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Tt ¥ 5 it Tt IG5 FRAF F it ¥ Entropydath kFE £ ¥ 7 &
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Fe N ﬁ LRl e

Bt o R R 5 i 2 A2R 0 3 A R A ¥ 4 504 - Herfindahl 4

& & Entropy dp R P EAMAE G S (ABA ) RIFSHFE 2 0 A& R FIAE
L EMEFIECITFIFE SNAR P H A E RS R®A T o I REE K
AR BT BRAEE S N o A o K SRR RS BRLT SR
FlFTend A FTE Y BRERFELEH/FE N T AR Rt S TR
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SHE I A2 AL (Williamson, 1975) - -,E/H—\’)""{ (Synergy) & &3 5 > % & it énp
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FIE > Ak § & b2 F xR T v B % o Michel & Shaked (1984) 12 Rumelt (1974) % &
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Related and Non-Related Diversification: A Capability-Based and Value-Activity-Based

Perspective

ABSTRACT

This paper attempts to provide a conceptual framework: the capability-value activity

diversification matrix, to analyze a firm’s diversification strategy. Instead of using product or

market as constructs, this study employs two constructs: capability similarity and value

activity similarity to measure the relatedness of a firm’s multi-business units. Four types of

diversified relationship have been identified: highly-related diversified businesses

capability-related diversified businesses, value-activity-related diversified businesses, and

unrelated diversified businesses. A case study for a Taiwanese manufacturing firm is

employed to verify the robustness of our framework. Our analysis suggests that the

framework can provide a different analytical framework from the traditional product-market

matrix framework.

Keywords: diversification, capability, value activity



Related and Non-Related Diversification: A Capability-Based and Value-Activity-Based
Perspective
INTRODUCTION

Diversification has been an important topic in the strategic management research for
decades. Penrose (1959) suggests that a firm with slack resources is suggested to diversify in
order to achieve the growth. Traditionally, diversification studies mainly define a firm’s
diversification strategy based on products, markets, or industries. However, prior empirical
studies (Montgomery, 1982; Jacquemin and Berry, 1979) mainly use industrial code as a tool
for classifying related or unrelated diversification. The findings of prior studies suggest that
the performance of focusing firms is better than the diversification firms. Furthermore, among
the diversified companies, the related-diversification firms are performed superior to the
unrelated-diversification firms (Rumelt, 1974; Christensen and Montgomery, 1981; Palepu,
1985). However, there remain some unexplained results which need to be further explored.
For instance, based on traditional classification (e.g. Standardized Industry Classification code,
SIC code), the performance of unrelated diversification firms is suggested to be worse than
related diversification firms. However, if two different businesses share the same core
competences, then their performance might be equally good, which achieve competitive
advantage (Hamel and Prahalad, 1994). Therefore, the core competence may be a better

indicator for measuring a firm’s diversification other than products, markets, or SIC codes.



One of our primary objectives is to re-visit the diversification studies using competence or

capability as novella mean of classification. Our paper also attempts to provide a conceptual

framework based on two constructs, capability similarity and value activity similarity. We

develop a 2x2 matrix framework which includes four types of diversification strategies:

highly related diversification, capability related diversification, value activity related

diversification, and unrelated diversification.

This paper uses a case study method to develop the concept of the matrix framework. By

analyzing a Taiwanese case, the K Company, we develop a conceptual framework for

understanding a firm’s diversification strategy based on capability and value activity as well

as exploring how these diversified firms achieve synergy via capability similarity and value

activity similarity.

THERORETICAL BACKGROUND

Diversification Classification

Prior studies classify a firm’s diversification strategy mainly by product, market, or

industry. There are also other types of categorization. For instance, based on a firm’s supply

chain, product, market, and industry, Ansoff (1957) classifies a firm’s diversification as

vertical diversification, horizontal diversification, and lateral diversification. Furthermore,

from firm growth perspective, Ansoff (1965) regards diversification as firms providing new

products to new markets based on the existing products and markets. Thus, by using these two

3



constructs, product and product, Ansoff (1957, 1984) defines four types of the diversification

strategy: market penetration, market development, product development, and product

proliferation. Similarly, Wrigley (1970) also uses product category to define diversification.

while Varadarajan and Ramanujam (1987) attempt to employ the number of industries a firm

involves and the average number of products in each industry to classify a firm’s

diversification strategy.

The advantages of this traditional method to classify diversification include objective

measurement and easy operationalization whereas the limitations are that it may neglect the

importance of capabilities or resources, which is transferable among different business units.

For instance, computer retailers and food retailers are two different industries but their

retailing activities may be similar. If diversification categorization is based on products,

markets, or industries, then computer retailing and food retailing may be classified as

un-related diversification. However, since the capabilities or resources of computer retailing

and food retailing, firms may transfer its existing capabilities or resources from the original

business unit to the new business unit without losing competitive advantage. Therefore, the

classification by product, market, or industry may not fully capture the generic picture of the

diversification strategy. Thus, in addition to product, market or industry, we attempt to explore

other constructs for classifying a firm’s diversification.

Rumelt (1974) asserts that a firm’s diversification strategy not only should consider its



positioning of products and markets, but also should consider whether diversified businesses

share the same activities in technologies, capabilities, and resources. Aaker (1984) also

suggests that if two business units have similarity in operational activities, such as research

and development, production technologies, or distribution channels, then synergies can be

created due to the scale of economies as well as the exchange of technologies or resources

between two business units. Moreover, Hamel and Prahalad (1994) use two constructs,

competence and industry, to examine how firms attain competitive strategy. Hamel and

Prahalad (1994) assert that it is not market or industry but a firm’s core competence to

determine the firm’s competitive advantage. Base on the above discussion, we conclude that

capabilities or resources (Rumelt, 1974), operational activities or value activities (Aaker, 1984)

and competences (Hamel and Prahalad, 1994) are more important constructs to classify the

diversification strategy which determines a firm’s competitive advantage.

Related or Unrelated Diversification

As mentioned earlier, prior studies use product, market, or industry to measure the

degree of diversification. Gort (1962), for example, defines diversification as the concept of

heterogeneity of output depended on the number of markets served to those outputs. A firm’s

degree of diversification is also measured by the number of industries (Berry, 1975) or the

number of businesses (Wood, 1971; Pitts, 1977). Traditionally, two approaches are used to

measure the degree of diversification (Davis and Duhaime, 1992). The first approach is a



categorical measurement, which give scores based on the characteristics of diversification

while the second approach is a continuous measurement, which uses a scale value between

related and unrelated diversification. The former is mainly built from the works of Wrigley

(1970), and the latter is derived from Standard Industrial Classification (SIC) Code system,

which is the most common measurement for diversification. Wood (1971) uses SIC code to

calculate and define broad spectrum diversification and narrow spectrum diversification.

Rumelt (1974) also uses SIC code to develop indicators for measuring the relatedness of

diversified businesses, including specialization ratio (Rs), related ratio (Rr), vertical ratio (Rv)

and related-core ratio (Rc). Based on these four indicators, he then defines nine types of

diversification. The advantage of using SIC code to calculate the degree of diversification is

its comprehensive definition and easy operation. However, since this approach does not

consider sale volume for each product, it is unable to understand the real focus business of a

diversified firm. Therefore, some scholars attempt to provide amended measurement.

Jackquemin and Berry (1979) develop the Herfindahl indicator and Entropy indicator, which

is the most well-known tool for measuring a firm’s diversification. Both the Herfindahl

indicator and Entropy indicator use sale volume of each product to measure diversification

but the Entropy indicator further weights different products (or business units), which can

authentically reflect the degree of a firm’s diversification. Ramanujam and Varadarajan (1989)

also use two dimensions of the Entropy indicator to define four types of diversification.



However, the standard SIC code, Herfindahl indicator, or Entropy indicator all base on

the types of industries or products. As discussed earlier, these classifications are unable to

explain what or why the competitive advantage can be transferred from an old business to a

new business. It can only evaluate the relatedness between diversified businesses, but hardly

shows how these diversified businesses achieve the synergy of resources, technologies or

capabilities. This urges us to further explore the other constructs or dimensions to measure the

relatedness of diversification.

THE CAPABILITY-VALUE ACTIVITY DIVERSIFICATION MATRIX

According to the resource view of the firm (RBV), firms with slack resources or

capabilities are suggested to diversify new businesses in order to achieve the higher firm

growth (Penrose, 1959). However, the following diversification studies rarely use resources or

capabilities but products, markets, or industries as a mean of diversification classification. The

synergy of resources, capabilities, or competencies in value-added activities is suggested to be

an important source of competitive advantage (Aaker, 1984; Hamel and Prahalad, 1994;

Rumelt, 1974). Rumelt (1974) suggests the importance of a firm’s capabilities for

categorizing the diversification while Aaker (1984) proposes that the relatedness of

diversification should consider the similarity of operational activities or value activities

among businesses. The higher similar capabilities (or resources) and value-added activities,

the higher synergy among businesses is benefited by firms. Therefore, a firm’s capabilities



(including resources) and their involvement with value activities can be considered as two

constructs for defining the diversification. We use capability similarity and value activity

similarity to develop a conceptual framework for diversification analysis.

Capability Similarity

Capabilities can be seen as a firm’s ability to allocate and apply resources (Amit and

Schoemaker, 1993), or as the collection of resources (Barney, 1991; Peteraf, 1993). Moreover,

Grant (1991) regards capabilities as employees’ capabilities, which interact with other

resources while Teece, Pisano, and Shuen (1997) posit that a firm’s dynamic capability is the

organizational and managerial process or specialized assets to reach competitive advantage.

Fahy (1997) concludes that capabilities should include personal capabilities, which apply

personal knowledge and experience into works, and organizational capabilities, which can

integrate two or more than two types of resources for completing a particular task. In our

research, the capability is defined as a firm’s resources and capabilities, including personal

capability and organizational capabilities.

One of the challenges of this study is how to measure capability similarity between two

businesses. Previous studies can shed the lights for measuring capability similarity. For

instance, Chen (1996) uses the resource similarity to measure how the resources are similar

between firms and their competitors in his competitive analysis model. Moreover, Peteraf and

Bergen (2003; p:1032) define “capability equivalence is the extent to which a given firm has



resources and capability bundles comparable to those of the focal firm, in terms of their

ability to satisfy similar customer needs”. In their competitor identification framework, they

use capability equivalence and market needs correspondence to position a firm’s potential

competitors. Thus, in this research, we apply Peteraf and Bergen’s (2003) definition of

capability equivalence to compare capability similarity between two businesses.

Value Activity Similarity

As mentioned earlier, product/market/industry classifications for diversification may not

capture the whole picture of a firm’s diversification strategy. For instance, mobile phones and

portable personal computer may be different in terms of products or markets but the required

manufacturing processes or value-added activities are highly similar. Thus, in this research,

we would like to employ the similarity of two businesses’ value-added activity as another

construct for classifying the diversification. In Seetoo’s (2001) strategic matrix framework,

he analyze a business unit’s strategy using two constructs, strategic determinants and

value-added activities including activities (i.e. procurement, R&D, and distribution) and

assets (i.e. brand, key component, and product). Therefore, we apply Seetoo’s (2001)

definition of added value activities to compare the similarity of value activities in two

businesses. The more overlapped the value-added activities between two businesses, the

higher value activity similarity is.

Capability/ Value Activity Diversification Matrix



Having determined two constructs, capability similarity and value activity similarity,

Figure 1 shows a 2x2 matrix framework for defining the extent of firm diversification.

Divided by two constructs, capability similarity and value activity similarity, four types of

diversification strategies are derived: highly related diversified business, capability-related

diversified business, value-related diversified business, and non-related diversified business.

Insert Figure 1 about here

When a firm diversifies to a new business, which has a higher similarity on both

capabilities and value activities compared to the existing business, then we define it as the

high-related diversified business. When a firm diversifies to a new business, which has lower

value activity similarity but higher capability similarity compared to the existing business,

then we define it as the capability-related diversified business. This type of diversified firms

mainly transfers their existing core capabilities to the newly diversified business, even though

the value-added activities between the existing business and the new business are less similar.

While a firm diversifies to a new business, which has higher value activity similarity but

lower capability similarity compared to the existing business, then we define it as the

value-related diversified business. Although the capabilities between the existing business and

the new business are less similar, the value-added activities or operational processes are
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highly similar, making them possible to share resources among the same value activities.

Finally, when a firm diversifies to a new business, which has the lower similarity both on

capabilities and value-added activities compared to the existing business, then we define it as

the non-related diversified business.

RESEARCH METHOD

This study used a case study to establish the constructs for classifying diversification.

Since this is an exploratory study which mainly attempts to develop a conceptual framework,

a case study method is more appropriate to explore the answers of research questions and to

provide the in-depth discussion. Moreover, a case study method can induce and analyze the

interview information to generate the primary theoretical framework and propositions, which

are the fundamental for future empirical research (Eisenhardt, 1989).

In order to gather richer information, this study employed a convenient and planned

sample selection since it is more applicable for exploratory research purpose (Churchill,

1995). The selected company has a long term relationship with the research team and is

willing to provide insightful information to meet the research purpose. This study used a

single analysis unit with multi cases methodology suggested by Yin (1989). In other words,

the unit of analysis is a business unit and our research examined multi business units within

one single company.

Since this study is an exploratory research for firm diversification, the selected company
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should have at least two diversified business units. In addition, the selected company should
meet the criteria of the complete value-added activity'. After consulting with professional
experts and academic scholars, we decided to choose a manufacturing firm, K Company, as
our case company. The main informants are managing directors of each business unit and
their subordinates in order to avoid the subjective bias of single level interview. The
semi-structured interviews were used and the outlines of interview questions were sent before
the interviews, including ‘what is the core capability for developing your products?’ or “‘What
are your important values added activities?” The interviews were conducted from February to
May in 2007. Informants were included the CEO of K Company, four managing directors of
each business unit, three factory directors, and two employees. Interviews lasted 90 minutes
although some went on up to 3 hours. Some informants were visited more than once to gather
more information. Furthermore, several telephone interviews also required to further clarify

some details. Table 1 is the summary of the interviews.

Insert Table 1 about here

Interviews were tape recorded and transcript for coding and analysis. Following

instructions of inductive research, we were as descriptive as possible for the data until major

'Complete value-added activity means that the value-added activities include research and development,
production and sales, in contrast to single value-added activity, such as research and development.
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themes emerged (Glaser and Strauss, 1967; Miles and Huberman, 1994). Moreover, the

secondary data, such as K Company’s annual report, journals, and magazines, was also

collected as supplementary information. By combining with the interview data and secondary

data, our study attempts to conduct a conceptual analytical framework.

CASE ANALYSIS: K COMPANY

Company Introduction

K Company founded in 1953 in Taiwan with total capital 1.2 billion NT dollars and

1,400 employees in 2006. K Company is the largest traditional grinding wheel production

company in Taiwan, which produces over 100 thousand different products in terms of

functions and materials as well as serves more than 8,000 customers in Taiwan. Their grinding

wheel products are varied from the low-end ceramic grinding wheels to the high-end diamond

grinding wheels. K Company’s diamond disk has received good reputation from Taiwan

Semiconductor Manufacturing  Corporation (TSMC), the largest semiconductor

manufacturing-only firm in the world since 2000. The annual sale growth rates of K Company

from 2001 to 2006 are 28%, 24%, 22%, 10%, and 58% respectively. In 2005, K Company

was initially public listed and traded in Taiwan’s stock market. K Company's core business is

the grinding wheel business. In the late 1990s, it started to diversify to diamond disk business

(1999), reclaimed wafer business (2003), and optical business (2005). By 2006, K Company

has four main business units, including traditional grinding wheel, diamond disk, wafer, and
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optical business unit. All of them have their own R&D, manufacturing, and sales. The total

sales of K Company was NT$ 3.44 billion and its average gross profit was 37% in 2006.

Simultaneously, the global market share of K Company's diamond disk was 30%, which

exceeded Seasol (15%) and 3M (12%). In addition to four business units, K Company has two

research centers; diamond research center and research & development center. The former

carries out advanced diamond applications while the later carries out normal R&D activities,

such as product improvement and patent management. At the current stage, two research

centers still have some similar projects and share some resources with each other.

Traditional Grinding Wheel Business

Grinding wheel is a consumable product which is used to improve the precision of

machinery equipments and enhances the integration of the different work pieces. Since types

of customers are various such as machinery parts, hardware manufacturing, steel,

semi-conductor, glass, and electronic manufacturing, the material formulations are mainly

tailor-made. The compositions of material formulations directly affect the hardness of the

grinding wheels, which determine the duration of the grinding wheel and the durability of the

machine. Therefore, the core capability of the grinding wheel is the material formulations.

The main raw materials for grinding wheels include aluminum oxide and silicon carbide.

Different materials and formulas need to conduct different production methods. The main

production method is to mix grinding materials with bonding materials and then to heat and
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press them to form a certain shape. Another important core capability of K Company is the

grinding and cutting capability. K Company can quickly adjust their production to meet the

requirement of wide range of customers. As a result, "material science capability” of grinding

material formulation and “precision technology capability" of grinding and cutting

technologies are two core competence of K Company’s grinding wheel business.

Insert Figure 2 about here

The value-added activities of the grinding wheel business, as shown in Figure 2, includes
raw materials, grinding materials, formulation, R&D, production, warehouse for raw
materials and products, distributions, branding, and after sales services. In the production
activities, there are several important procedures, including the mixing of grinding materials,
cold pressing, and heat pressing. These processes are different depended on the types of
mixed materials. For instance, some grinding materials may need heating up to 700°C, then,
the basic shapes of the grinding wheels are formed. The next step is to take the undressed
grinding wheels need the grinding and cutting process to make various shapes of grinding
wheels. Finally, quality control and internal testing are also important procedures since K
Company has to take the full responsibility for the damage incurred by any defected grinding

wheel products. Having understood the core capabilities and value-added activities of the
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grinding wheel business, we use it as the focus business for comparing other businesses.

Diamond Disk Business

Flattening the wafer surface is a very important production process for semiconductor

manufacturing. In order to stack wires on the surface of the wafers, the thickness and flatness

for the layers of each wafer is required. This flatten mechanism is called the Chemical

Mechanic Polish (CMP). When carrying out CMP to flatten the wafer, it needs a rotating

polishing pad and the slurry on the pad during the process. However, in the process of CMP, it

may produce the wafer debris on the rotating polishing pad. Therefore, a diamond disk dresser

(herein after as diamond disk) is required to shave the polishing pad periodically in order to

restore its polishing function and to extend its life of usage. As a result, the quality of

diamond disk may critically affect the production efficiency and yield rate of semiconductor

manufacturing. A few number of global diamond disk providers, such as Abrasive Technology

and 3M, provide the diamond disks but the quality of their diamond disk is various. Thus,

with the support by TSMC, in 1999, K Company started to develop and produce diamond

disks. In 2000, K Company successfully weld industrial diamond tightly on the hard stainless

steel alloys without separation by incorporating technologies of diamond shield for precision

molds and diamond grid layout for cutting tools. The diamond shield can effectively prevent

diamond disk from being corroded by chemical solutions during the CMP production process

while the invented layout of diamond grid can prevent falling off diamonds, increase dirt
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removal, speed up the flow of polishing liquid, and maintain the stability of CMP production

process. K Company's diamond disks had passed TSMC's onsite testing by the end of 2000

and successfully replaced US and Japan’s suppliers as the main diamond disk supplier for

TSMC, United Microelectronics Corporation (UMC), and other Taiwan semi-conductor

companies in 2001. K Company also sold diamond disks to Japan's NEC, Korea's Samsung,

and Singapore's Charters, with the help of Rodel Company in US, the world's largest

semiconductor consumable supplier. The quality approval by semiconductor companies is

very important for diamond disk. Managing Director of K Company's diamond disk business,

Mr. Lee, stated that:

"The critical knowledge for diamond disk production is the material

science technology as well as cutting and grinding techniques which are

derived from our grinding wheel production. This experience is our

advantage compared to other competitors."

Based on above discussion, two core capabilities of the diamond disk business in K

Company can be concluded as the "material science technology capability™ and the "precision

technology capability".

The value-added activities of diamond disk, as shown in Figure 2, it is highly similar

with the value-added activities of grinding wheel. Some of grinding wheel product and

diamond disk shares the same raw material - industrial diamond. The main R&D activities in
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diamond disk business are mainly responsible for exploring the layout of diamond grid. As for

manufacturing activities, the production processes of diamond disks are similar with grinding

wheel production, including mixing, heat pressing, and dressing. Quality control is another

important activity for the diamond disk production since the damage caused by a flawed

diamond disk may cost 5,000 US Dollars per wafer. The remaining value-added activities of

the diamond disk business are similar to the grinding wheel business, including warehousing,

branding, and after sales service, except distribution which the diamond disk business has

foreign agent as the sale channel.

Reclaimed Wafer Business

Prior to producing wafers, semiconductor fabs need to test wafers (or dummy wafer) to

check the furnace tube temperature, metal layer, chemical contamination, and strained

thickness on the surface. After testing, the test wafers are normally discarded or recycled.

Traditionally, semiconductor manufacturers purchase wafers to produce the test wafers by

themselves. In recent years, in order to reduce cost, semiconductor manufacturers start to use

the reclaimed wafer as the test wafer through external contractors. The reclaimed wafer is

made by etching and polishing process to wipe away the particle and seed layer on the test

wafer. The core capabilities of K Company in reclaimed wafers or test wafers are etching and

polishing technologies, which are also originated from the grinding and cutting capabilities

accumulated by K Company’s grinding wheels business for decades. Moreover, parts of the
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reclaimed wafer knowledge and capabilities are acquires from the strategic alliance with the

Industrial Technology Research Institute (ITRI). As for the value-added activities, the raw

materials of the reclaimed wafer business are the used test wafers from semiconductor

manufacturers. The R&D activity mainly focused on production process improvement. In

production activity, K Company etches and polishes the surface of each layer of used test

wafer to produce reclaimed wafers. The quality control activity is also important since it will

affect the quality of wafer production. As for distribution, the reclaimed wafers are sold via

their same sale teams in diamond disks while the after sale service is also highly demanded

due to its highly customer-oriented nature.

Optical Glass Business

In 2003, due to increasing demand for glass lens from digital cameras and mobile phones

with photo function, K Company considered to develop non-spherical mode glass lens. The

main reason for entering lens business is that this product requires 20% of optical knowledge

and 80% of mechanical capabilities, which is highly related to K Company’s core competence,

mechanical capabilities. In 2005, they invested 500 million NT Dollars, including 300 million

NT Dollars of equipments, to establish a new factory near the Hsinchu Science Based

Industrial Park in Northern Taiwan and 13 researchers from the K Company. Moreover, the K

Company also invited a Japanese technical consultant team to help them developing the skills

on pressing and processing glass lens. There are two major stages to shape glass lenses. The
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first stage is to transform the glass rod into the glass ball by using the fine precision molding

tools while the second stage is the shaping process by using the grinding wheel and other

materials. K Company has better skills and knowledge to produce the fine precision molding

tools. However, K Company is unfamiliar with the optical knowledge and its industrial

network. Since the non-spherical mold glass lens is mainly used in the camera and mobile

phone, it needs to be designed in some components with the close relationship with clients.

The marketing knowledge and sale forces from other K Company’s businesses can hardly

help the optical business unit due to different targeting customers. Furthermore, in order to

solve the problem in washing process, the K Company’s reclaimed wafer business unit sent

their technicians or engineers to the optical business unit frequently but still could not help

much as expected. This is because the non-spherical mold glass lens requires more

complicated and precise washing procedure. More importantly, the existing grinding and

cutting capabilities of K Company were found difficult to improve the yield rate of the

non-spherical mold glass lens.

As regard to the value-added activities of the optical business, the main raw material is

glass rods and the purpose of the R&D activity is reducing the defect rate. The main

production activities are transforming glass rods into glass balls and shaping non-spherical

mold glass lenses. As for distribution channel, since glass lenses must be embedded in camera

lens as well as integrated with software system, it must be certified by camera lens companies
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and software companies. Therefore, the main strategy of the optical business unit is to acquire

certifications from the system companies whereas developing own brand is less important in

the non-spherical mold glass lens. Figure 2 shows the main value-added activities of the K

Company's optical business.

DISCUSSIONS

Based on the above discussions, we found that the diamond disk business has high

similarity in both core capabilities and value-added activities with the grinding wheel business.

Both business units are dependent on "material science technology capability” and "grinding

and cutting capability”. Moreover, the similarity of value-added activities between the two

business units is also high due to higher number of similar activities as shown in Figure 2.

Figure 3 shows the positioning of the K Company's grinding wheel business and diamond

disk business on the capability/value-added-activity matrix. Since two business units have

higher similarity in core capabilities and value-added activities, then the diamond disk

business and the grinding wheel business in K Company are defined as highly related

diversified businesses in our framework.

Insert Figure 3 about here

Similarly, we would like to examine the similarity of both capabilities and value-added
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activities between grinding wheel business and wafer business. As for the capabilities, both

two business units require similar capabilities in grinding and cutting techniques. However,

wafer business need additional knowledge as regard to satisfy the semiconductor production.

This implies that the similarity of capabilities between these two businesses is medium to high.

As for value-added activities, both businesses are different (as shown in Figure 2). For

instance, as for the raw material procurement, the suppliers of the reclaimed wafer business

are semiconductor companies, which are different from the suppliers of the grinding wheel

business. Particularly in the production activity, reclaimed wafer production should be carried

out in the clean room while grinding wheel production dose not. Finally, brand is more

important for grinding wheel products than reclaimed wafer products. In short, the similarity

of value-added activities between grinding wheel business and wafer business is medium to

low. Therefore, we conclude that the similarity of capabilities between grinding wheel

business and wafer business are relatively high but the similarity of value-added activities is

relatively low. Figure 3 provides the positioning analysis based on our matrix framework.

Since two businesses have relatively high similarity in the capabilities but relatively low

similarity in the value-added activities, K Company's wafer business is defined as

capability-related diversified business.

Finally, the critical capabilities for the non-spherical mold glass lens are mechanical

capabilities and optical knowledge. Although K Company can apply its mechanical
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capabilities to cut and grind glass rod into glass ball, but such techniques can not be fully

integrated. Moreover, K Company needs to acquire optical knowledge externally, such as

controlling the thickness of the glass lens and capturing the right angle of image, and also to

produce high-quality glass lens at minimal costs. This implies the similarity of capabilities

between the optical business and the grinding wheel business is relatively low. As for

value-added activities, both businesses are quite different (as shown in Figure 2). For instance,

the raw material suppliers of grinding wheel business are different from the suppliers of

optical business. The production process of optical business is also different comparing to

grinding wheel business since it requires more optical knowledge and technical skills.

Furthermore, the glass lenses are components of the end-products, so its distribution is

different from grinding wheel business and branding activities is less important. Thus, the

value-added activity similarity between the grinding wheel business and the optical business

is also relatively low. Figure 3 provides the positioning of K Company's optical business

against grinding wheel business. Since the lower similarity in both capabilities and

value-added activities between two businesses, the optical business is defined as non-related

diversification compared to the grinding wheel business.

Based on the above analysis on our framework, the capabilities/value-added activities

diversified strategy matrix, we found three diversified strategy adopted by K Company: the

highly related diversification strategy for the diamond disk business, the capability-related
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diversification strategy for the reclaimed wafer business, and finally the non-related

diversification strategy for the optical business.

CONCLUSION

From our case analysis, the determinants of K Company’s diversification strategy to

diamond disk business, reclaimed wafer business, and optical business is whether they have

relatively similar capabilities and knowledge. Unlike considering diversification from

products, markets, or, industries suggested by the previous studies (Rumelt, 1974; Berry, 1975;

Jacquemin and Berry, 1979; Christensen and Montgomery, 1981; Palepu, 1985), K company’s

diversification depends on their capabilities. In addition to capabilities, the similarity of

value-added activities also determines a firm’s diversification strategy. The higher similarity

of two businesses’ value-added activities can create higher synergy for each value-added

activity. Hence, we can derive the following propositions from our case analysis:

Proposition 1: Higher capability similarity leads to higher synergy between

diversified businesses.

Proposition 2: Higher value-added activity similarity leads to higher synergy

between diversified businesses.

Proposition 3: Firms are more likely to diversify to these businesses with higher

capability similarity than to businesses with higher value-added

activity similarity.
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The main contribution of this study is to provide a conceptual framework of

capability/value activity diversified strategic matrix to analyze the firm diversification

strategy. Four types of diversification strategies can be developed, including the highly related

diversification, capability-related diversification, value-activity-related diversification, and

non-related diversification. While using the traditional diversification classification based on

products or industries, the relationship of K Company’s grinding wheels and diamond disk,

reclaimed wafer, or optical glass lens is low related diversification or non-related

diversification. It is difficult to figure out the true relationship between these businesses.

However, our case explain why K Company diversifies to diamond disk business and wafer

business, which can not be explained by the traditional product/industry classification. By

introducing the two constructs, capability similarity and value-added activity similarity, a

firm’s diversification strategy can be interpreted more appropriately. Furthermore, by using

these two constructs, we can explore how the synergy can be created via existing capabilities

and value-added activities between businesses. For instance, K Company uses its capability

on material technology as well as cutting and grinding technology, which are accumulated via

traditional grinding wheel business, to produce the diamond disks, reclaimed wafers, or

optical non-spherical mold glass lens. Our framework can shed the insight for reasons of firm

diversification, which is unable to be explained by the traditional diversification classification.

Moreover, the implication for management from our research is that a firm should consider
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starting its diversification via highly related diversification strategy, which starts with the

business in the highly capability similarity and highly value-added activity similarity from the

existing business.

Nevertheless, our study also suffers some limitations. First, due to the case study method,

the measurement of two constructs, the capability similarity and value-added activity

similarity, is based on the informants’ opinions, which may be subjective. Therefore, future

studies are suggested to use objective indicators to measure these two constructs. Second, the

case of K Company only explains three types of diversification strategy in our framework. No

case for the value-added-activity-related diversification strategy was observed in this research.

Future research is encouraged to identify and to examine this type of diversification.
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TABLES

Table 1 Summary of Interviews

Title or position Total Time / hours
1. CEO 3
2. General Manager of grinding wheel business unit 4
3. General Manager of diamond business unit (DBU) 6
4.  General Manager of wafer business unit (WBU) 4
5. General Manager of optical business unit (OBU) 6
6.  Assistant from Buying Department 3
7. Factory director from grinding wheel business unit 3
8.  Associate executive from DBU 4
9.  Factory director from DBU 4
10.  Factory director from OBU 4

FIGURES

Value Activity Similarity
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Non-Related Diversified Value-Related Diversified

Low Business Business
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High Diversified Business Business

Figure 1 Capability/Value Activity Diversification Matrix
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Value-Added Activities
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Figure 2 K Company's Value-Added Activities
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