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ABSTRACT 
This thesis takes on an investigation of the European electricity industry with focus on 
the electricity distribution companies. Included is an extensive outlay of the structural 
drivers and changes affecting the industry, dating back to the beginning of 1990s, all the 
way to year 2004. The aim of the thesis is to in depth, explore diversification as 
undertaken by companies within the industry in terms of: rationales for diversification, 
how diversification is carried out, and how the outcome of the diversification can be 
described.  
 
The dramatic change of the European electricity and heat industry, brought about by 
advances in technology and deregulation as well as large social and economic 
restructuring, expands and opens up the market for competition. This signals a big 
change in the environmental conditions and the mergence of new rules and priorities for 
becoming and staying successful. It marks the end of a previously successful mindset 
and of strategies that are no longer effective.  
 
The changing landscape of the European electricity industry has in the eyes of the 
largest companies, meant that they have had to grow and restructure their product offers 
to defend or better their respective positions. It is found that this is mostly done by 
acquiring other companies.   
 
Directly, the recent changes have incurred heavier financial restraints on the companies 
within the industry. Indirectly, this increases the pressure on the generation, 
transmission and distribution, and sales companies of the unbundled companies to 
generate more revenues. When it comes to the distribution companies, the prices or net 
tariffs are set in collaboration with the authorities, whereby the risk of overcharging the 
customers is minimized. But, this means that the revenue side is also more or less fixed 
and in order to deliver more profits to the parent company the most obvious solution is 
to cut costs and to rationalize. Facing these operational conditions it is shown that the 
transmission and distribution companies focuses inwardly at their resources and the 
utilization of the same and become more concerned with just daily survival.  
 
Increased resource utilization is the most important rationale for diversification both 
within the strategic as well as the operational perspective. The focus on rationalization 
impedes the ability to venture into other lucrative business areas. Hence, possible 
diversifications are based on already existing skills, competences, equipment, 
technologies, operations, and the amount of available human capital.  
 
In general, the findings of this study give support to the resource-based view of the 
company. The focus on existing resources and the search for efficient deployment of 
these may be explained in several ways. One possible explanation is that when industry 
structure is under reconstruction, it is hard to assess attractiveness and thus hard to 
determine which businesses that are attractive. Finally, it was found that all the 
diversifications studied had been rather successful as measured by various measures.  
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SAMMANFATTNING 
I det här examensarbetet studeras den europeiska elbranschen med fokus på 
eldistributionsbolagen. Inkluderat är en extensiv redogörelse för de strukturella krafter 
och förändringar som sedan början av 1990-talet fram till 2004 påverkat och påverkar 
denna industri. Syftet med uppsatsen är att på djupet utforska diversifieringar 
genomförda av företag inom elbranschen i termer av: drivkrafter för diversifiering, hur 
diversifiering kan utföras samt hur utfallet av tidigare diversifieringar kan betecknas.  
 
Den dramatiska förändringen av den europeiska el- och värmebranschen, frammanad av 
teknologiska framsteg och avregleringar såväl som omfattande social och ekonomisk 
omstrukturering, utökar och öppnar upp elmarknaden för konkurrens. Det signalerar 
fundamentala förändring av affärsklimatet i branschen som kräver nya dogmer och 
prioriteringar för att nå framgång eller fortsätta vara framgångsrik. Denna förändring 
markerar slutet på ett strategiparadigm som tidigare varit framgångsrikt men ej längre är 
verksamt.  
 
Det förändrade landskapet inom den europeiska elbranschen har med de stora bolagens 
ögon sett inneburit att de har tvingats växa och kompletterra produkt- och tjänstepaletten 
för att försvara eller förbättra sina respektive positioner. Företagsförvärv befanns genom 
undersökningen vara det mest tillämpade tillvägagångssättet för denna tillväxt. 
 
Direkt har dessa förändringar pådyvlat företagen inom elbranschen striktare finansiella 
parametrar. Indirekt, medför detta ökade tryck på, de genom senare års regelverk 
uppdelade, bolagen inom produktion, transmission och distribution av el att generera 
högre intäkter. Vad gäller distributionsbolagen så sätts deras priser eller nättariffer i 
samverkan och enlighet med ansvarig myndighet, varigenom risken för oskälig 
fakturering av kunderna minimeras. Detta betyder att intäktssidan är mer eller mindre 
fix och för att leverera högre vinster till moderbolagen är kostnadsbesparingar och 
rationaliseringar de mest uppenbara lösningarna. För att möta dessa operativa villkor 
visar det sig att transmissions- och distributionsbolagen fokuserar inåt på sina resurser 
och användningen av dessa samt blir alltmer upptagna med att klara den dagliga 
överlevnaden.  
 
Undersökningen visar att ökad samt effektivare resursanvändning är den viktigaste 
drivkraften för diversifiering. Detta gäller för såväl strategisk som operativ nivå inom 
det studerade företagen. Men fokuseringen på rationalisering hämmar förmågan att ge 
sig i in i andra lukrativa affärsområden. Detta medför att de diversifieringar som är 
möjliga är baserade på redan befintlig kunskap, kompetens, teknologi, operationer samt 
mängd tillgängligt humankapital.  
 
Generellt stöder undersökningens resultat det resursbaserade synsättet på företag. 
Fokuseringen på nuvarande resurser och sökandet efter en effektiv användning av dessa 
kan förklaras på olika sätt. En möjlig förklaring kan vara att när industrin genomlever en 
omdaning av den underliggande strukturen kan det vara svårt att uppskatta 
attraktiviteten av olika branscher. Detta gör det svårt att avgöra vilka branscher som är 
attraktiva att engagera sig i. Slutligen befanns alla de studerade diversifieringar vara mer 
eller mindre framgångsrika sett till olika mätmetoder.   
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1 INTRODUCTION 
Companies are operating under a wide set of conditions, ranging from market specific 
circumstances to general legal constraints. When that setting is subject to change new 
strategies may be needed to remain competitive. Historically, focusing on the core 
competence of the firm and diversification have been two contrary trends within 
corporate strategy. Is diversification the way to go in the dramatically changing energy 
sector? If yes, how should diversification be pursued?  

1.1 Background 
A common opinion among business people and academics is that markets and industries 
are becoming increasingly dynamic and competitive, sometimes denoted as 
hypercompetition (e.g. Alavi, Yoo & Vogel, 1997; Hamel, 2000; Harvey, Novicevic & 
Kiessling, 2001; Thomas, 1996; Sharma, 2001). They are not uncontradicted, Porter 
(1996) argues that in many industries, hypercompetition isn’t the inevitable outcome of 
a changing paradigm of competition, but a self-imposed consequence of the inability to 
differentiate. He concludes that companies have been improving the operational 
effectiveness by focusing on a number of management tools and techniques (e.g. total 
quality management, benchmarking, time-based competition, outsourcing, and 
partnering) instead of developing sources of differentiation. By citing researchers from 
the 1930s, 1950s and the 1970s, each claiming that they are living in an era of 
accelerating change and increasing competition, McNamara, Vaaler and Devers (2003) 
propose that hypercompetition isn’t a new phenomenon. Although their research shows 
that the competition was as fierce in the 1970s as it was during the 1990s, they admit 
that the intensity of competition may vary in a cyclic manner. D’aveni (1994) describes 
hypercompetition as when assumptions of market stability are replaced by notions of 
inherent instability and change.  
 
According to Harvey and Novicevic (2002) hypercompetition is characterized by: (1) 
that relative competitive advantages are time sensitive, and therefore erode quickly, 
requiring that core competencies of global organizations must be rejuvenated constantly; 
(2) that strategies must be formulated continuously to seize competitive initiative since 
they only result in temporary market advantages; (3) that there needs to be a 
modification in the conventional wisdom concerning timeframes with attention being 
given to shorter and shorter life-cycles (i.e. product, technology, organizational, etc); (4) 
that the dynamics of industries and competition are forever increasing or quickening, 
necessitating management to address constant change and time as the common bases of 
global competition; and (5) that the redefinition of industry boundaries, due to 
deregulation and the intrusion of non-traditional competitors entering the industry, will 
continue to occur.  
 
The global marketplace is constantly changing and the level of uncertainty is increasing 
(Harvey & Novicevic, 2002). Extensive macro level changes are redefining the structure 
and dynamics of industries. Doyle (2002) refers to them as strategic windows, infliction 
points or paradigm shifts. The most influential drivers are macro-economic factors (e.g. 
productivity differentials among countries, fluctuations in exchange rates), political 
factors (e.g. regional integration, deregulation), technological factors (e.g. declining 
transportation costs, PCs) and organizational factors (e.g. shift from economies of scale 
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to economies of scope, shift from management of tangible to intangible assets) 
(Dervitsiotis, 2003; Doyle, 2002; Harvey & Novicevic, 2002; Kedia & Mukherji, 1999; 
Paul, 2000).  
 
Potts (2000) explains that, based primarily on macro-economic and political 
foundations, the development of a single European market aims to reduce prises and 
increase outputs and hence benefit the European consumers. Depending on industry 
structures and rationales, different company sizes are most advantageous in order to 
utilize a product’s, market’s, or technology’s full potential. He clarifies that large-scale 
industries often need markets larger than most national to function efficiently. 
Economies of scale arise from the fact that an increase in output does not give rise to a 
proportional increase in cost (Husan, 1997). Thus, by providing companies sufficiently 
large markets, the single European market will enable companies to leverage on 
economies of scale (Potts, 2000).  
 
Nerlove (1963) and Christensen and Green (1976) report strong evidence of economies 
of scale in the electric utility industry. However, Christensen and Green (1976) predict 
decreasing economies of scale and get support by Rhine (2001) who found that 
economies of scale are still prevalent although not as evident as earlier. It is important to 
recognize that Rhine’s study was based on companies within nuclear and fossil fuel 
electricity production where an increase in output is dependent on an increase in input 
production factors. It is evident that hydropower electricity generation is significantly 
less dependent on an increase in costly input resources to increase output, implying 
enhanced conditions for economies of scale in production. When it comes to electricity 
grid operators, they face considerable fixed cost due to large infrastructure investments. 
Clearly, the marginal cost of supplying one more consumer is almost neglectable, 
implying potential economies of scale (Batzel, Iwen & Martínez, 2002). Husan (1997) 
argues that the relevance and existence of economies of scale often is underestimated. 
Considine (2000) states that substantial economies of scale are present in the electric 
power generation industry. PriceWaterhouseCoopers (2003a) conclude that like many 
other infrastructure-heavy and capital-intensive industries, the energy and electricity 
industries offer their members to capitalize on scale.  
 
The most critical prerequisite to make a common European market run smoothly is a 
homogenous legislation. The electricity markets in the 15 EU member states have 
historically been separated (European Commission, 1999) with almost exclusively state 
owned companies (Potts, 2000). In addition, the national markets have been 
monopolistic which, in accordance with conventional economic theory, has led to 
generally high prices (Potts, 2000). 
 
To harmonize and open up a common electricity market, the European energy market 
started to undergo a deregulation process in February 1999 (European Commission, 
1999). Deregulation isn’t unique to neither Europe nor the electricity industry, a wave of 
liberalization has been sweeping over the world during the 1980s and the 1990s, 
spanning over a wide range of industries and geographical regions (e.g. Isik & Kabir, 
2003; Jamasb & Pollitt, 2003; Jeon & Miller, 2003; Pinho, 1996; Toyama, 1998; Saez & 
Yang, 2001). The financial and banking sector and the airline industry are examples of 
industries where extensive deregulations have been implemented on an international 
basis. During the 1990s, the politicians both in Europe and North America directed their 
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attention toward the public utility sector and more specifically towards the energy 
sector. 
 
By forming a common energy market the European Commission aims to improve the 
efficiency of the electricity production and thereby benefit electricity consumers 
(European Commission, 1999). Jamasb and Pollitt (2003) describe the central aims of 
the electricity sector reform as to introduce market-oriented measures into electricity 
generation and supply, and to improve the efficiency of the natural monopoly activities 
of distribution and transmission through regulatory reforms. Senior executives in major 
utilities across Europe rate increasing legislation and obligation to be the most 
influential feature affecting the power market between 2003 and 2008 
(PriceWaterhouseCoopers, 2003a). The competitive forces released by the deregulation 
are thought to result in lower prices since the environment will encourage companies to 
innovate in order to be competitive (European Commission, 1999). 
 
Naturally, the deregulation of the European electricity market means fundamental 
changes for its actors. An international competitive arena where old strategies become 
obsolete replaces the prevailing relatively stable market environment. The electricity 
market has traditionally have characteristics that did not give the organizations much 
room to maneuver; it was saturated and had low, or even negative growth, the product 
was not easy to differentiate, the product was low cost and low profit, for most 
customers electricity was a grudge purchase, and segmentation opportunities had been 
largely exploited (Thurlby, 1998). Newbery (2002) argues that as electricity companies 
are being privatized, their missions are changing from being primarily beneficial to 
society to generate satisfying levels of return on capital. He thus explains that risk 
management has hit the agenda. Also Levitan and Mendelsohn (2001) establish risk 
management as fundamental to electricity companies. Thurlby (1998) emphasizes, along 
former continuity of supply, shareholder value and customer service as two new 
business drivers after privatization.  
 
As customers to the international capital market, electricity companies have to lower 
their risk to get lower interest rates and hence lower cost of capital. Energy companies 
perform risk management in a several different ways, horizontal and vertical integration 
(PriceWaterhouseCoopers, 2003), trading, including spot market and speculators 
without asset backup (Levitan & Mendelsohn, 2001), and diversification.  
 
When the energy markets were separated and national, each market had to endow 
overcapacity to handle demand volatilities, especially demand peaks. Moorhouse (1995) 
asserts that the costs of being able to meet peak-load demand are far greater than peak-
load revenues. He explains how competition in generation and international 
interconnected electricity supply grids increase load diversity and thus reduce the 
required inventory of standby capacity necessary to meet peak loads. Hence, as a 
consequence of the recently deregulated European electricity market, the power 
generation industry suffers from significant overcapacity. However, as Levitan and 
Mendelsohn (2001) point out, the thinner the operating reserves, the greater the implied 
volatility thus leading to higher market clearing prices. Being a capital-intensive 
industry, surplus capacity implies large amounts of capital locked up in excessive 
utilities. Both Considine (2000) and Rhine (2001) report high levels of 
overcapitalization within the electricity industry. Similarly, as Considine (2000) 
concludes, there are substantial cost incentives for mergers in the electric generation 
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industry since larger company entities are able to possess a more diversified, and thus 
less vulnerable, portfolio of power generation utilities. This will mitigate company risk. 
The European utilities managers surveyed by PriceWaterhouseCoopers (2003) rank the 
creation of an inherent hedge in the form of a portfolio of businesses as one of the most 
significant drivers for their merger and acquisition activity, that is, diversification is on 
the agenda. As a result, Considine (2000) expects consolidation in the industry, 
implying a future structure of this industry involving substantially fewer firms. Thurlby 
(1998) reports far-reaching changes as the UK electricity supply market was privatized 
in the late 1980s, resulting in numerous mergers and acquisitions. The same pattern 
became obvious after the EU market liberalization, since 1998, the number of mergers 
and acquisitions have dramatically increased (Abate, Codognet, Clachant & Lévênque, 
2001; PriceWaterhouseCoopers, 2003b; Turmes, 2002).  
 
Researchers and industry practioners agree on the ongoing convergence in the energy 
sector. The oil industry, electricity industry, gas industry, and public utilities are 
converging toward an integrated energy industry. To benefit from scale, the players are 
active on the merger and acquisition scene to grow. For most companies this means a 
development towards a more diversified portfolio of businesses.  
 
Even though rational arguments for company diversification have been presented, you 
cannot ignore less well-founded arguments like personal motives and the issue of 
fashion. Historically, during some eras it has been trendy among managers to diversify 
just to be superseded by strong focus on the core business of the firm. This is derived 
from an industry wide cognitive homogeneity (Daniels, Johnson & de Chernatory, 
2002). The psychological aspects of business management cannot be disregarded. 
 
Ansoff (1965) states that one reason why firms diversify is when their objectives can no 
longer be met within the scope of the present business portfolio. As described above, the 
underlying drivers for company diversification within the European electricity industry 
are numerous. Within the turbulent business environment, issues like the level of 
relatedness and to which markets to diversify become apparent.  

1.2 Discussion 
The rationales for diversification are important to document relatively detailed since by 
looking directly at the motives rather than at the outcomes (and then derive plausible 
argument as to why this strategy was chosen), better insights into the diversification 
issue is developed. Furthermore, a discussion on the rationales of diversification should 
comprise the concept of synergy. This is useful because is at the heart of strategy in 
general, and often mentioned as a major reason to diversify.  
 
The question why companies engage in diversification has been addressed from a wide 
range of perspectives and subject areas. According to Hoskisson and Hitt (1990), the 
incentives come from the external environment as well as from within the company. 
They give examples of motives originating in the strategic management field and 
reasons derived from financial conditions. The literature does not offer an unambiguous 
taxonomy of drivers for diversification supported by the majority of researchers. 
However, some consensus exists on conditions where diversification is inappropriate. 
As Hoskisson and Hitt (1990) suggest, diversification cannot be expected to occur in 
markets with perfect competition. Perfectly competitive markets are distinguished by 
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free flow of information and managers being able to take advantage of this information, 
homogenous products, and no price setters or takers. Under such circumstances a 
competitive equilibrium would exist where all resources are perfectly imitable. 
Therefore no just cause for diversification exists (Hill, 1994; Hoskisson & Hitt, 1990). 
Furthermore, there would be no uncertainty about future cash flows because no 
asymmetric information exists between companies (Hoskisson & Hitt, 1990). Hence, no 
incentives for diversification exist.  
 
But, briefly studying reality suggests that diversification is highly present. Thus, as Amit 
and Livnat (1989) conclude, existence of diversification stems from markets being 
imperfect. These imperfections may occur in real (product or factor) markets or in 
financial markets. Imperfections in real markets are traditionally associated with 
diversification into related businesses, whereas financial market imperfections are 
associated with diversification into unrelated businesses. In their research, Hoskisson 
and Hitt (1990) study three types of market imperfections and their relationship to 
diversification: resource heterogeneity, external and internal incentives for 
diversification, and managerial motives for diversification. Montgomery (1994) claim, 
with the same aim as Hoskisson and Hitt but with other words, that three perspectives 
synthesize the major arguments for why companies diversify: the market-power view, 
the resource view, and the agency view.  
 
As the pioneer of the market-power view, Porter (1980) views the essence of strategy 
formulation as relating a company to its environment. He defines five industry-level 
forces that determine the inherent profit potential of an industry: entry barriers, threat of 
substitution, bargaining power of buyers, bargaining power of suppliers and rivalry 
among industry incumbents. By manipulating one or several of these forces, companies 
can earn above average industry profit. Differences among companies relate primarily to 
scale rather than company specific assets. (Porter, 1980)  
 
Seth (1990) defines market power as “the ability of a market participant or group of 
participants to control price, the quantity or the nature of the products sold, thereby 
generating extra-normal profits” (Seth, 1990: 101). Through the market power view 
lens, diversification can be seen as one attempt to create market power and to limit the 
intensity of competition. Those advantages arise because the ability to exercise 
conglomerate power. When the external environment is subject to fundamental change, 
the industry structure is redefined (Parker, 2001). This means that the prior market 
position no longer may be sufficient to yield competitive advantage. Hence, the five 
forces again have to be manipulated in order to retain an attractive market position.  
 
Bruche (2000) summarizes the large diversified company’s advantages over the 
specialized company:  

 
 Diversified companies may use size and diversity to drive out more specialized 

competitors from particular product markets through cross-subsidization and 
predatory pricing (Grant 1998). Moreover, the company that has developed a 
reputation for toughness through carrying out predatory acts once may deter the 
entry of other competitors to the particular product market.  

 Large diversified companies may have more options for action and thus more 
power vis-à-vis societal stakeholder groups. 
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 Reciprocal buying arrangements may allow a diversified company to use its 
buying power across its many businesses to give preference to suppliers, who 
become loyal customers for another of the company's businesses (Grant 1998).  

 The provision of complementary products by a diversified company may not 
only differentiate it in the sense of meeting customer preferences, but also give it 
a position of power due to significant switching cost for the customers who have 
become dependent on the “total solution” provided.  

 Multimarket companies have, due to their multiple response and sanctioning 
options, a tendency to refrain from aggressive action as 'focal points' or natural 
equilibrium points for competition may be more prevalent. The generally more 
collusive behavior among diversified multimarket competitors can thus improve 
profitability for diversified companies. 

The resource-based view of the company focuses on companies’ internal resources and 
capabilities to determine company profitability (Makhija, 2003). Teece, Pisano and 
Shuen (1997) describe companies from a resource-based perspective and explain that 
companies possess heterogeneous sets of sticky resources, capabilities, and 
endowments. They interpret the stickiness as at least in the short run, companies are to 
some degree stuck with what they have and may have to live with what they lack. Since 
organizations are not able to easily develop new competencies (Dierickx & Cool, 1989) 
and due to the fact that some assets are simply not readily tradable, for example tacit 
know-how (Teece, 1980) and reputation (Dierickx & Cool, 1989), companies cannot 
obtain the same resources as their competitors straightforwardly. Even if an asset could 
be purchased, Barney (1986) means that unless a company is lucky, possesses superior 
information, or both, the price it pays in a competitive factor market will fully capitalize 
the rents from the asset. The resource-based perspective focuses on strategies for 
exploiting existing company-specific assets (Teece, Pisano & Shuen, 1997).  
 
The resource-based view proposes different arguments to diversify than the market 
power view. Diversification is a way to capture rents on scarce resources and company-
specific assets, whose services are difficult to sell in intermediate markets (Penrose, 
1959; Teece, 1980; Wernerfelt, 1984). Empirical work on the relationship between 
performance and diversification by Wernerfelt and Montgomery (1988) provides 
evidence for this proposition.  
 
According to Montgomery (1994) a company has an incentive to expand as long as 
expansion provides a way of more profitable employment of its underused resources. 
Fahy (2000) explains how a company can achieve competitive advantages by deploying 
its resources in its product markets more effectively than the rest of the industry 
incumbents. This makes identifying, developing, and deploying the company’s key 
resources the critical management task.  
 
Motives for diversification stemming from imperfect financial markets as described by 
Amit and Livnat (1989) are usually used to explain diversification into unfamiliar areas. 
The idea is to avoid the transaction costs associated with external market arrangements 
(Hill, 1994). According to Matsusaka and Nanda (2002) is this possible to the 
diversified company their internal capital market allows more efficient resource 
allocation than external markets. Still, the authors warn that managers may make 
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investment options to enhance value of their company instead of focus on shareholders’ 
interest.  
 
Given the straightforward economic motives to diversify and the number of 
unsuccessful diversification attempts, on gets interested in other than value-maximizing 
theories of diversification. Makadok (2003) identifies the existence of agency problems. 
Agency theory is concerned with the relationship between a principal and an agent. In 
our setting, the shareholders of the company are considered to be the principals, while 
managers are seen as the agents. The underlying idée is that there is a divergence 
between the interests of the shareholders and the managers. Montgomery (1994) 
suggests that agency theory can explain overdiversification as an outcome when 
managers satisfy personal interests. Jensen’s (1986) free cash-flow theory builds upon 
the assumption that managers pursue their own goals. Instead of focusing on shareholder 
value, managers may prioritize company size, company risk, managers’ compensation, 
power, prestige, difference in risk aversion between shareholders and managers, and 
managerial entrenchment, which is to be understood as managers directing company 
diversification in a way that increases the company’s demand for their particular skills 
(Hawanini & Swary, 1990; Montgomery, 1994; Schleifer & Vishny, 1989). 
 
Historically, the popularity of diversification among business people has been cyclic. 
During some eras diversification dominates focus on the company’s core business. In 
times when it is trendy to diversify, it may be hard for managers to resist and act 
differently. Being different may result in suspiciousness among the company’s 
stakeholders. By diverging from current industry praxis, relationships with owners, 
financers, suppliers, and customers may become restrained. 
 
In the literature, diversification has been conceptualized and measured in three different, 
but related, ways, namely, the degree of diversification, the type of diversification, and 
the mode of diversification (Datta, Rajagopalan & Rasheed, 1991).  
 
Montgomery and Wernerfelt (1988) argue that a company’s breadth of diversification is 
a function of its resource stock. Datta, Rajagopalan, and Rasheed (1991) describe a wide 
range of measures to interpret the degree or extent of diversification. Pitts and Hopkins 
(1982) operationalize the degree of diversification as a count of businesses or products. 
Earlier on, diversification measures using ratios of company’s primary activities to its 
total activities (Gort, 1962; Rhoades, 1974). According to Datta, Rajagopalan and 
Rasheed, (1991), the count measure has been used extensively by researchers. 
 
The strategy literature is unanimous that there is an optimum of company diversification 
(Markides, 1993). At a certain level, diversification cannot continue without running 
into diseconomies, especially managerial diseconomies of scale. This could be related to 
transaction cost theory developed by Coase (1937) establishing the existence of an 
optimal company size. Palich, Cardinal and Miller (2000) found that moderate levels of 
diversification yield higher levels of performance than either limited or extensive 
diversification.  
 
Ansoff (1965) was among the first discussing diversification. Diversification was seen 
as away to achieve company growth, an issue addressed by researchers like Penrose 
(1959) and Chandler (1962). The four possible routes to company growth identified by 
Ansoff are summarized in Figure 1: 
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Figure 1. Growth vector components (Ansoff, 1965). 

 
Market penetration denotes a growth direction through the increase of market share for 
the present product markets. In market development new missions are sought for the 
company’s products. Product development creates new products to replace current ones. 
Finally, diversification is distinctive in the fact that both products and markets are new 
to the company. In the three first alternatives, the common thread is clearly indicated to 
refer either to marketing skills or product technology or both. In diversification, the 
common thread is less apparent and is certainly weaker. (Ansoff, 1965) 
 
Doyle (2002) argues that diversification is a multidimensional concept and identifies 
four different routes for diversification:  
 
 Forward integration: This involves moving “downstream” to acquire operations 

previously undertaken by third parties such as wholesalers or retailers. 

 Backward integration: Here the company moves “upstream” to take over 
functions previously done by suppliers. 

 Concentric diversification: Here the company looks for new products or new 
markets that have synergies with the existing products or markets. The new 
activities can then lead to lower costs or enhanced marketing effectiveness. 

 Conglomerate diversification: This occurs when the products or markets have no 
relationships with the current products, technology, or markets. This is likely to 
be the most risky form of diversification.  

Forward and backward integration deal both with vertical integration. Two businesses 
are considered vertically related if one can employ the other’s products or services as 
input for its own production (Fan & Lang, 2000). Vertical related businesses are 
potential objects of vertical integration. Businesses are considered complementary by 
Fan and Lang (2000) if they can procure input jointly or share marketing and 
distribution. Hence they could be used as means both for concentric diversification, 
which is concerned with diversification around the core business (Rijamampianina, 
Abratt & February, 2003), and for horizontal diversification. The concept of 
diversification and its proposed components are summarized in Figure 2 below. 
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Figure 2. Diversification choices and their relatedness to company’s existing businesses 
(Inspired by Ansoff, 1986; Chandler, 1962; Doyle, 2002) 

 
The second independent variable relatedness builds on the nature of relatedness among 
the various businesses in a company’s portfolio (Datta, Rajagopalan, and Rasheed 
(1991). Rumelt (1974) breaks down diversification to nine minor strategies with 
different degrees of relatedness, business unit sizes, and assorted relations among 
businesses.  
 
Relatedness has generally been analyzed on an operational level (Datta, Rajagopalan, 
and Rasheed (1991). However, Prahalad and Betis (1986) introduced the concept of 
dominant logic, which stresses that corporate corporate-level relatedness is a more 
important determinant of performance than operational relatedness. As Grant (1988) 
points out, corporate-level relatedness is hard to operationalize due to its cognitive 
nature, and, hence, operational relatedness is more valuable as measure.  
 
Most researchers have focused on the hypothesis that companies adopting a strategy of 
related diversification should outperform those using unrelated diversification (Amit & 
Livnat, 1989; Datta, Rajagopalan, and Rasheed, 1991). Rumelt (1974) founded this 
stream of research by assuming that, unlike unrelated diversification, related 
diversification allows the transferability of core skills. In addition, Salter and Weinhold 
(1979) and Teece (1980) found benefits stemming from the potential synergistic benefits 
including economies of scope and scale. However, as Jones and Hill (1988) point out, 
related diversifiers face increasing bureaucratic costs stemming from reciprocal sharing 
of resources and joint production. If related diversification is better, this is an argument 
for the importance of operational synergies (e.g. resource sharing, transfer of skills, and 
management synergies). If on the other hand, unrelated diversification is better, financial 
synergies are more important.  
 
Mode of diversification, the third variable, refers to the approach used by a company to 
diversify into different product markets (Datta, Rajagopalan & Rasheed (1991). The two 
alternative modes commonly discussed are internal development on the one extreme and 
mergers and acquisition on the other (Busija, O’Neill & Zeithaml, 1997; Chatterjee & 

EXISTIN G BUSIN ESS

BACKW ARD  INTEGRATIO N

Preceding  mem ber of value 
chain

FO RW ARD  INTEGRATIO N

Succeeding  mem berofvalue 
chain

RELATED

H O RIZO NTAL INTEGRATIO N

Similiar competing businesses

UNRELATED

CON GLOM ERATE

N ew custom ers

Unrelated technology

UNRELATED

CON GLOM ERATE

N ew custom ers

Unrelated technology

CONCEN TRIC

• M arketing related

• Technology related

• M arketing and
technology related

CONCEN TRIC

• M arketing related

• Technology related

• M arketing and
technology related

D IVERSIFICATIO N



 
CHAPTER 1 – INTRODUCTION 

 
 

 10 

Singh, 1999; Lamont & Anderson, 1985). Internal development exploits internal 
resources as a basis for establishing a business new to the company and involves issues 
related to the management of innovation (Datta, Rajagopalan & Rasheed (1991). At the 
other end of the continuum, Berger and Pitts (1979) describes diversification via 
acquisitions and mergers as to involve strategy assessments of target companies in terms 
of their strengths and weaknesses and their value to the acquiring company.  
 
Chatterjee and Singh (1999) mention licensing and joint ventures as alternative mixed 
strategies. Williamson (1985) argues that related diversification is best performed 
through internal development, since internal strengths then are leveraged and transaction 
costs are avoided. Companies engaged in unrelated diversification succeed best through 
acquisition, because acquisition offers a company the opportunity to purchase the skills 
necessary to compete in unrelated product areas (Dundas & Richardson, 1982). Even 
Porter (1987) supports diversification via mergers and acquisitions and it has definitely 
been the most popular alternative. However, later research disproves the proposed 
relationships between diversification strategy and entry mode (Busija, O’Neill & 
Zeithaml, 1997).  
 
Although corporations could pursue mixed diversification strategies by combining 
internal development and diversification via mergers and acquisitions, Pitts (1980) 
posits that successful companies do not mix strategies. Lamont and Anderson (1985) did 
not find statistically significant performance differences between companies pursuing 
mixed diversification strategies and those following a pure strategy.  
 
When discussing the possibility to diversify, some measure has to be used to determine 
whether the intended diversification is appropriate or not. Clearly, diversification will 
bring performance consequences. The relationship between diversification and 
performance has been researched extensively. By recapitulating this stream of research, 
Datta, Rajagopalan and Rasheed (1991) show that the results are pointing in several 
directions and no conclusive answers can be given. Palich, Cardinal and Miller (2000) 
accomplish the same conclusion a decade later. In their research, they found evidence 
for performance increases as companies shift from single-business strategies to related 
diversification, but performance decreases as companies change from related 
diversification to unrelated diversification.  
 
Diversification is a risky business that that may result in undesirable outcomes. 
According to Markides (1997) these include reduced organizational fit, inconsistencies, 
loss of focus, and ultimately lower profitability. Although diversification per se always 
is associated with a certain amount of risk, it is also a way to manage company risk 
through portfolio building (Aggarwal & Samwick, 2003). At the same time as the 
aggregated risk is lowered, substantial reduction in company value is common, that is 
decreased shareholder value (Mansi & Reeb, 2002). Bettis and Mahajan (1985) show 
that a trade-off exists between profitability and risk – companies that diversify into 
unrelated businesses usually had lower profits but also lower risk. However, Figenbaum 
and Thomas (1986) found negative correlation between profitability and risk in many 
industries. Their explanation is that if the company-specific risk reduction motive for 
diversification is valid, it may well be that some companies manage their operations in a 
way that achieves high profits at low or average risk, or are able to reduce their exposure 
to risk while maintaining average or above average profits. 
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Thus, in times of global trends toward deregulation, Miller (1994), Chandy (1995), and 
Parker (2001) stress the importance of need to study the intersection between 
deregulation, strategic choice and performance. Reger, Duhaime and Stimpert (1992) 
state that governmental regulation and deregulation are expected to affect strategic 
choices, which in turn are expected to affect performance as measured in financial terms 
and risks. The dynamic energy sector provides its incumbents with new strategic choices 
to gain competitive advantages and reassure their stakeholders. An industry wide 
response has been increased diversification. How diversification decisions are being 
implemented can be described along three dimensions: extent of diversification, type of 
diversification and relatedness to the company’s core business, and the mode of 
diversification. While the three are related, Datta, Rajagopalan and Rasheed (1991) ask 
for additional studies examining the interrelationship between the degree, type and mode 
of diversification and industry structure in determining performance. By examining the 
drivers for diversification in the energy industry, the realized diversification strategies, 
and outcomes this thesis aims to assess the consequences of diversification.  

1.3 Research Problem and Research Questions 
The aim of this thesis is to examine the possibility of diversification within a changing 
energy industry. The research questions to be answered are: 
 
 How can the rationales for diversification be described? 

 How can companies diversify? 

 How can the performance outcomes of diversification be described? 
 
In figure 3 below the research questions and their mutual relations are presented 
schematically. Furthermore, reminders of each question’s essence are provided. 
 

 

Figure 3. Schematic overview of the research questions.  
 

As noticed, this study will not discuss the implementation itself more than on a strategic 
level.  

RATIO N ALES FO R 
DIVERSIFICATIO N

M arket power

Resource utilization

Legal

Tansaction costs

Industry attractivness

Low perform ance

Risk m anagem ent

Portfolio m anagem ent

M anagerial m otives

O wnership

O rganizational rationality

H ow can the performance outcomes 
ofdiversificationbe described?

H ow can companiesdiversify? H ow can the rationales for 
diversification be described?

M O DE

DEGREE/EXTEN T

TYPE/DIRECTIO N PERFO RM AN CE 
O UTCO M E

RATIO N ALES FO R 
DIVERSIFICATIO N

M arket power

Resource utilization

Legal

Tansaction costs

Industry attractivness

Low perform ance

Risk m anagem ent

Portfolio m anagem ent

M anagerial m otives

O wnership

O rganizational rationality

H ow can the performance outcomes 
ofdiversificationbe described?

H ow can companiesdiversify? H ow can the rationales for 
diversification be described?

M O DE

DEGREE/EXTEN T

TYPE/DIRECTIO N PERFO RM AN CE 
O UTCO M E



 
CHAPTER 1 – INTRODUCTION 

 
 

 12 

1.4 The European electricity market 
The western society is in many perspectives based on secure and reliable supply of 
energy. As a net importer of energy, the European Union is dependent on external 
supply. This structural weakness will become worse if no measures are taken since if 
current development continues, the EU will import 70 percent, as opposed to the current 
50 percent, of the Unions energy requirements in year 2020 (European Commission, 
2000). The enlargement of the EU will augment this development (European 
Commission, 2000) and is therefore an important issue when discussing integration of 
new member states into the EU (Balmaceda, 2002).  
 
In order to decrease dependence, and thus reduce risk, the EU has as one cornerstone of 
the long-term strategy for energy supply security begun to liberalize the European 
energy market (European Commission, 2000). A common deregulated European market 
is intended to lead to a better use of energy resources. This is also of fundamental 
importance given the climate change commitments the EU entered into at Kyoto 
(European Commission, 1999).  
 
The European electricity market is deregulated since February 1999. Prior the market 
consisted of 15 separate, national markets, predominantly characterized by monopoly 
production. Some regions, notably Great Britain and Scandinavia, had at that time 
already undergone liberalization to some extent. (European Commission, 1999) As of 
April 2003, six out of fifteen member states have reached the Union’s target of a 
completely liberalized electricity market. All candidate countries prove to have low 
levels of deregulation. Table 1 below summarizes the position in each member state and 
the candidate countries. (European Commission, 2003)  

Table 1. Implementation of the Electricity directive (European Commission, 2003). 
Note: The italic numbers indicate unsatisfactory deregulation. Numbers within parenthesis 
indicate situations where no judgement can be made. 

M em ber 
countries

D eclared 
m arket 
opening (% )

Biggest three 
generators' 
share of 
capacity (% )

Candidate 
countries

D eclared 
m arket 
opening (% )

Biggest three 
generators' 
share of 
capacity (% )

Austria 100 45 Estonia 10 98

Belgium 52 96 Latvia 11 95

D enmark 100 78 Lithuania 21 98

Finland 100 45 Poland 51 47

France 34 92 Czech R 30 (77)

Germ any 100 (64) Slovakia 41 80

Greece 34 97 H ungary 30 (n.a.)

Ireland 56 97 Slovenia 64 90

Italy 70 69 Rom ania 33 (70)

Luxem burg 57 (n.a.) Bulgaria 15 (61)

N etherlands 63 59 Turkey 23 (65)

Portugal 45 82 Cyprus 0 100

Spain 100 83 M alta 0 100

Sweden 100 90

UK 100 36
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The right column indicates the level of market concentration in each country. One or a 
few large companies, predominantly the prior monopoly companies, dominate the 
regional electricity market in many occasions. The deregulation legislation strives to 
reduce market power possessed by the market leaders and to encourage new entrants. 
Some governments are practicing a counteracting behaviour since they wish to ensure a 
strong and large domestic electricity company, which is able to compete and survive in 
the European market (Turmes, 2002).  
 
The major players in the European electricity market are the French EdF, RWE and Eon, 
both German, the Italian ENEL, and Vattenfall from Sweden (Turmes, 2002). Table 2 
below shows the twelve largest European energy companies and their market shares in 
year 2002. The merger and acquisition activity is accelerating, ten or more acquisitions 
carried out by several companies in 2001, resulting in further consolidation. The main 
rationales for mergers and acquisitions are vertical and horizontal integration, new 
market entry and the convergence of electricity and gas. In 2005, the gap between the 
leaders and the rest is expected to grow fivefold. (PriceWaterhouseCoopers, 2003a) 
 

 
Table 2. The 12 largest electricity companies’ market share in May 2002 (Turmes, 2002). 

 
As shown in Table 2, several major electricity companies are state owned. The ongoing 
privatisation process will continue, especially in Eastern Europe where a number of 
privatisations are scheduled. But the most extensive privatisation is the one of EdF, 
which is expected to take place in coming years. (PriceWaterhouseCoopers, 2003a) As 
the energy companies continue their diligent expansion strategies, the national markets 
are become harder to identify. Cross ownership, alliances, and other ventures have 
resulted in an intertwined market where virtually all companies have stakes all over 
Europe.  

Com pany Nationality
Percentage of 
EU m arket O wnership

EdF France 17    100%  State owned

RW E Germ any 9,7    Private

Eon Germ any 9    Private

EN EL Italy 8    100%  State owned

Vattenfall Sweden 5    100%  State owned

Electrabel Belgium 2,7    Private / Com m unes

Endesa Spain 2,6    Private

British Energy UK 2,6    Private

Iberdrola Spain 2,3    Private

EnBW Germ any 2    EdF part owned

CEZ Czech R 1,8    100%  State owned

Fortum Finland 1,8    50%  State owned
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1.5 Vattenfall 
Vattenfall was founded in 1909 to exercise the Swedish government’s rights to harness 
energy from waterfalls. Sweden’s industries, railways and society at large increasingly 
demanded large quantities of inexpensive energy. The first nuclear power plant was 
built in 1964. Nuclear and hydroelectric power have been the dominating the power 
generation accompanied by wind power. (Vattenfall, 2003) 
 
As the Swedish electricity market was deregulated in 1992, Vattenfall was incorporated 
to be able to cope with increasing competition. Since then, Vattenfall has developed 
extensive presence in the Nordic, Polish, and the German electricity markets. Today, 
Vattenfall generates electricity and heat and delivers energy to about 6 million 
customers in Northern Europe. Vattenfall AB is wholly owned by the Swedish state and 
the fifth largest energy company in Europe. The number of employees was 33,900 in 
December 2002 and the Vattenfall group had a turnover of more than SEK 100 billion in 
2002. (Vattenfall, 2003) 
 
Vattenfall is a vertically integrated energy company with operations in all segments of 
the electric value chain – generation, trading on financial and physical markets, 
distribution and sales, both business-to-business and to household customers. In 
addition, Vattenfall generates and sells district heating and energy solutions as well as 
maintenance services and consulting services. The company’s vision is: Vattenfall - a 
leading European energy company. (Vattenfall, 2003) 
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2 METHODOLOGY 
A researcher has to make several choices regarding how the research is designed. The 
chosen research process and its implementation is important to understand the course 
of action and thereby be able to assess the quality of the research.  

2.1 Approach 
Patel and Davidson (1991) give the researcher several different methodological issues to 
consider when studying a research problem. The first concern deals with the most basic 
distinction between the deductive approach and the inductive approach. Using the 
inductive approach the researcher studies the research object without basing it on 
existing relevant research or theoretical findings. Based on the collected observations, 
the empirical data, the researcher formulates new theory. Contrasting the inductive 
approach, the deductive researcher commences from general principles and 
acknowledged theories. Then conclusions about certain phenomenon are made. 
However one should remember that neither the inductive nor the deductive approach is 
usually followed in their purity since the researcher has some experience or bias or 
stretch the research beyond examined areas respectively. Using a mixed research 
approached is denoted abduction. (Patel & Davidson, 1991) The inductive and the 
deductive approaches are contrasted in Figure 4.  
 
In our research, we used the deductive approach. The research process began with a 
comprehensive search for pertinent theory. Based on selected relevant research findings, 
we built a theoretical framework combining the aspects of the research problem 
identified and defined in chapter 1. In the second stage of the research process empirical 
data was collected upon which conclusions about one specific situation were drawn. 
 

 
Figure 4. The inductive and the deductive research approaches.  
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2.2 Research Method 
The result of this thesis is based on a case study. Case studies set off from an overall 
perspective and try to construct an as exhaustive picture as possible, and thereby create a 
deeper understanding (Wiedersheim-Paul & Eriksson, 1999). Yin (1994) means that 
case studies are appropriate when problems concern issues of how and when focus is on 
issues of current interest. Ghauri, Grönhaug and Kristanslund (1995) propose case study 
as research method when the purpose is to engender understanding and insight rather 
than to test a hypothesis. Since the aim of this thesis is to describe the motives for 
diversification, how it is implemented, and how the performance outcome can be 
characterized, a case study was found to be the most appropriate research method. 
Furthermore, the study was undertaken at the energy company Vattenfall, incumbent of 
the currently highly dynamic European energy industry.  
 
The alternative research method would have been a survey. Zikmund (2000) proposes 
the choice of survey when the nature of the research problem decrees that a large 
number of objects are studied and only a few variables are examined. According to Yin 
(1994) a survey is suitable when control over the respondents’ answers isn’t necessary, 
when the research deals with issues of today, and when the research questions concern 
who, what, which, where, how many, and how much. Since our purpose was to analyze 
how energy companies diversify, deeper knowledge and understanding than provided by 
a survey were required. In addition, the complexity of the research problem prevents the 
examination of few variables at many objects.  
 
The examined objects in this case study were chosen with the criteria that they are all 
involved in the strategic management of Vattenfall. Coming from different divisions 
within Vattenfall they represent different parts of the organization and hence different 
perspectives on the research problem area. Moreover, their differing origins provide 
them with diverging interests and consequently they discuss diversification pursuing 
their tasks.  

2.3 Research Process 

2.3.1 Literature study 
Initially, we conducted a comprehensive literature study to orient the characteristics of 
diversification and its consequences and to deepen our understanding of the European 
energy market. The study included books, journal articles, market reports and forecasts, 
documents published by the European Commission and other governmental institutions, 
and internal documents provided by Vattenfall. Furthermore, documents and reports 
from industry organizations like Swedenergy (Svensk Energi) and Utility Economic 
Development Association (UEDA) were retrieved.  
 
When searching literature, we used Swedish national literature search engine LIBRIS to 
locate relevant books. The article search was concentrated to the online databases 
Emerald and Business Source Elite (EBSCO). Search phrases used, alone and in 
combinations, include: agency, capability, competitiveness, concentric, conglomerate, 
core business, diversification, diversify, market, mode, ownership, performance, 
profitability, related, relatedness, unrelated, resource, strategy, structure, and synergy. 
By scanning the references of relevant articles, new literature was traced.  



 
CHAPTER 2 – THEORY 

 
 

 17 

2.3.2 Preparatory interviews and discussions 
In the early phase of the research process, we interviewed Torbjörn Johansson, manager 
of the unit for complementary businesses within the division of electricity distribution at 
Vattenfall. His profound experience of the electricity industry gave us valuable insights 
in the operational reality of power distribution and the so far pursued diversification 
initiatives.  
 
During the introductory phase of the research process several meetings and discussions 
were held with employees at Vattenfall, ranging from Vattenfall group purchase 
coordinator Erik Nordgren to maintenance personnel. They all contributed to our 
understanding of the electricity industry by giving their perspective on the energy 
industry and Vattenfall’s past, present, and future role.  

2.3.3 Construction of frame of reference 
Based upon the literature study and the preparatory discussions relevant theories were 
selected. The selected theories and models were formed into a comprehensive frame of 
reference incorporating the issues of the research problem. We answered the research 
questions by comparing and analysing the empirical data with our frame of reference.  
 
In parallel, we endeavoured for new business areas possible to Vattenfall to exploit by 
diversification. As starting point we used the diversification drivers described in the 
literature, including both internal resource based origins as well as externally driven 
factors. The task was to find new business related to Vattenfall distribution’s core 
business (transmission and distribution of electric power) and discover diversification 
possibilities centering around existing infrastructure, competences, or customers. 

2.3.4 Data collection 
The empirical data was collected during four personal interviews and two telephone 
interviews. Additional data was collected through internal policy documents. The 
personal interviews were conducted at each respondent’s office during the middle of 
November 2003. The interview length was set to one hour but in most cases we 
exceeded that time. The choice to make as many interviews face-to-face gave us the 
opportunity to adjust the questions and the order in which they were asked and to ask 
clarifying resulting questions. Furthermore, we were able to manoeuvre the respondent 
towards subject areas necessary to answer the research questions.  
 
During the interviews we used interview guides, see appendix A. The interview guides 
were formulated on the basis of the research questions and hence they origin in the 
theory presented in chapter 3. All respondents were asked if they wished to acquaint 
their selves with the interview guide in advance, and if so it was sent to them. All 
respondents were sent general information about the background and the subject area of 
our research.  
 
Before starting the interviews, we asked each respondent whether we were allowed to 
record the interview. All of them agreed to the usage of the tape recorder. During the 
interviews the respondents were provided the opportunity to bring up supplementary 
issues to be able to explain the overall picture in a more efficient way. The interviews 
were held as discussions where we followed up new issues as they occurred. 
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2.3.5 Data analysis 
This study consists of six cases. Each case will be analysed separately in six within-case 
analyses. To contrast the strategic and the operational perspectives of diversification, the 
two first cases Vattenfall strategic perspective and Vattenfall operational perspective, 
are compared in a cross case analysis. There after, we conduct a cross cross-case 
comparison of the five cases at the operational level to highlight differences and 
similarities between the different companies.  
 

 
Figure 5. The six cases and an overview of how they will be analysed.  
NOTE: Grey lines: Single case analysis. Solid line: Cross-case within Vattenfall. Dashed line: 
Cross-case at the operational level. 

 

2.3.6 The respondents 
The empirical data required to accomplish this research project was collected through 
eleven interviews. Eight of the respondents are employed within Vattenfall Group. The 
three of them representing the German subsidiaries HEW, BEWAG and Vattenfall 
Europe Transmission are relatively new members of the Vattenfall Group and are 
therefore basing there answers on experiences gained prior they were acquired by 
Vattenfall. In the preparatory interview at the industry authority Swedenergy (Svensk 
Energi), two respondents were interviewed simultaneously in order to capitalize on their 
complementary experiences and knowledge. The respondents are presented below.  
 
Name: Karl Bergman. 
Interview form: Telephone.  
Position: Head of Vattenfall Group Research and Development.  
History within Vattenfall: Six months.  
 
Name: Hans Lundgren. 
Interview form: Face-to-face.  
Position: Head of Vattenfall Group Strategic Management and Business Development. 
History within Vattenfall: Ten years, different positions. 
 
Name: Göran Svensson. 
Interview form: Face-to-face. 
Position: Head of Vattenfall Group Business Environment Analysis. 
History within Vattenfall: 30 years. 
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Name: Bernt Hansson. 
Interview form: Telephone.  
Position: Chief of Distribution Network Strategies. 
History within Vattenfall: More than 20 years. 
 
Name: Torbjörn Johansson. 
Interview form: Face-to-face.  
Position: Chief of department of secondary businesses at Distribution Network. 
History within Vattenfall: 12 years. 
 
Name: Jochen Müller. 
Interview form: Telephone.  
Position: Responsible for Asset Management within Vattenfall Europe Transmission. 
History within Vattenfall: 3 years. 
 
Name: Jürgen Zickert. 
Interview form: Face-to-face.  
Position: Chief of Network Services at HEW. 
History within HEW: 12 years. 
 
Name: Claus-Georg Henningsen. 
Interview form: Face-to-face.  
Position: Chief of Network Services at BEWAG. 
History within BEWAG: 23 years. 
 
Name: Stuart Connacher. 
Interview form: Telephone.  
Position: Chief of Distribution Network Services. 
History within BC Hydro: 7 years. 
 
Name: Annica Lindahl. 
Interview form: Face-to-face. 
Position: Electricity market related issues, market structure and international 
environment analyst at Swedenergy (Svensk Energi).  
History within the energy industry: Work within the energy industry since 1988. 
(Interviewed together with Inger Abrahamson) 
 
Name: Inger Abrahamson.  
Interview form: Face-to-face. 
Position: Energy Business Environment analyst at Swedenergy (Svensk Energi). 
History within the energy industry: Work within the energy industry since 1993. 
(Interviewed together with Annica Lindahl) 

2.4 Methodological Problems 
Every choice of methodological approach has to be considered and evaluated in light of 
some quality criteria to give the study some substantial value as a contribution to the 
scientific development in the studied field. Validity and reliability are two important 
concepts in this context presented by Wiedersheim-Paul and Eriksson (1999). They 
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define validity as the measuring method’s ability to measure what it is supposed to 
measure. Reliability is defined as the measuring method’s ability to give reliable and 
trustworthy data. That is, the measurement method repeats the same results every time it 
is applied.  

2.4.1 Validity 
The interview guides were carefully designed based upon the theoretical foundation 
presented in chapter 3. Our supervisor Torbjörn Johansson revised the guides by adding 
and reformulating some discussion points. Furthermore, Inger Abrahamson and Annica 
Lindahl at Swedenergy audited the guides to ensure that the right questions were 
included and that no important issues were left out.  
 
The respondents were given the opportunity to prepare themselves for the interview by 
reviewing the interview guide we sent them in advance. This should have enhanced the 
validity since the respondents were able to think about the discussion areas and retrieve 
additional information in advance to be able to answer our questions more accurately. 
On the other hand, the respondents may have prepared more restrictive answers and thus 
avoided to reveal relevant issues.  
 
The use of tape recorder may have affected the validity of the answers in both positive 
as well as negative direction. The risk when recording interviews is always more 
restrictive answers. The recorded interviews were transcribed to facilitate the analysis 
and to minimize the risk of missed words, formulations, overlooked language nuances, 
and misunderstandings. According to our appraisal none of the respondents acted 
restrained in front of the tape recorder.  
 
During the telephone interviews we didn’t have the possibility to observe facial 
expressions and nuances in the language may have been lost due poorer sound quality. 
However we consider the four respondents’ contribution as fundamental due to their 
operational view (Bernt Hansson, Jochen Müller, and Stuart Connacher) and the 
strategic view (Karl Bergman).  
 
In the cases of HEW and BEWAG, their answers may have been affected by the fact 
that the companies are relatively newly acquired by Vattenfall. The respondents may 
have been anxious about our intentions and thus restricted their answers.  

2.4.1 Reliability 
The possibilities to reproduce this study is limited due to the fact that the electricity 
industry is undergoing rapid changes why the conditions at hand likely have changed. A 
successive study may include other study objects where other variables are regarded as 
important.  
 
However, several efforts to enhance the reliability have been made. By letting the 
respondents to prepare themselves by studying the interview guide in advance, their 
answers are presumed to be more reliable since their answers then are more thought 
through. This makes the answers less dependent on the interviewer and other aspects of 
the interview situation. Most of the respondents were contacted at succeeding occasions 
for complementary discussions. They were then confronted with their previous answers, 
providing them the opportunity to clarify and correct the collected data. Furthermore, 
the interview guide was reviewed by Torbjörn Johansson, Annica Lindahl and Inger 



 
CHAPTER 2 – THEORY 

 
 

 21 

Abrahamson before it was distributed to the respondents. This was helpful to construct 
an interview guide with a logical outline and discussion points easy to understand. 
Finally, both authors were present during all interviews, including the telephone 
interviews, were a telephone with loudspeaker was used. This makes the data collection 
phase more reliable.  
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3 THEORY 
The rationales for diversification stem from a wide spectrum of sources, including 
internal as well as external drivers. Once diversification per se is decided, the 
implementation may take on different expressions when it comes to extent, degree of 
relatedness to existing businesses, and development mode. Depending on the chosen 
strategy, the performance consequences will differ. Finally, the presented theory will be 
conceptualized in the frame of reference.  

3.1 Rationales for diversification 
Why do companies diversify? Studies in the field of strategic management have 
identified numerous reasons for firm diversification as well as various categories of 
diversification. However, the literature has failed to provide a comprehensive view of 
the diversification process and the outcome of such diversification strategies. Indeed, 
numerous studies have been conducted to investigate the relationship between types of 
diversification and corresponding performance but no study has attempted to look at the 
above relationship in light of the specific motive(s) for such diversification. In fact, 
more than 30 years after Alfred Chandler's publication of Strategy and Structure no 
study has been able to determine any concrete relationship between the motive for 
diversification, the diversification strategy and the resulting performance arising from 
that strategy. (Basu, Akmanligil, Whitworth & Kumar, 1996)  
 
One of the major questions has been to understand why corporations engage in 
diversification. According to Hoskisson and Hitt (1990), the incentives come from the 
external environment as well as from within the company. Different theories exist why 
companies might pursue a diversification strategy. These theories originate from the 
strategic management field, but also finance researchers have identified plausible 
arguments. Finance researchers have focused on the functioning of the market for 
corporate control (i.e. the takeover market) and the role of mergers and acquisitions. 
Since many diversifiers have chosen the merger and acquisition route, it is normal that 
there is a considerable overlap between diversification and finance research. 
 
However, there are some problems when discussing the antecedents of diversification. 
First there is no uniform theoretical framework. Everybody mentions motives or 
rationales according to the research design used, but never the full range of motives is 
considered. Second, is the lack of definitional clarity. For example, some researchers 
consider the synergy argument as a synonym for the efficiency hypothesis, while others 
also include market power arguments and financial motives.  

3.1.1 Market based view 
The dominant paradigm in strategy during 1980s was the competitive forces approach. 
Porter (1980) describes strategy formulation as relating a company to its environment. 
Five industry-level forces determine the inherent profit potential of an industry or a 
subsegment of an industry: entry barriers, threat of substitution, bargaining powers of 
buyers, bargaining powers of suppliers, and rivalry among industry incumbents. Within 
this context the firm tries to find a position from which it can best defend itself against 
competitive forces or influence them in its favour. Porter (1980) says that competitive 
strategies are often aimed at altering the firm’s position in the industry in relation to 
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competitors and suppliers Industry structure plays a central role in determining and 
limiting strategic action. 
 
Diversification may also be seen as an attempt to create market power and/or limit the 
intensity of competition. Porter (1980) says that firms in an industry earn rents when 
they somehow are able to impede the competitive forces (in either factor markets or 
product markets), which tend to drive economic return to zero.  
 
According to Porter (1980), some industries or subsectors of industries become more 
attractive because they have structural impediments to competitive forces (e.g. entry 
barriers) that allow firms better opportunities for creating sustainable competitive 
advantages. Makhija (2003) argues that this means a firm’s sources of market power 
explain its relative performance. When a firm’s market environments are characterized 
by the presence of monopoly or a strong market position, its expected performance will 
be higher. Furthermore, an industry that has high barriers to entry for new competitors 
also implies greater long-run performance since the firm faces less competition. Higher 
bargaining power within the industry relative to the suppliers and the customers also 
suggests that the firm will be faced with higher expected performance. 
 
Porter (1980) says differences among firms relate primarily to scale rather than firms’ 
specific assets. According to the notion of market power diversification allows for 
(Bauer, 1995; Palich, Cardinal & Miller, 2000; Grant, 1998; Porter, 1985; Tucker, 
Stipnieks & Morey, 1999): 
 
 Predatory pricing: sustained price-cutting aimed at driving existing rivals from 

the market or discourage potential rivals from entry. Short-term losses are offset 
with future higher prices. 

 Cross-subsidization: transferring excess resources from one product line to 
support another whereby sustained losses can be funded.  

 Reciprocal buying and selling: establishing favourable reciprocal arrangements 
with firms that are simultaneously suppliers and customers. The focal company 
gives preference in purchasing decisions or contracting requirements to 
suppliers, that are willing to become good customers.  

 
Teece, Pisano and Shuen (1997) take on the strategic discussion. They argue that from 
the market perspective the implication of strategic decisions looks as follows: (1) pick 
an industry (based on its structural attractiveness); (2) choose an entry strategy based in 
conjectures about competitors’ rational strategies; (3) if not already possessed, acquire 
or otherwise obtain the requisite assets to compete in the market. The process of 
identifying and developing the requisite assets, they say, is not seen as problematic. The 
process merely involves choosing rationally among a well-defined set of investment 
alternatives. What they are saying is in line with Porter’s original thoughts that if assets 
are not already owned they can be bought or in another way be acquired.  
 
Palich, Cardinal and Miller (2000) assign the diversified company the possibility to 
capitalize on internal market efficiencies. The diversified firm can attract external 
capital but it can also shift capital between businesses within its portfolio. The authors 
propose the same flexibility when it comes to labor and other resources. Furthermore, 
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the state that the head office of the diversified company should be better to positioned to 
optimize the allocation of these resources because it has superior access to information 
than do external markets. This has some similarities with portfolio management which 
will be discussed below.  
 
The market-based view, according to Makhija (2003), typically stresses privileged end-
product market positions as a basis for above normal future returns and thus bigger 
current value of firm. In this perspective, competitive advantage is due to barriers to 
competition arising from the structure of the market. This means that is focuses outside 
the firm on the markets for which it competes.  
 
Makija (2003) claims that a company’s ability to earn a rate of profits in excess of its 
cost of capital depends on two factors: the attractiveness of the industry in which it 
operates, and in its establishment of competitive advantage over rivals. But she says, yet 
empirical investigation has failed to provide support for the link between industry 
structure and profitability, while findings points to that competitive advantage rather 
than external environments is the primary source of inter-firm profit differentials 
between firms. This focuses attention on the sources of competitive advantage.  
 
Grant (1991) on whose research Makhija (2003) greatly refers to argues, that business 
strategy should be considered less as a quest for monopoly rents (the returns to market 
power) and more as a quest for Ricardian rents (the returns to the resources which 
confers competitive advantage over and above real costs of these resources).  
 
Grant (1991) views market power and the monopoly rent it offers, and suggests that it 
too has its basis in the resources of companies. The fundamental prerequisite for market 
power is existence of barriers to entry. These barriers are based on scale economies, 
patents, experience advantages, brand reputation, or some other resource which 
incumbent firms possess but which entrants can acquire only slowly or at 
disproportionate expense. Other structural sources of market power are similarly based 
on firms’ resources: monopolistic price-setting power depends on market share, which is 
a consequence of cost efficiency, financial strength, or some other resource. According 
to Makhija (2003), the resources, which confer market power, may be owned 
individually by firms, others may be owned jointly. 
 
Porter (1987) proposes three essential tests to be applied when firms want to diversify 
successfully: 
 

1. The attractiveness test. The industries chosen for diversification must be 
structurally attractive or capable of being made attractive. 

2. The cost-of-entry test. The cost of entry must not capitalize all the future 
profits. 

3. The better-off test. Either the new unit must gain competitive advantage from 
its link with the corporation or vice versa. 

 
Only when these three tests are passed, diversification will contribute to the firm’s 
value. When a company ignores one or two of them, the strategic results may be 
disastrous. Thus there is more than just choosing an attractive industry: value can only 
be created if the entry can occur at favourable cost and if the competitive advantage can 
be sustained. And this will be more difficult if a firm chooses an industry that is totally 
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different from the core industry. Porter does not believe in diversification strategies 
aiming at financial synergies, which he labels portfolio management. To sum up, the 
market based view of the firm give rise to three rationales for diversification:  
 
 Industry attractiveness is continuously altered due to changes in the five forces 

defined by Porter (1980). Hence, diversification could be a mean to either 
exploit opportunities in additional industries, or to leave an industry with 
decreased attractiveness.  

 Internal market efficiencies can be achieved through greater flexibility when it 
comes to capital formation (external as well as internal funding possible) and 
allocation of resources. As proposed by Palich, Cardinal and Miller (2000) the 
management of diversified companies are able to optimize resource allocation 
because it has superior access to information than external markets have.  

 Market power is strongly related to scale. A diversified company has the ability 
to practice predatory pricing, cross-subsidization, and reciprocal buying and 
selling (Bauer, 1995; Palich, Cardinal & Miller, 2000; Grant, 1998; Porter, 1985; 
Tucker, Stipnieks & Morey, 1999) 

3.1.2 The resource based view 
Makhija (2003) explains that the resource-based view focuses inwardly on the firm’s 
resources and capabilities to explain firm profitability and firm value. In this 
perspective, competitive advantage is provided distinctive valuable firm-level resources 
that competitors are unable to reproduce  
 
Penrose (1995) defines the company as a collection of tangible and intangible 
productive resources bound together in an administrative framework. The boundaries of 
the firm are defined by the firm’s ability to maintain sufficient administrative 
coordination and authoritative communication within the firm. Williams (1994) sees 
companies’ existence as collections of evolving capabilities that are managed 
dynamically for the purpose of earning rents. Rents arise through purposeful action, but 
rents also arise through chance and uncertainty.  
 
According to Penrose (1995), the product and market are not given through time; 
demand may be found elsewhere than in the traditional line of products of the firm, or 
created by the firm. The firm grows not to reach an optimum scale but rather to exploit 
perceived opportunities. Williams (1994) describes this as search behaviour: the process 
of discovering and exploiting rent-earning opportunities from any source, including 
uncertainty.  
 
Penrose (1995) continues, the productive opportunity of the firm is not fixed: it may 
change with a change in external conditions, and/or with a change in a firm’s knowledge 
and with a change in the internal supply of productive services. Pitelis and Pseiridis 
(1999) claim that both its resources and its perception of profitable opportunities 
consequently, implicate a firm’s growth rate. This means that individual firms grow with 
different rates since they do not posses the same resources and they are not subject to the 
same constraints by their environment. Summarized, firms are subject to different 
opportunities for profitable growth and the means to exploit them (Barney, 1991; 
Chatterjee & Wernerfelt, 1991; Williams, 1994; Penrose, 1995).  
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According to Penrose (1959), the attainment of a “state of rest” is precluded by three 
significant obstacles: those arising from the familiar difficulties posed by the 
indivisibility of resources; those arising from the fact that the same resources can be 
used differently under different circumstances, and in particular, in a ‘specialised 
manner’; and those arising because in the ordinary process of operation and expansion 
new productive services are continually being created. Montgomery (1994) says that in 
this view, so long as expansion provides a way of more profitably employing its 
underused resources, a firm has an incentive to expand.  
 
Teece, Pisano and Shuen (1997) argue that companies are heterogeneous with respect to 
their resources, capabilities, and endowments. These resource endowments are “sticky”, 
at least in the short term. Companies are to some degree stuck with what they have and 
may have to live with what they lack. The stickiness results from firstly, business 
development being an extremely complex process, firms lack the organizational 
capacity to develop new competences quickly. Secondly, some assets are not readily 
tradable, e.g., tacit know-how and reputation. Thus, resource endowments cannot 
equilibrate through factor input markets. Thirdly and lastly, even when assets can be 
purchased, firms may gain little by doing so. Barney (1991) points out that if a firm isn’t 
lucky, possess superior information, or both; the price it pays in a competitive factor 
market will fully capitalize the rents from the asset.  
 
Teece (1980, 1982) argues that given that in the resources perspective firms possess 
heterogeneous and sticky resource bundles, the entry decision process is as follows: (1) 
identify your firm’s unique resources; (2) decide in which markets these resources can 
earn the highest rents; and (3) decide whether these resources are effectively utilized by 
(a) integrating into related market(s), (b) selling the relevant intermediate output to 
related firms, or (c) selling the assets themselves to a firm in related businesses. The 
resource based view and the market based view are contrasted in Figure 6 below: 
 

 
Figure 6. The market based view and the resource based view contrasted (Teece, 1980, 1982; 
Teece, Pisano & Schuen, 1997) 
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As John Fahy (2000) concludes, the resource based view starts with the assumption that 
the desired outcome of managerial effort within the firm is a sustainable competitive 
advantage. Achieving a sustainable competitive advantage allows the firm earn 
economic rents or above-average returns. A sustainable competitive advantage can be 
obtained if the firm effectively deploys its resources in its product-markets. This leaves 
the firm’s management with the important task of identifying, developing, and 
deploying key resources to maximize returns, in other words, making the correct 
strategic choices.  
 
Barney (1991) examines the link between firm resources and sustained competitive 
advantage, whereby he classifies a firm’s resources into three different categories: 
physical capital resources, human capital resources, and organizational capital resources. 
Physical capital resources include the physical technology used in a firm, a firm’s plant 
and equipment, its geographic location, and its access to raw materials. Human capital 
resources include the training, experience, judgement, intelligence, relationships, and 
insight of individual managers and workers in a firm. Organizational capital resources 
include a firm’s formal reporting systems, informal relations among groups within in a 
firm and between a firm and those in its environment.   
 
However, Chatterjee and Wernerfelt (1991) divide resources into three different classes: 
physical resources, intangible assets, and financial resources. The first two are said to be 
relatively inflexible resources, therefore they can be used for entering related markets. 
Financial resources on the other hand is said to be less constrained, hence can be used 
for both related and unrelated diversification. They deliver three imaginable hypotheses: 
(H1) Excess physical capacity will lead to related diversification; (H2) Presence of 
intangible assets will lead to related diversification; (H3A) Availability of internal 
financial resources may favour unrelated diversification; and (H3B) Availability of 
external financial resources may favour related diversification.  
 
According to Montgomery and Wernerfelt (1988), the resource view suggests that a 
firm’s level of profit and breadth of diversification are a function of its resource stock. 
They note that a firm’s resources differ in specificity and argue that more specific 
resources, such as productive skills in biotechnology, may only efficiently be applied in 
a small number of industries, but may yield higher marginal returns due to their 
specificity. Because firms are different, they will have different optimal levels of 
diversification. For a firm with less specific resources, profits may be maximized at a 
relatively high level of diversification even though a firm with more specific resources 
could obtain absolutely higher profits with less diversification. 
 
Grant (1991) points out that the primary task of a resource-based approach to strategy 
formulation is maximizing rents over time. For this an investigation of the relationship 
between resources and organizational capabilities is necessary. Also the links between 
resources and profitability needs to be addressed: 

 
(i) What opportunities exist for economizing on the use of resources? The 

ability to maximize productivity is particularly important in the case of 
tangible resources such as plant and machinery, finance, and people. It may 
involve using fewer resources to support the same level of business, or using 
the existing resources to support a larger volume of business 
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(ii) What are the possibilities for using existing assets more intensely and in 
more profitable employment? A large proportion of corporate acquisitions 
are motivated bay the belief that the resources of the acquired company can 
be put to more profitable use. 

 
Hoskisson and Hitt (1990) acknowledge that even though resources for diversification 
exist in a firm it does not necessarily mean that diversification will take place. 
Incentives from within the firm or externally provide the reasons for diversification. 
External incentives include: anti-trust policy (Hoskisson & Hitt, 1990; Bauer, 1995), and 
market failure due to transaction costs. Internal incentives include low performance 
(Rumelt, 1986), uncertainty of future cash flows, and overall firm risk reduction.  
 
According to Penrose (1959), the attainment of a “state of rest” is precluded by three 
significant obstacles: those arising from the familiar difficulties posed by the 
indivisibility of resources; those arising from the fact that the same resources can be 
used differently under different circumstances, and in particular, in a ‘specialised 
manner’; and those arising because in the ordinary process of operation and expansion 
new productive services are continually being created. Montgomery (1994) says that in 
this view, so long as expansion provides a way of more profitably employing its 
underused resources, a firm has an incentive to expand. 
 
 Resource utilization can be an incentive to diversify (Montgomery (1994). By 

deployment of resources, which according to Teece, Pisano and Shuen (1997) 
often are sticky to some degree, a company is able to enhance performance 
through expansion. There are, according to Penrose (1959), three distinct 
situations where resource utilization is appropriate: Indivisible resources 
precluding disposal or market transaction, exploiting the fact that that the same 
resources can be used differently under different circumstances, and in 
particular, in a ‘specialised manner’, and finally because the ordinary operation 
and expansion give rise new products and services ideas. Resources to utilize 
include management and other human capital, tangible assets, intangible assets 
like reputation and tacit know-how, and financial assets (Barney 1991; 
Chatterjee & Wernerfelt, 1991).  

3.1.3 Legal aspects 
According to Hoskisson and Hitt (1990), anti-trust and tax laws are the main 
government policies that provide incentives to diversify. A firm that is becoming to big 
within a specific industry may choose to grow by diversifying in different directions and 
thereby evading restricting laws. As for tax laws they see that two rationales exist: 
evading shareholder taxation or corporate taxation. Bauer (1995) addresses the 
regulatory issue. He says that recently the regulatory constraints have eased on vertical 
and horizontal diversification within the public utility. Though sound diversification 
may improve corporate performance, it will however raise some complicated policy 
issues in firms operating in both regulated and unregulated markets. Problems arise 
when firms pursue cross-subsidization, risk shifting and profit shifting under conditions 
of partial regulation (Bauer, 1995; Tucker, Stipnieks & Morey, 1999). Tucker, Stipnieks 
and Morey (1999) exemplify, a company that produces more than one product uses 
revenues from one product’s sales to help cover the production costs of another product 
that is being sold at a price below those costs. Theoretically, if the company succeeds in 
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pricing its competitors out of the market, it could then recoup its losses by raising the 
price of the product to monopoly levels once rivals are eliminated.  

3.1.4 Transaction costs 
Transaction cost theory asks whether the exploitations of relationships such as know-
how or physical plants that can be applied in several businesses necessitates hierarchical 
governance, i.e. is better achieved within a diversified business rather than through 
leasing or selling the underused assets to other firms via the market (Teece, 1980; 
Hoskisson & Hitt, 1990; Hill, 1994; Silverman, 1999, Brouthers & Brouthers, 2000). 
When costs of transacting resources and assets to the market are higher than managing 
the resources within the firm, i.e. a market failure, the most efficient solution is 
corporate governance and diversification (Teece, 1980; Hoskisson & Hitt, 1990; Hill, 
1994; Silverman, 1999, Brouthers & Brouthers, 2000). This results in  

3.1.5 Low performance 
Hoskisson and Hitt (1990) single out low performance as a thinkable incentive for 
diversification. The logic behind this notion, originally supported by Rumelt (1986), is 
that high performing companies are less likely to engage in diversification, but for low 
performing companies this can provide the means for escaping declining prospects in 
their original business areas. Thus, poor performance may lead to increased 
diversification if resources to do it exist. However, Datta, Rajagopalan and Rasheed 
(1991) recognises the importance of diversification as a strategic option, but warn that is 
not to be seen as a panacea for lagging company performance. Hall (1995) say 
companies that look to improve their performance would be better off focusing their 
attention on managing their financial resources than concentrating on diversification to 
solve their performance inadequacies.  

3.1.6 Risk management 
Rumelt (1986) says that one of the most simple and most commonly used arguments for 
diversification is that it reduces the total risk or variability in earnings. By spreading 
investment funds and effort among several businesses management can reduce total risk 
borne by a corporation. Hence, for the most efficient diversification negatively related 
returns are sought. If one goes up the other one goes down. Amit and Livnat (1989) 
argue that companies that diversify in a related manner gain access to new markets that 
use related inputs, thus reduce the risks of secular demand shifts. However, when all of 
the firm’s products or services are affected in a similar way by broad economic factors 
that are out of the control of management the total business risk of the firm may actually 
increase. Therefore, while the related diversification reduces the specific business risk it 
also may increase the firm’s exposure to economic cycles, hence increase the variability 
of its cash flows. Ideally, both Rumelt (1986) and Amit and Livnat (1989) ponder, a mix 
of businesses that minimizes the business risk without sacrificing profits should be 
found. Reeb, Kwok and Baek (1998) claim in their research on multinational companies 
that by having cash flows in different countries these companies reduce their systematic 
risk.  

3.1.7 Business portfolio management 
As companies become large the often are divided into business units to facilitate 
management performance. These strategic business units are established during different 
time eras, are of differing size, and are more or less related to the company’s core 
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business. Due to their differing characteristics, maturity, and the markets they compete 
in, some of the strategic business units will offer more attractive growth and profit 
potential than others. Since the units probably have reached different stages in their life 
cycles, Doyle (2002) argues that each strategic business unit should be assigned 
management objectives, for example build, growth, maintain, harvest, or divest. He 
highlights the differing attractiveness of markets, originating from market size, growth, 
degree of competition, profit levels, governmental regulations and sensitivity to 
economic fluctuations. Furthermore, he concludes that depending on each unit’s 
lifecycle position cash is probably needed or generated fulfilling the objectives. This 
implies resource allocation and according to Doyle are there two criteria to base 
allocation decisions on: the attractiveness of the market and the relative competitive 
strength of the strategic business unit. The relative competitive strength depends upon 
its market share, product positioning, cost competitiveness, technical skills, marketing 
and distribution capabilities, and organizational flexibility. Logically, he advocates cash 
allocation to competitive units competing in attractive markets. 
 
Introduced by Drucker (1970) during the 1960s, portfolio planning isn’t a new 
phenomenon. In the 1970s, the Boston Consulting Group (BCG) introduced their 
growth-share matrix, see Figure 7 below. The vertical dimension describes the growth 
rate of the market, which according to BCG is a good measure of market attractiveness 
since it is easier to obtain market shares on a growing market (Doyle, 2002). Also 
market share gains in a growth market will be worth more in the future as the market 
develops. Although arbitrary, an annual growth rate of ten percent is often used as 
measure. The horizontal dimension is relative market share, defined as the ratio of 
strategic business unit share of largest competitor. High market share is assumed to give 
the business unit a cost advantage originating from experience effects leading to better 
learning and process design, and from economies of scale in buying, production, and 
marketing.  
 

 
Figure 7. The Boston Consulting Group’s growth-share matrix. (Doyle, 2002) 
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The four fields of the growth-share matrix are presented in figure 7 above. Each field 
has broad policy implications and cash flow characteristics (Doyle, 2002):  
 
 Cash cows: The bottom-left quadrant consists of strategic business units with 

high market shares operating in low growth markets. Because they have a high 
market share, profitability should be good, and because investments 
requirements are expected to be low given the maturity of the market, cash 
requirements should be low. Consequently, cash cows should be generating the 
resources to support the company’s development in other high-growth markets.  

 Stars: a star is a market leader in a high-growth market. Profitability should be 
good, but investments to maintain the leading position are needed. The stars 
should be the company’s top priority for resourcing in the future; when the 
market matures the stars become the company’s cash cows.  

 Question marks: The question marks are strategic business units with low 
relative market share operating in high-growth markets. They have high cash 
requirements stemming from their weak positions in resource-demanding 
markets. The company has two choices: invest aggressively, seeking to overtake 
the leading position and become a star, or to withdraw investments to reduce 
costs, making the business a cash-absorbing dog. Whether to invest or not 
usually dependent upon three considerations. First, can the company afford what 
it takes in investments to become a star? Second, has the business unit potential 
to create a real competitive advantage capable of switching the customers away 
from the market leader? Third, how aggressively and effectively would 
competitors respond to an attack?  

 Dogs: Dogs have low market shares in low-growth markets. This usually makes 
them unprofitable, and if they require investments to maintain their positions, 
they become cash users. Additionally, dogs often consume more management 
time than they are worth and the general recommendation is to divest from these 
businesses. 

 
The use of the BCG growth-share matrix has become widespread over the years. 
However, it has weaknesses mostly related to its assumptions and limitations. The first 
weakness discussed by Doyle (2002) concerns market growth as the measure of overall 
industry attractiveness. He means that factors like low entry barriers, capital intensity 
and powerful buyers can make even high-growth markets oversupplied, price oriented 
and unprofitable. Second, market share is inadequate as measure fir relative competitive 
strength. Low costs can be achieved in other ways such as location, degree of vertical 
integration, and capacity utilization. Moreover, product positioning and distribution 
channels can affect price and margins. As a third criticism he introduce the problem 
with the definition of the market. Market definitions can be fairly arbitrary and 
consequently it is hard to determine a strategic business unit’s position in the matrix, 
making resource allocation difficult. Fourth, the model assumes that each strategic 
business units is independent. In reality, interdependence is often extensive making it 
difficult divest a dog without affecting the conditions for the other business units. 
Finally, Doyle’s fifth critique concerns the cash flows between the business units. 
Today, he means that capital markets are willing to fund all projects that promise to 
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produce returns above the cost of capital, making the foundations for internal capital 
markets weak.  
 
Given the criticism, several new portfolios have been introduced trying to overcome the 
pitfalls of the BCG matrix. According to Moutinho and Brownlie (1994) there are two 
main problems besetting portfolio analysis as a basis for the analysis of the competitive 
positioning. The first issue is to improve the portfolio model’s “fitness for purpose” by 
tailoring it to the context of the user. Second, the input data to the portfolio’s underlying 
analytical framework has to be calibrated to fit the model. Companies like McKinsey, A 
D Little and Shell proposed own business portfolio management alternatives, each 
modifying the original BCG dimensions to better fit their industry’s requisites. Yet the 
main thoughts are the same, invest in attractive markets where the company has 
competitive advantages and iron out units with low potential. The role of portfolio 
planning models shouldn’t be overemphasized; it is simply an analytical tool giving 
managers important insights into the balance of their businesses. (Doyle, 2002) 

3.1.8 Managerial motives for diversification 
While the economic rationality motives seem quite straightforward and a good reason to 
diversify, it is remarkable that many diversification attempts have been unsuccessful. 
More particularly, a number of researchers have proven diversification leads to a value 
loss instead of a value creation (Ang, Cole & Lin, 2000; Fox & Hamilton, 1994; 
Matsusaka, 2001; Montgomery, 1994). A lot of these theories can be categorized as 
personal rationality theories of diversification.  
 
Hoskisson and Hitt (1990) and (Montgomery, 1994) talk about managerial motives for 
diversification. They say that this may include employment risk reduction and increased 
executive compensation. As Montgomery (1994) puts it, shareholders can diversify their 
portfolios to reduce investment risk but managers cannot so efficiently diversify their 
employment risk. Therefore managers’ strive for diversification stem from reducing 
total firm risk, whereby they improve their personal positions while not benefiting the 
shareholders, which is also discussed by Fox and Hamilton (1994).  
 
Eisenhardt (1989) describes personal rationality as problems with the agency 
relationship where the owners are the principals and the managers are the agents. She 
says that there are two problems to be resolved. The first is the agency problem that 
arises when (a) the desires or goals of the principal and the agent conflict and (b) it is 
difficult or costly for the principal to verify what the agent is actually doing. The second 
problem is that of risk sharing when the principal and the agent have different attitudes 
towards risk. Thus, the principal and the agent may prefer different actions because of 
different risk preferences.  
 
However, these arguments that mostly are based on the agency theory (Jensen & 
Meckling, 1976) are now being disputed (Fox & Hamilton, 1994) on basis of the 
stewardship theory. Stewardship theory provides a framework, which presumes 
managers are seeking to maximize organizational performance rather than exploiting 
personal opportunities (see Donaldson & Davis, 1991; Fox & Hamilton, 1994). 
Matsusaka (2001) says that while the agency view in some cases seems to fit well, it 
does not appear to provide a complete understanding of diversification. Hoskisson and 
Hitt (1990) conclude that managerial motives for diversification may exist independent 
of other external and internal firm incentives, but resources nevertheless remain crucial. 
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3.1.9 Organizational rationality  
Larsson (1990) launches a class of rationales referring to motives for controlling 
resource dependence to reduce uncertainty. He admits that organizational rationality 
may coincide with economic and personal rationality, but its distinguishing mark is that 
it involves motives for enhancing the survival of the organization regardless of whether 
it increases economic value and personal gains or not.  
 
Larsson (1990) sees two ways to accomplish the survival motivation; reduce uncertainty 
of crucial resources and imitation. To manage the uncertainty of crucial resources he 
proposes internalization of the transaction and choosing of activities. This is to be 
interpreted as vertical integration. Another path to reduced uncertainty is imitation. His 
argument is that if to maintain same risk level relative to its competitors, a company has 
to imitate the behavior of the other. Hence, if competitors diversify, so do the others. 
Hamel and Prahalad (1994) remember how unrelated diversification was the rage during 
the 1970s and early 1980s. Companies within virtually all industries were engaged and 
ended up with messy balance sheets. Later on, during the 1990s, mass-divesture took 
place.  
 
Larsson’s (1990) second route to pursue survival is to avoid unwanted takeovers. The 
paradigm is to eat or to be eaten. His logic is that the larger the firm, the more difficult it 
is to become target of an acquisition. To become bigger diversification may be one of 
the most efficient ways. Then, when horizontal integration has gone far and the industry 
has reached a healthy level of consolidation, less related diversification efforts take over.  

3.2 How can firms diversify? 
According to Datta, Rajagopalan and Rasheed (1991), the way companies diversify 
usually is described along three dimensions: extent, type, and mode. Extent deals with 
the number of diversification initiatives whereas type concerns the way the new business 
is related to existing businesses. Finally, mode highlights how the new business is 
formed, ranging from internal development to acquisition. 
 
First some concepts have to be discussed in order to establish a common understanding 
and thereby facilitate coming discussions. The concepts to be reviewed are core 
competence, core business, and core product. 
 
Core competence 
Duysters and Hagedoorn (2000) say that the frequent use of the concept of core 
competences and business has not always run parallel to the further development of a 
clear definition. But, they admit gradually the concept is becoming clearer and also 
more open to operational constructs for empirical research.  
 
Hamel and Prahalad (1990) describe core competences as the collective learning in the 
organization; core competences coordinate diverse production skills and integrate 
multiple streams of technologies. They argue that core competences are about 
harmonizing streams of technology; but are also about the organization of work and 
delivery of value. It includes communication, involvement, and deep commitment to 
working across organizational boundaries. It involves many levels of people and all 
functions.  
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Prahalad and Hamel (1990) say that at least three tests can be applied to identify core 
competences in a firm. First a core competence provides potential access to a wide 
variety of markets. Second a core competence should make s significant contribution to 
the perceived customer benefits of the end product. Finally, a core competence should 
be difficult to imitate by competitors. And it will be difficult to imitate if is a complex 
harmonization of individual technologies and production skills. However, Hamel and 
Prahalad (1994) remind that the value of core competences vary over time, and, over 
long periods of time, what was once a core competence may become a baseline 
capability.  
 
Core business 
Zook, Allen and Smith (2000) talk about the profitable core; the profitable core is the 
unique, and by definition highly profitable combination of business assets, skills, 
products and relationships that distinguishes a company from its competitors and allows 
it to provide a unique value proposition to a segment of customers. The profitable core 
may be a distinct business, a subset of a business, or it may be composed of elements of 
several businesses. Over the long-term the profitable core is a company’s primary 
engine of growth and value creation.  
 
Zook, Allen and Smith (2000) continue saying that in many companies the profitable 
core is buried beneath layers of underperforming businesses. Frequently the profitable 
core generates only a small portion of company revenues, yet provides the bulk of the 
company’s profits. According to them the most successful companies have one or two 
clearly defined profitable cores and out-invest their competitors in that core, leveraging 
it for highly profitable growth. 
 
Core product 
Prahalad and Hamel (1990) tie it together by saying that the tangible link between the 
core competencies and end products is the core products. The core products are physical 
embodiments of one or more core competences; and are the components or 
subassemblies that actually contribute value to the value of the end products. A 
dominant position in core products allows the firm to shape the evolution of applications 
and end markets. As a company multiplies the number of application arenas for its core 
products, it can consistently reduce the cost, time, and risk in new product development. 
Well targeted core products can lead to economies of scale and scope.  
 

3.2.1 Extent of diversification 
Markides (1993) says that in the strategy literature it is accepted that there is an optimal 
limit when it comes to how much a company can diversify. This is, he explains, due to 
that companies cannot diversify indefinitely without running into diseconomies, 
especially managerial diseconomies to scale. Also Rumelt (1974) emphasizes 
managerial drawbacks and he considers management as the limiting resource for the 
extent of a company.  
 
According to Montgomery and Wernerfelt (1988), companies have different optimal 
levels of diversification because they are different. Markides (1993) argues that at any 
given point in time a company has an optimal level of feasible diversification. This limit 
is constrained and a function of its resources as well as its external environment. 
Montgomery and Wernerfelt (1988) agree and ad that for a firm with less specific 
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resources, profits may be maximized at a relatively high level of diversification even 
though a firm with more specific resources could obtain absolutely higher profits with 
less diversification.  

3.2.2 Type and direction of relatedness 
Chandler (1962) talks about horizontal diversification as a diversification strategy within 
the economic environment of the diversifying firm. This can either be done by using 
related or unrelated technologies. Vertical integration occurs when a company expands 
the scope of its activities to its suppliers or customers. In the evolution described by 
Chandler vertical integration precedes the concentric and conglomerate diversification 
phase, see Figure 8. 
 

 
Figure 8. Growth vectors in diversification (Ansoff, 1965). 

 
Concentric diversification is a diversification strategy into related products or services 
so that parallel technology and marketing can be used, whereas conglomerate 
diversification involves an expansion into completely different activities with a 
completely different technology and oriented towards different markets (Ansoff, 1965). 
 
Doyle (2002) argues that diversification is a multidimensional concept and identifies 
four different directions for diversification:  
 
 Forward integration: This involves moving “downstream” to acquire operations 

previously undertaken by third parties such as wholesalers or retailers 

 Backward integration: Here the company moves “upstream” to take over 
functions previously done by suppliers. 
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 Concentric diversification: Here the firm looks for new products or new markets 
that have synergies with the existing products or markets. The new activities can 
then lead to lower costs or enhanced marketing effectiveness. 

 Conglomerate diversification: This occurs when the products or markets have no 
relationships with the current products, technology, or markets. This is likely to 
be the most risky form of diversification. 

 
According to Markides (1997) diversification is risky businesses that sometimes lead to 
undesirable outcomes. These include reduced organizational fit, inconsistencies, loss of 
focus, and ultimately lower profitability. Because of this he says it is critical for a 
company to first identify its existing unique competitive strengths in order to apply them 
into new markets.  
 
Type of relatedness 
Being one of the pioneers discussing diversification and relatedness, Rumelt (1974) state 
that new business activities can be related in several ways to a current activity. He 
introduces the related ratio (RR), defined as the proportion of a company’s revenues 
attributable to its largest group of related businesses.  
 
Datta, Rajagopalan and Rasheed (1991), in their review of existing empirical research 
on the diversification-performance linkage, conclude that primarily, the studies have 
focused on the hypothesis that related diversification results in superior performance 
compared to unrelated diversification. The underlying logic they claim, is that related 
diversification provide opportunities for the exploitation and transfer of core factors 
leading to efficiencies in resource allocation and opportunities to exploit technical and 
managerial skills.  
 
Bruche (2000) in accordance with Datta et al. (1991) tries to explain the underlying 
rationale for diversifying in a related manner. The rationale, he says, is based on the 
concept of synergies or “relatedness” between the different businesses within a 
diversified company. Certain types of relatedness can be exploited to achieve a 
competitive advantage of the diversified related business company over single business 
competitors  
 
Bruche (2000) says that the multitude of competing, overlapping or simply unrelated 
concepts of relatedness and competitive advantage in the literature can be assigned to 
four different lines of thought: the traditional approach to tangible operational 
relatedness as proposed by industrial economists; the competence and knowledge based 
approach to relatedness emphasized in resource based management theory; the market 
power version of relatedness also proposed by industrial economist as well as game 
theorists; and strategic relatedness based on the strategic similarity of businesses which 
doesn’t need any tangible links between businesses.  
 
Porter (1985) states that tangible operational relationships arise from opportunities to 
share activities in the value chain among related units due to the presence of common 
buyers, channels, technologies and other factors. These relationships in activities, e.g. in 
procurement, production, marketing and sales, may lead to competitive advantage if 
sharing leads to lower unit cost or enhances differentiation of the businesses’ products. 
Economists and strategists have dealt with the concept of tangible relationships under 
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the term economies of scope (Benston, 1980; Hill, 1994; Scheerer, 1980; Teece, 1980), 
a term referring to the lowering of unit costs due to activity or resource sharing among 
distinct businesses.  
 
Porter (1985) also refers to market relatedness in terms of complementary products. 
Complementary products are products used in conjunction with each other, e.g. 
computers used together with software and printers. Porter continues by separating three 
different strategic options concerning such complementary products: (i) controlling 
complements, i.e. whether the company offers complementary products itself or leaves it 
to other companies, (ii) bundling: that is selling separable products or services only as 
packages, and (iii) cross-subsidization, also described by (Bauer, 1995; Palich, Cardinal 
& Miller, 2000; Grant, 1998; Porter, 1985; Tucker, Stipnieks & Morey, 1999): 
transferring excess resources from one product line to support another. Or, as Markides 
and Williamson (1994) put it, related diversifiers will outperform unrelated firms only 
when they compete across a portfolio of markets in which similar types of accumulated 
assets are important. Thus, they argue, related diversification in terms of operations or 
competence is not correlated with profitability; instead strategic relatedness among 
company’s businesses is.  
 
By providing complementary products or services Bruche (2000) reasons, a diversified 
company may not only differentiate itself in the sense of meeting customer preferences, 
but also give it a position of power due to significant switching cost for the customers 
who have become dependent on the bundled solution being provided.  
 
According to the resource view, previously described (see Barney, 1991; Chatterjee & 
Wernerfelt, 1991; Williams, 1994; Penrose, 1995), intangible resources such as know-
how and capabilities or competences form a basis for diversification. These resources 
could then be transferred across businesses.  
 
Bruche (2000) talks about plat-form technologies being an example of core competence 
that could be shared among businesses. He means that, as the cost of developing such a 
competence has already been incurred, and because competences based on intangible 
resources that are less visible and more difficult to understand and imitate, transferring 
these competences from one business to another or using the this competence to enter a 
new business may save costs and enhance competitiveness. Prahalad and Hamel (1990) 
argue that diversified companies should not be seen as a completely disparate portfolio 
of businesses, but rather as a collection of competitively important competences that 
could be used in different products and markets. 
 
As Breschi, Lissoni and Malerba (2003) state, firm activities usually span over more 
than one technology, i.e. firms are “technologically diversified”. They establish that 
technological diversification usually is greater than product diversification since 
companies have to manage a wide number of technologies in order to develop and 
produce products and services. Thus, their conclusion is that companies extend their 
accumulated knowledge by diversifying into knowledge-related technological fields. 
This learning process, they say, can be either unintended in terms of spillovers and local 
learning, or a purposeful development of knowledge features and links to widen scope. 
In their study, they found that larger diversifiers are more coherent in terms of 
knowledge-relatedness of their technological activities than smaller diversifiers. They 
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explain this by as companies expand their activities, they gradually their knowledge 
logic systematically filling the gaps between already existing competence areas.  
 
Porter (1980) states that companies in an industry earn rents when they somehow are 
able to impede the competitive forces (in either factor markets or product markets), 
which tend to drive economic return to zero. Thus, diversification can be used to create 
market power and/or limit the intensity of these competitive forces. 
 
Bruche (2000) suggests that diversified companies may have advantages over the less 
diversified companies. In accordance with several other authors (see Bauer, 1995; 
Palich, Cardinal & Miller, 2000; Grant, 1998; Porter, 1985; Tucker, Stipnieks & Morey, 
1999) he mentions (i) predatory pricing (ii) cross-subsidization, (iii) reciprocal buying 
and selling, and (iiii) internal market efficiency as basis for competitive advantages for 
diversified companies. However, in addition he suggests that diversified companies have 
more options for action, thus more power vis-à-vis societal stakeholder groups, but also 
by offering complementary products and services increase the customers’ dependency 
on the diversified company (see above).  
 
Businesses may even be related less tangible manner: Prahalad and Bettis (1986) talk 
about “dominant logic” as being an intangible linkage between businesses that display 
strategic similarity. The dominant strategic logic emanates from the management’s 
conceptualization of the businesses. Therefore, strategic similarities can be found 
between businesses with the more tangible forms of relatedness as well as between 
seemingly unrelated businesses. But, as Grant (1988) points out, the dominant logic 
relatedness as seen by corporate management is cognitive to its nature, why it is hard to 
measure and instead operational relatedness deserves more attention.  
 
Direction of relatedness 
Concentric diversification is a diversification strategy into related products or services 
so that parallel technology and marketing can be used, whereas conglomerate 
diversification involves an expansion into completely different activities with a 
completely different technology and oriented towards different markets (Ansoff, 1965). 
Rijamampianina, Abratt and February (2003) define concentric diversification as 
diversification outside but around the core business. They argue that concentric 
diversification has a higher success rate than other approaches to diversification.  
 
According to Zook (2001), most diversified businesses fail because they wrongly 
diversify from their core business. In order to succeed, he argues that the assets most 
consistent with concentric diversification are customers, capabilities, products, 
distribution channels, and other strategic assets, such as patents, brands and position. 
Also Porter (1985) point out complementary products in terms of market relatedness as 
a base for diversification.  
 
It was mentioned earlier that Chatterjee and Wernerfelt (1991) referred to financial 
resources as being less constrained than other physical resources, hence could be used 
for both related and unrelated diversification. They hypothesize that availability of 
internal financial resources may favour unrelated diversification. 
 
Datta et al (1991) say that the notion of unrelated diversification relies to a great extent 
on financial and managerial/control competences, which are not directly associated with 
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the critical success factors and a given market. They go on saying that one of the often 
mentioned benefits with unrelated diversification, given the right structure, is a more 
efficient capital allocation compared to the external capital market. Hence, unrelated 
diversification is associated with financial synergies. They claim that the financial 
synergy hypothesis is based on the thought that value creation is not dependent upon 
interaction on the operational level between different business units. It serves as an 
explanation for the emergence of conglomerate diversification. Ansoff (1965) describes 
conglomerate diversification as being an expansion into completely different activities 
with a completely different technology and oriented towards different markets.  
 
Grant (1995) expands the thought surrounding the potential benefits of conglomerates. 
He says that conglomerates might have an advantage over firms using the external 
capital and labour market because they have better access to information. For instance, 
the conglomerate’s head office has full information on the different businesses within 
the group. For outside investors this is not always true and the probability for 
misallocations is therefore larger. This information aspect is also relevant when it comes 
to labour. It is feasible to assume that a diversified company can better tax the abilities 
and capabilities of their employees and that it faces fewer problems when transferring 
employees. Thus the information might result in a more efficiently run company 
because of better reallocation of capital and labour.  

3.2.3 Entry mode 
Datta, Rajagopalan and Rasheed (1991) define mode of diversification as the approach 
used by a firm enter into new product-markets. Roberts and Berry (1985) highlight the 
entry into new product-markets as an important source of future growth and 
profitability. However, they warn that most new product-market entries fail, draining 
cash and other resources. Once companies are in the process of diversification the 
question of how to enter the product-markets to avoid failure and maximize gain must 
be raised. They stress the significance of entry mode by explaining that the entry modes 
at hand and their consequences may decide whether entry is suitable or not.  
 
Similar to Ansoff’s (1965) growth vector components, Roberts and Berry (1985) argue 
that new business development may address new markets or new products, or both. In 
addition, these new areas may be ones that are familiar or unfamiliar to a company. 
Roberts and Berry (1985) defines newness and familiarity as follows:  
 
 Newness of a technology or service: the degree to which that technology and 

service has not formerly been embodied within the products of the company  

 Newness of a market: the degree to which the products of the company have not 
formerly been targeted at that particular market. 

 Familiarity with a technology: the degree to which knowledge of the technology 
exists within the company, but is not necessarily embodied in the products. 

 Familiarity with a market: the degree to which the characteristics and business 
patterns of a market are understood within the company, but not necessarily as a 
result of participation in the market.  
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Roberts and Berry (1985) characterize markets where current products are sold as base 
markets, and technologies and service content inherent in current product offerings are 
denoted as base technologies. Hence, using the newness and familiarity definitions 
above, any given market could be described as base, new familiar, or new unfamiliar.  
 
Clearly, different entry strategies require different resources to be suitable. Roberts and 
Berry (1985) suggest entry strategies requiring high level of involvement when entering 
business areas where markets and products are well known. Similarly, they propose low 
involvement strategies when markets and products are unfamiliar. 
 
Internal development and merger or acquisitions are the two commonly proposed 
diversification modes (Busija, O’Neill & Zeithaml, 1997; Chatterjee & Singh, 1999; 
Lamont & Anderson, 1985). Pitts (1980) argues that deviation from one of these 
strategies will result in under utilization of diversification potentials. Nevertheless, 
Roberts and Berry (1985) broaden the scope by defining seven entry modes available 
when diversifying: internal development, acquisition, licensing, internal ventures, joint 
ventures or alliances, venture capital and nurturing, and educational acquisitions.  
 
Internal development 
Internal development is together with acquisition the traditional business development 
route (Busija, O’Neill & Zeithaml, 1997; Chatterjee & Singh, 1999; Lamont & 
Anderson, 1985; Roberts & Berry, 1895). Roberts and Berry (1985) define internal 
development as the exploitation of internal resources as a basis for establishing a 
business new to the company. To the major drawbacks they count long development 
time spans resulting in distant brake-even. However, this could be explained by large 
companies’ allocation of overhead charges to new business areas precluding early 
profitability. Furthermore, large companies may have more long-ranging perspective 
where immediate profitability is not the primary objective.  
 
Acquisitions 
The most obvious advantage of acquisitions is speed, but Roberts and Berry (1985) also 
highlight low initial costs of entry. They suggest that this is particular true if the critical 
success factors in the new business field are intangibles, such as patents, product image, 
or research and development skills, which may be difficult to duplicate via internal 
developments within reasonable costs and time frames. The acquiring company has to 
be aware that a certain amount of time is needed to integrate the new business and make 
it run efficiently. Aaker (1992) argues that acquisitions often are beneficial to evade 
entry barriers. He also reminds that acquisitions may be costly since irrelevant assets 
and other recourses potentially are included.  
 
Licensing 
Licensing involves buying the right to access strategic resources without taking over the 
ownership of the resources or the company holding them. By exploiting others 
experiences of producing and marketing the product or service, the licensee reduces the 
inherent risks of product development considerably. (Roberts & Berry, 1985) Aaker 
(1992) expands this discussion and mentions lower costs and lower financial risk. Yet, 
he holds the fast access to the resources as the greatest advantage. However, Aaker also 
warns that the licensee doesn’t own the essential resources or knowledge and hence is 
heavily dependent on the licensor. 
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Internal Ventures 
Roberts and Berry (1985) define internal ventures as when a separate business unit is 
founded within the company. Hence, it has similarities with internal development but, 
due to the greater independency, assessment of internal ventures is commonly pursued 
when implementing diversification strategies involving relatively unrelated business 
areas. As stated by Aaker (1992), internal ventures utilize existing resources. He 
highlights the entrepreneurial atmosphere that usually arise within internal ventures and 
which may make personnel with key competences to stay within the organization. 
 
Joint ventures or alliances 
Kotler (2003) describes a joint venture as a company jointly created and owned by two 
or more parties. He stresses two main reasons to set up joint ventures: risk spreading and 
to gain access to a market or a resource. Typical resources sought are according to 
Aaker (1992) competence in marketing and markets, capacity to market the product, and 
technological knowledge. Roberts and Berry (1985) conclude that joint ventures have a 
certain lifetime and that the most hazardous characteristic is potential conflicts due to 
differing goals and opinions among joint venture participants.  
 
Venture capital 
The idée behind venture capital is to fund companies with a high risk profile by 
providing capital relatively positive to risk exposure. This is according to Roberts and 
Berry (1985) usually achieved by large financially strong companies investing in small 
entrepreneurial companies. In exchange the investors typically gain ownership and 
access to the development process. By early engagement in the ownership, relatively 
cheap and rapid access to technology and other resources is obtained. However, Aaker 
(1992) argues that additional financial resources isn’t the single factor determining 
company growth. Roberts and Berry (1985) explain how the investor’s role enlarges 
from the financing to the fostering when management assistance is provided. 
 
Educational acquisitions 
Roberts and Berry (1985) describe educational acquisitions as the acquirement of parts 
of companies or persons with strategically important competences. They stress the 
possibility for the existing employees to rapidly become acquainted with the considered 
product area or market. In order to be able to transfer knowledge, it is important to keep 
the acquired competence resources within the company. (Roberts & Berry, 1985) 
 
The major advantages and disadvantages related to the presented entry modes are 
summarized in Table 3 below. 
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Table 3. The different entry modes and their respective advantages and disadvantages (Roberts 
& Berry, 1985). 

 
Roberts and Berry (1985) state that different entry modes demand different levels of 
corporate commitment and involvement, ranging from internal development requiring 
high level of commitment and involvement while other like venture capital investments 
require much lower levels of involvement. In Figure 9 below the entry modes are 
categorized along the level of corporate involvement suitable.  
 

Entry M echanism s: Advantages and D isadvantages

New business
developm ent 
m echanism s

M ajor advantages M ajor disadvantages

Internal 
developm ents

Use existing resources Tim elag to break even tendsto
be long

Unfam iliarity with new m arkets
m ay lead to errors

Acquisitions Rapid m arket entry N ew business area m ay be
unfam iliar to parent

Licensing Rapid access to proven
technology

N ot a substitute for internal
technical com petence

Reduced financial exposure N ot proprietary technology

D ependent upon licensor

Internal ventures Use existing resources M ixed record of success

M ayenableacom panytoholda
talented entrepreneur

Corporation's internal clim ate
often unsuitable

Joint ventures or
alliances

Technological/m arketing unions
can exploitsm all/largecom pany
synergies

Potential for conflict between
partners

D istribute risk

Venture capital
and nurturing

Can provide window on new
technology or m arket

Unlikely alone to be a m ajor
stim ulus of corporate growth

Educational 
acquisitions

Provide window and initial staff H igher initial financial
com m itm ent than venture
capital

Risk of departure of
entrepreneurs
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Figure 9. Spectrum of entry strategies (Roberts & Berry, 1985) 

 
 
Base sectors with high degrees of familiarity 
Within the base sectors, companies are familiar with the markets and the products. 
Roberts and Berry (1985) give the diversifying company a wide spectrum of entry 
modes, including internal development, joint venturing, licensing, acquisition, or 
minority investment of venture capital. However, the potential conflict between partners 
may reduce the appeal of a joint venture, and minority investments offer little benefit 
since the investor would do nothing that could not be done internally. Instead, the most 
attractive entry mechanisms are probably internal development, licensing, and 
acquisition. (Roberts & Berry, 1985) 
 
Internal development may be appropriate in each of these sectors since the required 
expertise already exists within the company. Licensing may be a useful alternative in the 
base market/new familiar technology sector since it offers fast access to proven 
products. Acquisition may be attractive in each sector but may be infeasible for some 
companies in the base/base sector as a result of antitrust legislation. (Roberts & Berry, 
1985) 
 
Familiar/unfamiliar sectors 
In these sectors, Roberts and Berry (1985) illustrate the sectors of lowest familiarity 
from a corporate standpoint. Entering unfamiliar business areas is associated higher 
levels risk than entering well-known due to lacking market or technology knowledge 
and may hence result in costly surprises. Roberts and berry suggest that a two-stage 
approach may be best when a company desires to enter unfamiliar new business areas. 
They devote the first stage to building corporate familiarity with the unfamiliar area. 
Once this has been achieved, the parent is then in a position to decide whether to 
allocate more resources to the opportunity and, if appropriate, select a mechanism for 
developing the business. (Roberts & Berry, 1985) 
 
Venture capital is one possible approach to build corporate familiarity with an 
unfamiliar area. It is important that the partner is familiar with the technology/market 
being monitored by the entering company. Over time, as experience is gained, the 
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entering company is becoming increasingly experienced and a move towards more 
familiar market/technology regions takes place from which the parent can exercise 
appropriate judgement on the commitment of more substantial resources. Similarly, 
educational acquisitions of small young firms may provide a more transparent view on a 
new technology or market. In addition, key personnel, which can assist the transition 
toward higher familiarity, is accessed relatively easy. (Roberts & Berry, 1985) 
 
Marginal sectors 
The marginal sectors of the matrix are the two base/new familiar combinations plus the 
new familiar market/new familiar technology area, as illustrated in figure 9. As Roberts 
and Berry (1985) describe, each of the base/new familiar sectors is characterized by 
strong company familiarity with either markets or technologies, but is totally unfamiliar 
with the other dimension of the new business. In these situations joint venturing may be 
very attractive to the company and prospective partners can se that the company may 
have something to offer. However, it can be hard to communicate familiarity in the new 
familiar technology/market region since no products or market presence is obvious to 
prospective partners. (Roberts & Berry, 1985) 
 
In the base market/new unfamiliar technology sector, Roberts and Berry (1985) propose 
joint ventures or alliances. The larger firm provides marketing channels and the small 
company contribute with the technological capability, forming a union that can result in 
a very powerful team. Joint ventures offer fast entry into new business sectors but also 
increased corporate familiarity over time. Hence, future development may best be 
achieved through internal development or acquisitions. (Roberts & Berry, 1985) 
 
According to Roberts and Berry (1985), internal ventures may be the ideal entry mode 
in the new familiar market/new familiar technology sector. Alternatively, licensing may 
be attractive offering rapid access to a proven product embodying the new technology. 
Acquisition as entry mode should be considered in all marginal sectors. However, in the 
base/new unfamiliar areas screening of candidates may be difficult due to the company’s 
lack of familiarity and knowledge. Thus, an acquisition strategy is most reasonable in 
the new familiar/new familiar sector where familiarity should be adequate to ensure 
proper screening of candidates. (Roberts & Berry, 1985) 
 
Figure 10 below schematically shows the different entry modes presented and in which 
market-product situations they are proposed by Roberts and Berry to be most suitable to 
reduce risk and leverage opportunities.  
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Figure 10. Optimum entry strategies (Roberts & Berry, 1985). 

 

3.3 Performance consequences of diversification 
Clearly, diversification will bring performance consequences. The relationship between 
diversification and performance has been researched extensively. By recapitulating this 
stream of research, Datta, Rajagopalan and Rasheed (1991) show that the results are 
pointing in several directions and no conclusive answers can be given. Hall (1995) 
expresses that regardless of how diversification is measured or level of diversification, 
the corporate diversification literature has failed to reach consensus about the 
relationship between company diversification and performance. Palich, Cardinal and 
Miller (2000) give support to the conclusion of Datta et al (1991) a decade later and as 
well to the findings of Hall (1995).  
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3.3.1 Extent 
The research on whether there is a constraint on how much a company can diversify is 
thoroughly examined by Palich, Cardinal and Miller (2000), whereby a recap of three 
decades of research concerning the diversification-performance linkage is made. They 
single out two different linkages: (1) linear, and (2) curve linear.  
 
Linear linkage 
The early research seems to, in conjunction with the thought of Porter (1987), use the 
perspective of market power when explaining the linkage between extent of 
diversification and performance. The idea is that by diversifying companies can create 
and exploit market power advantages that are unavailable to companies that do not 
engage in diversification. The linkage is suggested to be linear and positive. This 
implies that in terms of market power greater diversification means greater performance 
(see Figure 11 linear model).  However, the appealing linkage between market power 
and diversification performance has not been proven by research (Palich, Cardinal & 
Miller, 2000). 
 

 
Figure 11. Proposed linear linkage between diversification and performance (Palich, Cardinal 
& Miller, 2000). 

 
According to Palich et al (2000), the linear and positive linkage can also be sought in 
terms of internal market efficiency. The logic in this case is that a company engaging in 
a single business has no access to investment from cross subsidization, thus it has to rely 
on external sources of capital. This is more costly than internally funded capital, when 
efficiently managed. The diversified firm on the other hand may access funding for 
expansions both internally and externally allowing it more flexibility.  Internally it can 
shift capital and other critical resources between businesses within its portfolio (Grant, 
1998; Rumelt, 1982; Williamson, 1986). Consequently, diversification can accomplish 
efficiencies unavailable to single-business firms. However, Palich et al (2000) mean that 
research concerning the financial benefits of internal capital markets is inconclusive. In 
addition Markides (1992, 1993) and Bauer (1995) state, internal market advantages 
emanating from diversification were applicable in the 1960s, but the anteceding 
information asymmetries that allowed this diminished during the 1970s and 1980s due 
to economic, technological and regulatory changes. 
 
Curvilinear linkage 
However, Hoskisson and Hitt (1990) together with Palich et al (2000) point out that 
other researchers have proposed a curvilinear relationship between diversification and 
performance. The basic notion is that some diversification is better than none. Two 
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models are described to follow this argument, the Inverted U-model and the 
Intermediate model. The inverted U-model claim that there is an optimum level of 
diversification whereby performance is maximized. Diversification according to this 
model is preferable as long as different businesses are able to share a common pool of 
resources. But increased diversification will not only draw benefits from resource 
sharing but will also incur increased costs. This being a result of growing strain on top 
management as it tries to manage an increasingly disparate portfolio of businesses, as 
well as control and effort losses, coordination costs, and other diseconomies related to 
the organization (Hoskisson and Hitt, 1990; Markides, 1993; Palich, Cardinal & Miller, 
2000). Hence, the model argues that the marginal cost of diversification increases 
rapidly when approaching high levels of diversification, see Figure 12 below.  
 

 
Figure 12. The Inverted U-model (Palich, Cardinal & Miller, 2000). 

 
The Intermediate model notions that diversification yields positive but diminishing 
returns beyond some point of optimisation (Palich, Cardinal & Miller, 2000). When a 
firm increasingly diversify, it moves further and further away from its core business and 
the marginal benefits of diversification decline (Markides, 1992). Montgomery and 
Wernerfelt (1988) noted that a diversifying firm will first apply its excess assets in the 
closest market it can enter. If excess capacity remains, the firm will enter markets even 
further afield. But as assets are applied in more and more distant fields, they lose their 
competitive advantage and thus earn lower profits. This implies that the relation 
between diversification and its marginal benefits is a decreasing function as earlier 
stated by Markides (1992), see Figure 13. 
 

  
Figure 13. The Intermediate model (Palich, Cardinal & Miller, 2000). 

 
In their study (Palich, Cardinal & Miller, 2000) find support for the curve linear model: 
performance increases as firms shift from single-strategies to related diversification, but 
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performance decreases as firms change from related diversification to unrelated 
diversification.  
 
Markides (1993) says that companies that “have for-whatever-reason diversified” 
beyond their optimal level will need to reduce their diversification. A good indicator of 
over-diversification is when the break-up value of the company is greater than its market 
value. This means that first of all a company needs to estimate what the current break-up 
value is and then compare it to the existing market value. 

3.3.2 Type and direction of relatedness 
Sambharya (2000) and Fan and Lang (2000) address the problem of how to measure 
relatedness within companies. They emphasize the importance of objective 
measurement methods since the measurement’s accuracy is critical regardless whether it 
concerns industrial organization, finance, or management research. Sambharya (2000) 
explains two different ways to measure relatedness; categorical measures, which focus 
on the type of diversity, and continuous measures, which focus on the degree of 
relatedness.  
 
Often, measures rely upon the Standard Industry Codes (SIC) system (Fan & Lang, 
2000), for example Rumelt’s (1974) work is based on this method (Sambharya, 2000). 
Fan and Lang (2000) question the usage of measurement methods based on SIC-codes 
due to several unsatisfactory aspects. First, they do not reveal the type of relatedness. 
Second, they are discrete and do not measure the degree of relatedness. Third, they lead 
to classification errors due to the classification system. This problem is particular 
bothersome for classification of vertically related businesses. (Fan & Lang, 2000) 
 
The approach adopted within the business research field is subjective (Ramanujam & 
Varadarajan, 1989) and is based on the underlying logic behind the company’s 
intentions and relatedness between business units based on sharing of skills, strengths, 
and tangible attempts to exploit other common features (Rumelt, 1974). This study 
doesn’t intend to choose side when it comes to what measures to use when determining 
the success of diversification. This is due the recently mentioned inconsistencies among 
researchers regarding suitable performance outcome measures. Therefore, the 
determination of successful diversifications will be based on the respondents’ subjective 
measures and other objective measures.  
 
Many a researchers have hypothesized that firms adopting a strategy of related 
diversification should outperform those using unrelated diversification (Amit & Livnat, 
1989; Datta, Rajagopalan, and Rasheed, 1991). Rumelt (1974) founded this stream of 
research by assuming that, unlike unrelated diversification, related diversification allows 
the transferability of core skills. In addition it is proposed that diversification leads to 
improved economic performance arising out of benefits such as greater market power 
(Markham, 1973), higher economies of scale and scope (Benston, 1980; Scherer, 1980; 
Teece, 1980), synergies from the sharing of complementary skills (Salter & Weinhold, 
1979), and risk reduction (Leontiades, 1986). However, as Jones and Hill (1988) point 
out, related diversifiers face increasing bureaucratic costs stemming from reciprocal 
sharing of resources and joint production. If related diversification is better, this is an 
argument for the importance of operational synergies (e.g. resource sharing, transfer of 
skills, and management synergies). If on the other hand, unrelated diversification is 
better, financial synergies are more important. However, Palich, Cardinal and Miller 
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(2000) found evidence that performance increases as firms shift from single-business 
strategies to related diversification, but performance decreases as firms change from 
related diversification to unrelated diversification. Or, as Markides and Williamson 
(1994) put it, related diversifiers will only outperform unrelated firms when they 
compete across a portfolio of markets in which similar types of accumulated assets are 
important.  
 
Zook, Allen and Smith (2000) examined nearly 2000 companies for a 10-year period 
(1988-1998) to see what generated sustained, profitable growth and created shareholder 
value. The best stories of sustained and profitable growth, they claim, almost always 
come from a company focusing on and growing its “profitable core” and then driving its 
greatest competitive advantage into adjacent areas around the core. 
 
Prahalad and Hamel (1990) claim that as a company multiplies the number of 
application arenas for its core products, it can consistently reduce the cost, time, and risk 
in new product development. Well targeted core products can lead to economies of scale 
and scope. 
 
Rumelt (1974) argues that the ability of the firm’s management, particular its general 
management, is the single most important non-financial variable determining whether 
diversification will be successful or not. He bases this statement on the fact that 
companies with operating skills  
 
Diversification is a risky business that that may result in undesirable outcomes. 
According to Markides (1997) these include reduced organizational fit, inconsistencies, 
loss of focus, and ultimately lower profitability. Although diversification per se always 
is associated with a certain amount of risk, it is also a way to manage company risk 
through portfolio building (Aggarwal & Samwick, 2003). At the same time as the 
aggregated risk is lowered, substantial reduction in firm value is common, that is 
decreased shareholder value (Mansi & Reeb, 2002). Bettis and Mahajan (1985) show 
that a trade-off exists between profitability and risk – firms that diversify into unrelated 
businesses usually had lower profits but also lower risk. However, Figenbaum and 
Thomas (1986) found negative correlation between profitability and risk in many 
industries. Their explanation is that if the firm-specific risk reduction motive for 
diversification is valid, it may well be that some firms manage their operations in a way 
that achieves high profits at low or average risk, or are able to reduce their exposure to 
risk while maintaining average or above average profits. 
 
Hall (1995) in his study attacks what he calls the general description given to companies 
by Rumelt (1974) and several others that related diversification will lead to superior 
levels of performance while unrelated diversification will lead to lower levels of 
performance. He is also addresses the issue whether prior performance effect future 
diversification. Hall uses accounting based measures: return on assets (ROA), return on 
equity (ROE), and return on sales (ROS). Results show that all measures of 
diversification, total, related, and unrelated, seem to suggest that highly profitable 
companies tend to diversify less than firms with inferior performance. In addition 
regardless of type of diversification, results show that diversification lead to higher 
performance even though not significantly higher. In other words he finds no evidence 
that related diversification would be more profitable than unrelated diversification.  
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3.3.3 External factors affecting diversification performance outcome 
Datta, Rajagopalan and Rasheed (1991), in their review of existing empirical research 
point out that the relationship between performance and diversification appear to be a 
function of not only the diversification strategy (how much and what kind of 
diversification) but also industry conditions and on how effectively the diversification 
strategy is implemented.  
 
Industry effects 
Wernerfelt and Montgomery (1988) sought to estimate the effects of industry’s 
importance on performance of companies. They start off in the backwater of 
Schmalensee (1985) who managed to show that accounting rates of return at the 
business unit level are heavily influenced by industry effects and not significantly 
influenced by market-share or firm effects. Wernerfelt and Montgomery (1988) in 
conjunction with Schmalensee’s findings discovered that industry effects accounts for 
the majority of the explained variance.  The critiques against accounting rates of return 
argue that it is distorted by failure to consider systematic risk, temporary disequilibrium 
effects, tax laws, and accounting conventions regarding research and development, and 
advertising. That is if a company wants to compete in a given industry, it is subject to 
the risk and disequilibrium effects in that industry and the industry-specific needs for 
investments in fixed capital, advertising, and research and development. Thus such a 
measure will be strongly biased and favour industry effects. Wernerfelt and 
Montgomery (1988) instead used Tobin’s q as a more appropriate measure and 
dependent variable. Tobin’s q is defined as the capital market value of the company 
divided by the replacement value of its assets. By incorporating capital market measure 
of company rents, q implicitly uses the correct risk-adjusted discount rate, imputes 
equilibrium returns, and minimizes distortions due to tax laws and accounting 
conventions.  
 
Prior performance and initial conditions 
Mukherji (1998) in her study attempts to get pass what she believes is the main reasons 
for the inconclusive relationships between diversification and performance found by 
several different researchers. She reasons that the inconclusiveness may be attributed to 
heterogeneity of samples, pooling of data, and cross-sectional analyses. Mukherji 
believes that one way of overcoming these biases is to make comparisons based on 
homogeneity of samples, or some other well-defined structural variable. Thus, she uses 
companies from three different industries: food, electronics, and petroleum. The results 
show that initial conditions and prior performance levels have a large impact on 
diversification efforts and the following performance of such. In other words, Mukherji 
says, companies in industries that seem to have a prior successful performance continue 
to have diversified companies that perform well. Companies from such industries 
constantly outperform companies from lesser performing industries, whether diversified 
or not. That means that companies that exhibit low performance have a lower 
probability of succeeding with their diversification.  
 
Mukherji (1998) also manage to show that companies in poor performing industries tend 
to make greater efforts to diversify compared to companies in better performing 
industries. This finding is in line with the thoughts on the “escape paradigm” presented 
by Rumelt (1986) and Hoskisson and Hitt (1990). Her findings also support the findings 
of Hall (1995). They meant that low performance was a thinkable incentive for 
diversification. The logic behind this notion, is that high performing companies are less 
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likely to engage in diversification, but for low performing companies this can provide 
the means for escaping declining prospects in their original business areas.  
 
But, Mukherji (1998) says individual companies have fairly little control over the 
performance of a specific industry. This goes for both under performing as well as for 
high performing industries. Initial conditions create situations that are likely to 
contribute to successful diversification. She claims that successful performance is a 
combination of initial conditions and a company’s combination of strategic assets and 
core competences. Strategic assets are the assets that underpin a company’s cost or 
differentiation advantage in a specific market and that are perfectly imitable, imperfectly 
substitutable and imperfectly tradable (see Figure 14).  
 

 
 

Figure 14. Mukherji’s research framework (Mukherji, 1998).  
 
 

3.4 Frame of reference  
Previously in this chapter an overview or the relevant literature for this study has been 
presented. In this section we will provide the conceptualisation that will allow us to 
answer this study’s research questions. This will result in the emergence of the frame of 
reference presented in figure 15. According to Miles and Huberman (1994), a 
conceptual framework, what we refer to as a frame of reference, explains, either 
graphically or in narrative form, the main things being studied. The authors state that 
your conceptual framework should be based upon your research questions. Thus, the 
research questions as stated in chapter 1.3, are recapitulated: 
 
 How can the rationales for diversification be described? 
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We will now turn to the conceptualisation of the variables in our three research 
questions involving the rationales for diversification, the diversification strategy 
pursued, and the inevitable outcome of the diversification.  

3.4.1 Research question one: Rationales for diversification  
As presented previously in this chapter, the rationales for diversification are several and 
stemming from various theoretical and applied areas. Furthermore, rationales are more 
or less rational depending on who’s perspective you take on; rational motives for the 
firm may be irrational for the managers, and vice versa. Thus, there is a natural conflict 
of interests between different stakeholders, being the origin of diversification. 
Authorities and other external stakeholders may give rise to additional motives, for 
example legal. The eclectic collection of rationales for diversification examined in this 
study are: 
 
 Legal 
 Market power 
 Industry attractiveness 
 Resource utilization 
 Managerial motives 
 Ownership 
 Low performance 
 Risk management 
 Portfolio management 
 Organizational rationality 
 Transaction costs 

 
As Hoskisson and Hitt (1990) point out, one should remember that one or several of the 
motives for diversification discussed above also will affect the diversification strategy 
implementation and hence moderate the performance outcome. Although not the 
primary driver for diversification, variables like industry structure and legal aspects may 
influence the diversification strategy and the outcome.  

3.4.2 Research question two: How diversification is pursued 
As Datta, Rajagopalan and Rasheed (1990) conclude, diversification has been 
conceptualized and measured in the literature in three different yet related ways, namely 
degree of diversification, type of diversification, and the mode of diversification. 
Together they constitute what Hoskisson and Hitt (1990) denote as diversification 
strategy. The three proposed aspects of diversification are conceptualized as follows: 
 
 Extent of diversification is operationalized as the number of businesses or 

products launched not directly and solely exploiting the core competence of the 
firm. In this study we use the business count as measure of extent of 
diversification.  

 Type of diversification describes how the new business is related to the existing 
businesses, including relatedness in Operations, i.e. competence, resources, 
infrastructure, and technology; Markets; and relatedness in Strategy. The 
agglomeration of competence, resources, activities, and technology is necessary 
due to the inseparability of them as parts of performed activities. Also direction 
of relatedness is described, that is forward and backward integration, horizontal 
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integration, concentric, and conglomerate. Relatedness may also concern market 
power and strategic logic emanating from management’s conceptualization of 
the business at corporate level.  

 Mode of diversification refers to the approach used by the firm to diversify into 
different product markets. The two extremes are internal development and 
acquisition. In-between alternatives like licensing, internal ventures, joint 
ventures, alliances, venture capital funding, and educational acquisitions are 
available.  

3.4.3 Research question three: Performance consequences  
This study doesn’t intend to choose side when it comes to what measures to use when 
determining the success of diversification. This is due the recently mentioned 
inconsistencies among researchers regarding suitable performance outcome measures. 
Therefore, the determination of successful diversifications will be based on the 
respondents’ subjective measures. These subjective measures may in some cases be 
objective measures, e.g. profitability, sales, risk, and cash flow.  

3.4.4 The emerged frame of reference 
The frame of reference presented in figure 15 below draws on the research frameworks 
presented by Datta, Rajagopalan and Rasheed (1991) and by Hoskisson and Hitt (1990). 
Both models examine antecedents and moderating variables associated with 
diversification strategy and the performance outcomes. As Datta, Rajagopalan and 
Rasheed (1991) mention, their framework integrates various issues associated with 
diversification making it a broad and more completely specified model than otherwise 
used. This, the authors claim, makes the model especially suitable for future research 
(see for example Bruche, 2000 for a recent application). Also Hoskisson and Hitt (1990) 
stress the importance of further research on the factors driving and affecting the choice 
to diversify and its consequences.  
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Figure 15. This study’s emerged frame of reference. 
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4 EMPIRICAL EVIDENCE 
Together with the literature review and the developed frame of reference, the empirical 
evidence constitutes the foundations of this master thesis. The empirical evidence 
contains the respondents’ views of the research question topics. Starting with the 
strategic perspective, six cases are presented separately.  

4.1 Case 1: Vattenfall – Strategic perspective 
Vattenfall is in 2003 one of the top five players on the European energy market. The 
empirical evidence comes from three interviews with Bergman, head of Vattenfall Group 
Research and Development, Lundgren, head of Vattenfall Group Strategic Management 
and Business Development, and Svensson, head of Vattenfall Group Business 
Environment Analysis.  

4.1.1 Rationales for diversification  
Lundgren says that Vattenfall has come from a regulated world with national 
monopolies where the business activities weren’t too complicated. Issues more or less 
concerned when Vattenfall should build new power plants. The two difficult issues as 
Lundgren sees it was how demand developed and what sort of plants they should build 
to meet this demand. The commercial aspect of it all was in comparison ridiculously 
easy. Most companies have problems of planning their economies but this was a 
problem that Vattenfall never faced. If the profits were down one year it was easy to just 
raise the prices the next year since there was no competition.  
 
Lundgren says that this means that the entire organisation was purely operational. No 
commercial issues had to be dealt with. He says if the demand rose, they increased their 
capacity by building new plants. And this was not just the picture in Sweden but 
everywhere else as well. This he means has lead to that the entire industry is somewhat 
underdeveloped as far as commercial and strategic thinking and managerial skills. 
During recent times the industry has been catching up to close the gap between being 
complete monopolies to being hundred percent commercialised and competitive. 
Suddenly it has become much harder to deliver the same kind of returns as before. 
 
Lundgren says that the deregulation of the industry has lead to that commercial experts 
are now needed to decide pricing issues. How high can we set the price to make the 
maximum of profits? Before it was just a matter of math but today it is a matter of 
judgement. If the price is set to high it may lead to two things: 1) customers buy less, 
and 2) competitors take over the loss of customers. If the price is set to low we can’t run 
the business. This requires a whole new sense and commercial skills of the market and 
the competition that was never required before. This commercialisation is one of the 
most important changes for Vattenfall and the industry. 
 
Svensson discusses the incumbent unbundling of Vattenfall that has occurred in 
accordance to recent anti-trust regulation that energy and power companies have to 
separate production, transmission and distribution, and sales from each other. 
Production and sales are now subject to competition but transmission and distribution 
remain natural monopolies. Svensson and Lundgren say that the aim of the deregulation 
was to make the electricity companies subject to competition but in the process 
politicians realised that it wasn’t effective and realistic to include the transmission and 
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distribution. Svensson clarifies saying that they wanted to avoid what is happening in 
the telecom industry today where parallel nets are built thereby creating overcapacities 
and unnecessary costs finally carried by the customers. But this means that these 
transmission and distribution monopolies are strictly regulated to make sure they don’t 
abuse their positions and that tariffs are not set unreasonably high. Prior it has been 
common that community owned distribution companies have been used to raise cash for 
other community services. However, Lundgren adds, the transmission and distribution 
part of it all, because they are still monopolies, they are facing the same old issues. 
Lundgren means it is a matter of manipulating the authorities in such a way that the 
prices may be set as high as possible. And this, he means, is a problem. This requires 
different skills than commercial ones. 
 
Svensson says that this means that the transmission and distribution monopolies are 
heavily supervised by authorities making sure that the customer’s money are spent on 
making the systems more reliable and efficient. If revenues generated by these 
monopolies are spent on something else than system development it may become an 
issue of illegal cross-subsidization. 
 
Svensson says that at the moment EU is even talking about organizational unbundling, 
meaning that the electricity companies shouldn’t be allowed to keep the distribution 
companies as subsidiaries. He says that this would mean making transmission and 
distribution companies stand on their own. 
 
Svensson continues saying the unbundling of power and electricity companies is taking 
place all over Europe and the ambition of the European Commission is still profound. 
The latest market directive of the Commission reveals that in 2007 all customers in 
Europe should be able to choose whichever supplier they want within Europe. This 
means that the unbundling must continue. Discussions are being held concerning 
making it illegal to switch employment between electricity distribution companies and 
electricity trading companies. Svensson sees this as a strong indication of how much this 
industry is affected by law making institutions and policies, implicating that even EU 
that stands for free movement of people is considering creating laws contradicting this. 
But, the bottom line is, he says, that EU wants to eliminate the risk of cross-
subsidization where the non-competitive transmission and distribution systems are 
setting tariffs to high and transferring resources to less profitable operations subject to 
competition.  
 
Svensson talks about finding out just how much secondary business the monopolized 
operations are allowed to undertake before it gets out of hand. Where is the line drawn 
where authorities think that the companies are engaging in the wrong activities and 
thereby not fulfilling their obligations? Svensson thinks this is a highly relevant issue 
since authorities in comparison with the industry itself have just minor experience of 
handling such matters within the power and electricity industry, but are already picking 
up speed and getting trickier all the time. 
 
But, Lundgren says, this concerns only some thirty percent of Vattenfall’s entire 
operations. When it comes to the production and sales of electricity and heat this is 
commercialised and faces competition. This is the first of major challenges for 
Vattenfall. The second major challenge, a consequence of the development of the past 
ten years, is that Vattenfall has become an international company in an international 
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industry. This, he, says is due to that deregulation has occurred in not just Sweden but in 
all of the European countries. One of the thought outcomes of deregulating the industry 
is that it will allow customers to choose suppliers not only in Sweden but from entire 
Scandinavia. In addition, the deregulation on the European continent that is strongly 
proposed by the EU leads to an integration of the markets, both technically and 
administratively. The outcome of this is that instead of three or four major companies in 
Sweden, we have approximately fifteen major companies in Scandinavia and eventually 
about a hundred major companies in Europe competing with each other. Lundgren 
concludes that this is not an ideal situation. Lundgren claims that when such a situation 
arises, the companies tend to engage in acquisitions and mergers. He means that 
otherwise there will be too much competition benefiting no one.  
 
So, Lundgren says, now there is an integration of the markets going on, partly because 
the companies are being internationalised, and partly because they want to expand 
heavily which they in turn are not able to do in their respective domestic markets and 
home turfs.  
 
This development, Lundgren says, is quite obvious referring to the expansion of the 
twenty largest companies and largest competitors of Vattenfall in Europe. He concludes 
that Vattenfall, which has grown total turnover three times the past three years, resides 
only on an average level of the expansion chart the past years. All of the major domestic 
companies now are present in at least four or five countries. 
 
Lundgren says that the mode of expansion is to some seventy-five percent accomplished 
through acquisitions. But, he says, in time mergers will become more prevalent since it 
requires a huge amount of capital to acquire really large companies. Then companies are 
referred to mergers when looking to grow. 
 
The third major change or challenge, as Lundgren sees it, is that the markets of 
electricity, heat, and gas are converging. This applies mostly to gas becoming integrated 
into the system. This is due to that gas is an important fuel source in producing 
electricity, and this results in gas companies integrating downstream and the other 
companies upstream. This, he means, to assure the supply but as well to reduce risks. 
 
But, Lundgren says, the converging of the gas and electricity markets is also due to that 
customers on the continent, where gas is used more widely, more and more are starting 
to demand that the same supplier supplies both gas and electricity. It gives them 
alternatives when it comes to heating and air-conditioning. Therefore they wish to deal 
with only one actor when using only electricity or a combination of them both.   
 
Lundgren says that the fourth major change or challenge facing Vattenfall is on the 
macro environment level. This, he says, concerns environment issues and especially the 
legal issue on carbon dioxide. He talks about that if the Kyoto agreement and its trade 
with emission rights is implemented it will cause huge changes and incur major cost and 
price increases.  He says that if it is launched as it is constructed today, electricity prices 
will increase by forty to fifty percent.  The ones emitting carbon dioxide will have to 
take the entire blow through purchasing these emission rights. This will lead to a 
reprioritising of what sort of energy sources that is to be used and who the profitable 
customers are.  In the case of Vattenfall, this means that their operations in Germany 
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and Poland, which emits a substantial amount of carbon dioxide, incur a potentially 
large risk.  
 
Svensson says that different authorities are prevalent for Vattenfall, both national and 
international, but the EU Commission is currently the institution affecting the industry 
the most. 
 
Another consequence, as he sees it, when the prices increase is that most of the 
electricity companies will make huge profits. This will in turn not be allowed by the 
governments who will then apply heavier taxation on electricity. This will finally be 
transferred to the customers who will have to pay for it. He reasons that customers won’t 
allow the prices to be raised by some seventy percent. This will affect the entire 
economy and consequently the social welfare of the society.  
 
Lundgren says that Sweden has had a situation with stagnation and even a drop in 
electricity demand since 1987. This has meant that production facilities haven’t been 
replaced or new ones built for a long time. In the short-term perspective, he sees no 
immediate necessity of constructing new facilities either to face demand increases.  
However, he anticipates a need for replacing old plants, for instance Barsebäck. In 
Germany, where the decision has been made that the nuclear power is to be removed, it 
will on the other hand require building new plants to compensate for this loss of 
production capacity. 
 
Today EU imports some thirty percent of its total energy need. But this ratio will have to 
be increased since in ten years time, EU will face an energy shortage. He believes this 
issue needs to be greatly solved by creating strong ties with Russia. He says that Russia 
sits on resources sufficient for the next two hundred years. But, he notices that the USA 
is in an even more disturbing situation than Europe. 
 
Lundgren says that before the deregulation and internationalisation of the industry and 
markets, the national companies obtained seemingly large over-capacities to meet 
sudden demand peaks. Now, with the integration, this over-capacity is not needed, peak 
demands can be met by using the capacity of a much larger European system. Hence, he 
means that deregulation aims at making over-capacity visible and thereby getting rid of 
it. Ridding of over-capacity means that costs decrease and price as a consequence will 
decrease as well. He admits that even though the costs of hedging on a deregulated 
market increase, it is small in comparison with the reduction in costs as result of 
optimising the capacity.  
 
In answer to why Vattenfall aims at being one of the major companies within the 
industry within ten years, Lundgren says that there are economies of scale to be found in 
the industry. They are not that great but they are sufficiently large to be interesting. If it 
means two percent in cost reduction it still means a lot of money and directly increases 
the returns on capital. 
 
Yet another way of explaining the ambition of Vattenfall, is through the lens of market 
competitiveness. If we don’t do this, Lundgren says, we will face a great number of 
competitors, hence competition will increase. Even though we accept competition there 
is still a maximum level that is considered reasonable. He says that there shouldn’t be 
more than ten to fifteen major players on the domestic arena.  
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Bergman with another perspective also underlines the importance of market positions. 
He says that creating and maintaining competitive advantages, constitutes about eighty 
percent of what they do. He defines this activity as working on what you are already 
doing trying to solve the existing problems and to develop new technologies. He thinks 
that this should be the dominant part of it all. The other two functions, creating new 
businesses and creating and maintaining freedom to act, should stand for ten percent 
respectively. Historically, Bergman says, Vattenfall has put a lot of effort into having 
large political freedom. Vattenfall has done a lot of things in the past that have been 
unproductive. But, he says competitive advantages may be about making sure that you 
are allowed to continue doing what you do, that you meet the demands of regulations, 
security, and other EU policies. This is the main reason to conduct research and 
development. 
 
But, Lundgren adds, it is also an issue of finding synergies. He mentions economies of 
scale, economies of scope, and economies of skills, which is to be considered highly 
prevalent for Vattenfall. He says that when Vattenfall grows by acquiring other 
companies its also acquires new ways of doing things. “We can then choose to use the 
most appropriate practice or best practice.” Thereby he means a better internal 
competence and knowledge base is created. 
 
He says that having a large diversified company may be used as an internal capital 
market. But this is not a main reason for their ambition of growth. However, he says, 
that if Vattenfall for instance, needs to replace a nuclear power plant it may cost as 
much as forty billion Swedish kronor. He says that it is obviously easier to handle such 
an investment if the total capital base is four hundred billion kronor rather than a 
hundred billion kronor. The investment is then relatively smaller. Being a major 
company gives more flexibility on the micro level. 
 
Bergman also talks about using an internal capital market but in respect of research and 
devlopment. He says that his department oversees all of the respective business units’ 
research and development and allocates necessary funds between different projects. If 
they find synergies and/or the projects may be relevant for the common good of the 
entire company of Vattenfall he can bring different projects from different business units 
together. Bergman says that the search for synergies is also about identifying and 
avoiding that the same activities are carried out on different locations within the 
organisation.  
 
Svensson on the other hand, when addressing the matter of major projects in conjunction 
with all separated companies, concerning mutual benefits in operations management and 
maintenance induces the legal aspects. He says that Vattenfall as a concern is putting up 
a large part of the required funds for doing this. He raises a question whether the 
authorities would allow this. Is it legal for the corporation of Vattenfall to finance the 
activities of the monopolized transmission and distribution company? 
 
Lundgren says much of what they are doing is minimizing and handling dynamic risks. 
Prices change all the time, which means that the production unit hedge their production 
and the sales unit hedge their sales. These operations include substantial risk-taking why 
they try to balance these risks. They balance these risks and achieve more efficient risk 
handling through having larger portfolios. On the production side this means having 
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different production plants and on the sales side having different delivery concepts. 
When it comes to the consumer market, it usually concerns electricity and heating 
offers. Bergman means that when customers buy electricity subscriptions they don’t buy 
the electricity as such, but rather an insurance against price variations.  When the 
customer pays a specific price for the electricity it is the supplier who takes on the risk 
of price variations. When the customer signs his subscription to a fixed price this 
doesn’t mean that the prices of electricity have stopped moving. This is where Vattenfall 
moves in and calculates the risk of managing this instead of the customer. It is more of 
insurances than anything else. 
 
Lundgren claims that having a state as the owner have both pros and cons. But, 
according to Lundgren, drawbacks are more profound than the benefits. Four years ago 
half of the largest companies in the industry were publicly owned. In 2005, Vattenfall 
will be the only major energy company still non-privatised. He thinks that it is an 
anomaly that Vattenfall has been allowed to break away and expand internationally. He 
says that in Germany, the industry frowns at the thought that a company owned by the 
Swedish state is buying their companies. He compares it to the protests when Volvo 
tried to sell off to French Renault. But he sees no complication other than that the 
industry finds it awkward. As if we insisted on walking backwards, he says.  
  
The major drawback, as he sees it, is that the owner is an ignorant one that doesn’t 
contribute to the company’s operations. He explains that if they would have had an 
industrially oriented group of owners, that group would have led the development and 
taken the initiatives. Today they have no such owner and therefore they need to do 
everything themselves since the owner’s insight and competence is limited.  
 
Lundgren says that this could imply larger freedom to act on behalf of Vattenfall, but the 
combination of having limited management in terms of extent and experience and 
having a less than competent owner is not optimal.  
 
Lundgren says that if Vattenfall is to have a strong focus on Sweden it is not a problem 
to have a government as owner, but in a situation with an international ambition it’s 
more problematic. For instance, he says, if Vattenfall were to merger with another major 
company, it creates a political tension since the issue naturally becomes political. The 
Swedish state then has to let go of their sole ownership of Vattenfall. One of the 
drawbacks of being a government-owned company, as he sees it, appears if Vattenfall 
was to consider merging with another company. Such a fusion will be difficult to 
accomplish but will never the less be possible. 
 
One advantage, Lundgren says, is that having the Swedish state as the owner gives them 
access to favourable credentials. Their owner is as solid as can be why they can borrow 
money to a seemingly low interest rate. Bergman says being backed by a state means 
getting favours on the credit market. Other than that he considers Vattenfall to be run as 
any public company. 
 
When it comes to how the government ownership affects the operations Bergman says 
that before there was no distinction between Vattenfall and the state since it was a 
government agency. Today it’s completely different, and he says he experiences no 
strict government control on operations.  
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But, Bergman says, “You can still notice some of the old government-agency mentality 
when reasoning with people. It sometimes limits peoples mindset of what Vattenfall is 
supposed to do and is allowed to do. The majority of the employees have a fifteen-year 
history and more within Vattenfall.” 

4.1.2 Diversification strategy 
Lundgren describes the Vattenfall core business to be production, transmission, 
distribution, and sales of electricity and heat. Main energy sources are hydropower and 
nuclear power, but in recent years also polish coal-generated power. He adds that 
Vattenfall also has a minor operation dealing with gas in Germany. 
 
Regarding the extent of the business that Vattenfall is currently conducting, Svensson 
says that except for the core business; production, distribution, trading, and sales of 
electricity and heat there is some activities concerning telecom. He says that in 
Germany, Poland and Finland, Vattenfall is strictly sticking to the core business. In 
Germany, however, the sales company also offers energy-counselling services.   
 
Svensson means that Vattenfall is now focusing on the profitable core. This is due to 
that engagements into new unrelated areas and markets were not successful or 
profitable. But, Svensson says that this is also due to the international ambition of 
Vattenfall, that requires substantial amounts of capital. Hence, Vattenfall needs to stick 
to what they do best. 
 
Today, Svensson says, Vattenfall is trying to exploit their existing knowledge and doing 
what they are good at and maybe utilizing free capacities in alternative ways. 
 
Lundgren says that Vattenfall hasn’t become a more diversified company, but instead 
Vattenfall keeps it focus on electricity, heat, and now also gas.  Sticking to the core, he 
says, seems to be the trend in the industry at the moment. 
 
Bergman talks about the extent of the research programs. Vattenfall is currently 
conducting seven different research programs: 1) carbon dioxide separation and storage, 
2) development of operations and maintenance, 3) distributed generation, 4) industrial 
energy solutions, 5) intelligent networks, 6) renewable fuels, and 7) wind power. These 
programs include exploratory research as well as common activities among the different 
business units within Vattenfall.  
 
As for distributed generation, Bergman says that this can be seen as a threat or an 
opportunity for Vattenfall. When the demand increases slowly, it may be favourable to 
build small and local power plants instead of large ones. He says that this is a common 
thought in Germany but not in Sweden. The small power plants may be driven by diesel, 
fuel cells or micro turbines.  
 
Bergman says that the research has been narrowed down compared to five years ago. He 
says that today Vattenfall is said to focus on the core business. The core business 
Bergman defines as production, distribution, and sales of power/electricity and heat. 
 
Vattenfall has no stated process for generating, developing, and realising ideas for new 
businesses, Bergman says. It’s more of an ad hoc approach. One of the main criteria, 
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Bergman says, for creating a project from a new idea is that it is of strategic importance 
and related to the core businesses. 
 
Bergman says that when you develop a new business, you need to have a sufficiently 
large customer base to cover the investment made. The size of this customer base is 
dependent on what type of service that is under consideration. Some services are very 
hard to copy if they are built on technology and patents. If you decide to develop 
something that is easy to copy, you will for sure have competitors breathing down your 
neck. But, you can also choose not to be first and instead copy others. 
 
Svensson concludes that there are still a lot of things to address when it comes to the 
operational activities before searching for secondary businesses. One need to ask oneself 
what sort of resources are available, what sort of personnel have time available to 
engage in something else. Available resources could then be used in similar activities. 
Svensson says that engaging in complementary businesses should primarily be done 
using existing and unutilised capacity, not by acquiring new resources. He exemplifies 
by talking about different community services regarding maintenance. For instance 
using personnel set to monitoring the operations of Vattenfall to in addition monitor 
operations of external companies. Another example is security breaches and alarms at 
various companies. However, Svensson concludes, that usually the lack of managerial 
resources puts a limit on what other activities that could be pursued.  
 
Lundgren also addresses the lack of managerial resources. He says that Vattenfall has a 
limited management capacity, both quantitatively and qualitatively, in comparison with 
companies of similar size, i.e. in comparison with competitors Vattenfall has fewer 
managers in relation to turnover or investments made. He sees this as a problem but says 
that Vattenfall is working on closing the gap.  
 
Svensson sees the development of the transmission and distribution systems as similar 
to the ones going on in the IT industry. He believes that these network systems will 
become increasingly important in the future power systems. “It’s where the optimisation 
of the system will take place,” he says. Svensson calls it, “the development of the 
intelligent network,” a thought based on that the physical electrical system will converge 
with the communication network. Gradually, as components need replacement, more 
intelligent supplements with communication possibilities will be installed. He sees the 
possibility of optimising the system and thereby making the system more efficient 
between producer and consumer. He thinks it is crazy not to question building up spare 
capacity just to meet potential demand peaks without putting pressure on the customers’ 
usage. But the system needs to accomplish this without the involvement of the 
customers. He visions this as a potential when every user has its own IP address.  
 
These are important issues to work with, he says, and raises a warning that by breaking 
up the power and electricity companies into separate companies and operations it will 
negatively damage the overview of the entire system. By breaking up Vattenfall into 
production, transmission and distribution, trading, and sales, we loose the responsibility 
for the great picture. He says that Vattenfall’s core competence resides within managing 
great systems. To build small and decentralized apparatus is not something Vattenfall is 
good at. We can’t motivate the cost for us to do something like that, he says. Instead, 
Vattenfall’s future position should involve, regarding transmission and distribution, 
working on development of the main business in attempt to converge electricity 
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distribution with intelligent communication. Svensson says that by doing this we can 
motivate the great investments needed to accomplish this. It’s about developing the core 
business, not developing a complementary business or walking away from the core, he 
says. Svensson adds that he’s not fully certain that the transmission and distribution 
company of Vattenfall has realised the future opportunities.  
 
But, Svensson says, he realises that the transmission and distribution company is leading 
a meagre existence as it is. “Every company does,” he says. Unfortunately enough there 
is too much focus on delivering this year’s results rather than on strategic thinking.  
 
Svensson talks about using software instead of using the electro-mechanical appliances 
when managing and supervising transmission and distribution. When this is done you 
receive new opportunities in terms of price differentiating models due to that a 
communications link between the provider and user if electricity is installed. He sees the 
possibilities for finding secondary business in this development. 
 
Svensson thinks that Vattenfall is well up front compared to competitors regarding this 
development. He says that Vattenfall has worked several years with intelligent solutions 
using, for example, mobile Internet when performing maintenance and similar activities. 
He says that this stems from that today the maintenance personnel of Vattenfall is not 
that familiar with a specific plant or facility but rather moves around within the 
organisation depending on where the need arises. Such an intelligent system eases the 
access to relevant information and operations manuals about the systems and 
components that need a run through.  
 
Svensson says that this development aims primarily at rationalization but also freeing 
capacity and increasing availability of systems. Svensson adds that there is a limit to 
what should be new business and what should be development of old business. 
 
Lundgren as well as Svensson say that some years ago Vattenfall, as well as the entire 
industry considered, entering the multi-utility industry, but nowadays it is not 
considered to be an option for Vattenfall. Lundgren continues saying that other major 
companies that engaged heavily on multi-utility have started withdrawing. Either they 
are selling off or they are separating the multi-utility operations from the rest of the 
businesses.  He says that RWE, Centrica, and Vivendi have already split their 
operations, and at RWE it is obvious that they haven’t managed to realise the intended 
synergies. Svensson also agrees that few others have managed to realise and show 
evidence of synergies between the power industry and the multi-utility industry. But 
Lundgren says Centrica continues with their multi-utility operations. They have been 
rather successful through successful restorations of old plants that they have bought 
cheaply. Svensson puts it, “although successful, the synergies still seem to be 
insignificant.” Both of them conclude that currently there is hardly any interest in 
diversifying into multi-utilities. Svensson states that Vattenfall at the moment has no 
plans of pursuing multi-utility services.  
 
Lundgren says that the electricity companies hardly buy anything at the moment that lies 
outside the heat and gas sector. He says the synergies among electricity, gas, and heat 
are sufficiently large to motivate the cost it incurs to launch new products and services. 
Bergman agrees with Lundgren saying that gas at the moment is a competing industry to 
the electricity industry and Vattenfall, why it makes it interesting to observe and 
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consider.  Lundgren adds that even though Vattenfall is one of the largest heat suppliers 
in Europe gas is on the borderline of what the main business of Vattenfall. However the 
synergies, even though small, are large enough to motivate an engagement.  
 
Vattenfall has an ambition to grow, and to grow they need larger markets. Lundgren 
means that by entering the gas sector, Vattenfall could enlarge their hunting turfs. They 
could seek growth in both the electricity market and the gas market. Lundgren means 
that this increases the chance of securing business, through spreading cash flow and risk. 
But, he says, if it hadn’t been for the ambition of growth, Vattenfall wouldn’t have been 
interested in gas.  
 
Lundgren says another sector of interest may be waste disposal, but in terms of burning 
waste in order to produce heat and electricity. To collect and sort out waste is nothing 
that Vattenfall should concern itself with. Vattenfall should neither concern itself with 
water or other community multi-utility services. “In addition we are not interested in 
becoming a large telephone operator. The telephone operations that we do conduct are a 
secondary business aiming to create economies. It induces a marginal cost for our sales 
force to administer this service.” But, Lundgren says, this is just a secondary business 
where we have no ambitions to become larger. Becoming larger in this area means 
entering an industry of systems and products that is wrong for Vattenfall.   
 
Lundgren says that Vattenfall in the middle of the nineties had divisions in South 
America as well as South East Asia. Here they invested mostly in power plants but also 
in entire power companies. The aim was earning extra cash. Many other companies in 
the industry tried to do the same. But when the new CEO of Vattenfall, Lars Josefsson, 
came to the company in 1995, he decided that Vattenfall should focus heavily on a few 
countries. This prior geographical expansion also incurred severe strain on the 
management of Vattenfall. Thus, all the companies and operations in South America and 
South East Asia were sold off. Lundgren says that the outcome of Vattenfall’s excursion 
outside Europe was a lucrative one seen in relation to the effort and investment made. 
They had to build up the entire operations from scratch and invested two billion Swedish 
kronor. When they sold they received three billion kronor. This means a return on total 
capital of about twenty percent. 
 
Svensson says that if a distribution company wants to take over the running of 
streetlights, which is usually a community-run operation; you need to be careful not to 
mix the two different roles. One way of solving the matter legally would be to perform 
this type of service on an entrepreneurial basis with clear distinction of cash flows. 
 
Svensson says that he sees that there is a problem of having to many economists running 
the operations of the transmission and distribution companies. But, he realises that this 
company is getting a lot of pressure from all sides at the moment. Demands from the 
board to increase revenues at the same time as the authorities carefully watch every step 
they take. He adds that if the development of that with a substantial amount of local 
production is realised, there will be even more problems to handle. If they can’t handle 
this, the authorities won’t renew their permission to conduct this kind of business. 
 
Bergman means that the definition of the research and development activities is rather 
fluent and inconclusive. This is partly due to the fact that Vattenfall is more of a process 
industry than an industry of products and services. Vattenfall doesn’t deliver new 
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product series to replace the old ones. Instead, Vattenfall resides in an industry where 
the product delivered is specified and holds the exact same attributes as the products of 
the competitors. Thus, the hard part of the process is to deliver the product as efficient as 
possible and at the right time. 
 
Bergman says that the time perspectives of the programs vary. For a power plant it may 
be thirty to forty years, when in sales it may be a year. Bergman says the average length 
of a program is three to five years. He says that his department handles the part of the 
programs where the risk is very high and the development and implementation costs are 
also high. He says, “ we manage risks.”  
 
Bergman thinks that the relation between research and development should be, 
maximum, ten percent research and ninety percent development. Research and 
development are conducted to create and maintain competitive advantages, create new 
business opportunities, and to create and maintain freedom to act. 
 
Bergman says that the program on development of operations and maintenance deals 
with increasing the efficiency. That is to reduce costs, providing the same maintenance 
with fewer resources, and increasing the availability of equipment and facilities. 
 
The program on renewable fuels deals with optimising the burning processes when 
treating renewable fuels. The program on intelligent networks deals with how to use 
information technologies to increase the efficiency of the value chain. 
 
All of the programs are considered to be of strategic nature even though they may differ 
in duration. Some projects are expected to have a pay off in just a few years while others 
may have a scope of ten years or more. Bergman says that it is hard to define what 
research and development really is. “Should problems that are solved in the daily 
operations be considered development or is it just problem solving?” he rhetorically 
asks. If you accomplish an improvement in running the operations, is it maintenance or 
is it research and development?  
 
If production decides to start producing wind power research and development looks at 
how to integrate such small power plants into the system. Normally there is a major 
power plant at one end of the system and many small consumers at the other end. 
Bergman says that systems are built for this kind of distribution and by inducing smaller 
and locally placed power plants it may arise problems. This includes also looking at the 
legal aspects of starting wind power plants. “In Karlskrona we are looking at how to 
open an offshore wind power park. On Gotland we are trying out wind power generators 
together with a company that produces wind power plants.”  
 
When it comes to research about environmental issues Vattenfall is part of several 
different forums and partnerships that include competitors, authorities, universities, and 
other institutions. He says that no one works alone on such issues. It is not possible to 
do, he says. 
 
Bergman says that Vattenfall hasn’t bought any company just to get hold of new 
research and technologies. Instead, they are confined to conduct this on their own or 
through cooperation. 
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Bergman says that all the research programs are tied to the core businesses. According 
to Bergman, the connection between the core businesses and research was looser in the 
past than it is today. For instance he says, wind power is nothing that Vattenfall does 
today but it may be included in our business of producing electricity and heat, which 
would make it our core business. 
 
However, Svensson admits, in the middle of the nineties there was a huge effort made 
by Vattenfall to develop new services and products. One project involved creating 
intelligent homes. At that time there was a strong belief within the industry that energy 
was just bulk goods and impossible to make any profits out of.  He says that the entire 
industry developed a mindset where production facilities were considered a nuisance. 
The industry saw declining revenues in the future while the new information technology 
was opening up possibilities to elude this scenario. Vattenfall among others thought it 
was possible to exploit the customer base further, which meant that the more customers 
you had, the more successful you were. Original thoughts spun around one to five 
million customers to end up with ten to fifteen million customers. “The thing that 
happened was that we realised that the customers weren’t ready for this yet, and we saw 
that the investment we had made, were more or less impossible to turn into future 
revenues.” Hence the projects were terminated with a heavy loss. Svensson admits that 
Vattenfall had been engaging in activities far from their main businesses, activities 
where they had no prior knowledge or competence in. Svensson says this occurred since 
Vattenfall considered other markets to be fairly easy to exploit and that the power 
industry already had peaked. The only thing that seems to have come out of it was the 
telecom operation that was somewhat successful.   
 
The aims of the failed projects were to boost revenues and profitability. Svensson admits 
that it was more of managing by results than trying to focus on the energy sector.   
 
Bergman speaks of other programs that have been disappointments for Vattenfall, for 
example, the program of industrial energy solutions that dealt with developing new 
products and services for industrial customers. The basis for this program was the 
energy knowledge of Vattenfall.  
 
“Together with the sales company we try to develop the service towards the customers. 
Then we talk about the intelligent networks. Here we are using an already existing 
channel to accomplish this. But, normally Vattenfall is not suited to address common 
consumers since we are more suited to handle vast systems and plants. It becomes to 
expensive to serve the minor consumers,” Bergman concludes. 
 
Bergman says that Vattenfall does not engage itself with, for instance, offering solar 
panels to private customers like Fortum does. But, Bergman says that some years ago 
Vattenfall spent over a quarter of billion Swedish kronor on developing completely new 
businesses and products outside the core businesses. This was a huge failure, he says, 
and the attempts were dropped. It was due to the IT hysteria at that time, he says. The 
entire industry was affected too. Bergman continues saying that before Vattenfall 
became a full-blown company on a deregulated market, it conducted research in various 
areas of no business-related interest to Vattenfall. It was then a government agency, and 
hence was forced to conduct research programs and activities that were purely political 
by nature. Bergman mentions that Vattenfall put down 300 million Swedish kronor on 
solar heating without ever retrieving anything from the project.  



 
CHAPTER 4 – EMPIRICAL EVIDENCE 

 
 

 67 

 
Today, Bergman says, it is completely different, “no programs are run that aren’t 
considered to render in some financial gaining on behalf of Vattenfall.”  
 
Bergman says that Vattenfall has tried to define electricity in terms of quality, thus 
trying to create a product out of it. But he concludes it wasn’t very successful. Today he 
says Vattenfall has no activities in this area. Vattenfall did put in years of effort into 
realising and selling qualitative electricity as a service, but had to withdraw without any 
success.  
 
Bergman says that some of the research and development may be seen as risk 
management or attempts to reduce the risks. In 2005, the trade with emission rights for 
carbon dioxide will be launched. In the beginning these rights will be relatively cheap 
but will gradually become more expensive. Vattenfall, that today has quite substantial 
production using coal, is one of the major emitters of carbon dioxide in Europe today. 
This Bergman says, can be considered either a threat or an opportunity. “If we do not do 
anything about it we will face huge increases in production costs within ten years, but if 
we manage to develop a technique for producing coal-generated electricity without 
emitting carbon dioxide, this threat will be turned into a competitive advantage and an 
opportunity.” 
 
Bergman says that their research and development is based on what Vattenfall wants to 
do and what they observe when studying the macro environment, the industry, new 
technologies, and other events. He says that markets change and so do customers.  
Bergman means that research and development does not lead a life on its own but is a 
major part of the corporate and business development. 
  
Bergman says that within the program of exploratory research, Vattenfall conducts 
various projects concerning future businesses. At the moment one of he projects 
concerns handling carbon dioxide emissions. For instance, if Vattenfall decides to enter 
the gas industry it will become natural to conduct research on related issues.  
  
Bergman talks about the program of intelligent networks where the program is divided 
into three different projects or areas: 1) use the customer information in the entire value 
chain, 2) the future electricity and heat distribution net, and 3) support based on 
technological solutions. Bergman exemplifies with a project concerning sending 
information through power lines, which he means is related to the electricity and heat 
distribution system. Bergman says that within this a lot of synergies may be found and 
utilised. 
 
On the communications side, Vattenfall already provides broadband services via fibre 
optic cables and ADSL. The service is marketed towards both business and private 
customers. Vattenfall is running what Bergman calls “a national city net.” The services 
are provided jointly with Song Networks. Furthermore, Vattenfall is a member of the 
National City Net Group where currently eight broadband city nets are connected. The 
number of members is expected to reach twenty at the end of year 2004.  

4.1.3 Performance outcome of diversification 
Both Lundgren and Svensson say that new businesses have to be profitable to be 
interesting. “There is no room for extravagance today”, Lundgren concludes. From his 
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research and development perspective, Bergman also regards profit as the most 
important performance measure but “it is hard to assess success ten years in advance”. 
All three of them remember two unsuccessful diversification engagements. 

4.2 Case 2: Vattenfall – Operational perspective 
The operational perspective of Vattenfall is represented by the division of electricity 
distribution. The distribution company’s main business is to distribute medium and low 
voltage electric power. The two respondents interviewed are Hansson, chief of 
Distribution Network Strategies, and Johansson, chief of department of Secondary 
Businesses at Distribution Network 

4.2.1 Rationales for diversification 
The distribution system exists on different levels: regional systems, and local systems. 
The regional net systems constitute fifty percent of the total regional net systems of 
Sweden. And the local net systems constitute twenty-five percent of the total local net 
systems of Sweden. The distributions company has 900 000 customers, 800 employees, 
and has a turnover of six to seven billion Swedish kronor.    
 
Hansson says that most of the activities of distribution concerns maintenance and 
making the actual distribution more efficient. At the moment the distribution company is 
working on integrating IT systems into the working processes on a national basis. 
According to Hansson the working processes have different duration periods. Some may 
take a year and others, such as a restructuring of the distribution system, may take five 
to ten years. Hansson concludes by referring to the ambition of Vattenfall of becoming 
the best power company in all Europe. He says that in pursuing this ambition they 
posses the competence but if it is about building new facilities and stations, it is a matter 
of volume. But technically they have capacity of accomplishing improvements of the 
systems.   
 
Hansson who for several years worked for SWECO, a Swedish and publicly owned 
consulting company, says that there is no major difference between working in a public 
company and working for the government owned Vattenfall. It’s distribution no matter 
how you twist it he says. The thing that differs, he says, is sometimes the focus on the 
actual deal. But, today it’s more or less no difference since even the distribution 
companies have been commercialised and therefore have to run their operations in a 
business-like manner. 
 
Hansson doesn’t feel that politicians get involved in the operations or control the 
company in a strict way. There’s much freedom. “But, we’re handling a business that is 
considered a monopoly. Since the deregulation we have different authorities that make 
sure that we operate our business in an appropriate manner. This means looking at the 
net tariffs and relating them to how high our profits are. So there is a conflict between 
our profitability and society demanding that the lights should shine all the time.” 
Johansson says that from the perspective of secondary business, this means that they are 
no allowed to engage in whatever business they like. Due to the laws of unbundling 
there can be no cross-subsidization. I.e. distribution is not allowed to engage in activities 
concerning the production, trading, and selling of electricity. 
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Hansson says, due to the unbundling of the industry and the dividing of the major 
companies into separated business units, distribution today are obliged to meet certain 
accounting measures set by the owners and the board. He says that the financial as well 
as the technical requirements are accelerating and the screw gets tighter.  
 
Hansson talks about how electricity as a product, is not very well defined. “If you could 
define the product in terms of quality, that is how reliable the system is and relieved 
from distortions, it might be possible to have a price differentiation where customers 
that are heavily dependent on high quality pay more in return for this higher quality, and 
customers willing to have a lower quality would receive price reductions. It’s about 
what the customers should expect when they pay the net tariffs. When we have defined 
what the customers should expect we might move towards offering additional services”, 
he says. 
 
Johansson says that initially the reason for why the distributions company started 
working on secondary businesses was to increase the positive perception of distribution 
as an employer. The management wanted a department where people that wanted to do 
something different from the usual operations could get the chance of acquiring new 
skills and being able to use their creativity in their work. The regular operations are 
pretty straightforward and are still considered to be monopolies. The opportunities for 
doing something else within the company were at the time before the department started 
limited. Thus, he says, “It’s still more or less about having fun”. 
 
However, Johansson admits that the distribution is financially quite strong why there is 
also room for doing activities as secondary business development. 

4.2.2 Diversification strategy 
The core business Hansson describes as distributing electricity from point of entry to 
customers. Johansson describes the core business of Vattenfall distribution to be 
distribution of electricity, operations, maintenance, and investing in the distribution 
systems. Hansson adds that they never had any other core activities within distribution.  
Hansson says in his position they have mostly focus on the core business. That means 
the profitability of distributing electricity, and to provide this service with a reasonable 
reliability. It could never be hundred percent due to technology and costs but enough to 
keep customers satisfied. Hence, they do not engage themselves heavily in secondary 
business. 
 
The distribution company has seven full-time employees working on secondary 
businesses. In addition they hire manpower to perform the services. This adds up to 
almost three full-time employees. Johansson concludes that the new skills they acquire 
or develop are for instance commercial skills and idea-generating skills. They have 
learnt how to handle the entire process from brain-storming new ideas to taking the 
ideas through different stages of concretisation and to finally launch the new products or 
services. This means having lots of personal meetings with people and customers both 
from within different divisions of Vattenfall and externally. But, Johansson says, “once 
we were up and running, the reasons for pursuing secondary businesses were naturally 
to increase sales and finding or creating new lucrative businesses or industries. Projects 
have to have an expected gross profit margin of at least one hundred percent to receive 
our attention”, Johansson says when commenting the financial requirements of potential 
projects. Now they have a well-defined structure or way of conducting the business 
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development process. With every new project they try to make the idea-generator or -
generators engaged in the process and hopefully it would render in a business under 
their responsibility. Johansson says making the innovators the project owners increases 
the possibility of success as well as eases the strain on the people employed within the 
secondary business development. 
 
Johansson says that they always try to have as strong connections to the core business as 
possible, and also try to make use of existing resources or excess capacities as far as 
possible. He speaks of what they call the three legs of distribution: 1) Competence, 2) 
Customers, and 3) Infrastructure. He says that in every project they aim at standing on 
all three legs if possible. 
 
Currently, Johansson identifies that they have five separate secondary businesses of 
distribution: 1) Canalisation, 2) Community street lighting, 3) Regeneration, 4) 
Attachment of telecom equipment to transmission towers and distribution poles, and 5) 
Operations management.  
 
Canalisation concerns putting up fibre optic cables in existing transmission towers and 
distribution poles. “What we do more or less is that we install the cables for the 
customers, who usually are communities and then we lease the space to them.” 
Johansson says that personnel are hired on an entrepreneurial basis to do the 
installations. The personnel may be hired internally or externally. But, primarily they try 
to hire internally.  
 
Johansson says the business concerning Community street lighting is about providing 
communities with a complete solution of street lighting. This means taking over the 
operations, maintenance, ownership, and the future investments that need to be made in 
the system of streetlights. Streetlights used to be part of the Vattenfall operations some 
decades ago but were then sold to various communities. Today the communities are 
experiencing financial hardships and are forced to somehow clean up their acts. Some of 
the communities then look to the distribution companies hoping to rid them selves of 
activities that they aren’t good at performing. Johansson says Vattenfall has the 
necessary prior and existing knowledge, competence, and funds for managing these 
great and capital-intensive systems. “By taking over the operations we ease the strain on 
the communities, of course in exchange for marginal revenues.”  
 
Johansson describes the business of Regeneration as dealing with the fact that in the 
transmission and distribution operations, Svenska Kraftnät, and in some industries there 
is a need for maintenance of the transformation stations. These stations are filled with a 
specific and very expensive kind of cooling oil. This oil may be either changed entirely 
when it’s used or it may be regenerated. Vattenfall provides this regeneration service. 
Some years ago it was only ABB in entire Sweden that performed regeneration, and 
Johansson says that they understood that there was a great demand for the service that 
consequently motivated making the fairly large investment needed to acquire the 
equipment. Today there are currently only two mobile units in Sweden to serve all the 
transmission a distribution companies, as well as other industries, with transformation 
stations. Johansson says they have about twenty-five percent of the total market.  
 
The fourth area is the Attachment of telecom equipment to transmission towers and 
distribution poles. This concerns yet again leasing out space on existing infrastructure 
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such as transmission towers and distribution poles. The telecom equipment is usually 
antennas or other equipment for wireless communication. The customers are companies 
handling mobile networks.  
 
The last business deals with Operations management. Vattenfall takes over supervising 
the operations of electrical facilities and plants of different companies. Vattenfall is 
already performing much of that sort of activity on behalf of themselves and by utilizing 
the existing supervising staff, they can with slightly more effort also monitor other 
companies’ operations.  
 
Johansson says that the five businesses haven’t required any heavy investments yet. “In 
total it’s about five million Swedish kronor so far. In relation to the turnover of almost 
fifty million kronor, it’s not much,” he says. 
 
Hansson says that the core business has had some other closely related offspring in 
terms of secondary business.  During the IT reign in the nineties, discussions were being 
held within Vattenfall whether to engage in constructing fibre-optic systems and also 
whether to be active operators or not.  
  
“The idea was sprung out of the internal need for communication with our facilities and 
stations. In terms of remote control, maintenance, but also security. All our systems are 
secured in a way that if something goes wrong, the object causing or connected to the 
problem is shut down automatically. Sometimes there is a great necessity for speed why 
fibre optics is a good mean for that. So when the fibre optic technology was developed 
we took advantage of it and built our internal communications system. But, as a 
consequence, there was much available space for communication in these systems not 
being used for internal communication. Naturally the idea to sell this excess capacity 
externally was formed. This operation was however never run by distribution, “ Hansson 
says. 
 
This is something that has happened through out the world. In many cases the 
distribution companies have formed new companies concerned with the communication 
business. “But, as far as I know, Vattenfall has no specific plans of becoming operators 
or service providers,” Hansson says.  
  
Hansson also mentions that a decade ago, there were plans of using the transmission and 
distribution systems for intelligent communication with companies and private homes. 
This was called SENSEL. This project went out with a bang. Vattenfall seemed to be 
ahead of their times. The customers didn’t want it, and Vattenfall was acting outside 
their core business and competence. 
 
The thing that is happening at the moment concerns installing devices in private 
households for remote reading of their electricity consumption. This aims at creating a 
more precise system for reading energy usage and thereby being able to bill the 
customers more correctly. “But, this also opens up for other services since we will have 
access to new information about our customers.” 
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4.2.3 Performance outcome of diversification 
According to Johansson, the secondary businesses have a combined turnover of fifty 
million Swedish kronor. The latest fiscal year it gave a positive contribution to the 
distribution company of sixteen million Swedish kronor. 
 
Johansson says that the have a policy that an idea that is generated and developed is 
required to show positive results within two years from the idea generation. If it doesn’t, 
the project is cancelled or transferred to the department of research and development for 
further development. Johansson says that they have internally developed all of the 
secondary businesses they engage in. 
 
Johansson says that so far all of the products or services that have been launched has 
been successful measured against their criteria. That means a positive contribution to the 
overall results within two years from idea-generation.  
 
Johansson concludes that Canalisation has a market share of between seventy-five and a 
hundred percent within their region, Regeneration has a share of twenty-five percent of 
the Swedish market, while the market-shares of the last two businesses are difficult to 
estimate since there is a fair amount of competition. 
 
Johansson talks of only one failed project. It concerned monitoring the operations of 
electrical facilities and plants from within other companies. However, this project was 
terminated when it was clear that they wouldn’t meet the criteria of having a successful 
operation running within two years of initiation. 
 
However, Hansson says, there is also a system for generating ideas on a national 
Vattenfall basis, but due to its complicated construct and slow processing it doesn’t 
work satisfyingly. He adds that since the organisation is to a great extent geographically 
scattered it also makes the transferring of ideas to other parts of the organisation 
difficult. He thinks it to be important to have such as system.  

4.3 Case 3: Vattenfall Europe Transmission 
Vattenfall Europe transmission is the engaged in distribution and transmission of high 
voltage power in parts of Germany. The respondent is Müller, responsible for Asset 
Management within Vattenfall Europe Transmission.  

4.3.1 Rationales for diversification 
Being a network operator on a relatively newly liberalized market, Müller admits that 
the company was “at a loss” unsure which strategy to pursue. He remembers that they 
chose to focus on the core business; transmission and distribution of high voltage power. 
Consequently, diversification was not an issue discussed. But as external companies 
made requests about cooperation, he acknowledges a sprout curiosity. He describes how 
asset-related opportunities were presented to them, and, given the existing infrastructure, 
interesting business prospects became clear. Rhetorically, he asks, “which manager says 
no thanks when confronted with the opportunity to make more money exploiting 
existing assets”?  
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4.3.2 Diversification strategy 
Extent 
During the last five years, the transmission subsidiary has been engaged in four 
diversification projects. Müller prefers to mention them as “projects” since the 
experience so far constitutes of engagements developed ad hoc. As he explains, “none of 
them are examples of new products or services, rather they represent utilized 
opportunities”. When discussing the ability to take on more ventures, he believes that it 
may have been possible to exploit the assets (i.e. the distribution poles) to some more 
extent. However, he questions the suitability of further assessments of non-asset 
resources like offering consultancy services or engaging in long-term municipal projects 
since, according to his judgement, not more than one diversification exploiting 
intangible resources can be managed simultaneously.  
 
Type 
The diversification conducted so far has exploited what Müller denotes the two hearts of 
the transmission subsidiary: the infrastructure and the employees. Three of the four 
projects have evolved around the infrastructure and he describes their common 
denominator as leasing space in existing distribution network poles. However, the 
customers came from diverse industries requiring different solutions to be offered and 
hence, he argues, they have to be considered as unique projects. Even though focused on 
infrastructure, Müller says that the competency of the maintenance personnel was a 
prerequisite for successful implementation.  
 
The fourth case focused solely on intangible resources. Müller describes it as 
participation in a large utility project, where employees intrinsically held the specialist 
competency and experience. The two most significant contributions was project 
management and the technical knowledge, he clarifies.  
 
Mode 
Müller establishes that the predominantly part of the projects were developed exploiting 
internal resources like distribution poles and personnel. Due to the highly specific 
conditions demanded by each customer, he stresses the importance of close relationship 
with the customer and he sees similarities with joint ventures. However, third party 
assistance was needed to accomplish the three diversification initiatives focused on 
infrastructure utilization. Chucklingly he admits that to be able to provide the devices 
installed in the distribution poles with suitable electric power, an external partner had to 
be incorporated to offer a complete solution.  

4.3.3 Performance outcome of diversification 
Regarding the outcome Müller says that, in general, the profitability levels have been 
satisfactory. He relates this to relatively low costs for them as infrastructure provider; 
the investments were to a great degree already made. The additional costs are 
neglectable in relation to the revenues generated. This, he stresses, become more evident 
when it comes to the diversification initiative where technical competence was offered 
as consultancy service and project management. In this case, he reminds that excess 
capacity with already sunk costs became exploitable and therefore yielded extra 
revenues. The highly specialized nature of the transmission business decrees few 
applications and thus few competitors providing the same product offerings, which 
according to Müller give rise to considerably high prices. In addition, transmission 
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networks are natural monopolies making the network operator the only provider of 
suitable assets in most regions. As Müller concludes, the negotiation position is usually 
very pleasant.  
 
Although the hitherto diversification projects have been profitable, Müller sees few 
possibilities and incentives to enlarge these branches further since their small scope in 
comparison to the core business make them almost uninteresting from an overall 
corporate perspective. As he paradoxically concludes: “although profitable, there is no 
money in it”. Again, he refers to the highly specialized nature of high voltage 
transmission networks implying few other applications and thus few possibilities to 
increase the extent of diversification. 
 
In one case, Müller motivates the participation in a community project by stating the 
desire to “be a good citizen”. In this perspective, he means they were successful. Even 
though difficult to measure, he emphasizes a learning effect noticed among employees 
participating in external projects.  
 

4.4 Case 4: HEW 
HEW is the electricity distributor in the German city of Hamburg. The company was 
formerly owned by the city but was acquired by Vattenfall in 2001. The respondent is 
Zickert, manager of Network Services. 

4.4.1 Rationales for diversification 
Zickert says that rationales for diversification are always based on existing personnel 
and resources. This aims at utilizing resources in a more profitable way and thus 
capitalizing on economies of scale or, as Zickert puts it, “to generate more money with 
the same equipment”. Due to the natural monopoly character of the distribution systems, 
geographical expansion may be necessary in the pursuit of economies of scale.   
 
Zickert says that we are continually discussing potential new businesses as one of the 
ways to meet the ever-increasing demands from our owner. Zickert mentions that due to 
the cost structure of their personnel, they need to find qualified diversification 
businesses based on their unique competences. Activities such as lighter and less 
qualified maintenance of stations and systems are performed using hired personnel that 
lies forty percent below in costs compared to in-house personnel.  

4.4.2 Diversification strategy 
Extent 
The distribution subsidiary has seven ventures: 1) Maintenance and repair, 2) 
Contracting, 3) Streetlights, 4) Traffic lights, 5) Operations management, 6) Project 
management, and 7) Fibre optic communication. “On a scale”, Zickert estimates 
“outside businesses constitute twenty percent of our total activities”.  
 
Type 
Maintenance and repair deals as the name implies with maintenance and repairs of other 
companies’ electrical equipment. Zickert says that normally it involves old equipment 
where the original constructor of the equipment is unwilling to provide the service. The 
instructor naturally wants the user to replace its obsolete equipment. The service is 
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provided using existing personnel as well as externally hired personnel. The relation of 
the used personnel is ten percent internal and 90 percent external. The reason for using 
more hired personnel to do the less demanding services is that the cost of using the 
distribution personnel is much higher. This in turn is due to the higher competence level 
of the own workforce.  
 
Contracting venture is about investing, building, maintaining, and operating 
transformers and other electrical equipment used by, for instance, manufacturing 
companies. This relives the manufacturing companies from putting efforts on issues not 
concerning their core business. This venture is also performed using own technologies, 
competences, and as Zickert underlines, “this is a perfect area to deploy our full 
potential”.  
 
Streetlights is not a new business. It has been an activity of distribution for a hundred 
years in Hamburg. But, today they are not performing the service themselves, instead 
they hire others to this. The reason for hiring external personnel is that this business 
nowadays is performed under the restriction of five-year contracts and they do not want 
to keep to much personnel if they would find themselves in the situation not getting the 
contract. The service constitutes maintenance, operations, and repairs. However, they do 
not own the actual streetlights themselves.  
 
On the other hand, Zickert says, they own the traffic lights themselves. “Some years ago 
the city of Hamburg went into deep financial troubles and offered us to buy the traffic 
light system. The price was fifty cent, a sum which we thought we needn’t haggle 
about”, Zickert chuckles.  Within traffic lights there is few competitors. “We also try to 
pursuit geographical expansion since the economies of scale is obvious.”  
 
When it comes to operations management it is all about “exploiting existing excess 
capacities” Zickert establishes. This means monitoring gas, water, distribution, and other 
smaller utility systems. In-house personnel undertake this venture.  
 
Project management is about using existing competences in leading major projects on a 
consultancy basis. This is a natural opportunity since “planning and leading major 
projects is what we are good at”, Zickert says.  
 
Zickert says that the fibre optic business is small and not very lucrative. “We use the 
existing distribution infrastructure but because of the necessary approval of land owners 
the construction of these systems has been spar some. This is in the “grey zone of what 
we are allowed to and what we should do”, Zickert admits.  
 
Mode 
Zickert says that for external operations, about fifteen percent of the blue-collar 
personnel needed is in-house the rest is hired externally. The less qualified projects are 
too expensive to perform in-house. “When it comes to streetlights the operations are 
fully out-sourced and at the other extreme we have the operations management that is 
hundred percent in-house. The task of ours is most frequently managerial. The 
equipment used is always of the sort we use our selves in our daily operations.”  
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4.4.3 Performance outcome of diversification 
Every new business outside the core business is required to be profitable within two 
years. “This has been the case for all of our ventures except for the fibre optic business 
that was founded during the IT era. The money is not in infrastructure but in being 
service provider”, says Zickert and underlines with “we were not the only ones to realize 
this”.  

4.5 Case 5: BEWAG 
BEWAG is the electricity distributor in the German city of Berlin. The company was 
formerly owned by the city but was acquired by Vattenfall in year 2002. Henningsen, 
chief of Network Services at BEWAG, is the respondent.  

4.5.1 Rationales for diversification 
Henningsen states the major rationale for diversification is optimizing utilization of our 
resources. However, diversification goes hand in hand with increasing revenues. “We 
only do things that gives us more money than it costs and we only do things if we have 
the resources for doing it”, Henningsen concludes.  
 
“Due to that our personnel are attributed with thirty percent higher costs we need to 
engage in fairly large and high margin ventures. The higher costs of our own staff is 
partly due to that they possess more or less unique competences and skills not easily 
found on the market, but also due to that many of the external “rogue” companies that 
we contract are not unionized.” This means, Henningsen says, that on every project that 
is performed on behalf of an external customer, “we compare the total costs for the 
mission using our own personnel versus using an external work force. The lowest total 
cost of conducting the project decides what personnel to use.”  

4.5.2 Diversification strategy 
Extent 
Henningsen expresses concerning the extent of diversification that “in major companies 
it is not possible to go too far outside the core rather it necessitates more of focusing on 
the core. This implies that we are not allowed to do far out activities but to concentrate 
on activities that lie very close to the core. Operations management is a good example of 
this where we only monitor other companies operations to detect potential system 
failures. We do not fix the actual problems.”  
 
Henningsen exclaims, “we face continuous pressure to reduce our staff, hence we have 
not much room for undertaking other businesses. I do not think this is the right way, I 
would rather have it the other way around; having more people and being able to engage 
in more businesses”. Henningsen talks about that just a few years ago he managed a 
department of two hundred and forty engineers who worked on a consultancy basis only 
servicing external customers. “Here we had the opportunity to use our full potential and 
I believe it was very successful”, Henningsen concludes.  
 
The Berlin division currently runs five different operations outside the core business: 1) 
Contracting, 2) Operations management, 3) Company network, 4) Surge protection, and 
5) Traffic lights. Up to 1999 they also ran the streetlights of Berlin but lost the contract 
for doing this. 
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Type 
Henningsen says that the Contracting is about managing, developing, building, and 
demounting obsolete and broken-down plants and other electrical assets. It is a complete 
in-house operation where we use our own personnel, competences, and equipment for 
servicing external customers.  
 
The Operations management only deals with monitoring other companies’ electrical 
systems. This does not include any other maintenance or repair activities. The service is 
carried out at their own monitoring stations with their own personnel, Henningsen says. 
 
The Company networks concerns managing and repairing other companies’ networks, 
usually the 110 kV ones. This is fully accomplished through hiring personnel externally, 
but the managerial part still remains in-house. The customer base consists of fifty 
companies.  
 
Surge protection involves checking the surge protection systems of several companies. 
This means looking after the both small and large substations as well as switch gears. 
This operation is carried out using internal personnel. 
 
When it comes to Traffic lights, the customer is the Government of Berlin. Their 
commitment stretches to both running the traffic lights as well as for the maintenance of 
the same. However, the maintenance part is entirely out-sourced.  
 
Mode 
Henningsen claim that the services and technologies they provide outside the company 
are very familiar to the Berlin division. They do not do anything that they themselves do 
not need. The market is well known to the Berlin division, which Henningsen underlines 
with “after a hundred years in the business we, think we have a pretty strong picture of 
how it works”.  

4.5.3 Performance outcome of diversification 
Henningsen says they have about 1,100 specified projects/products that corresponds to a 
specified operation within the distribution company. These operations have a calculated 
total cost in terms of personnel and other resources needed. These total costs are based 
on using either own staff or external staff. Henningsen continues saying that today, due 
to the higher costs associated with using their own staff for external operations, “there 
are few operations we can do on our own that are cheaper than what the market can 
provide”.  Projects that can be done with either in-house personnel or hired personnel 
are usually outsourced. However, these projects are normally less intensive and 
qualified and also have lower margins than the ones where only our own personnel fit 
the prerequisites.  

4.6 Case 6: BC Hydro 
BC Hydro is a electricity distribution company located in British Columbia, Canada. 
The Canadian market has partly undergone deregulation similar to the European. The 
respondent is Connacher, chief of Distribution Network Services.  
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4.6.1 Rationales for diversification 
Connacher says that in Canada, the regulation of electricity falls almost wholly under 
the responsibility of the provinces. As provinces have moved toward competition or 
have privatised, the role of independent quasi-judicial regulators has increased. 
 
Connacher describes that the Canadian industry traditionally was made up of integrated 
companies encompassing functions from generation through to the customer, although 
this is now changing in several jurisdictions. In many cases the integrated companies are 
increasingly functionally unbundled to accommodate the incumbent competition due to 
deregulation. 
 
Currently, Connacher says there is broad agreement among authorities that the 
transmission and distribution components of the electricity industry are natural 
monopolies. It has also been assumed that the generation component of the electricity 
industry exhibits substantial natural monopoly characteristics, and that there are benefits 
from single ownership and operation. Thus, the electricity industry is frequently 
characterized not just by monopoly within each component, but also by "vertical 
integration"; that is, a single firm is responsible for several aspects of the industry, from 
generation to customer billing. BC Hydro, he says, is still a vertically integrated 
company.  
 
The justification for regulating these businesses is that they are "natural monopolies". In 
other words, certain characteristics of the electricity and natural gas business have made 
a monopoly market structure the most efficient way of providing these services. The 
industry is dominated by "economies of scale"; that is, the unit cost of production or 
delivery decreases as total demand increases. This means that one large firm can provide 
the goods or service at a lower cost than two or more firms. The high cost of having 
several companies instead of a monopoly is evident if one contemplates the possibility 
of several sets of electrical wires connected to each customer, with each set of wires 
owned by a different company competing to be the electricity deliverer for that 
customer.  
 
Connacher says when it comes to the transmission and distribution part of BC Hydro 
(which are still considered to be natural monopolies due to reasons that were mentioned 
earlier), capital expenditure and utilization are the most important issues. Most activities 
concern operations, maintenance, and investments. These investments are usually heavy 
and are made on long-term bases. Considering this, Connacher says the thought of 
conducting secondary businesses using the already “sunken costs” is always tempting. 
“Normally transmission and distribution is mostly about providing customers with 
electricity in the most efficient way in terms of cost and reliability. It’s more 
rationalization than anything else”, he says.  

4.6.2 Diversification strategy 
Extent 
Connacher says business projects in the passed have been most varied. BC Hydro has 
buildings, property, electrical structures and other assets located throughout the 
Canadian province of British Columbia. BC Hydro has 17,800 kilometres of 
transmission lines that goes through the entire province. These transmission lines 
connect the power generation sources to the distribution substations. Included in the 
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transmission systems are the microwave transmission towers and systems. They are 
located at height of land locations along the major transmission lines. In addition, BC 
Hydro has 54,700 kilometres of distribution lines. They connect the substations to 
electricity customers in both urban and rural settings. There are over 800,000 pole 
structures in the distribution system. The BC Hydro distribution system throughout 
British Columbia provides access to the properties of over 1 million electricity users. 
Since these assets are capital intensive, BC Hydro looks favourably upon third parties 
wanting to develop mutually beneficial business opportunities utilizing these assets.  
 
Type 
Some business opportunities that we have investigated include leasing of office space, 
site rentals to the movie industry, harvesting timber, and attaching telecom antennas to 
transmission towers and distribution poles. 
 
Another example, Connacher says, is the qualified telecom carriers who use BC Hydro 
Transmission and Distribution facilities throughout the province of British Columbia. 
Facilities that are normally used for this kind of secondary business include: overhead 
transmission and distribution systems, substations, underground distribution system 
ducts, microwave systems, buildings and property. The telecom carriers use the facilities 
for the placement of wireless antennas, telecommunication equipment and fibre optic 
cables. We do not just let them use our facilities but also most often handle the project 
management and the actual installation of the antennas, cables or other equipment. “We 
have the equipment, competence and experience of leading similar projects why it’s not 
to be considered to far off from our main business, even if it’s just a secondary 
business.”  
 
But Connacher says it is not only the transmission lines and the distribution poles that 
are used for telecommunication activities. In the Lower Mainland and Victoria, BC 
Hydro has used their underground duct systems to install fibre optic cable in the excess 
space available. The benefit for the carriers is that they get their fibre optic cables under 
ground which make them less affected by climate factors and other negative issues 
related to having equipment unsheltered as they are when placed on the transmission 
and distribution facilities.   
 
Connacher concludes that in general many of the past years’ secondary businesses have 
concerned communication of some form. “We even lease out space at BC Hydro’s 
property, physical plants and substations in many cities and towns throughout British 
Columbia. We have space in these facilities for telecom towers, antennas, other 
attachments, equipment shelters and other applications such as space leases.” 
 
Connacher gives yet another example of secondary business. “For instance, we assist 
people or companies that need to make way by cutting down wood or timber. Quite 
often we assist Christmas tree plantations to harvest their trees. But it is no big money 
really. But we have appropriate tools and machinery for doing this since we through our 
own maintenance and assurance of the reliability and safety of the transmission and 
distribution systems need to clear vegetation that has gotten to close or is in the way of 
some sort.” 
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Mode 
Connacher states that the department of asset management does not have staff set out to 
explore secondary business opportunities. Secondary businesses arise when people or 
companies outside BC Hydro contact BC Hydro with business proposals. This is what 
he calls third party proposals, i.e. secondary business. In other words, they do not 
actively search for new projects or advertise that they can provide different services 
and/or products. What they do have is a contact interface consisting of either a telephone 
hot line or a web portal where third parties can leave business proposals to BC Hydro. 
This portal is run by something called Asset Related Opportunities. After they have 
received a request for a service or product, they examine the possibility of meeting this 
business proposal depending on if they happen to have in their possession the necessary 
machinery, equipment and personnel. If they do face the requirements, it’s a matter of 
excess capacity. They do not acquire new machinery, equipment or hire on new staff 
with new competences just to meet a business proposal. Often these projects are based 
on BC Hydro having similar equipment and competences to the company wanting to 
hire their “gun”. So often its about the third party lacking capacity at that specific instant 
and therefore needs to lend a couple of hands. 

4.6.3 Performance outcome of diversification 
“Summarized this is not what we are supposed to do”, Connacher says. “And to tell the 
truth, the business is considered so small in comparison to the other activities that is our 
core business that we haven’t really gotten engaged in the development of secondary 
business. At the moment there are no plans for creating this kind of activity either. The 
opportunities arise by chance and if we have the ability to conform to the proposal in 
terms of equipment and personnel, we take on the offer. We have no intention of setting 
up a department for full-time exploitation of secondary business opportunities.” 
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5 ANALYSIS 
By comparing the empirical evidence with the relevant literature similarities and 
dissimilarities between the courses of action undertaken by practitioners and the 
theoreticians’ proposals are discovered. The comparison helps the researcher to 
understand how and why the study objects behave in a certain manner.  

5.1 Rationales for diversification: Research question one 

5.1.1 Within-case analysis 
 
Case 1: Vattenfall strategic perspective 
 
As stated by Lundgren, the monopolistic history of he electricity business has not really 
given its incumbents any motives diversify. However, the ongoing internationalisation 
and deregulation process forces electricity companies to be profitable on a competitive 
market. This leads and will lead to more industry activity as companies are 
endeavouring new paths to profitability. Here Svensson warns for the shady area of 
cross-subsidization as monopoly rents are transferred to other businesses within the 
company, also discussed by Bauer (1995) and Tucker, Stipnieks and Morey (1999).  
 
Lundgren identifies a market situation characterized by a large number of incumbents 
driving down profits unhealthy low. Thus, he stresses the need for market consolidation 
to increase the freedom of action for remaining players. Moreover, there are inherent 
economies of scale in the electricity industry making the efficient number of incumbents 
lower than it is as of 2003. In addition, by being big, Bergman argues that economies of 
scope and economies of skills make the company work more efficient. These quests for 
market power correspond with the ones described by several researchers (Bauer, 1995; 
Palich, Cardinal & Miller, 2000; Grant, 1998; Tucker, Stipnieks & Morey, 1999). 
 
Lundgren observes an increasing divergence of the electricity, heat and gas markets. 
Since Vattenfall relatively recently took positions in the gas market, this branch still 
demands further attention to make Vattenfall a complete provider of electricity, heat and 
gas as demanded by customers. Bergman regards the large capital base as an advantage 
held by larger players since transfer of financial resources is crucial to take on necessary 
asset investments. By internal arrangements, higher efficiency than external funding 
may be realized. This supports the business portfolio discussion given by Doyle (2002).  
 
When Lundgren looks at the electricity industry he concludes that in order to survive, 
Vattenfall has to grow because all of its competitors do. This gives support to the 
organizational rationality rationales for diversification presented by Larsson (1990). 
First, by imitating competitors’ actions, the company risk level remains comparable to 
the industry incumbents’. Second, by becoming big, Vattenfall is reducing the risk of 
unwanted takeovers.  
 
When it comes to resource utilization, Bergman identifies synergies in research and 
development. He also highlights the higher utilization rate of both tangible and 
intangible resources. This agrees with the literature regarding resource utilization 
(Montgomery, 1994).  
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Lundgren rates risk management as the probably most important rationale for 
diversification. He argues that risk handling becomes more efficient when the business 
portfolio is more diverse. On the productions side he explains that this means to have 
different production plants in different geographical regions and to have different 
delivery concepts on the sales side. This gives support to Rumelt (1986) and Amit and 
Livnat (1989) who establish that a mix of businesses minimizes company risk. Also, 
Reeb, Kwok and Beak (1998) are claiming that multinational companies reduce their 
systematic risk by having cash flows in different countries.  
 
Although the governmental ownership has some drawbacks (i.e. poor owner control and 
questionable reputation stemming from state-owned companies acquiring foreign private 
enterprises), Lundgren concludes that the financial markets consider Vattenfall as a 
stable company, rendering in more advantageous credit ratings and hence lower 
interests.  
 
Svensson talks about following the reasoning of the power industry in the nineties when 
Vattenfall as well as many other companies glared at what was believed the more 
promising IT industry. This gives furthermore support to the theory of organizational 
rationality (Larsson, 1990), but also to both the theory of the escape paradigm (Hall, 
1995; Hoskisson & Hitt, 1990; Rumelt, 1986) and industry attractiveness (Makhija, 
2003; Porter, 1987; Teece, Pisano & Shuen, 1997). The IT excursion of Vattenfall was a 
major failure and underlines Datta, Rajagopalan and Rasheed’s (1991) statement that 
diversification shouldn’t be seen as a panacea for lagging company performance. 
Among the rationales for diversification presented in chapter 2, the following rationales, 
as shown by table 4, were present in Case 1: 

Table 4. Rationales for diversification found in Case 1. 
Note:  (+) Indicates moderate presence 
 + Indicates presence 
 ++ Indicates strong presence  
 No mark indicates no presence 

Case 1: Vattenfall 

Rationales Strategic perspective

M ACRO

Legal +

INDUSTRY

M arket power ++

Industry attractiveness +

Transaction costs

ORGANIZATIONAL

Resource utilization ++

M anagerial motives

O wnership +

Portfolio managem ent +

Risk m anagement +

O rganizational rationality +

Low perform ance +
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Case 2: Vattenfall operational perspective: Distribution 
 
Hansson states that today the operations of distributions are similar to that of publicly 
owned companies. Deregulating the industry has meant increased demand on revenues. 
They meet this change by rationalizing and making their operations more efficient.  
 
Johansson says that laws and the incumbent unbundling of the industry limit the 
possibilities of diversifying. Hansson says that authorities make sure that the monopoly 
net tariffs are used for developing the core business and not for cross-subsidizing. Cross- 
subsidization is described by several researchers (Bauer, 1995; Palich, Cardinal & 
Miller, 2000; Grant, 1998; Porter, 1985; Tucker, Stipnieks & Morey, 1999) but 
especially Bauer (1995) and Tucker, Stipnieks and Morey (1999) talk about the problem 
that arise when firms pursue cross-subsidization, risk-shifting and profit-shifting under 
conditions of partial regulation. 
 
Hansson means that since the unbundling and commercialisation of Vattenfall the owner 
has raised its demand on return on equity. This means that the demanded levels of cash 
flow contribution from each of the unbundled companies within Vattenfall have been 
raised. Increased demand on return on capital and increased revenues means either 
working on lowering costs or earning more money. At the moment the net tariffs are set 
more or less in conjunction with authorities, which means that revenues are more 
dependent on the weather than anything else. Secondary business might be a way to 
increase revenues. This lends some support to the managerial motives discussed by 
Hoskisson and Hitt (1990) and Montgomery (1994), ownership, and resource utilization 
proposed by Penrose (1959). 
 
Johansson says that originally the department of secondary business that deals solely 
with diversification was thought of being like a workshop for employees wanting to do 
something else within the distribution company. The initiative was taken by the 
management of distribution as a means of bettering the employees’ perception of 
Vattenfall distribution as an employer. Donaldson and Davis (1991) and Fox and 
Hamilton (1994) talk about the Stewardship theory that presumes managers are seeking 
to maximize organizational performance rather than exploiting personal opportunities.  
 
Johansson also admits distribution had the possibility of funnelling funds for starting up 
the department of secondary business. This supports the theory of Chatterjee and 
Wernerfelt (1991) stating that availability of internal financial resources may favour 
unrelated diversification and that financial resources themselves are less specific than 
other tangible resources (see also Montgomery & Wernerfelt, 1988). It also gives 
support to Palich, Cardinal and Miller (2000) who assign the diversified company the 
possibility to capitalize on internal market efficiencies. They mean that a diversified 
company can attract external capital but it can also shift capital between businesses 
within its portfolio. The authors propose the same flexibility when it comes to labor and 
other resources. Finally, it can be seen as transfer of funds between different businesses 
units to manage a portfolio of businesses (Doyle, 2002).  
 
Johansson states that the foundation of all diversification are existing resources or 
excess capacities in terms of competence, customers, and infrastructure. This supports 
the theory of Grant (1991) who describes the resource strategy approach to rents growth 
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and asks the question what are the possibilities for using existing assets more intensely 
and in more profitable employment? This also lends support to Penrose (1959, 1995) 
and Montgomery (1994).  
 
By expressing the search for products or services with at least one hundred present gross 
margin, Johansson states that new ventures have to face attractive market prospects. 
This affiliates to the discussion of industry attractiveness as rationale for market entry 
(Porter, 1980; Teece, Pisano & Shuen, 1997). Among the rationales for diversification 
presented in chapter 2, the following, as shown in table 5, were present in Case 2:  
 

Table 5. Rationales for diversification found in Case 2. 
Note:  (+) Indicates moderate presence 
 + Indicates presence 
 ++ Indicates strong presence  
 No mark indicates no presence 
 

 

Case 2: Vattenfall 

Rationales Operational perspective

M ACRO

Legal

INDUSTRY

M arket power +

Industry attractiveness +

Transaction costs

ORGANIZATIONAL

Resource utilization ++

M anagerial motives (+)

O wnership (+)+

Portfolio managem ent +

Risk m anagement

O rganizational rationality

Low perform ance
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Case 3: Vattenfall Europe Transmission 
 
Müller says that customers-to-be initiated the interest for diversification. The customers 
made the potential resource utilization visible, he remembers. Being the only company 
offering the demanded infrastructure, some support is given to Makhija’s (2003) 
conclusion that a privileged market position could be a rationale to diversify. However, 
the main reason behind the diversification projects was the possibility to deploy existing 
resources in a new setting without bringing any costs. This is consistent with the streams 
within the literature on the resource-based view of the firm (Makhija, 2003; 
Montgomery, 1994; Penrose, 1995).  
 

Table 6. Rationales for diversification in Case 3: Vattenfall Europe Transmission.  
Note:  (+) Indicates moderate presence 
 + Indicates presence 
 ++ Indicates strong presence  
 No mark indicates no presence 
 

Case 3: Vattenfall 

Rationales Europe Transmission

M ACRO

Legal

INDUSTRY

M arket power +

Industry attractiveness

Transaction costs

ORGANIZATIONAL

Resource utilization ++

M anagerial motives

O wnership

Portfolio managem ent

Risk m anagement

O rganizational rationality

Low perform ance
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Case 4: HEW 
 
Zickert says that rationales for diversification are always based on existing personnel 
and resources aimed at utilizing resources in a more profitable way and thus capitalizing 
on economies of scale and scope. To even be considered the venture needs to be a “high 
margin business”, Zickert reserves. This corresponds to the discussion held by Porter 
(1980) concerning attractive industries but as well to the resource utilization thoughts of 
Montgomery (1994), Teece, Pisano & Shuen (1997), Penrose (1959, Chatterjee & 
Wernerfelt (1991), and Barney (1991). Zickert says that, “we are continually discussing 
potential new businesses as one of the ways to meet the ever-increasing demands from 
our owner.”  
 

Table 7. Rationales for diversification in Case 4: HEW.  
Note:  (+) Indicates moderate presence 
 + Indicates presence 
 ++ Indicates strong presence  
 No mark indicates no presence 

 

Case 4:

Rationales HEW

M ACRO

Legal

INDUSTRY

M arket power

Industry attractiveness +

Transaction costs

ORGANIZATIONAL

Resource utilization ++

M anagerial motives

O wnership +

Portfolio managem ent

Risk m anagement

O rganizational rationality

Low perform ance
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Case 5: BEWAG 
 
The major rationale for diversification as expressed by Henningsen is optimizing 
resource utilization. These diversifications are more or less regular operations carried 
out within the distribution company and offered to other companies. Creating 
diversifications from the company’s own operations is examined by Penrose (1959) who 
talks about this as one of the precluding reasons for the attainment of a state of rest. 
However, Henningsen states that due to heavy down-cuts in personnel they do not 
posses any larger resource stock for doing this. Hence, Henningsen says, they use a 
substantial amount of external personnel and most often BEWAG just contributes with 
managerial skills. This gives support to the discussion held by Montgomery and 
Wernerfelt (1988) who state that the profit and breadth of diversification are strongly 
associated with the mentioned resource stock.  

 
Table 8. Rationales for diversification in Case 5: BEWAG. 
Note:  (+) Indicates moderate presence 
 + Indicates presence 
 ++ Indicates strong presence  
 No mark indicates no presence 

 

Case 5:

Rationales BEW AG

M ACRO

Legal

INDUSTRY

M arket power

Industry attractiveness

Transaction costs

ORGANIZATIONAL

Resource utilization ++

M anagerial motives

O wnership

Portfolio managem ent

Risk m anagement

O rganizational rationality

Low perform ance
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Case 6: BC Hydro 
 
Connacher says that due to the nature of the capital-intensive infrastructure, BC Hydro 
sometimes engage in secondary businesses. All of the secondary businesses are based on 
utilizing the existing resource stock. This gives support to the theory of Grant (1991).  
 
The secondary businesses appear via external initiatives and are carried out if BC Hydro 
possesses the necessary machinery, equipment and personnel, and these resources are 
available. This gives support to Williams (1994) who sees companies’ existence as 
collections of evolving capabilities that are managed dynamically for the purpose of 
earning rents that may arise through chance. It also supports the theory of Penrose 
(1959) who says the diversification arise through the fact that the same resources can be 
used differently under different circumstances.  
 

Table 9. Rationales for diversification in Case 6: BC Hydro. 
Note:  (+) Indicates moderate presence 
 + Indicates presence 
 ++ Indicates strong presence  
 No mark indicates no presence 

 

Case 6:

Rationales BC Hydro

M ACRO

Legal

INDUSTRY

M arket power

Industry attractiveness

Transaction costs

ORGANIZATIONAL

Resource utilization ++

M anagerial motives

O wnership

Portfolio managem ent

Risk m anagement

O rganizational rationality

Low perform ance
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5.1.2 Cross-case analysis: Vattenfall 
The rationales for diversification as seen by the strategic perspective and the operational 
perspective respectively are presented in table 10 below.  

 
Table 10. Comparison of the rationales for diversification within the strategic and operational 
perspective within Vattenfall.  
Note:  (+) Indicates moderate presence 
 + Indicates presence 
 ++ Indicates strong presence  
 No mark indicates no presence 

 
Within the strategic perspective legal issues are prevalent rationales for diversification. 
However, this is not the case when seen from the operational perspective. 
 
Both perspectives utter market power as rationales for diversification. The rationale is 
stronger from the strategic than the operational perspective. This is attributed to that 
from the strategic perspective, diversification is pursued due to economies of scale, 
lowering intensity of competition, as well as internal capital market, and providing 
complementary products and services. The operational perspective only expresses 
shifting capital between businesses within its portfolio as basis for market power. 
Hence, the weaker link as shown in table 10. Both perspectives see an attractive industry 
in terms of expected high profit margins as prerequisites for considering diversifying 
into other areas. The link is stronger for the operational perspective where profit margin 
expectations are set above normal rates of return. No perspective mentions transaction 
cost as a relevant rationale for diversification. 
 
Both perspectives indicate resource utilization as strong rationales for diversification. 
Only the operational perspective has managerial motives as a rationale for 
diversification. However, this rationale is seen as very weak. Both perspectives see the 
matter of ownership as rationale for diversification. However, the linkage is somewhat 
stronger as seen from the operational perspective. Both perspectives state portfolio 

Cross case: Vattenfall

Rationales Strategic perspective Operational perspective

M ACRO

Legal +

INDUSTRY

M arket power ++ +

Industry attractiveness + +

Transaction costs

ORGANIZATIONAL

Resource utilization ++ ++

M anagerial m otives (+)

O wnership + (+)+

Portfolio m anagem ent + +

Risk m anagem ent +

O rganizational rationality +

Low perform ance +
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management as prevalent rationale for diversification. Risk, organizational rationality, 
and low performance can only be seen when looking at the strategic perspective. 

5.1.3 Cross-case analysis: Operational  
The rationales for diversification as seen by the different respondents are presented in 
table 11.  
 

Table 11. Cross case comparison of the rationales for diversification within Case 1 to Case 6. 
Note:  (+) Indicates moderate presence 
 + Indicates presence 
 ++ Indicates strong presence  
 No mark indicates no presence 

 
In none of the five cases, legal aspects are seen as rationales for diversification.  
 
Both Vattenfall operational perspective and Vattenfall Europe Transmission mention 
market power and attractive industry as viable reasons for diversification. An attractive 
industry may be a motive to diversify for Vattenfall operational perspective and for 
HEW. No one states transaction costs as being prevalent. 
 
Resource utilization gets the strongest support from all of the cases and in two of the 
cases this is the only rationale mentioned. Only Vattenfall operational perspective 
signals a linkage between diversification and managerial motives. This linkage is 
however weak. Both Vattenfall operational perspective and the HEW see ownership 
issues as causes for venturing outside the core business. The indication is somewhat 
stronger on behalf of Vattenfall operational perspective. Vattenfall operational 
perspective is the sole case where portfolio management is seen as a significant rationale 
for diversification. 

Cross case: O perational perspectives

Case 2: Vattenfall Case 3: Vattenfall 

Operational Europe Case 4: Case 5: Case 6:

Rationales Perspective Transmission H EW BEW AG BC H ydro

M ACRO

Legal

INDUSTRY

M arket power + +

Industry attractiveness + +

Transaction costs

ORGANIZATIONAL

Resource utilization ++ ++ ++ ++ ++

M anagerial m otives (+)

O wnership (+)+ +

Portfolio m anagem ent +

Risk m anagem ent

O rganizational rationality

Low perform ance
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5.2 Diversification strategy: Research question two 

5.2.1 Within-case analysis 
 
Case 1: Vattenfall strategic perspective 
 
Extent 
When run as a government agency Vattenfall had few incentives to diversify. Since the 
deregulation and building of the company of Vattenfall, new initiatives have been taken. 
According to Bergman, Lundgren and Svensson, the new businesses include generating 
power from coal, gas operations, telecom, consultancy services, and broadband services. 
In the next step Bergman sees opportunities in distributed power generation where small 
local power plants may become a new business area. To be considered as a 
diversification project, Bergman says it has to bring strategic consequences and be 
related to the core business. Svensson says in this connection that it is difficult to 
distinguish what is new businesses and what is development of old businesses.  
 
Just as virtually all other electricity companies, Vattenfall was heading for the multi-
utility concept in the late 1990s. This is no longer a pressing issue Lundgren and 
Svensson conclude. The reason they say, is that the pioneers after implementation have 
not been able to realize the intended synergies. Still Vattenfall considers waste 
management but rather as fuel to generate power or heat than in terms of disposal.  
 
The extent of diversification has been reduced between 1997 and 2003, Svensson says. 
Bergman notices that the research and development also has been more focused. In this 
respect, he means that research and development mirror the whole organization. 
Svensson derives this to Vattenfall’s ambition to focus on the profitable core. This, he 
says, is necessary to have enough financial resources to continue the expansion in 
Europe. At the moment, resources are not available to pursue risky diversification. 
Svensson reminds about the legal constraints limiting the distribution companies’ 
possibilities to engage in diversification. Between 1997 and 2003, Vattenfall has 
experienced two major diversification failures into unrelated business areas (Bergman).  
 
As network components are becoming worn out, Svensson calls for replacement with 
what he denotes as intelligent equipment to open up for future diversification occasions. 
He means that this has huge potential since it may redefine the relationship between the 
energy provider and the consumer.  
 
During the middle of 1990s, Vattenfall run operations in both South America and South 
East Asia. A couple of years later, the new CEO Lars Josefsson proclaimed divesture of 
these division and they were sold off.  
 
Today Vattenfall is running five businesses that, when they were launched, were not a 
part of the core business and hence they were examples of diversification. As of today, 
Lundgren warns that the lack of management resources limits the activities. This is in 
conjunction with the inverted U-model proposed by Palich, Cardinal and Miller (2000), 
which argues that at a certain level of diversification, performance may decrease. 
However, this number is constantly subject to change; now for example, coal-based 
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power generation is more or less considered to be a part of the core business. Earlier, 
other diversification projects have existed. There are products and services today 
considered as diversification, which in the future will constitute the core business. 
 
Type 
Lundgren stresses the need for market consolidation, which will lead to further 
horizontal integration. He also notices that coal-generated power is a new business 
where the technology used is new but somewhat familiar, and the market is familiar. 
Concerning the gas operations, the technology is unfamiliar and the market is new but to 
some degree known to Vattenfall. These two new operations would correspond to 
concentric diversification (Ansoff, 1965; Doyle, 2002; Rijamampianina, Abratt & 
February, 2003).  
 
The reason for entering the gas industry was, according to Lundgren, customer 
demands. Thus the diversification focuses on present and potential customers. This is 
consistent with the thoughts of Porter (1985) and Zook (2001). Today Lundgren regards 
the gas operations as a part of the core business.  
 
The telephone service utilizes Vattenfall’s existing sales force. Lundgren explains that 
the marginal cost for the sales force to administer this is service is very low. Thus this 
business exploits existing resources. This follows the reasoning of Benston (1980), Hill 
(1994), Scheerer (1980) and Teece (1980) about economies of scope. As stated by 
Barney (1991), Chatterjee and Wernerfelt (1991), Williams (1994), and Penrose (1995), 
intangible resources such as know-how and capabilities or competences form a basis for 
diversification.  
 
When Lundgren looks at the electricity industry he concludes that in order to survive 
Vattenfall has to grow because all of its competitors do. Thereby he expresses support to 
Zook’s (2001) proposition to diversify in order to maintain or achieve a market position. 
The diversification possibilities at hand are according to Lundgren preferably horizontal. 
 
Svensson regards personnel and other resources with excess capacity as two necessary 
ingredients to make diversification interesting. To be a subject of discussion, 
diversification should be related and exploit under-utilised resources he proclaims. 
Lundgren addresses the importance of available management resources. When 
discussing diversification in general, both Svensson and Lundgren take on the resource-
based view advocated by Barney (1991), Chatterjee and Wernerfelt (1991), Williams 
(1994), and Penrose (1995). 
 
The two failed diversification attempts were, according to Bergman, developed 
exploiting Vattenfall’s inherent knowledge base. Again, this gives support to the 
thoughts about intangible assets as know-how and competence as the core of 
diversification (Barney, 1991; Chatterjee & Wernerfelt, 1991; Williams, 1994; Penrose, 
1995).  
 
Diversifications pursued by Vattenfall at the strategic level are summarized in table 12 
below and are categorized into type of diversification and how it is related to the core 
business.  
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Table 12. Type and relatedness of businesses outside the core of Vattenfall. 
 
Mode 
Lundgren says that the mode of expansion is to some seventy-five percent accomplished 
through acquisitions. But, he says, in time mergers will become more prevalent since it 
requires a huge amount of capital to acquire really large companies. Then companies are 
referred to mergers when looking to grow. The dynamic characteristic of the electricity 
market gives no time to expand by internal development. In addition, construction of 
new infrastructure and production capacity would lead to unnecessary overcapacity. As 
said by Roberts and Berry (1985), the most obvious advantage of acquisitions is speed.  
 
Lundgren notices that coal-generated power is a new business where the technology 
used is new but somewhat familiar, and the market is familiar. The choice of acquisition 
would be correct according to the theory of Roberts and Berry (1985). Concerning the 
gas operations, the technology is unfamiliar and the market is new but to some degree 
known to Vattenfall. Vattenfall used acquisition as entry strategy; a path not 
recommended in the literature.  
 
The broadband operations are marketed through a joint venture where Vattenfall and 
Song networks are working closely together. In order to enhance reach, the services are 
offered jointly with eight city nets. Vattenfall tries to cross sell existing customers but 
also to reach new ones. Hence, the market is considered new but familiar. Vattenfall has 
tested communication through fibre optic cables for internal purposes but new 
conditions make the product familiar but new. As said by Svensson, the same is true for 
telecom. In this situation Roberts and Berry (1985) propose internal venture, acquisition, 
or licensing as entry mode. The choice of jointly developments does not support the 
literature.  
 
The utilities and other assets owned in South America and South East Asia were built up 
from scratch exploiting preferably internal resources, Lundgren remembers. Since the 
constructing and management of utilities and the other belonging infrastructure used in 
power generation is a part of Vattenfall’s core business this give support the entry 
strategy suggested by Roberts and Berry (1985). As divesture mode Lundgren used 
selling. 
 
The two unsuccessful diversification attempts that failed were according to Bergman 
developed internally. The technology was partly known but the market was actually 
unfamiliar. In this situation Roberts and Berry (1985) propose venture capital, venture 
nurturing, or educational acquisition as entry mode. The chosen entry modes are 
summarized in table 13 below.  

Case 1: Vattenfall Strategic perspective

Business Type Relatedness

Broadband Concentric diversification O perational

Telecom Concentric diversification O perational

Gas H orizontal integration M arket relatedness, O perational, 

Strategic

Coal H orizontal integration O perational
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Table 13. The entry modes chosen at the strategic level. 
 
 
Case 2: Vattenfall operational perspective: Distribution 
 
Extent 
Currently, Johansson says we have five separate secondary businesses of distribution: 1) 
Canalisation, 2) Community street lighting, 3) Regeneration, 4) Attachment of telecom 
equipment to transmission towers and distribution poles, and 5) Operations 
management. 
 
With every new project they try to make the idea-generator or -generators engaged in 
the process and hopefully it would render in a business under their responsibility. 
Johansson says that making the innovators the project owners increases the possibility of 
success as well as eases the strain on the people employed within the secondary business 
development. 
 
Type 
According to Johansson, all of the secondary businesses are related to the core business. 
The relatedness is sprung out of existing competence, customer base, and/or 
infrastructure of the distribution company. This gives support to the theory of several 
authors and which was reviewed by Datta, Rajagopalan and Rasheed (1991), that related 
diversification provide opportunities for the exploitation, transfer of core factors leading 
to efficiencies in resource allocation, and opportunities to exploit technical and 
managerial skills. This is also what Rijamampianina, Abratt and February (2003) define 
as concentric diversification, diversification outside, but around the core business. 
 
Canalisation uses existing infrastructure of transmission towers and distribution poles 
and the competence of distribution personnel for installing the cables. This goes for 
attachment of telecom equipment as well. This gives support the theories of both Ansoff 
(1965) and Doyle (2002) about concentric diversification where the company looks for 
new products or new markets that have synergies with the existing products or markets. 
The new activities can then lead to lower costs or enhanced marketing effectiveness. 
 
Community street lighting means taking over the operations, maintenance, ownership, 
and the future investments that needs to be made in the system of streetlights. 
Streetlights used to be part of the Vattenfall operations some decades ago, but were sold 
to various communities. According to Johansson, Vattenfall has the necessary prior, and 
existing knowledge, competence, and funds for managing these great and capital-
intensive systems. This gives support to the theories of both Ansoff (1965) and Doyle 
(2002) about concentric diversification but also Rijamampianina, Abratt and February 
(2003).  

Case 1: Vattenfall Strategic perspective

Business M ode

Broadband Joint venture

Telecom Joint venture
Gas Acquisition

Coal Acquisition
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Johansson states that regeneration deals with the maintenance of the transformation 
stations. Customers are both Vattenfall and external customers such as other distribution 
companies as well as other industries with transformation stations. This means that 
Vattenfall has taken over a function that was previously done by an outside provider.  
Ansoff (1965) and Doyle (2002) describe this as vertical or backward integration.  
 
Operations management is carried out using already existing personnel set to monitor 
operations of the distributions company. This gives support to the theory of tangible 
relationships under the term economies of scope as presented by several authors 
(Benston, 1980; Hill, 1994; Scheerer, 1980; Teece, 1980). Economies of scope means to 
lower the unit costs through activity or resource sharing among distinct businesses. 
According to the resource view, previously described (see Barney, 1991; Chatterjee & 
Wernerfelt, 1991; Williams, 1994; Penrose, 1995), intangible resources such as know-
how and capabilities or competences form a basis for diversification. These resources 
could then be transferred across businesses. It also gives support for what Bruche (2000) 
describes as plat-form technologies being core competence that could be shared among 
businesses, but as well for Prahalad and Hamel (1990) that say that diversified 
companies are collections of competitively important competences that could be used in 
different products and markets. As stated by Ansoff (1965), Doyle (2002), and 
Rijamampianina, Abratt and February (2003), operations management can be described 
as concentric diversification.  
 
Hansson states that the fibre-optic system that was built for internal communication 
needs, supplied the possibility of selling the excess capacity in the system to external 
customers. Yet again, this gives support to Bruche (2000) and plat-form technologies as 
well resource theory.  
 
Hansson also mentions that Vattenfall tried to exploit the transmission and distribution 
systems for intelligent communication with companies and private homes. The project 
failed due to reasons stated as to few customers were interested as well as Vattenfall was 
acting outside their core business and competence. This gives support to the theory of 
strategic relatedness as proposed by Prahalad and Bettis (1986).  
 
The distribution company is at the moment installing devices in private households for 
remote reading of their consumption. This aims at creating a more precise system for 
reading energy usage and thereby being able to bill the customers more correctly. 
Hansson states that this might open up for other services since Vattenfall will have 
access to new information about their customers. This is what Breschi, Lissoni and 
Malerba (2003) refers to as technological diversification. They say that this can be either 
unintended in terms of spill-over and local learning, or a purposeful development of 
knowledge features and links to widen scope. 
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Table 14. Type and relatedness of businesses outside the core of Distribution. 
 
Mode 
The distribution company has internally developed all of the secondary businesses they 
engage in. The distribution company has seven full-time employees working on 
secondary businesses. In addition they hire manpower to perform the services. Roberts 
and Berry (1985) describe internal development as exploitation of internal resources for 
creating businesses new to the company. The secondary businesses have been both 
product and market developments as seen by Roberts and Berry (1985). 
 
The department of secondary businesses can be seen as what Roberts and Berry (1985) 
call an internal venture. That means that a separate business unit is funded within the 
company. It’s similar to internal development, but due to greater independency, 
assessment of internal ventures is commonly pursued when implementing 
diversification strategies involving relatively unrelated business areas.  
 
The aim of each secondary business is to boost sales and to find lucrative businesses 
new to the distribution company. This gives support to Roberts and Berry (1985) stating 
that entry into new product-markets is an important source of future growth ad 
profitability. 
 
When it comes to regeneration they invested in new equipment and hired personnel with 
the necessary skills. Those resources were at the time not available within the 
distribution company. Prior, the service had been bought from external suppliers. This 
supports what Roberts and Berry (1985) refer to as educational acquisitions, e.g. 
acquiring strategically important parts and competences. They propose this mode of 
diversification when the technology or service is new to the company and the market is 
familiar to the company. A summary of the chosen entry modes is found in table 15 
below. 
 

Table 15. The entry modes chosen at the strategic level. 

Case 2: Vattenfall Operational perspective

Business M ode

Regeneration Internal development

Canalisation Internal development

Streetlights Internal development

O perations m anagem ent Internal development

Attachement of
telecom  equipement Internal development

Case 2: Vattenfall Operational perspective

Business Type    Relatedness

Regeneration Vertical integration    O perational

Canalisation Concentric diversification    O perational

Streetlights Concentric diversification    O perational

O perations management Concentric diversification    O perational

Attachement of

telecom equipement Concentric diversification    O perational
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Case 3: Vattenfall Europe Transmission 
 
Extent 
According to Müller, the transmission subsidiary was engaged in four diversification 
projects between 1997 and 2002. He believes that the infrastructure would have been 
able to exploit even further. Since diseconomies haven’t been reached yet, it is difficult 
to tell how even more diversification would affect performance. In the fourth case, 
Müller believes that not more than one diversification project at a time can be managed 
without reduced performance of the core business. Hence, this case lends support to the 
inverted U-model proposed by Palich, Cardinal and Miller (2000).  
 
Type 
As described by Müller, existing resources, tangible as well as intangible, have been 
deployed in a new setting in all the presented cases. The leasing of space in the 
distribution poles is easily related to Penrose’s (1959) reasoning about indivisibility of 
resources and the opportunity to use same resources under different circumstances. The 
infrastructure is already there and additional usage is relatively efficiently implemented.  
 
The consultancy service also exploited excess capacity. According to the resource view, 
described by Barney (1991), Chatterjee and Wernerfelt (1991), Williams (1994), and 
Penrose (1995), intangible resources such as know-how and capabilities or competences 
form a basis for diversification. In both cases, the new ventures can be considered as 
concentric due to the fact that they are outside and closely related to the core business 
(Rijamampianina, Abratt & February, 2003). There is no vertical relatedness within the 
value chain as described by Doyle (2002).  
 
Mode 
All new ventures undertaken by the transmission subsidiary have been developed 
internally with some minor external assistance with hardware installations. When 
glancing at the proposed entry strategies one sees that this does not correspond 
completely to the statements of Roberts and Berry (1985). However, the activities 
undertaken are well known, making assessment of proper market-technology 
combination difficult.  
 
Case 4: HEW 
 
Extent 
HEW is currently engaged in seven different businesses outside the core business. 
Zickert says, “however, it is questionable if we can diverse further without attracting 
attention from the Swedish governance. If they see that we can do all this than they will 
claim that we are over staffed.” In accordance with the model of the inverted u-model by 
Palich, Cardinal and Miller (2000), they may have reached an optimal level of 
diversification, but at HEW, the reason seems not to be decreasing marginal effects but 
rather a consequence of organizational policies.  
 
Type 
Zickert claims that all the diversifications are based on the core business and are 
accomplished as far as possible using existing personnel and other tangible resources. In 
those cases where a high level of external work force is used, the Hamburg distribution 
division contributes mostly with managerial competence. As described by Ansoff 
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(1965), Doyle (2002), and Rijamampianina, Abratt and February (2003), all of the 
ventures may be seen as concentric diversification based on either technology or market. 
The operation of streetlights is stated as a concentric diversification even though it has 
been undertaken for quite some time and could almost be described as a core business. 
Zickert claims that this operation is not a core business of the distribution division, 
hence this venture is accounted for as a diversification outside the core. 
 
Mode 
Although management of streetlights and traffic lights by definition is outside the core 
business nowadays, Zickert admits that it still is like, “playing in our own backyard”, 
since they have managed these systems for about one hundred years. Since market and 
technologies and services are embodied in these offers, they are considered base why 
internal development is the development strategy proposed by Roberts and Berry 
(1985). Even though all of the ventures are developed internally they are mostly carried 
out using external personnel.  
 
Case 5: BEWAG 
 
Extent 
BEWAG has currently five ventures outside the core business. Henningsen says that 
currently the amount of personnel they possess limits their possibilities of diversifying 
further. He believes that they have reached some sort of maximum when it comes to 
external ventures.  This supports the findings of Markides (1993), who says that every 
company has at every instant an optimal level of possible diversification. Also 
Montgomery and Wernerfelt (1988) talk of this optimal level. 
 
Type 
Henningsen says that the Contracting service is handled completely by their own 
personnel. The skills and technology and the market for the service are since long ago 
familiar to the distribution company.  It is therefore seen as closely related to the core 
business in terms of both tangible operations and market. This supports discussions held 
by Porter (1985) who refers to market relatedness and by Benston (1980), Hill (1994), 
Scheerer (1980), and Teece (1980) who refer to economies of scope. Finally, this may 
be seen as concentric diversification as discussed by several authors (Ansoff, 1965; 
Doyle, 2002; Rijamampianina, Abratt & February, 2003).  
 
The Operations management is carried out at their own monitoring stations with existing 
personnel of the distribution company. The operations are exactly the same as the ones 
aimed at their internal systems. Therefore the same skills and equipment are used to 
solve same problems for other companies. This bears similarities with the thoughts of 
Bruche (2000) concerning plat-form technologies as a basis for diversification.  
 
The Company networks, the Surge protection, and the Traffic lights services are 
accomplished through hiring personnel externally. However, their own personnel handle 
the management of the ventures.  These diversifications are seen as sprung out of know-
how and other intangible resources and are referred to in the literature by Barney (1991), 
Chatterjee and Wernerfelt (1991), Williams (1994), and Penrose (1995). 
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Mode 
According to Henningsen, the skills and technologies used for the external ventures that 
they indulge themselves in, are since long ago to be considered as base technologies and 
skills that they master. The markets where the products or services are provided are well 
known to the company, Henningsen says. “We are not stretching out far”, he says.  
Hence, Roberts and Berry (1985) support the choice of internal development as entry 
strategies for all of the ventures. 
 
Case 6: BC Hydro 
 
Extent 
Connacher mentions various areas of secondary businesses. Three main activities are 
found: leasing out available space on infrastructure, timber harvesting, and attachment 
of telecom equipment to transmission towers and distribution poles. All of the 
mentioned businesses are based on existing resources. This gives support to the theory 
ofMontgomery and Wernerfelt (1988), who state that a company’s breadth of 
diversification is a function of its resource stock. 
 
Type 
Some business opportunities that they have investigated, include leasing of office space, 
site rentals to the movie industry, harvesting timber, and attaching telecom antennas to 
transmission towers and distribution poles. 
 
Connacher says that the Facilities that are normally used for this kind of secondary 
business include: overhead transmission and distribution systems, substations, 
underground distribution system ducts, microwave systems, buildings and property. The 
telecom carriers use the facilities for the placement of wireless antennas, 
telecommunication equipment and fibre optic cables. Connacher says that they often 
handle the project management and the actual installation of the antennas, cables or 
other equipment since they have the equipment, competence and experience of leading 
similar projects. This gives support to the theory of several authors and which was 
reviewed by Datta, Rajagopalan and Rasheed (1991), that related diversification provide 
opportunities for the exploitation and transfer of core factors leading to efficiencies in 
resource allocation and opportunities to exploit technical and managerial skills. 
Furthermore it supports the theories of both Ansoff (1965) and Doyle (2002) on 
concentric diversification, where the company looks for new products or new markets 
that have synergies with the existing products or markets. In addition it gives support to 
the theory of economies of scope as discussed by several authors (Benston, 1980; Hill, 
1994; Scheerer, 1980; Teece, 1980). 
 
Connacher states that BC Hydro never acquires more personnel, equipment, or facilities 
solely to create secondary businesses. Every business opportunity arises from the fact 
that they have excess capacity in their resources. This gives support to Chatterjee and 
Wernerfelt (1991), who claim that excess physical capacity will lead to related 
diversification. 
 
According to the resource view, previously described (see Barney, 1991; Chatterjee & 
Wernerfelt, 1991; Williams, 1994; Penrose, 1995), intangible resources such as know-
how and capabilities or competences form a basis for diversification. These resources 
could then be transferred across businesses. It also gives support for what Bruche (2000) 
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describes as plat-form technologies being core competence that could be shared among 
businesses, but as well for Prahalad and Hamel (1990) that say that diversified 
companies are collections of competitively important competences that could be used in 
different products and markets. 
 
Connacher says that they also have activities concerning timber harvesting. This 
business springs out of having appropriate tools and machinery, otherwise used for their 
own operations clearing vegetation. Ansoff (1965) and Doyle describe this type of 
diversification as concentric.  
 
Mode 
Connacher states that the department of asset management does not have staff set out to 
explore secondary business opportunities. Furthermore since Connacher states that BC 
Hydro never acquires more personnel, equipment, or facilities just to create secondary 
businesses and that every business opportunity arises from the fact that they have excess 
capacity in their resources the mode of diversifications can be seen as internally 
developed. This supports the theory of Roberts and Berry (1985) who says that the 
appropriate approach when both the technology and service and the market is familiar is 
internal base development. 

5.2.2 Cross-case analysis: Vattenfall 
 
Extent 
The members of the strategic perspective regard four business areas to be diversification 
outside the core; Broadband, Telephony, Gas, and Coal. At the operational level five 
distinct businesses outside the core business are present; Regeneration, Canalisation, 
Streetlights, Operations management, and Attachment of telecom equipment. An 
illustrated overview is provided in figure 16.  
 

 
Figure 16. Schematic overview of Vattenfall’s core business and the businesses out side the core 
at both corporate level as well as the distribution level.  
Note: The overview is not to be seen in terms of importance or size. 
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Type 
As shown in table 16 below, all diversification is somewhat related to the core business. 
This applies to both the strategic perspective as well as the operational perspective. 
Horizontal integration is only found within the strategic perspective. Vertical integration 
is found once within the operational perspective. Two examples of concentric 
diversification are identified within the strategic perspective where as this diversification 
type is pursued four times at the operational level.  
 
When it comes to how the diversified businesses are related to the respective core 
business, operational relatedness dominates in both cases. Market and strategic 
relatedness is only found within the strategic perspective.  
 

Table 16. Overview of diversification type and relatedness found within the Strategic perspective 
and the Operational perspective respectively.  
Note: The number of ‘+’ corresponds to the number of businesses where the category is 
applicable.  

 
Mode 
As presented in table 17 below, internal development dominates as entry mode within 
the operational perspective but is not practised at the strategic level where acquisitions 
and joint ventures are applied. In one case at the operational level the entry mode 
included both internal development and educational acquisition.  
 

Table 17. Comparison of chosen entry modes within the strategic and operational perspective 
respectively.  
Note: The number of ‘+’ corresponds to the number of businesses where the category is 
applicable. 

Case 1: Vattenfall Case 2: Vattenfall

Strategic perspective Operational perspective

TYPE

H orizontal integration ++
Vertical integration +

Concentric diversification ++ ++++
Conglomerate diversification

RELATEDNESS

O perational ++++ +++++
M arket +

Strategic +

Case 1: Vattenfall Case 2: Vattenfall
Strategic perspective Operational perspective

Internal development +++++

Acquisition ++

Licensing

Internal venture

Joint venture/Alliance ++

Venture capital
Educational acquisition +
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5.2.3 Cross-case analysis: Operational  
 
Extent 
All of the cases have a similar extent of diversification as to how many other businesses 
they engage in. BC Hydro however has the least amount of diversifications adding up to 
three, which can be attributed to their passive approach to diversification.  
 
Type 
When it comes to type of diversification, concentric diversification seems to be the 
answer. All the mentioned ventures are in some way or another diversifications around 
the core businesses. Vattenfall distribution is the only company where vertical 
integration has taken place.  
 
All mention managerial competences, operations or activities, and infrastructure, when 
discussing the relatedness of the ventures to the core businesses. Using infrastructure for 
diversification, as in the case of attachment of telecom equipment seems strongly viable 
for all cases but HEW. HEW on the other hand expresses more of relatedness in 
competence. When it comes to lighter operations and activities they claim to instead hire 
external personnel.   
 
The similarities among what businesses that they have chosen to engage in signals that 
management, operations, and infrastructure have been the basis for diversifications 
rather than markets.  
 
Mode 
All of the cases state that diversification has been accomplished through internal 
development. The products or services have been constructed using already existing 
competences and resources and then seeking external markets. Since the services or 
products have been based on familiar technologies and launched or provided to markets 
already fairly well known, this has been seen as a natural mode for diversification. 
However, it is only Vattenfall who states having developed a service without having the 
necessary competence and equipment at the beginning. 

5.3 Performance outcome: Research question three 

5.3.1 Within-case analysis 
 
Case 1: Vattenfall strategic perspective 
 
Bergman means that today nothing is done without the purpose to render financial gain. 
This is also valid for research and development. Lundgren says that the ventures in 
South America and South East Asia respectively were lucrative. He estimates the return 
on total capital invested to be about 20 percent. The telecom business is also profitable 
according to Lundgren and Svensson. In consistence with the literature, Vattenfall 
seems to use profitability measures to determine how successful a business not a part of 
the core businesses is (Hall, 1995; Datta, Rajagopalan & Rasheed, 1991).  
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Rumelt (1974) points out general management capabilities as the most important 
intangible asset when determining whether diversification will be successful or not. 
According to Lundgren, the level of possible diversification given the present 
management resources has been reached. That is, further diversification would lead to 
lower overall performance. Thus, Rumelt (1974) is somewhat confirmed.  
 
Case 2: Vattenfall operational perspective: Distribution 
 
Johansson claims that the latest fiscal year the department of secondary businesses gave 
a positive total contribution to the distribution company in terms of return on sales of 
about thirty percent. So far all of the products or services that have been launched has 
been successful measured against their criteria. That means a positive contribution to the 
overall results of the department within two years of idea generation. In the literature 
profitability measures to determine the success of a business outside the core businesses 
is frequently used according to several authors (Hall, 1995; Datta, Rajagopalan & 
Rasheed, 1991). 
 
In consistence with the literature, the secondary business seems to use profitability 
measures to determine how successful a business not being a part of the core businesses 
is (Hall, 1995; Datta, Rajagopalan & Rasheed, 1991). This is made even clearer when 
Johansson shares experience of only one failed project that was terminated since it 
wouldn’t meet the criteria of having a successful operation running within two years of 
initiation. 
 
Johansson admits that there is a strain on the people currently engaged in the 
development of secondary business. One way of solving this is making the innovators 
the project owners. This supports to some extent the theories of Hoskisson and Hitt 
(1990) and Palich et al (2000). They claim that there is an optimum level of 
diversification whereby performance is maximized, thus diversification is preferable as 
long as different businesses are able to share a common pool of resources. But increased 
diversification will not only draw benefits from resource sharing but will also incur 
increased costs. This being a result of growing strain on top management as it tries to 
manage an increasingly disparate portfolio of businesses, as well as control and manage 
losses, coordination costs, and other diseconomies related to the organization 
(Hoskisson and Hitt, 1990; Markides, 1993; Palich, Cardinal & Miller, 2000). 
 
Johansson says that the secondary business is related to the core business. He speaks of 
relatedness in terms of competence, customers, and infrastructure. This supports the 
view taken by Ramanujam and Varadarajan (1989) and Rumelt (1974).  
 
According to Johansson, Canalisation enjoys a market share of between seventy-five 
and a hundred percent within their region, Regeneration enjoys a share of twenty-five 
percent of the Swedish market, and the last two businesses are hard to estimate since 
there is a fair amount of competition. The relatively high market shares give support to 
Mukherji (1998) who claims that successful performance is a combination of initial 
conditions and a company’s combination of strategic assets and core competences. 
Mukherji says that strategic assets are the assets that underpin a company’s cost or 
differentiation advantage in a specific market and that are perfectly imitable, imperfectly 
substitutable and imperfectly tradable. The monopolized distribution infrastructure that 
is used may be seen as such strategic assets. 
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Hansson also mentions that a decade ago there were plans of using the transmission and 
distribution systems for intelligent communication with companies and private homes. 
Hansson says that Vattenfall was acting way outside their core business and 
competence. Several authors claim core business or closely related diversification to 
outperform unrelated diversification (Amit & Livnat, 1989; Datta, Rajagopalan, and 
Rasheed, 1991; Rumelt, 1974). 
 
Johansson states that the original goal of secondary business in terms of giving 
employees other work opportunities within distribution, and thereby improve their 
perception of Distribution as an employer, has been reached. Personnel working on 
secondary businesses “have fun at work” Johansson says. He continues saying that it’s 
probably due to the “entrepreneurial spirit” of the department. In this study no theory 
taken under consideration addresses motivational outcomes as relevant measures for 
diversification. 
 
Case 3: Vattenfall Europe Transmission 
 
Müller confirms the use of traditional accounting-based measures to determine whether 
diversification is successful or not. This type of performance measure was proposed by 
Datta, Rajagopalan and Rasheed (1991) as well as by Hall (1995). As Müller says, 
return on investment is really appealing due to low levels of new investments needed. 
Also, the overall margins are very high. However, in terms of sales, the comparative 
smallness of the ventures makes them less impressive from an overall company 
perspective.  
 
As an additional outcome, Müller mentions goodwill in terms of enhanced reputation 
and spreading of the brand Vattenfall as result of their participation in a municipality 
development project. In the literature used in this thesis, there is now support for this 
kind of outcome.  
 
Zickert says that every new business venture outside the core business has to be 
profitable within two years of the market launching of the same. Data, Rajagopalan and 
Rasheed (1991) and Hall (1995) claim that using profitability measures is a good way to 
assess whether the diversification has been successful or not. Zickert means that most of 
the ventures have been rather successful and put together with that all ventures are 
sprung out of internal resources of both intangible and tangible sort it gives support to 
the proclamation of Mukherji (1998). Mukherji states that successful performance is a 
consequence of the company’s initial conditions, strategic assets, and core competences.   
 
Henningsen says that every venture has to meet a revenue versus cost criteria, i.e. they 
only take on missions that on forehand are profitable. Datta, Rajagopalan and Rasheed 
(1991) claim using profitability measures as preferable when assessing the 
successfulness of diversification. But at the same time as the amount of personnel is 
reduced, the ability to diversify also is reduced. Hence, the already comparatively small 
business ventures outside the core will probably become even smaller.   
 
Case 4: BC Hydro 
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Connacher concludes that since the turn over of the secondary businesses are seen as too 
small in comparison to the core activities of BC Hydro, they do not put any effort into 
exploiting the potentials.  
 
The businesses arises ad hoc and BC Hydro according to Connacher sees no other 
development in the near future. Hoskisson and Hitt (1990) addresses this concluding 
that even though resources for diversification exist in a company, it does not necessarily 
mean that diversification will take place.  

5.3.2 Cross-case analysis: Vattenfall 
Both the perspectives use profitability measures as indicators for the outcome of 
businesses outside the core. However, at the operational level the personal satisfaction 
of the personnel involved is also seen as an outcome of engaging in diversification.  
 
The existing businesses outside the core are in general considered to be successful as 
measured against their own criteria.  
 
But, the strategic perspective has experienced painful and expensive failures in the past. 
The operational perspective also admits having had failed projects but they were shut 
down before any real costs were incurred. 

5.3.3 Cross-case analysis: Operational 
All of the cases state that they use profitability measures for determining the success of 
diversification. This means weighing revenues against incurred costs. All but BC Hydro 
seems to screen their ventures carefully before even opting to do any business. 
 
Only Vattenfall distribution gives other preferable outcomes of diversification than 
purely financial ones. Vattenfall distribution says that one of the reason for doing and 
allowing things outside the box is to stimulate employees and thereby increase 
creativity, self-esteem, and perception of the employer among the staff.  
 
All of the cases claim that their current activities are profitable and associated with 
relatively high margins, and hence successful. But, they all admit that in relation to the 
turnover and profits of their core businesses of transmission and distribution these 
ventures are diminishingly small.  
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6 CONCLUSIONS 
Conclusions are made based on the results found during the analysis. This includes 
linking the results to each other and thereby explain interrelationships.  

6.1 How can the rationales for diversification be described?  
From the strategic perspective more rationales for diversification are prevalent than 
from the operational perspective. At the operational level, it is clear that the daily 
business and plain resource utilization are in focus. It is about solving new technical 
challenges as well as meeting heightened financial requirements. The operational levels 
of the organizations are living under strict circumstances; at the same time as obsolete 
technological equipments have to be replaced, costs have to be reduced significantly, the 
question is how to invest at the same time as expenses are reduced.  
 
The answer to this seems to be stretching the usage of existing resources to make current 
operations more efficient and, at the same time, exploit new business opportunities. 
Increased resource utilization is the most important rationale for diversification both 
within the strategic as well as the operational perspectives. This is also evident in the 
literature discussed in chapter 3; the resource-based view has more proponents than the 
market based view of the company. The literature review also contained a discussion 
about whether resource focus would be more likely in a changing industry environment.  
 
At the strategic level management have more aspects to consider, in both long-term and 
short-term perspective. This means that the rationales for diversification also are more 
diverse. It is shown that most of the rationales mentioned in the literature are considered 
by the strategic management of Vattenfall to be significant. 
 
However, at the strategic level of Vattenfall it is also clear that market power is one of 
the major ambitions and thus reflects on diversification choices.  The major electricity 
companies all seem to share the ambition to grow even bigger. The restructuring and 
unbundling of the industry creates an integrated and competitively intensive European 
market where the benefits of economies of scale are obvious. The economies of scale 
are most often accomplished via acquisitions and the trend seems to continue. But, in the 
future however, mergers of major companies will become more prevalent since 
acquisitions put heavy strains on the companies’ financial resources. Large amounts of 
cash is needed for acquiring other companies and sooner or later the well will run dry 
and to accomplish swift growth will then necessitate merging with another company. 
The need for substantial cash flows is filtered down into the own organization, thus 
forcing the unbundled parts of the entity to focus on the core business leaving no real 
space for detailed excursions, i.e. diversification outside the core. On behalf of the 
distribution companies this implies rationalizing their operations and the core business. 
Furthermore, the monopolized construction of the distribution business in terms of legal 
constraints and the supervision by the Swedish Energy Authority also limit the amount 
of possible ventures. The focus on rationalization impedes the ability to venture into 
other lucrative business areas. Hence, possible diversifications are based on already 
existing skills, competences, equipment, technologies, operations, and the amount of 
available human capital. In addition the diversifications should preferably stem from 
resources already affecting the balance sheet, and thus not induce further costs for the 
distribution company.  
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At the Vattenfall distribution company a systematic approach to diversification is used 
why the rationales are more diverse. The fact that Vattenfall works actively with finding 
and exploiting new opportunities suggests that they may have developed more 
comprehensive thoughts about diversification than the other companies. The one 
rationale that stands out is resource utilization. When it comes to BC Hydro, this was the 
only prevalent rationale; perhaps due to that their diversification activities are purely ad 
hoc. One plausible explanation for this unsystematic approach to diversification may be 
that the electricity market of British Columbia is not yet fully deregulated and 
competitive. Hence, they do not face the same pressure to develop their business.  

6.2 How can companies diversify? 
Extent 
On the operational level the extent of diversification in terms of how many ventures they 
engage in is somewhat similar ranging from three to seven: Vattenfall distribution has 
five ventures, Vattenfall Europe transmission has four ventures, HEW has seven 
ventures, BEWAG has five ventures, and BC Hydro has three ventures. 
 
All the German subsidiaries mention diseconomies and strain on the organization as 
limiting factors when diversifying. HEW and BEWAG indicate that top-down directives 
from the head office in Sweden are strongly affecting the allowed and possible extent of 
diversification. As Zickert put it “if we engage in a whole lot of other activities than 
what we are supposed to do, they think that we have to much personnel”.  
 
However, also at the strategic level of Vattenfall denotes constraints of diversification, 
but in terms of lacking managerial resources. This may also serve as a constraint at the 
operational level of Vattenfall as well. Johansson says that they try to make the idea 
generators the project owners and thereby ease the strain on the seven people fully 
employed by the complimentary business. 
 
BC Hydro sees diversification as such an insignificant issue that it has not considered 
what might be an optimal level. However, BC Hydro expresses no wishes to diversify 
further. But considering their ad hoc and external proposition approach it is likely that if 
other opportunities arise and they do have the resources for meeting the requirements of 
the proposed venture, they will diversify further.  
 
In the strategic perspective, the issue about what is considered core business and what is 
considered business outside the core, is dynamic. For instance, a venture that was once 
considered a diversification may today be the core business. It works the other way 
around as well; what was once core business may now be considered a step from the 
core business as currently defined. In the case of BEWAG, this discussion becomes 
highly prominent. Their external ventures have been carried out for a longer period of 
time, some several decades, why the question about what their core business is, is 
justified. 
 
All of the cases seem to be based on the basic rationale to explore what is possible to do 
considering current resources. They may not have reached an optimum extent of 
diversification yet, but all expresses some concern over limitations affecting this matter. 
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Type 
Since the most stated rational for diversification of both the strategic level of Vattenfall 
and all of the cases on the operational level was resource utilization it comes as no 
surprise that the chosen type of diversification was dominantly concentric and that the 
relation to the core business was as well dominantly related in terms of competences, 
similar activities, and infrastructure.  This may be due to the specific nature of the 
technologically and equipment intensive electricity industry. Most likely this limits as 
well as gives basis for how diversifications can be undertaken. Furthermore the top-
down decision to focus on the core business also contributes to the narrow 
diversification as displayed by the current ventures. At BEWAG this is exemplified by 
Henningsen who refers to that a couple of years ago he had at his disposal nearly two 
hundred and forty engineers for exploiting external ventures. When Vattenfall acquired 
BEWAG, however, instructions were given from higher levels that this was no business 
of BEWAG and Vattenfall and hence the entire operation was shut down. 
 
Strategic relatedness was only found at the strategic level of Vattenfall. This does not 
come as a surprise either since obviously the different levels focus on different aspects. 
However, there is a wish amongst the members of the strategic level that the 
transmission and distribution operations of Vattenfall, both Swedish and German, would 
focus less on merely the daily operations and become more visionary. This is 
exemplified with that it is not uncommon that during maintenance and repair of the 
distribution systems, old and broken-down equipment is replaced with similar and 
simple counterparts rather than replacing it with more sophisticated and intelligent ones. 
At the strategic level as well as at Vattenfall distribution, this issue is seen as quite 
problematic.  
 
The unbundling of the industry also has an affect on the amount of vertical integrations 
taking place. The unbundling tries to break off vertically integrated entities into smaller 
parts such as generation, transmission and distribution, and sales of heat and electricity 
companies. Hence, vertical integration is not found at the strategic level where instead 
horizontal diversification is used.  
 
Mode 
The unbundling and restructuring of the European heat and electricity industry aim at 
opening up the continent for competition and thereby increase the power of the buyers 
as well as reducing costly inefficiencies and excess capacities. This means that in a short 
period of time, all companies operating within the industry might find competition from 
all over Europe. Increased intensity of competition implies lower business margins. One 
way of addressing this change is to expand through acquisitions, which by several 
authors is considered as a favourable and swift mean for diversification. This is also the 
way chosen by Vattenfall in a number of cases. But, this is not at all used at the 
operational level. Here the mode is exclusively the less rapid internal development. This 
is suitable for exploiting existing resources.  
 
Most of the ventures are developments of base services and technologies and 
development of base markets as described by the literature. In the case of BC Hydro, it 
is perhaps somewhat stark to categorise its ventures as development of markets 
considering that they do not actively seek new applications or markets for their 
resources. 
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The German subsidiaries state that a great deal of their external commitments is 
accomplished through out-sourcing and that they in many projects merely act as 
managers. This may off course be seen as a good way of using internal managerial 
competences for serving external customers, but in the cases of HEW and BEWAG 
another explanation springs to mind; the higher costs of using own personnel versus 
using externally hired personnel for outside businesses. 

6.3 Performance outcome 
Ventures carried out at the strategic level of Vattenfall tend to be more long-term, 
aiming at both increasing current revenues as assuring future income. The ventures also 
tend to be grander and involve heavier investments why the success or failures of the 
diversifications are assigned more risk. Thus, the diversification undertaken may be seen 
as risk and portfolio management. However, Vattenfall experienced a costly and painful 
excursion from what they claimed in the nineties to be their core business. This 
diversification is associated with both organizational rationality and poor managerial 
decisions. People at the strategic level say that a mindset existed at that time that blinded 
them all and made them forget about core competence, core business, and core 
customers. This could be seen as supportive to what Rumelt among many others 
propose; superior financial performance of related diversification as opposed to 
unrelated diversification.  
 
Except for this major turndown of Vattenfall the diversifications at both the strategic 
and the operational levels of all cases seem to be if not major successes at least 
profitable and associated with high margins. Perhaps the reason for the most frequently 
prevalent high margin diversifications could be explained in the lights of competition? 
Since the industry is capital-intensive and has for a long time been real national 
monopolies, it has a substantial amount of natural barriers against new entries into the 
market and impediments against the power of buyers. Combining the fact of low 
competition, few providers, and weak buyers leaves the companies with the favorable 
position of being price setters, hence, the high margins of the secondary businesses.  
 
Since the transmission and distribution companies exclaim resource utilization to be the 
uttermost important rationale for diversification the realized economies of scope that 
enable most of the current ventures must be seen as indicators of successful 
diversifications. 
 
An overall view suggests that the current diversifications of at least the operational 
levels are to some extent restrained and not very excessive. This might be explained by 
several reasons such as shortage of certain resources, management policies and 
directives, and focusing too much on short-term and daily operations. To conclude, there 
might be room for further diversification if the companies were allowed as well as 
funded to exploit new potential businesses. 
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7 DISCUSSION AND PROPOSALS FOR FURTHER RESEARCH 
The authors’ thoughts and reflections bring interesting discussion points. General 
conclusions related to the study area are drawn and the ‘big picture’ according to the 
authors is presented. Finally, unexplored but interesting areas are recommended for 
further research.  

7.1 Discussion 
The dramatic change of the European electricity and heat industry, brought about by 
advances in technology and deregulation as well as large social and economic 
restructuring, expands and opens up the market for competition. This signals a big 
change in the environmental conditions and the mergence of new rules and priorities for 
becoming and staying successful. It marks the end of a previously successful mindset 
and of strategies that are no longer effective. 
 
Looking at how the major corporations act suggest that in order to meet the changing 
conditions they all favour becoming even bigger pursuing economies of scale at the 
same time as reducing competition. Lack of time together with the fact that a lot of 
community or city run companies have lousy balance sheets, supply the major capital 
strong companies with the rationale for and the opportunity of acquisitions. However, 
acquisitions are a costly way of expanding your business why the notion of “Cash is 
king “ is pushed down the organization.  
 
This increases the pressure on the generation, transmission and distribution, and sales 
companies of the unbundled companies to generate more revenues. When it comes to 
the distribution companies, the prices or net tariffs are set in collaboration with the 
authorities, whereby the risk of overcharging the customers is minimized. But, this 
means that the revenue side is also more or less fixed and in order to deliver more 
profits to the parent company the most obvious solution is to cut costs and to rationalize. 
Facing these operational conditions it is shown that the transmission and distribution 
companies focuses inwardly at their resources and the utilization of the same and 
become more concerned with just daily survival.  
 
In general, the findings of this study give support to the resource-based view of the firm. 
The focus on existing resources and the search for efficient deployment of these may be 
explained in several ways. One possible explanation is that when industry structure is 
under reconstruction, it is hard to assess attractiveness and thus hard to determine which 
businesses that are attractive. As was mentioned earlier, another reason may be 
increased performance expectations forcing more efficient resource utilization. 
Generally, resource utilization may be considered as less risky than the market based 
approach. 
 
These thoughts are in line with those of Makhija (2003). She examines recently 
privatized firms in the Czech Republic for testing the effects of a resource-based view 
versus a market-based view. Based on her findings, she suggests that for industries 
undergoing significant change or rapid upheaval, the resource-based view may be a 
more appropriate analytical lens with which to view the company value or performance 
than the market-based view. This work agrees with Grant’s (1991) notion that a firm’s 
resources and capabilities take on a greater importance when the external environment is 
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in a state of flux. The argument being that when the market undergoes significant 
change, a firm’s current market position is less relevant for the firm’s future 
performance than if the market structure is stable. 
 
As commonly in business, there is a conflict between strategic long-term and 
operational short-term interests also when it comes to diversification. The strategic 
perspective offers more reasons for diversification as opposed to the operational 
perspectives where few rationales are prevalent. This also reflects on how the 
distribution companies choose to diversify. All of the cases studied seem to have strong 
ties to the current competences of the personnel, technologies, and to some extent even 
markets. This seems to cripple their act of freedom and even though their 
diversifications are profitable, they are not seemingly large.  
 
Another issue that seems justified to bring into discussion is how to define what the core 
business of the company is and what it should be. Due to the increased domestic and 
international competition, many companies are forced to step back and question the 
basic nature and purpose of their organization. Pressure to increase efficiency and 
productivity and reduce costs has led many companies to the realization that they cannot 
survive unless they identify a nucleus of products, services and markets on which they 
can concentrate their efforts in order to gain competitive advantage. 
 
Yet another important issue concerns out-sourcing which seems to be the way to go for 
the German subsidiaries when performing outside their companies. Both HEW and 
BEWAG state that when it comes to blue-collar work, their own personnel perform 
some ten to twenty percent. This issue concerns that described by Henningsen at 
BEWAG. He meant that for external operations he first estimates the total costs of the 
project using in-house personnel and than he compares it to the cost when hiring 
personnel from outside to perform the services. The lowest cost decides the direction. 
This mind-set reveals a hazard when using the company as an internal market for 
personnel and capital. When Henningsen uses in-house personnel he is debited or 
charged by his own company for the amount of man-hours needed. If the cost of using 
in-house personnel supersedes the cost of hiring, Henningsen makes the decision to go 
outside BEWAG to hire externally. What this means is that the true cost is actually the 
combined cost of external personnel and cost of in-house personnel under the condition 
that the in-house personnel is not engaged in something else at the time. The cost of 
using their own personnel is to be considered a sunken cost, i.e. an already incurred cost 
why it seems unnecessary to go hire externally.   
 
The observation is made that the cases studied all focus on industrial or public 
customers. In other words the target segments of the businesses seem to be fairly large. 
This is perhaps natural due to the nature of the existing operations. Some of the 
respondents state that they are equipped for handling large projects why servicing 
private customers would be unreasonable expensive.  
 
The Vattenfall distribution displays a true effort when it comes to pursuing new ideas 
and prospective businesses. Their way of a more systematic approach to diversification 
may well prove to be the most cost-efficient in the long run. The basis for developing 
this complementary business has been the support by the top management of the 
distribution company. Perhaps the smallness of the ventures in relation to the core 
business is positively contributing to this support. Larger projects will be associated 
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with larger risks and heavier investments and thus less favored by management. 
However, the German distribution of Vattenfall, HEW and BEWAG show a different 
picture. Here it is stated that there is no real financial and top management support for 
diversification. On the other hand the variety of ventures they engage in are more or less 
the same as their Swedish counterpart engage in. The time frame is also different; many 
of the diversifications undertaken by the German subsidiaries have been carried out for 
several decades whereas the Swedish distribution is in comparison like a young child 
with just a few years of experience. Considering this it would be preferable on behalf of 
all parts to strike up a constructive and mutually beneficial cooperation and exchange 
relevant experiences.  

7.2 Recommendations for further research 
In one case managerial motives were mentioned as a rationale for diversification. The 
idea was to keep talented personnel as employees by assigning them work tasks that 
interest them. By setting up a department dedicated to endeavour non-core businesses, 
entrepreneurial-minded employees were provided thrilling challenges, which enhanced 
their relative performance. In other words, a more efficient resource utilization was 
achieved. Furthermore, since entrepreneurship is a foundation of business development, 
the importance of encouraging entrepreneurial talents cannot be overrated if a company 
aims to broaden its scope. Thus it would be interesting to further research to what extent 
it is suitable and how such environments should be characterized to best capitalize on 
the individuals’ ability to create value to the company and at the same time improve the 
joy experienced at work. This could include: 
 
 How to generate or collect new product and service ideas?  
 How to bring promising products and services to the market?  
 How formal and organized should the diversification development process be to 

best nurture the entrepreneurs?  
 Should this be open for participation for all employees?  
 How should incentive programs be outlined to stimulate creativity and to 

persuade employees to impel their ideas to marketed products and services?  
 What resources should be assigned and in which amount?  
 How can different subsidiaries learn from each other by transfer of methods and 

products?  
 
The diversification literature is not able to provide a common link between 
diversification and performance. New pieces of the puzzle may be able to ad through 
new measurement approaches.  
 
It would be interesting to examine the means of diversification when the market 
consolidation has reached maturity. Then the quest for cash may be somewhat less 
pressuring since the acquisition lockbox will not emptied as often as during the 
consolidation phase. This may enlarge the space for new diversification engagements as 
well as change its strategic importance.  
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APPENDIX A 
Interview guide 

 
• Namn 
• Position 
• Bakgrund 
• Svensk Energi 

o Verksamhet 
o Iniativtagare 
o Kunder 
o Uppdrag 
o Perspektiv 

 
• Hur vill ni definiera elbranschen? 
• Utveckling de senaste 10 åren 

o I stora drag hur skiljer sig elbranschen idag sig ifrån elbranschen för ca 10 år 
sedan? 
  

o Internationalisering 
 Påverkan på elbolagen 

• Hur har spelreglerna förändrats? 
• Kan man tala om en ”svensk elmarknad”? 

 Hur har bolagen svarat på den utvecklingen? 
• Konsolidering 
• Många bolag väljer att växa: 

(organiskt/samarbete/samgående/uppköp) 
o Tror ni att storleken har betydelse i framtiden?  

 Vattenfall siktar på att vara topp 5-6 de närmsta 
tio åren. 

o Om ja, i så fall hur är storleken avgörande? 
 Monopol 
 Skalfördelar 
 Redundans 
 Intern kapital marknad 
 Riskreducering 
 Management ”storhetsvansinne” 

o Vilka bolag tror ni är är de största aktörerna på den 
europeiska elmarknaden om tio år? 

• Diversifiering 
o Hur har bolagen diversifierat? 

 Vilka områden är vanligt förekommande? 
 Vilken omfattning? 
 Hur relaterad till kärnverksamheten anser ni 

dessa diversiferingar varit? 
 Hur har diversifieringarna genomförts? 

• Uppköp etc.? 
• Vem köper och vem säljer? 
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• För att kunna köpa krävs det säljare: 
varför tror ni att vissa bolag väljer att 
sälja ut sin verksamhet? 

 Ser ni några problem eller risker med att elbolag 
diversifierar sig?  

o Skiljer det sig mellan länderna inom Eu? 
o För några år sedan var multi utility poppis för 

energibolagen att engagera sig i men nu verkar 
branschen gå mot en konsolidering och renodling av 
sina affärer: 
 Hur tror ni att man har resonerat i och med denna 

strategiska svängning? 
o Ser ni några områden som vore lämpligt att ge sig in 

men som bolagen ej har äntrat? 
• Kan man tala om att det finns en viss branschlogik som de flesta 

stora aktörer följer? Med andra ord en sorts katt och råtta lek. 
o Hur ser den branschlogiken ut i dagsläget? 
o ”Vem” eller ”vilka” bestämmer denna? 

o Hur tror ni att den geografiska marknaden kommer att utveckla sig? 
 Kan vi förvänta oss en utvidgning österut eller blir det till och med tal 

om en global elmarknad? 
• Edf lär ju sikta på det………….. 

• Hur ser utvecklingen ut på marknaden i dagsläget? 
o Marknadsstruktur 
o Bolagen 
o Kunderna  

 Industri 
 Privat 
 Offentlig  

• Vilka är orsakerna eller drivkrafterna för denna utveckling? 
o Vilka interna faktorer ser ni som viktiga för denna utveckling? 

 Effektivare resursutnyttjande 
• Överkapacitet 
• Kompetens, kapital, infrastruktur, kunder, etc. 

o Vilka externa faktorer ser ni som viktiga för denna utveckling? 
 Lagar 
 Skapa inträdesbarriärer alltså försök till monopolisering 
 Efterfrågan: många kommuner ha reella kassaflödesproblem och ser en 

utväg i att sälj ut stora delar av sop-, vattenhantering, gatubelysning 
mm. 

 Ändrade kundpreferenser  
• Ökad miljömedvetenhet 
• Ökat krav på ”elkvalitet” 
• Ökad prismedventenhet 

o Konkurrens 
o Problem 

• Hur ser ni att bolagens produkt- och tjänstefloran har förändrats/förändras? 
o Förr 
o Nu 
o Utfall 
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o Hur har nya affärer utvecklats (uppköp. …) 
o Vad är på g? 

 Fallfrukt!?! 
• Vad driver utvecklingen på marknaden i framtiden? 

o Interna faktorer 
o Externa faktorer 
o Konkurrens 
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APPENDIX B 
 
Preparatory interview with Annica Lindahl and Inger Abrahamson at Svensk Energi.  
Lindahl and Abrahamson say that the on of the things that differentiates electricity from 
other products is that first you consume and then you have to pay for it, but it’s hard to 
know on forehand what the final bill will look like. Due to that electricity is a necessity 
the demand is extremely inelastic. This means that it almost doesn’t matter how high the 
prices get, people still have to buy it. This issue is tied to the fact that electricity cannot 
be bought when it’s cheap and then stores and used when the prices are high. It’s the 
same thing with water as a product.  
  
Because water and electricity is so vital to people the infra structure of supplying them 
has become a political question. Overall the industry is heavily coloured with politics.   
 
The respondents say that multi-utility is close at hand to the electricity industry. They 
say there is a historical explanation to this.  Earlier when the industry was run as 
government agencies the industry supplied customers with many of the society’s 
necessities like water, sewage, garbage and waste disposal, and electricity. They give 
Linköping and Västerås as examples of communities still doing this. 
 
Many of these companies are clinging on to the original line of businesses. They haven’t 
been charmed by the opportunities for selling broadband and mobile phone services.  
 
Sydkraft has diversified into waste management. But, they see this an input to their 
energy production.  They have no plans for separating or in other ways treat the waste 
but to burn in it. Thereby making it an integrated part of the company instead of a 
complimentary business. When they bought Norrköping they also received handling the 
water.  
 
The respondents say that many of the failed projects in recent years within the electricity 
and heat industry can be attributed to not listening to customer desires. They say that for 
instance the projects surrounding broadband and other IT related services have been 
pushed on tho the customers by the industry. They were never really requested by the 
customers. 
 
The respondents say that everyone is affected by the policies today. It affects you no 
matter how big you are or who owns the company. Since the industry has been 
deregulated it doesn’t matter if the company is publicly, community, or government 
owned, the same regulations and competitiveness applies.  
 
The industry faces policies on many different levels. First they encounter policies on the 
community level, then national, Nordic, and finally at the EU level. They conclude that 
the industry is becoming even more affected by policies and regulations than before.  
 
They believe that the directives and policies of EU are the most important and 
influential ones. They also conclude that it’s the regulations, laws, and policies that will 
affect the industry the most in the future as well.   
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The respondents say there is no use of talking about a Swedish market today; you have 
to at least address that Scandinavian market.  They also think that the perspective of a 
Nordic market will by 2007 be changed to an European perspective. At least according 
to the existing decisions and ambitions of EU to integrate the regional markets 2007. 
But, they say all it requires is a major crisis. This industry is driven by crisis more than 
any other industry. If there’s a crisis they are forced to do certain things and then the 
development or evolution will be swift in relation to what was originally planned.  
 
The respondents say that the on-going consolidation of the industry will continue for yet 
many years. But, they say it won’t go as far as to having just three or so many major 
companies remaining. But, it will continue since it’s economically driven in pursuit of 
scope and scale. Minor companies have difficulties with handling the given high risks 
and huge loans. This means that will eventually be overtaken by larger companies. And 
still the industry isn’t structurally complete yet. 
 
The believe that one of the reasons for selling the companies is that many of them are 
run by communities which for several reasons are struck by major budget deficits. Those 
communities need to pay their debts and invest capital into the social welfare system. 
Selling provides them with an easy access from one of their problems. 
 
When it comes to the larger companies they are not faced with the same risks. They may 
exploit some other business they have in their portfolios when one business runs poorly. 
The smaller ones are usually not as vertically integrated as the larges companies, hence 
they rely more on single businesses. The larger suits protect the larger companies.  This 
means that for instance that larger companies can handle huge price variations in a better 
way.  
 
In addition due to that the industry hasn’t been commercialised for any great deal of 
time the skills for running a competitive business are in most companies lacking. This 
means that many companies lack the skills of handling risk management in an adequate 
manner. If they run into trouble several years in a row the authorities will withdraw their 
right to conduct business, hence it ahs to sell to another company.  
 
They believe that the production and distribution are the most profitable operations 
within the industry. Production especially if you have an old power plant that where the 
investment has been written off. The say that the distribution is becoming more 
expensive since they nowadays need to continually maintain and build new capacities. 
But, they say it’s still money in the bank. However trade is not very lucrative. Today 
there are over forty traders dealing with five million customers. How much do a 
customer need switch electricity provider. Everyone has more or less the same price. 
According to the Swedish Technical Attachés a profitable trading company needs to 
have at least five million customers. That means that one single company serving entire 
Sweden! Thus, naturally some companies have to go.  
 
They describe that many people in the industry are still monopoly people even though 
the shift in generations is on the way. This means that the industry is like an old rigid 
institution coloured by the heavy infrastructure and technology and the large 
investments.  Nothing really happens. No matter what electricity needs to be generated, 
distributed, and sold. And that’s it according to many. 
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They say that one of the advantages of being big is that you can use the company as an 
internal capital market. At least when it comes to production, but when it comes to 
distribution the companies aren’t allowed to cross-subsidize. But, to conclude they say 
due to the conditions of the industry it means the bigger the better. But, the distribution 
companies do not have to be big either, just the production. The industry doesn’t build 
small power plants, it’s too capital intensive in relation to the given capacity. 
  
However in the long run they see a surging need for building smaller power plants. This 
is what they call distributed production. That means producing electricity and heat close 
to the actual users. This is the form they believe is going to be used when electrifying 
developing countries. They only need power to light their houses and cook their food. In 
addition they see that energy, which is already a scarce commodity, will become even 
scarcer in the future, hence more expensive. When it gets really expensive the higher 
production costs of smaller power plants are justified. This means that it won’t be 
important with scale anymore. Then you will have new paradigm shift. New issues will 
be: Where will production be placed? Will it be where it is suitable in terms of 
population and environment or will it be in close proximity to where the electricity is 
consumed.  
 
When it comes to expanding your business into other areas they say that in most cases 
the reasons seems to be attributed to the logics of the specific company. The individual 
company on its own decides what is related and not related business according to their 
definition of their core business. But, dominantly the aim seems to be that the 
diversification is believed to be I someway related to what they do.  
  
They say that most often companies receive opportunities to take over operations 
formerly run by communities, such as water, waste, gas, streetlights, and other 
operations. The synergy to be found among those operations is them being utilities or 
necessities of society. When it comes to broadband and telephony the connection is 
much more loose and not as many synergies can be found. But, some companies seem to 
feel that it’s related.  
 
But, they say if you look at how the new broadband systems are built you see that most 
often it’s community own distribution companies handling the projects. And by the 
looks of it they seem to do alright. The synergies here are found within project 
management and constructing net systems.     
 
The respondents talk about companies that have taken over the operation of running 
community streetlights. Jokingly they say that it’s a business that has been hard to 
handle since it’s very visual to the public. If something goes wrong people notices it. In 
addition it has to do with having to negotiating about payments with the communities. 
However, the respondents don’t know if it’s profitable or not but know that there are 
quite many communities wanting to get this thing off their hands. Their conclusion is 
that the electrical companies should stay out of it. To much hassle they say.  
 
Svenska Kraftnät that owns and operates the national electricity grid, comprising the 
country's 400 and 220 kV power lines, as well as stations, international interconnections 
and IT systems is currently handling the construction of a national system of optical 
fibres.  
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 They say that the industry uses different measures of performance. they may be 
satisfied customers, deliver of electricity and heat in terms of reliability and 
environment friendliness. Outside the cities in less habituated areas it may be meeting 
several customer demands by supplying more products and services and utilities.  
  
The respondents say that most of the diversification undertaken in the industry has been 
related to the initial core business and those diversifications also have been somewhat 
successful. Other diversifications such as fast moving consumer goods and insurances 
have been failures. One example is Telge Energi that sold home insurances some years 
ago. Vattenfall sold burglar alarms and tried to sell something called intelligent homes. 
But they were huge failures. When major companies invest they invest heavily and if 
they fail they fail hard. Smaller companies with less capital as back-up don’t even 
consider doing things like that.  
 
They say that many companies in the USA are experiencing real financial hardships at 
the moment and many of them have been forced to sell when facing bankruptcy. Many 
of the American companies have been engaged in providing extensive insurances to 
their customers they say and mention insurances for power surges. When the lightning 
strikes home appliances and other equipment break down. American companies have 
provided a insurance service where people can limit the financial losses. The 
respondents think it’s a good idea that would probably be possible to sell in Sweden as 
well. Rather that than talking refrigerators.  
 
The respondents think that in the future customers will demand increased reliability in 
delivery of electricity and heat but without having to pay more for it.  
 
They say that it’s not likely that it will be possible to price differentiate among 
customers. In Sweden the system is in international comparison fairly reliable with few 
breakdowns why few people would pay more to have the supply slightly more fail 
proof.  
 
Perhaps they say will it be possible to sell ones effect on certain times during the day. 
This will then apply to entire regions or city blocks. The thing with electricity is that it 
doesn’t differ nom matter where you buy it.  
  
When addressed about how companies differentiate themselves when it’s not possible to 
differentiate on basis of the product itself they say through various activities. Mainly 
through marketing where they try to claim being proper, reliable, available, and having 
an easy to use and fair billing system. The bill is a vital thing; hence billing routines may 
be vital. But, usually it’s just a matter of price. Competing on price means that the 
industry has to be cost effective.  
 
They say that communities are willing to sell off their operations of mainly water and 
waste management, and streetlights. But, the willingness to buy is varied within the 
industry. Some are greatly interested other not at all.  
  
They say that this may be due top their national and/or international ambition.  For 
instance Lunds Energi has decided to focus on being the local alternative. When staying 
local it’s natural to start looking at providing other utilities as well. However, this 
strategy may require a customer base of a hundred thousand people. Smaller companies 
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only focus on providing their customers with electricity. They are usually economic 
associations. The respondents raise a question about how these smaller companies 
survive. 
 
They continue on saying that then there are the major companies and they all have 
international ambition and many of them seem uninterested in entering multi-utilities.  
 
They say that the lack of development is significant for the industry. Another thins is 
that the ownership structure changes as the companies get larger. As was said before the 
smaller ones are usually economic associations and the medium sized are most often 
community owned. This means that they have their share of politicians sitting on their 
boards. This implies having to deals with other issues than the purely commercial ones. 
The larger companies have professional management, boards, and ownership and 
different exposure in terms of risk. Then it is more natural to pursue international 
expansion.  
 
They say that ownership structure is substantially affecting the industry, but within the 
boundaries of law off course.  
 
The next geographical expansion as they see it goes to Eastern Europe since those 
countries residing there are about to enter the EU. When this happens the system need to 
be interconnected. In addition there is much work on environment issues that needs to 
be carried out. Cleaning up the Baltic countries and Russia gives more return on 
investments than making improvements in Sweden.  They believe that Kyoto will 
regulate this. They say that UEF the Russian energy giant has started selling off their 
production plants and the West is moving in. it’s a huge market they say.  
 
One of the reasons for expanding east is that EU needs more energy. Already today 
there is an increasingly large energy shortage within EU. And if the companies in the 
East need to be cleaned it’s better if we do it since we have the knowledge and funds for 
doing it. 
 
They mention a report saying that EU needs to build a new power plant every week for 
the next ten years to be able to meet the future energy demands.  
 
This energy shortage problem might overthrow the Kyoto agreement. It’s a huge 
problem and it has to be dealt with right away. They say that in the near future natural 
gas will be more widely used to increase the production. They conclude that the industry 
is more driven by crisis than any other industry why if there’s a huge crisis things will 
hurry along. 
 
To summarize hey say that policies is the one of the factor most affecting the industry. 
More than people are aware of the say. But, they also say that the world market oil price 
affects the electricity policies more than people are aware of. Historically, when looking 
thirty years back it becomes clear that the Swedish energy policies have been governed 
in accordance to the development of the oil industry. The oil industry has been coloured 
by many deep crisis and so it has affected the fuel prices. This means that oil still 
decides much of the stated policies today. This goes for the entire western world. Thus, 
issues on the global level affect the industry.  




