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A New Perspective to Understand Firm’s

Diversification: The Effect of Controlling Shareholder
LI Guang-zi

( Institute of Finance & Banking/National Institution for Finance & Development CASS Beijing 100028 China)
Abstract: Diversification is a business strategy widely adopted by listed firms. Meanwhile many listed firms in China belong
to specific conglomerates which usually invest in many firms and operate in many industries. In other words the controlling
shareholders of many listed firms also adopt diversification strategy themselves. A natural question is what is the relationship
between a list firms diversification and its controlling shareholder’s diversification?

Diversification is an important topic in financial research. Existing researches show that the incentives for firms to
adopt diversification strategy mainly include diversifying risks establishing internal capital market achieving scope
economy gaining market power etc. We can see that existing researches mainly investigate the incentives of diversification
from the internal perspective of firms. Are there any external factors that will affect firm’s diversification strategy? In
addition a lot of researches show that controlling shareholder has an important influence on firm’s operation. The equity of a
listed firm held by the controlling shareholder is a part of its total investment. Then will the controlling shareholder take a
listed firm's diversification strategy as a part of its overall diversification strategy? If so a listed firm’s diversification strategy
will be affected by the diversification strategy of its controlling shareholder. For this reason when we study the related topics
of diversification we will result in a serious misunderstanding if we dont consider the effect of controlling shareholder’s
diversification.

Based on a manually collected dataset of 639 listed firms in China from 2002 to 2013 this paper investigates for the
first time the relationship between controlling shareholders diversification and listed firms diversification and its
determinants. Major findings include: firstly there is a substitution relationship between controlling shareholder’s
diversification and listed firm's diversification indicating that controlling shareholder takes listed firms diversification as a
part of its overall diversification strategy; secondly those factors that help to alleviate the intervention of controlling
shareholder in listed firms will weaken the above substitution relationship. Specifically when the equity of a listed firm held
by controlling shareholder occupies a higher percentage in its total assets or the share held by other major shareholders is
higher or the degree of marketization of the region where the listed firm is located is higher the substitution relationship
between controlling shareholders diversification and listed firm's diversification is weaker.

Our paper makes important contributions to the literature in the following two aspects. Firstly this paper investigates for
the first time the incentive for firm’s diversification from the perspective of controlling shareholder which provides a new
perspective for understanding firm’s diversification. Our evidence verifies the substitution relationship between controlling
shareholder’s diversification and listed firm’s diversification which enriches the literature on the incentive for firms
diversification and has innovational theoretical significance. Secondly this paper enriches the research on the relationship
between firms and their controlling shareholders. Existing researches show that controlling shareholder has an important
influence on firm's behaviors. The influence of controlling shareholder on a firm can be divided into two categories: tunneling
or propping. The means used for tunneling include capital occupying cash dividends unfair related party transactions or
loans merges & acquisitions etc. This research shows that in addition to above-mentioned means the controlling
shareholder can tunnel the interest of a listed firm through risk sharing. In other words the controlling shareholder tends to
take a listed firm’s diversification strategy as a part of its overall diversification strategy and intervenes in the listed firm’s
decision-making of diversification which may help the controlling shareholder diversify risks at the cost of the listed firm.
Key Words: diversification; controlling shareholder; performance
JEL Classification: G31 G32 G34
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