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ABSTRACT 
 

 Research exploring the relationship between the diversification strategy of a firm and 

its performance has long and rich history.  However, authors of these studies have arrived at 

different conclusions offering divergent insights regarding the effect diversification has on 

performance.  Rumelt (1974) is among the first to suggest a positive relationship for firms 

engaging in related diversification, but a negative relationship for unrelated diversification.  

Conversely, Lang and Stultz (1994) conclude that diversification of any type is value 

destroying for an organization relative to similar firms pursuing a focused strategy.  Still 

others (e.g. Villalonga, 2004) suggest that research has not examined the correct outcomes of 

a diversification strategy which has led to misunderstood results. 

 The purpose of this thesis is to suggest that a variable, absorptive capacity, has been 

overlooked in this discussion.  Specifically, this research posits that absorptive capacity 

positively moderates the diversification performance relationship.  In addition, an argument 

is made that firms with high levels of absorptive capacity are better prepared to pursue an 

unrelated diversification strategy successfully than those firms with lower levels of 

absorptive capacity.  This hypothesis attempts to explain why firms continue to successfully 

engage in unrelated diversification strategies (such as General Electric and Walt Disney 

Corp.) despite rather consistent evidence which suggests that these strategies are inferior to 

those of related diversification. 

 The analysis considers over 1,400 manufacturing firms from 2000 through 2005 and 

relies on three different proxies for a firm’s absorptive capacity:  R&D intensity, experience 

and manager efficiency.  The results suggest that absorptive capacity is indeed an important 

variable within the diversification-performance relationship particularly with respect to 
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changes in a firm’s long-term performance.  However, these findings are sensitive to model 

specification.  Absorptive capacity is found to have a negative moderating impact with 

respect to a firm’s diversification-performance relationship using variables which consider 

short-term performance.   

 In addition, this research highlights potential problems concerning the empirical 

evaluation of a firm’s absorptive capacity specifically with respect to the proxies currently 

found in the literature.  Suggestions to revise and refine the absorptive capacity proxy are 

provided in an effort to overcome the problems associated with those such as R&D intensity. 

 The thesis concludes by offering suggestions for future research both with respect to 

the role of absorptive capacity in a firm’s diversification strategy as well as the potential 

contribution of absorptive capacity in the more general context of the study of organizations. 


