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Abstract

The primary objective of this study was to investigate the effect of a diversification strategy by

hotel companies on corporate financial performance and stability. Using 36 publicly traded hotel

companies, this study analyzed the differences in financial performance and stability between market-

diversified and undiversified hotel companies. Accounting measures, market measure, and risk-

adjusted performance measure were employed to gauge financial performance. The results of this

study indicated that diversification strategy does not provide profit growth, but diversification partly

improves the stability of performance. This study supported the nature of the trade-off between

financial performance and stability in the company diversification, and also implied that the market

diversification strategy by hotel companies does not function as a means to improve financial

performance.
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1. Introduction

Market diversification has been considered an important business strategy for increasing
market share and profitability (Ayal and Zif, 1979). Researchers from several disciplines
have attempted to identify the influence of diversification strategies on corporate
performance (Christensen and Montgomery, 1981; Kim and Gu, 2003; Mcdougall and
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Round, 1984; Olusoga, 1993; Singh and Gu, 1994). However, despite the abundance of
literature on diversification, there is little agreement as to whether or not a diversification
strategy produces better financial performance and stability for businesses. Furthermore,
few studies have addressed the recent trend of market diversification strategies by hotel
companies and the implications for financial performance and stability in the lodging
industry. Thus, a major purpose of this study is to fill the research gap and, therefore,
make a contribution to the stream of diversification and strategic management research by
investigating the impact of market diversification on the financial performance and
stability of hotel companies.

Although business diversification is not guaranteed to improve profit, it has been
believed to be one of the most important strategic management concepts for achieving
long-term financial goals while minimizing business risk (Kotler, 2003). In pursuing such
benefits of diversification strategy, many hotel companies have targeted different types of
customer groups, rather than focusing on a specific segment of customers (Withiam, 1985).
However, in order to justify continuing diversification, it is necessary to verify that the
market diversification strategy has been effective in the lodging business settings. Thus, the
research questions of this study include: (1) Is a market diversification strategy by hotel
companies associated with improving corporate financial performance and stability? and
(2) is there a significant difference in financial performance and stability between market-
diversified hotel companies and undiversified companies? To address these research
questions, this study compared hotel company groups with different diversification
strategies in terms of return and stability of return (risk). To measure returns, this study
used accounting-based return, market-based return, and market based risk-adjusted
return, which were recommended by Amit and Livnat (1988) to identify the diversification
and performance relationship.

2. Literature review

2.1. Diversification and the motives

Since Ansoff (1957) initially defined diversification as the entry into new markets with
new products, the definition of diversification has changed. As one of the most frequently
used definitions of diversification, Dundas and Richardson (1980) viewed diversification as
differentiating markets and pursuing more than one target market. Many studies in
strategic management have identified motives for corporate diversification. A review of the
literature on diversification suggested that companies seek diversification primarily
because of synergistic and financial motives. According to Amit and Livnat (1988), the
diversification of business units helps expand the size of the business, achieve an economy
of scale in manufacturing, marketing, and research and development (R&D), and thereby
generates synergic effects for an overall operation. The financial motive for diversification
is based on the fundamentals of the portfolio theory: whenever cash flows of individual
business units are not perfectly correlated, the total risk of an overall operation can be
reduced by diversification (Amit and Livnat, 1988). Rumelt (1974) claimed that the main
motive for diversification might be a host of factors related to the current environmental
conditions of the firm, such as competition in the market, slow down in sales, market
maturity, and other threatening factors. On the other hand, Chatterjee and Wernerfelt
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