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Related Diversification
and Firm Value

Taek Ho Kwon™*

Abstract

This study analyzed the effects of related diversification on the firm value of KOSPI non—financial
companies. The period of analysis period was 1995 to 2010, which was before the Republic of
Korea adopted international financial reporting standards (IFRS). In an analysis of related
diversification effects, the matching sample analysis method was used to manage the problem of
examining a relatively small number of related diversified firms and to mitigate the effect of endogeneity.
Through the analysis, I found diversification discounts in both non-related and related diversification.
In particular, diversification discounts were significant in the period after 2000. In an analysis of
diversification by diversification type, related diversification companies showed larger diversification
discounts than non-related diversification companies. The results of an analysis of the relationship
between diversification discounts and the largest shareholder's ownership showed that the lower
the shareholding ratio of the largest shareholder in the company, the larger the diversification discount
in the related diversification. These results suggested that the diversification discount of the related
diversification may be related to agency costs. The results of an analysis of the relationship between
a firm’s accounting performance and diversification index supported the inference that diversification
discounts may be due to market concern about agency costs rather than decreases in accounting
performances due to diversification. The results of the related diversification and firm value relationship
analysis were robust, i.e., they were not influenced by the method of constructing the matching
sample or the measurement of the related diversification index. The fact that firms reduced levels
of related diversification immediately following the Asian financial crisis and the global financial
crisis can also be interpreted as supporting the results of the empirical analysis, inferring that
there is a relationship between related diversification discounts and agency costs. The results of
this study suggested that companies interested in diversification need to actively respond to market
concerns about the possibility of agency costs.

Keywords : Related Diversification, Firm Value, Matching Sample, Diversification Index, Asian

Financial Crisis, Global Financial Crisis
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