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Abstract. The unstable environment of hotel industry which is driven by the fluctuation
of tourism demand has motivated this study to look into the best diversification strategy
for firm performance betterment. 42 hotel firms are investigated across 4 Asian
economies, from year 2001 to 2012. Our results suggest that unrelated industrial
diversification is the only alternative to improve hotel firm performance. Unrelated
international diversification instead has a significant negative effect towards firm
performance. Our results further show that board of directors implies a significant link to
the relationship between diversification and firm performance, only in a crisis period.

Introduction

The introduction of herfindahl and entropy index which measure the degree of diversification enable
scholars to further shed light on the issues of related and unrelated diversification, for instance the
studies of [1-3]. Literature finds that the classification of related and unrelated diversification is a
matter of firm performance. The classification is useful to distinguish the nature of the core industry
and the diversified segments, for some of the diversified segments may have high correlation with the
core business. The highly correlated diversified segments may have a similar target market, as well as
the similar competition environment with the core business. It has two possible contradictory
hypotheses could be made upon the benefits of related and unrelated diversification. On one hand,
related diversification could enhance the efficiency of market synergy between each division. Related
diversification also requires lesser cost of transferring of the firms’ core capabilities to the other
correlated divisions. On the other hand, unrelated diversification could minimize the risks of an
unexpected crisis striking an industry or a country. In the context of hotel industry, it is unknown
whether the premium of related diversification is more significant to improve the firm performance; or
it is vice versa, of which the premium of risk minimization of unrelated diversification is more
significant to influence firm performance, due to the highly unstable environment of the hotel industry.

Literature finds that human capital is important to moderate the effect of diversification on firm
performance, as shown in the studies of [4] and [5]. It is because firms require talent and professional
skills to oversee the entry into different markets and industries [6]. For a diversified firm which has to
deal with external contingencies posed by foreign markets, the human capital in terms of specialized
knowledge and experience is essential to reduce the uncertainties of diversification [7]. Also, [8] give
the notion that greater human capital could facilitate a firm to recognize and exploit the embedded
business opportunities, as well as helping in setting diversification strategy. Therefore, there are
studies like [9] demonstrate that human capital could moderate the performance outcomes of
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industrial and international diversification. With that, this study even investigates whether the human
capital of board of directors, the ultimate decision maker, could significantly moderate the effect of
diversification on firm performance during a crisis period. The rationale of emphasizing the
moderating role of board’s human capital in the crisis period is because the board of directors involves
closely in the firm’s strategy formulation during the time of crisis [10]. The managers’ bargaining
power tends to be reduced during unstable environment, which enables the board to have less
difficulty to request for strategic change. Therefore, it is worthy of research of the moderating role of
board’s human capital in the crisis period. In this study, the extent of the human capital in a
boardroom is represented by the size of the board of directors.

2 Literature Review

2.1 Industrial Diversification and International Diversification

From theoretical points of view, internationalization theory promotes diversification by arguing that
diversified firms can organize the activities internally between each division in order to develop and
exploit firm-specific advantages in knowledge and products for better firm performance. [11]
document that international diversification enables the firms to be more efficient in allocating
resources in the internal capital market. Adopting greater international diversification could even
improve a firm’s intangible assets, so that to create an important value for the firm [12]. Also, the risk
and cost of international diversification could be minimized by intelligently internalizing/transferring
the value of foreign assets to the firm of the home country [13]. In contrast, [14] document the
disadvantages of adopting international diversification upon the difficulties of establishing market
synergies between each businesses division. Even, international diversification exposes the firms with
a wider range of uncertainties either from the perspectives of the regulations in various markets, the
cultural diversity in organizations as well as diverse natural environments [15]. It causes high internal
transaction costs for information and coordination.

With respect to industrial diversification, 13,16] documents that the benefits of internalization
are only limited to related-industry diversification, of which the core capabilities (e.g. product line
knowledge, skills and experience) can only be transferred efficiently to the correlated diversified
segments. Even, firms diversifying into related industries require lesser costs; instead, firms
diversifying into unrelated industries require a substantial cost to adapt to the new and the unfamiliar
business environment. Comparatively, it is said that related industrial diversification has greater
benefits from the perspective of economies of scope and scale. In opposite, the internal market
efficiency hypothesis [17-18] argues that, due to the heterogeneity of investment options, the firms’
resource could only be efficiently allocated to the unrelated diversified segments, rather than related
diversified segments. Unrelated industrial diversification also enables the firms to enjoy the low cost
of accessing to the other external funds in the firms’ portfolio of diversification [19]. As unrelated
industrial diversification promotes cheaper cost of capital and optimal investment, [20]demonstrate
that the benefits of adopting unrelated industrial diversification are greater than related industrial
diversification strategy.

In general, the inconsistency of the effect of diversification on firm performance may be due to
the negligence of the market structure [21]. [22] document that the lack of focus on the industry-
specific effect towards the diversification strategies, as well as the negligence of the relatedness of the
diversified segments with the firms’ core businesses would constitute to a biased result obtained. [2]
also provide the notion that industry-specific factor could significantly influence the diversification
strategies of a firm, from the perspective of risk reduction. By specifically focusing on restaurant
industry, [22] is able to account for the nature of the restaurant industry, as well as the nature of the
other diversified segment which is highly correlated to the restaurant industry, for instance the food-
production segment. It is argued that they are correlated in terms of high volume, low profits and low
growth in sales. Nonetheless, to-date, limited studies are found focusing on the issue of related and
unrelated diversification in the context of hotel industry.
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3 Methodology

This study focuses on hotel firms based on Nace Rev. 2 code (hotel and similar accommodation). We
focus on the hotel firms from four economies in Asia, namely China, Hong Kong, Malaysia and
Singapore. The selected economies have the top tourism receipts in the year 2011. A total of 42 firms
is selected in our sample. The financial data for each firm is obtained from Datastream, a division of
Thomson Reuter database, across the year 2001-2011. The data on firms’ industrial and international
diversification is obtained from Osiris, a Bureau van Dijk database. The data is rearranged in panel,
resulting in a total of 462 observations in the analysis sample. Fixed effect is applied in the panel
regression, to avoid bias results obtained due to the endogeneity problem which has been addressed in
firm-level finance studies.

Model 1 is constructed to show the relationship between related/unrelated industrial and international
diversification and firm performance, by controlling for the other firm fundamental variables.

ROA, = a, + p,FirmSize, + p,Leverage, + p,TobinQ, + f,Dividend,

+ BsDCrisis, + PgrelatedIndustrialDiversification,, + f,UnrelatedIndustrialD iversification,,

+ pgrelatediInternational Diversification,, + B,UnrelatedInternationalDiversification,,

+ {Firm _Effect} + ¢, (1)

where ROA;; is the return of assets, a proxy for firm performance. FirmSize is the proxy for firm size,
measured by the natural logarithm of total assets, Leverage is the proxy for firm leverage measured by
the ratio of total debt to total capital, Tobin Q is the proxy for firm growth opportunity, measured by
the ratio of the sum of the equity market value and liabilities book value to the sum of equity book
value and liabilities book value. DCrisis is the dummy variable for three crisis events, i.e. 2001 U.S.
911 attacks, 2003 SARS outbreaks, 2008 Financial downturn and 2009 HINT1 disease outbreaks, takes
the value of 1 for the year of crisis, and 0 otherwise. We also measure the degree of diversification
using entropy measurement, invented by [23], and later is introduced by [24] in diversification
research. The formula for entropy measure is shown in the following. Following [25], this study
incorporates two aspects of diversification variables, i.e. industrial and international diversification
variables in a model.

N
EntropyDiversificationIndex = Z PXIn(1/P)

i=l

where P; is the ratio of the ratio of the firm’s total sales within i th industry/geographical segment, and
N is the number of the diversified segments. The use of entropy measure enables us to further
calculate the degree of diversification from two perspectives, i.e. related and unrelated
industrial/international diversification. As the performance of hotel industry is closely related to
tourism demand, we consider all of the diversified tourism related industrial segments (e.g.
restaurants, travel agency or recreational service provider) of a firm as the related industrial
diversification, otherwise, it is considered as unrelated industrial diversification. For instance, if the
hotel firm diversifies its business segments into restaurants and travel agency industry segments, we
say that the firm diversifies into related industry segments; in other words, the firm has zero degree of
unrelated industrial diversification. With respect to international diversification, the firms that
diversify its business to the other countries in the Asian region are considered having related
international diversification. For instance, a Malaysian hotel firm diversify its business to Indonesia
and Singapore which are in the Asian region, we will categorize the firms under the group of related
international diversification, while we say that the firms have zero degree of unrelated international
diversification.
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Model 2 further tests the moderating effect of board size to the relationship between
diversification and firm performance during a crisis period. Two sets of subsample are generated,
grouped by the years of crisis and without crisis. Other board’s related variables which could have
influences towards firm performance are incorporated in model 4. Significant relationship found in the
interaction terms implies that board size has significant moderating effect towards the relationship
between diversification and firm performance.

ROA , = a, + p,FirmSize , + p,Leverage , + p,TobinQ , + B,Dividend ,
+ psDCrisis , + f¢BoardSize , + fB,IndepBoard , + f;BoardMeeti ng,
+ fyBoardOwner ship , + f,,relatedInd ustrialDiv ersificati on,

i

+ B, Unrelated]l ndustrialD iversifica tion, + p,,relatedInt ernational Diversific ation ,
+ B Unrelateln ternationa llDiversif ication ,, + Z B, {Diversific ationVaria bles * BoardSize }
k=14

+ {Firm _ Effect } + ¢, )

4 Data Analysis and Discussion

Table 1 presents the regression results in this study. The signs of the variables are consistent with our
expectation, of which the effects of firm size, Tobin Q and dividend per share are found statistically
significant towards firm performance, except for the effect of leverage is shown statistically
insignificant. Crisis is significantly and negatively related to firm performance, which is consistent
with the findings of [26] and [27]. It indicates that hotel firm performance is susceptible to the crisis
events, and it is worthy of in-depth research on the relationship crisis and hotel firm performance.

We find that unrelated industrial diversification is positively and significantly related to firm
performance. The result demonstrates that the greater the unrelated industrial diversification, the better
the firm performance. Nevertheless, related industrial diversification is shown having a significant
negative impact towards firm performance. The findings are different with the study of [28] showing
that unrelated industrial diversification reduces firm value while related industrial diversification does
not significantly influence firm value. It shows the importance of conducting in-depth research on
diversification in specific industry as the individual industry-specific factors could have different
implications towards the effect of diversification. The results indicate that the unrelated industrial
diversification strategy is the best to be implemented for hotel industry players to minimize the firm
risk. With respect to international diversification, diversifying the business to the countries not located
within the same geographical region of the focal firm may have significant negative impact towards
firm performance. This may be due to the nature of hotel industry which is a service-based industry
that is highly required to align the business with the local culture or livelihood in the diversified
countries. This may increase the cost of the adaptation, as indicated by [15], and hereby magnify the
disadvantage of unrelated international diversification of the hotel firms. However, we find no
significant effect of the related international diversification towards firm performance.

Table 1. Regression Results on the Relationship between Crisis, Diversification & Firm Performance

Baseline Diversification
Firm Size 0.0129%* 0.0073
(0.0436) (0.3129)
everage 0.0001 -0.0009
(0.8599) (0.7122)
Tobin Q 0.0312%* 0.0156**
(0.0405) (0.0102)
Dividend 0.4743* 0.5203**
(0.0972) (0.0410)
DCrisis -0.0218*** -0.0218***
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(0.0000) (0.0001)
Related Industrial Diversification -0.0450%
(0.0899)
Unrelated Industrial Diversification 0.0214*
(0.0775)
Related International Diversification 0.0114
(0.6093)
Unrelated International Diversification -0.0674%**
(0.0120)
Constant -0.1662%* -0.0675
(0.0472) (0.4956)
Observations 439 343
Adjusted R2 0.1645 0.0938

Table 2 further tests the moderating effect of board size towards the effect of diversification on
firm performance. The results show that during a crisis period, board size significantly and negatively
moderates the effect of unrelated industrial/international diversification on firm performance.
However, board size significantly and positively moderates the effect of related international
diversification on firm performance in the crisis period. The significance moderating effect found only
in the crisis period implies that turbulent circumstances could maximize the mobilization of board
power in decision making [29], of which the results demonstrate that the board of directors tends to
employ the benefits of diversification to sustain the firm performance in the crisis period. However,
the research issue of board size demonstrates that larger board size with greater human capital does
not necessarily bring positive influence to the effect of diversification, as larger board size may have
communication problem in a topic-wide discussion, or discussion uncovering a wider area of scope,
particularly in the critical crisis period where time is limited for responses. Nonetheless, it gives the
notion to the existing literature that the board of directors implies a link to the relationship between
diversification and firm performance only in the crisis period.

Table 2. Regression Results on the Moderating Effect of Board Size to the Relationship between
Diversification and Firm Performance

Dummy of crisis=1 Dummy of crisis=0
Related Industrial Diversification -0.1233 -0.0662* -0.1677* -0.0471
(0.4413) (0.0991) (0.0795) (0.3044)
Unrelated Industrial Diversification 0.2817** 0.0557** -0.0386 -0.0105
(0.0155) (0.0331) (0.4729) (0.6259)
Related International Diversification -0.0672 -0.7567** 0.0282 0.0082
(0.2214) (0.0136) (0.4365) (0.9084)
Unrelated International Diversification -0.0943 2.5256%* -0.0663* -0.1239%*
(0.2148) (0.0753) (0.0648) (0.0599)
Related Industrial Diversification*Board Size 0.0030 0.0128%*
(0.8284) (0.0980)
Unrelated Industrial Diversification*Board Size -0.0228* 0.0033
(0.0582) (0.5154)
Related International Diversification*Board Size 0.0594** 0.002
(0.0204) (0.7656)
Unrelated International Diversification*Board Size -0.2869* 0.007
(0.0671) (0.1522)
Observations 80 80 204 204
Adjusted R2 0.3566 0.4663 0.0261 0.0135

Note: the coefficient of the control variables are not reported in this table

01084-p.5



SHS Web of Conferences

5 Conclusion and Implications

Our findings imply that the premium of risk minimization from diversification is more significant to
influence firm performance, rather than to establish the market synergy from diversification. It gives
us the notion that hotel firms should diversify its business into the other industry segments, and the
nature of the diversified industry segment should not correlate to the tourism-related activities. Also,
hotel firms are not encouraged to diversify to the other markets, especially to the markets father away
from the region. It may be due to the nature of hotel business which is in service-based industry, of
which it requires higher cost of adaptation to the environment of the other country in terms of cultural
and organization diversity, climate change, etc. This study further finds that the board of directors, the
ultimate decision makers in a firm, implies a significant link to the relationship between
diversification and firm performance, but the effect is only restricted to the crisis period. It gives us
the notion that board of directors attempts to exploit the other diversified segments to sustain the firm
performance during a crisis period. Despite having greater human capital from larger board size, our
findings instead, are parallel with the notion of [30] documenting that larger board size is less
effective and easier to be controlled by chief executive officer, and it gives rise to the difficulty of
expressing their ideas and opinions in the board meeting, leading to poor decision making processes
[13] in a crisis period. It further consolidates the previous studies of [30] and [31] that larger board
size is less effective, especially when dealing with wider scope of discussion on the unrelated business
division issues.
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