates 'a tradeoff between breadth of 
infonnatiol~ in which re~t~.'t the banking system may be presumed-to have 
the advantage, and dept:h of information, which is the advantage of Me 
sped "'alized firm. [William~)n (1975, p. 162).] Inferior access to inside 
i~fformation and. the weak control instruments exercised by finandal 
~atermediaries and the s~ock market provides' the foundation for 
W ~ n ' s  ~sertioa that the 'miniature capital market' within the firm has 
distinctive ~li~~ pro~. 

Financial theoreis~ however, ate often quick to reply that ,:iace 'the 
finan~at mmkets have been shownto  be 'efficient; no improvement in 
allo,:a~ve eFaciency or ~ k e t  value cart possibly derive from managers 
usurping the role of financial markets. Myers (1968), Schall (1972), and 
M o ~ n  (t973) have ali ~gued' that value is conserved (value additivity 
o b t ~ )  under the addition of income streams, as would occur with 
div,~sification by merger~ However, the notions of 'efficiency' a~ used by 
tin,racial th~;or~sts is hiI~dy specialized and do not accord with the concept of 
allc~tive efficiency u~,d in welfare economics. Nor does it deny that 
sto::kholder wealth caa be improved through the operations of the firm's 
internal! capital mark~.  These issues are critical to the analysis o! tbllow and 
so are ~:xamiLnedbelow. 

In ~te finance lit~:rature, the term 'effident markets' has taken on a 
sp~:ial~ed and misleading meaning. One w~'dely employed definition refers to 
irdo_rrnationaJ efficiency. I:'or example, accc..rding to F~una (1970, p. 383) 'A 
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market in which price8 fully reflect available information i,. called 
"efficient"', 15 and according to Jensen (1978), 'A market is effici,e.nt with 
respect to information set O~ if it is impossible to make economic profits by 
trading on the basis of inforrnatian set Or'. The other widdy employed 
definition is what can be called mean-variance efficiency. The r:aarket is 
mean-variance efficient if capital market prices correspond to an equil.ibrium 
in which all individuals evaluate portfolios in terms of their means an-d 
variances, about which they all have identical be, liefs. Unfortunately, these 
concepts have nothing to do with allocative efficiency. As Stiglitz (1981) has 
shown, neither informational efficiency or mean variance efficiency are 
necessary or sufficient conditions for the Pareto optim~.:ib of the economy. 
In short, 'thexe is no theoretical presumption simply because the financial 
market:~ appear to be competitive, or "p~.ss" the standard finance literature 
tests concerning efficiency, that they are efficient' [Stiglitz (1981, p. 237)]. 

One reason for this result is that it is costly to obtain and transmit 
information about investment opportunities. Since managers are obviously 
more i:nformed about investment opportunities available to ~'he l i:-m, they 
must somehow convey this information to poter~,tial investors i~ efficient 
outcomes are to be obtained solely throug:h uti}_ization ~,f he (~,xtemal) 
capital markeL However, capital raarkets in which it is costiy to oi:~tain and 
transmit information look subsraatially different from tho~: _in which 
intformation is assumed to be pe~i~ct, and they fail to posse:ss the standard 
optimality properties' [Stiglitz (1981, p. 244)]. 

The capital market clearly does not fuUy reflect aU information ~ which is 
what is neces~ry for Pareto optimality to obtain. ~' If marke~s were perfi~c*,'y 
efficient in transmitting information from the informed to ;he uainformed, 
informed individuals wouldn't obtain a return on their investment ie 

tSFama (1970, 1976) actually defines three types of efficiency, each of which is based on a 
differem notion of the type of information understood to be relevant in the phrase "prices fi~lly 
reflect available information'. Specifically, he recogmzes: 

(1) Weak-form efficienc',. No investor can earn excess returns ir he develops trading, rules base:t 
on historical price cr retura information. In other words, the inforreation in past prices c r 
returns is not usefu: or relevant in achieving excess returns. 

(2) Semistrong-form efficiency. No investor can earn excess returns from trading rules based oa 
any publicly availa)le information. Examples af publicly available informe, t~on are. annu~.l 
reports of companies, investment advisory da',a such as 'Heard on the Street' in The ',~" 
Street Journal, or ticker tape ;nformation. 

(3) Strong.form ejficiency, No investor can earn excess returns using any information, whethc:r 
publicly ,tvail~hle or not. 

Obviously, the last tylre of marke, t efficiency is very strong indeed. If markets were efficient ,u 
their strong fern,, p,-ices would ftdly reflect all information even ~hough it r't;.ght be held 
exclusively by a ~orporate insider. Suppose, for example, he knows that his corr:pany has just 
discovered how *o control nuclear fusion. Even before he has a chance to trade based on the 
news, the strong tora'r~ of market efficiency predicts that prices will have adjust, d so thvt he 
cannot preSt. 

~6Strong form eflt. ency, defined in the pr,:vious footnote, would be necessary for P,aTeto 
optimality :o hold. 



~ t l y  !;transmitted~ ~ is~ e o s t t ~  mfo~atiom. With costly -i~,f,~ation, 
m a r k e t s ~ : ~  fullyarbitraged [Grossman and Stiglitz 0976, 1980)]. 

•t 
~ t : ~ d : ~ . ~ f l y  :this: information set to.  
i n v e s t o ~ : : : ~ - ~ a ~ m i t y .  ~:, be!!a~!~tol : i n ~  stockholder wealth by 

marke~ :and t h e : ~ ) ~ i n t e : n ~ n ~  ~ ~ ¢apRal .ailoe~on process 
withie tl~.~ fi~:appear.to ~ s s . a : , ~ l i i n g : r a t m  - "  -= l~)th in terms of 
stock 

In ossesses 
fim.~dal rtSmLmes: beyond : r ~ m v e s ~  ~ opportunities in its traditional 

J~¢ss. ~¢ze are; =ictm=taLe~s:~'~er ~hi¢h both stockholder wealth and 

products, HoWever;:*::the:d~a ~ : S v ~  an-ef f ic iency"~ ~is likely 
s ~ n ~  on e m : ~  .factors,--a~td,, ~, ~ y t o  ~ be quite : ,narrow, given hhe 
rel~ttive efftcit,=~cies within-whic~,~m~ag~ :aitd stockholders c~n scan 
in,~ttment-opportuntt~ R:::'~:-~e/ally.-.-.only ~ t h  respect-to related 
b ~ c s s e s  ~ b u s i n e s s e s  :"n:ieted.:~i~umtO.ionally, '-tedmologicaHy and 

t~m a :relattve,,advantage-seems likely. It .is for chose ge¢~:~aphioally - -  ~ *  
investment opportunities in w~hich "the firm has a decided information 
advantage that m a n a ~ . . a r e  ]~¢ly~ tO ~sse.~ such a'n advamag¢, Broader 
mvestmem ~ t i e s ~ a t ¢  bet te~~d:by: .mutual- . funds  which specaahze 
in that function and can make~.po~Olio investments tow ~ n s a c t i ~ s  

Never t~  rays by which 
stockholder tn paxticular, 
the Capital ramework for 
assessingth~ zidualasset to 

earn. Accotdiag to the CAPM~ this rate of return is a function of the ass~t s 
level of systema~c risk, the o~ the market portfolio rate of return, and the 
risk~ree rate =of retrain. A security's syst~atic ~isk,,.measured in the 
m a r k e t p l ~  , d ~ d s  on:the degree Of cofi~elati0n between it s'retura and the 
market's return. Defined as cash income piUs capital appreciation over one 

=~,Jt¢ CAPM--was ~ ~amst ~-simu[t~mty by Sl~rpe (1963,1964), .and Treynor 
(1961), while Mossin (1966), Liatner (1965, 1969) and Black ~i1972) made import~mt extensions. 
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time peri{}d, these 'returns' are equivalent to a security's cash flow over its 
lifetime. 1 :k ocusing on cash flow allows systematic risk to be de~:,-.'.aposed into 
tae systematic risk of the current..period cash flow, ~:,nd the sy:~tematic risk 
arising from .future cash flow.,~. Whereas cmTent cash flow is fixeA in timing 
and s ~ ,  the future cash flow component of systematic risk if net fixed. It has 
a variable time hc,~on and the possibility of growth, and its estimated size is 
affected by changing investor exp~tations. The effect of varying the time 
horizon and growth of cash flow on present value is obvious; an increase in 
either results in more cash i~ absolute terms at some future date, and 
consequently a greater present value. 

In the context of the CAPM, multiproduct organization can increase 
stockholder wealth by (1) increasing the income stream, (2) improving 
forcw.,ast reliability, or (3) decreasing the systematic risk by an amount greater 
than could be obtained by creating a portfolio investment in specialized 
finns, Economies of s,-.ope, where the ecoaom'es would not be captured by a 
set of contracts amon~t  specialized firms, i- a case. in point. In addition, 
stockholder wealth could be increased if diversification assists the creation of 
free ~ s h  flows that have a negligible relationship ~o the level of activity of 
the economy, or improved investor confidence about future cash flows, since 
these developments would lead to reduced systematc risk. Outcomes of this 
kind seem possible, in that a distinctive attribute of internal organization is 
that it enables physical and human resources to be. transferred; using powers 
of fiat, from one kind of business to the other, at low cost and w~th 
considerable speed. This flexibility, if exploited, might in fact provide the 
foundauon for enhanced stockholder wealth. Businesses could be assembled 
in a fashion which enables the low cost and timely transfer of resources from 
one to another. 

5. Related issues 

5.1. Slack and managerial discretion 

The concept of exc~'ss resources used here and in Penro.,;e (1959) bears 
c~rtain similarities witL the concept of slack founo in the organization theory 
literature, exceller.tly summarized by Bougeois (1981~. For instance, slack has 
been variously defined as: '(The) dispari?y between the rcst:urces a eailable to 
the or~p.uization and the payments requ,red to maintain the coalition' [Cyert 
an:. March (1963, p. 36)]; the 'supply o: ancommit:ed resources' [Cyert and 
~Aarch (1963, p. 54)]; ~The margin or ,urplos (performance exceeding 
"satisficing" levels) which permits an ~,rgar_ization's dominant coalition to 
adopt structural arrangements which ,accord wi~h their own preferences 
[Child (1972, p. 11)]; "The difference b~;tween existing resources and activated 
demand' [Mar,~h and Oisen (1976, p. ~87)]; '...~ince organizati,ons do n~,t 



always o ~ ,  ~they a~um~ate  .spare .resources and unexploited 
oppottuniti~:=~whi~ then bccom~: a buffer af~ai~t: trod .times, Although the 

inter'hal-~~i:~: ent::::o~=~.~to !~p~~ for ©haage. .: in 

slack ha& uafortu~te!y, ~ ~ :  s~y~,~:nii~::Part_:of the 

09803. ,behavior [ee : , . : _- :: 

As:~.:~~:~-~e~u:e~i.~~~v=~-t~-:the.services of factor 

m e a ~ m t ~ , ~ ' ~ ' ~ o m ~ a d ~ i ~ e , - ~ t ~  neededto ueet managers 
~ - : i k ~ r  ~ . ~ s ~ ~  ~ ~ ,  t ~  oma~.pt i ~ . . ~  tent: with 

caa,emer~ in bus~firms no -matter the behavioral v~es it is 
follo~ Thus, if-the des~l.:levd of organizational slack is zero, all 
redundant racers err ices IxX:ome excess ,n~source~ 

52. De ~ entry vs. a c ~  or merger 

The ap~opriatc vehic!c for diversification is an issue upon whic~ the 
is not ~ ff an enterprise has excess or slack internal resc~lrccs, 

and mark~ failure considerations dictate internal utilization, then ttte choica 
of ¢~ novo entry or acquisition W-31 d ~ n d  upon the a m o u r  0fslack, the 

~ owr  which it is available, and the compl~cntary resources 
wt~h  can ~ ~ through acquisition, ~ u s ,  if the slack appears 
gfsdualty over a -long -period - o L ~  de .novo-:ea~y ~is likely ~to provide an 
eff,~ve ~7,-: vehicle, This is bec~tuse de novo entry can be tailored as an 
i n s t a l  approach-to div~rs~icatio~ If, on the othex hmtd, dack resources 
axe expected to. em.~ge =suddenly ---due, for.~taace, to a rudden surse in 
tee, h n o l ~ a l  innovation o r  due to:an,  a d ~ . ~ c h a n ~  in demand which 
~mtd~ly. throws int~aud rc~cur~s intO:, uncmplo3umcnt - -  .- ~hcm merger or 
acquisition is ~h~.ely to be the most favored route. Merger or acquisition will 
also =~:--~if-¢om~~xeso~~.,.ean th~reb y be' acquired. 

A n ~ . h e ¢ : ~ ~ ~ l l  bc~t~.-~ationship::b~.twe~n ~he-firm's internal 
v~uation and the market value: ~ ~ e  ~akc~ver. candidate. Since the acquired 
firm !~s~ess~s, by ~ n p t i o n ,  cot 'aplemen~: rm;our~,~s which will work 
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with the acquiring firm's slack resources, then the lower the price of the 
aequir.ed firm relative to the market price of the individual resources which it 
poueues, t h ~  t h e a t e r  ~the attractiveness of the takeov~ alternative. Hence, 
a ~ ~  i n ~  stock market eouplea with buoyant factor markets may 
e h a n s e : l ~  relationship l~,twee~ the market value of the complementary 
re8Oil l '~ ;  l~.l, cha.~led as a 'team' and thoir value if purc Sased in factor 
markets. This differential-- which reflects the difference bet ween the value 
'of a firrj! as a 'going concern' and the value of its underlying assets when 
disaggregated-- ~ 1  help det,,,n'mine whether acquisition or de novo entry is 
the preferred route. Thus, as firm specific or economy wide factors depress 
the market value of a firm, the firm will appear more attractive as a takeover 
target to other firms which wish to diversify into its producer line(s). 
Furthermore, the faster internal resources are released, the more aaractive 
dees the acquisition strategy become. 

A curious implication of this analysis is that viewed on this framework, an 
active takeover market not only provides discipline f~r the acquired firm, 
thereby serving to minimize managerial discretion lWiltiamson (1975, ch. 9)], 
but it may also function as a vehicle for channelling the internal resources of 
the acquiring firm into productive use. Hence, it appears that mergers and 
acquisitions may serve to minimize slack in both the acquiring and acquired 
firms, thereby generating a positive contribution to economic efficiency. 

5.3 Lateral vs. conglomerate diversification 

A robust theory of the multiproduct enterprise should ideally be, able to 
explain the richness of diversified enterprises existing on the industrial 
landscape. At least two different types of diversification c~.n be identified: 
la~',ral or 'related' diversification in which the differet~t physical capital and 
teelmieal skills of business or products bear an iraportant element of 
commonality; and conglomerate diversification, where the physical capital 
:md technical skills requirements are quit," disparate. 

The above analysis supports an efficiency r~.fionale for the lateral 
integrated (diversified) enterprise. Th,~ effi65~nfy rationale for the 
conglomerate is much more circumscribed. Ti;c ~aly skill !ikely to be 
connnon to 'unrelated' businesses is manag~co~n~o but except in those 
circumstances where the market foi manageriai scrvi::es is subject to high 
transaeations costs, it is doubtful whether the sco~e economies arising from 
transferring managerial resources are large e,~oegh to provide compelling 
cffl¢~encies. 

,~ fh-mer foundation for conglomerates can be built by examining the 
o1~ :ration of the internal capital market. Conglomerate firms may be able to 
de celop distinct*~e capabilities in assessing investment opportunities i~ 
disparate businesses. As compared to banks, operating companies can often 



F ~ ~  ~ , ~  ~ ~-saUctu~ disparate 
b u s h t e s ~ c a n : : ~  ~ ~ ~ - - , ~ ~ t i y ,  :For  these and,  other re~sens, 
Wdli.mm~a -~ndudes~-~ .~~ iona l  interpretation oi' the conglomerate, :~n 
which *h~--limita~ns of (:apital markets in corporate, con~ol respects a,e 
e m ~ . ~ e A ; / m ~ . ~ t ,  ¢ o a ~ ~ , t e : ~ ( 0 f t ~ h e  app~pnate kind)al~:no 

W~llia,~nsoa ~ ~ ~ t e , ~ h , : i t s ~ o ~ i n t ~ : i c a p i t a l  ~.~ket is superior to 
~ .  ~ e d ~ ( , : a ~ t a l ~ e t . ~ m 4 t s  ability:to iden~y, aM oirect ¢gsh to high 

C -  " 2 " - 

5.4, Some ~gsto~d obSe~c~ ~ ~ 

The e~onon~ theory of>the mulfipr~uet ~ i  Out!_ined above has firms 
udopting m~til~rodu~.t fea~.~. • due..~toi;i~e ~ u l ~ g  of market failu~-es and 
the emergence. ¢)i~ exo:~, ca~t,y._.~p~t:.m~.~e an.~ysis .is a conviction that 
~fis model cx~ams, a ~ a |  : ~ 0 n  ~.f:~c~~ffr~Lfion ,acti~ty which 

wo~d¢l involve a major empirical: effort. I settle here for a :more limited. 
objective ~ to e s t a ~ ,  that the hismdca~ trends appear broadly c~nsistent 
with the theory. 

Diversification has unquestioa..bly made for great changes in the profde of 
Amer~n industry during the last half century [Chandler (1969, ... 247)]. 
Furtb_-.,.crm_ore, ~he ~pression ~ p ~ t l y  ~gger~ the. tren d towards 
d i ~ t i o m  His fO~s  i~.int3ut that ~e  p ~ s e  Of'diversification was 
not tO reduce pertfofi0"i~k Oi,to p ~ " m ~ r i a l  motives, but rather t0 
put slack resfiu.r:~est~::w0rL F ~ e r m 0 ~  i t  was the techn0~ogically 
sophisticated firms wiiiChled the way. As Chandler (1969, p. 275) observed: 

"Precisely because: these.fLrms:-lu~.~ accumulated .vast resources in skilled 
manpower, facilities,~:~mpmen~:theire:~,cutives,were;under even 
greater ~ : ~  those,of~Smaller~si':to f~,:new markets ,as, the 
old- on~ ceased- t~:--, g n ~ '  i n:>the :1920~s,~-.-the. ~ c~~:~compani.,;"s, each 
starting from a ' > ~ w h a t  :different~:~technotogical~:base, :began:.to widen 
their product-fines-into~.~w~iadustne~, :~>In~the same de~:ade, the-.- great 
e ~ =  manufaotuers ; ~ ~ e m l  :Electric:. and Westinghouse,---which 
had concentrated primarily on the manufacture of light and power 
equipm~t, d i v ~ l ,  into production of a:wide variety of household 
appliances. They also enten~ electronics with radios and X-ray 
equipment, During the Depress ion~era l ,  Motors : (and to, a lesser 
extent oth~ firms in.the auto indUstry)moved intodiesels, appliances, 
tractors, and airplanes. Some makers of primary metal~, particularly 
alum/hum and copper, turned t o  consumer products 'like kitchenware 
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and housel~old fittings, while rubber firms developed the possibilities el 
rubber chemistry to compensztte for declining tire s,des. In the same 
period food companies emplo/exl their existing distfbution 
organizations to market an increasing variety of products.' 

Whereas the Depressi.'m triggered diversification by generating excess 
¢apafity,~ the Second Wot'~d War stimulated the demand for new products 
because the world market for many raw materials was severely disrupted 
while the war effort generated demand for a wide range of military products~ 
The synthetic rubber program caused both rubber and petroleum firms to 
r~ake far greater use of chemical technologies than they had even done 
before. Similarly, the demand for radar and ether electronic equipment 
carried the electrical, radio, and machiner) firms farther into tiffs new field, 
and  theproducti~,n of tanks, high-speed aircraft, and new drugs all created 
skills .and resources [Chandler (1969. p. 275)]. Once these capabilities were 
created, they were applied, where possible, in the production of civilian goods 
for the peace time economy. Thus, 'the modern diversified ente.wrise 
represents a calculated rational response of technically trained professional 
m~rt~ep.rQ t n  thp_ n p ~ l ~  ~ncl n n n n r t H n l t i ~ e  ~ f  ~ ' ~ n a i n a  t ~ t . F , n ~ l ~ M ~  ~nA 

markets' [Chandler (1969, p. 279)]. ~" 

6. Implications and conclusions 

Recent contributions to the transactions costs and market fai'~u~es 
literature [Williamson (~.975, 1979), Klein, Crav, rford and Alcbian (1978), 
Teece (1980)], and to the literature on the natur-, of the firm [Nelson and 
Winter (1982)] have ma4e it possible to out,he a theory of the multiproduct 
firm. Importan t. buildirg blocks hiclude excess capacity and its creation, 
market imperfections, end the pe,~tliarities of organizational knowledge, 
particularly its fungibility and tacff character. Further research on each of 
these elements, and how they relate to incentives for diversification, is likely 
to assist in the constructicn of a robust theory of the multiprcduct firnx The 
successful completion of this mission could provide the foundation for a 
discriminating approach towards mergers and acquisitions. 

tSWhile Chandler's original focus was on managerial and tecb ological cor, siderations, hi~ 
more recent writings indicate that he has be.en able to idet:til~ additiot~al sources of 
underutilized ::esources - -  such as marketing and purchasing kn ,whow -- which could also 
provide the foundation for an efficient diversification strategy. In tb¢ years Mter the first world 
war, 'many Anc.erican companies.., add,~ lines that permitted them to make more effec*.ivc use 
of their marketing and purchasing orgar, izadons and to exploit the by-produc~s of their 
manufacturing and processing operations' [Cha,qdter (,'977, p. 473)]. 
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