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Abstract

This study examines the relationships between a firm's business diversification, dynamic capabilities, and
performance. In particular, using the lens of population ecological perspectives, the different effects of diversification
on a firm's performance are investigated according to levels of market dynamism and the firm’s dynamic capabilities.
This study demonstrates that, in a rapidly changing market environment, the curvilinear relationship between
diversification and firm performance can become weaker at higher levels of a firm's dynamic capabilities. In addition,
this study argues that unrelated diversification can be a more ideal strategic choice in a dynamic market environment
through a firm's optimized dynamic capabilities.

Keywords: business diversification, dynamic capabilities, market dynamism, a firm's structural inertia, population
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1. Introduction

Since the industrial revolution, many enterprises have emerged and greatly affected the history of capitalism;
however, only a few initial enterprises have survived and continue to leave their mark on history. What differentiates
surviving enterprises from extinct enterprises? One of the most powerful answers regarding this question could be
“dynamic capabilities” (Teece, Pisano, & Shuen, 1997). Teece et al. (1997: 516) originally defined dynamic
capabilities as “the firm’s ability to integrate, build, and reconfigure internal and external competences to address
rapidly changing environments.” Eisenhardt and Martin (2000) indicate that the traditional resource-based view
(RBV) does not explain how and why a certain firm has a greater competitive advantage in a situation of rapid and
unpredictable change. On the other hand, the 'dynamic RBV' school asserts that firms can be differentiated through
their resource reconfiguration, thereby contributing to their competitive advantage. In fact, in the current rapidly
changing market environment, the importance of a firm’s dynamic capabilities is increasing. In addition, firms have a
tendency to obtain their competitive advantage through diversification, particularly in situations of rapid change and
unpredictable market environments. According to a study by Hitt, Ireland, and Hoskisson (2011), in an unstable
market environment, firms tend to pursue related diversification to develop higher market power through economies
of scope between their businesses, and unrelated diversification to create value in the financial economies involved
in a “restructuring of assets” (Hitt et al.: 171). Hence, both a firm’s dynamic capabilities and its diversification can be
considered methods for enhancing its competitive advantage in an unpredictable, changing environment. In spite of
the importance of a firm’s dynamic capabilities for achieving a sustainable competitive advantage, the literature on
the relationships between dynamic capabilities, diversification, and firm performance is underdeveloped. Therefore,
this study aims to investigate how firms’ dynamic capabilities and diversification impact their competitive advantage,
particularly in a dynamic market environment, using the two lenses of the dynamic RBV and the population
ecological approach. Specifically, this study intends to examine the following research questions:

(1) What is the relationship between dynamic capabilities and firm performance?
(i1) What is the relationship between diversification and firm performance?
(ii1) What is the relationship between diversification and a firm’s structural inertia?

(iv) How does market dynamism impact the relationships among dynamic capabilities, diversification, and firm
performance?
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2. The Relationships between Dynamic Capabilities, Diversification, and Firm Performance
2.1 What Are the Dynamic Capabilities of Firms?

The original definition of dynamic capabilities (Teece et al., 1997: 516) is “the firm’s ability to integrate, build, and
reconfigure internal and external competences to address rapidly changing environments.” Since Teece et al. (1997),
many authors have offered their own definitions of dynamic capabilities by adapting Teece et al.’s original definition.
Eisenhardt and Martin (2000: 1107) describe dynamic capabilities as “the firm’s processes ... to integrate,
reconfigure, gain and release resources—to match or even create market change.” Zahra, Sapienza, and Davidsson
(2006) recognize dynamic capabilities as “the abilities to reconfigure a firm’s resources and routines in the manner
envisioned and deemed appropriate by its principal decision-maker.” In addition, Bowman and Ambrosini’s (2003)
study suggests four prime processes of dynamic capabilities: (i) reconfiguration, “the transformation and
recombination of assets and resources”; (ii) leveraging, “replicating a process or system that is operating in one
business unit to another”; (iii) learning, “an outcome of experimentation reflecting on failure or success”; and (iv)
creative integration, “the ability of the firm to integrate its assets and resources, new resource configuration”
(Ambrosini & Bowman, 2009: 35).

2.2 Dynamic Capabilities and Firm Performance

According to previous studies, the relationship between dynamic capabilities and firm performance is complex
(Wang & Ahmed, 2007). First, Spanos and Lioukas’s (2001) study shows that firm assets have a significant direct
impact on market performance. Makadok (2001) recognizes dynamic capabilities as a casual mechanism through
which firms accomplish economic rents or profits. Zollo and Winter’s (2002) study suggests a direct link between
dynamic capabilities and superior performance. Teece (2007: 1320) asserts that “the ambition of the dynamic
capabilities framework is nothing less than to explain the sources of enterprise-level competitive advantage over
time” and that “dynamic capabilities lie at the core of enterprise success.”

On the other hand, some other studies have demonstrated an indirect relationship between dynamic capabilities and
firm performances. Zott (2003) posits that dynamic capabilities are not directly linked to a firm’s performance; in
particular, he explains that dynamic capabilities indirectly impact a firm’s performance by modifying its routines or
resource bundle. Eisenhardt and Martin (2000) also assert that “long-term competitive advantage does not rely on
dynamic capabilities themselves but on the resource configurations created by the dynamic capabilities” (Barreto,
2010: 263). As discussed, there is some dispute over whether dynamic capabilities and firm performance have a
direct relationship or an indirect relationship; however, it seems less controversial and acceptable that a firm’s
dynamic capabilities have a positive impact on firm performance. Hence, I propose the following:

Proposition 1: Dynamic capabilities will be positively related to a firm's performance and the relationship
between dynamic capabilities and the firm's performance will be likely to be a linear progression.

2.3 Diversification and Firm Performance

Palepu’s (1985) study shows that firms with predominantly related diversification show significantly better profit
growth than do firms with predominantly unrelated diversification. After synthesizing more than three decades of
research using meta-analysis, Palich, Cardinal, and Miller (2000) suggest that moderate levels of diversification
produce higher levels of performance than either single or unrelated diversification. These results seem to support the
curvilinear model: firm performance increases as firms move from a single business strategy to related
diversification but decreases as firms shift from related diversification to unrelated diversification. In addition, much
other empirical evidence supports the curvilinear model directly or indirectly (e.g., Singh & Montgomery, 1987;
Markides, 1992; Lubatkin & Chatterjee, 1994; Markides & Williamson, 1994; Palich et al. 2000).
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Figure 1. Relationships among dynamic capabilities, diversification, and firm performance in a stable market
environment: Propositions 1 and 2

Figure 1 demonstrates the conceptualized model of the overall relationships among dynamic capabilities,
diversification, and firm performance. Based on these arguments, the following is proposed:

Proposition 2: In a stable market environment, the relationship between diversification and a firm's
performance will be curvilinear regardless of the firm's dynamic capabilities; related diversification will
result in higher levels of performance than either single or unrelated diversification (an inverted U-shape).

3. The Relationship between Diversification and a Firm’s Structural Inertia
3.1 Population Ecological Approach to Organizations

Population ecology theory is “an organizational version of Darwin’s survival of the fittest principle; as in Darwin’s
theory of evolution, three processes—variation, selection, and retention—explain the dynamics of a population of
organizations” (Hatch & Cunliffe, 2006: 84). Organizational ecologists try to answer the fundamental question, “why
are there so many kinds of organizations?” (Hannan & Freeman, 1977: 936), by explaining how economic, social,
and political conditions have an influence on the relative abundance and diversity of organizations. They also focus
on accounting for composition changes over time (Hatch & Cunliffe, 2006). Hannan and Freeman (1984) claim that
organizational changes occur frequently, but the selection process is prone to favor organizations whose structures
are difficult to change. High levels of structural inertia in organizations can thus be elucidated as an outcome of an
ecological evolutionary process (Hannan & Freeman, 1984; Young 1988). Furthermore, population ecology
perspective essentially assumes that firms are subject to the significant power of the environment for their necessary
resources. Specifically, the “selection (process) occurs as organizations that best fit the needs and demands of their
ecological niche are supported with resources” (Hatch & Cunliffe, 2006: 84).

3.2 Diversification and a Firm's Structural Inertia

With regard to firms’ business diversification, a single diversification strategy can be defined as “a corporate-level
strategy wherein the firm generates 95 percent or more of its sales revenue from its core business area” (Hitt et al.,
2011: 159). If less than 70% of revenue comes from the core business, and all businesses share technological and
distribution linkages, it is considered a related diversification strategy (Rumelt, 1974). The primary purpose of
related diversification is generally to gain market power relative to competitors by developing economies of scope
(Hitt et al., 2011). On the other hand, if there is no direct link between businesses, it is regarded as an unrelated
diversification strategy. The main purpose of an unrelated diversification strategy is to create value through
“improved allocations of financial resources” (Hitt et al., 2011: 168) or “restructuring of assets” (Hitt et al., 2011:
171). Barnett and Freeman’s (2001) study suggests that an organization’s structural inertia increases when
organizational practices and relationships become institutionalized. Considering the different purposes of
diversification strategies, it is sensibly anticipated that firms pursuing unrelated diversification have fewer
institutionalized practices and relationships between their businesses than do firms pursuing single or related
diversification. In turn, it is also assumed that less institutionalization consequently contributes to lower structural
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inertia. Conversely, firms that seek single or related diversification might have a higher level of structural inertia than
might firms pursuing an unrelated diversification strategy.

Table 1. Diversification intensity and a firm’s structural inertia: Proposition 3

Diversification Intensity

Single Related Unrelated

Level of Structural Inertia High Medium Low

The relationship between diversification intensity and the organization’s structural inertia is summarized in Table 1.
Based on these arguments, the following is proposed:

Proposition 3: Firms pursuing an unrelated diversification strategy have a lower level of structural inertia
than do firms pursuing a single or related diversification strategy.

4. The Relationships between Market Dynamism, Diversification, and Dynamic Capabilities
4.1 Dynamic Capabilities and Market Dynamism

Eisenhardt and Martin (2000) indicate that the traditional RBV has not adequately explained how and why certain
firms have competitive advantage in situations of rapid and unpredictable change. In contrast, the new paradigm of
dynamic capabilities gives researchers a chance to address this issue by emphasizing the roles of managers. Amit and
Schoemaker (1993) suggest that, in rapidly changing environments, the capability to reconfigure the firm’s asset
structure becomes an important advantage. Gran (1996) also explains that the manipulation of knowledge resources
is notably critical in dynamic markets. In the same vein, Teece et al. (1997) explain that the dynamic capabilities of a
firm, which enable a firm’s managers to reconfigure internal and external competencies to address rapidly changing
environments, become the source of sustained competitive advantage. Zollo and Winter’s (2002) study demonstrates
a direct link between dynamic capabilities and superior performance or survival in changing environmental
conditions. In other words, their study implies that “both superiority and viability will prove transient for an
organization that has no dynamic capabilities” (Zollo & Winter, 2002: 341).

4.2 Diversification and Market Dynamism

Hannan and Freeman’s (1984) study shows that a high level of structural inertia is negatively associated with firm
survival in situations of a rapidly changing environment. Conversely, it is assumed that firms having a low level of
structural inertia may have a higher chance for survival in a dynamic environment. As hypothesized already, firms
pursuing an unrelated diversification strategy have a lower level of structural inertia than do firms pursuing a single
or related diversification strategy. Therefore, it is mathematically induced that, in a rapidly changing environment, a
firm engaging in unrelated diversification might be have more positive firm performance than a firm pursuing single
or related diversification owing to lower structural inertia. Based on these discussions, the following proposition 4 is
suggested:

Proposition 4: In a rapidly changing market environment, unrelated diversification is more positively related
to a firm’s performance than single or related diversification owing to the firm’s lower structural inertia.

4.3 The Relationship between Diversification and Dynamic Capabilities in a High-Velocity Market

Eisenhardt & Martin (2000) describe high-velocity markets as those with “ambiguous industry structures, fluid
business models, blurred boundaries, and unpredictable change,” and moderately dynamic markets as those with
“stable industry structures, clear business models, defined boundaries, and predictable change” (p.1115). On the basis
of these distinctions, Eisenhardt & Martin (2000) assert that in a rapidly changing market, firms depend significantly
on new knowledge created for specific situations, while in a moderately dynamic market, they rely extensively on
detailed, analytic routines. As reviewed previously, a firm’s dynamic capabilities can be characterized by the
following four fundamental processes: reconfiguration, leveraging, learning, and creative integration (Bowman &
Ambrosini, 2003). Hence, considering the features of high-velocity markets and a firm’s dynamic capabilities, it is
obvious that a firm’s dynamic capabilities may be more effective in a rapidly changing market situation. Ng’s (2007)
study indirectly supports this argument by suggesting that in incomplete markets the degree of diversification is
positively related to an organization’s weak ties and strength of its dynamic capabilities. Ng (2007) explains that
“since weak ties promote the recombination of subjective experiences and provide access to unrelated resources, they
change the discrete, indivisible, and heterogeneous nature of an organization’s resource bundle; such changes in the
resource bundle induce an organization with strong dynamic capabilities to seek the specialized growth of those
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unrelated resources and uses revealed by its weak ties” (Ng, 2007: 1490). On the basis of these arguments, it is
suggested that in a high-velocity market environment, the traditional curvilinear relationship between diversification
and firm performance (Palich et al. 2000) becomes weaker if a firm possesses high-level dynamic capabilities.
Therefore, it is anticipated that a firm’s dynamic capabilities may moderate the curvilinear relationship between
diversification and firm performance under rapidly changing market conditions. Therefore, I suggest the following
proposition 5:

Proposition 5: In a rapidly changing market environment, the curvilinear relationship between
diversification and a firm's performance will become weaker at higher levels of dynamic capabilities.

Table 2. Relationship between market dynamism, diversification, and dynamic capabilities

Diversification Intensity

Single Related Unrelated
Effectiveness of Dynamic Capabilities in a . . . . .
Stable Market Environment Minimal Mild Minimal
Effectiveness of Dynamic Capabilities in a Minimal Moderate Optimal

Rapidly Changing Market Environment

Table 2 summarizes the relationships between diversification, dynamic capabilities, and market dynamism. In
addition, Figure 2 visualizes this study's conceptualized (theoretically proposed) relationships between dynamic
capabilities, diversification, and firm performance in a rapidly changing environment.
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Figure 2. Relationships between dynamic capabilities, diversification, and firm performance in a rapidly changing
market environment: Proposition 4 and 5

5. Conclusion
5.1 Limitations

This study has some limitations. Eisenhardt & Martin (2000) indicate that, according to market dynamism, the causal
ambiguity of dynamic capabilities occurs differently. In a stable market, the causal ambiguity of dynamic capabilities
can be represented more significantly (Simonin, 1999) than in a dynamic market. Thus, it is very challenging “to
isolate causality from the extensive but unimportant idiosyncratic details” (Eisenhardt & Martin, 2000: 1114).
However, the more critical challenge might come from the difficulty of measuring a firm’s overall dynamic
capabilities. For example, Wang & Ahmed’s (2007) study demonstrates that there are three component features of
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dynamic capabilities: adaptive, absorptive, and innovative capabilities. They also indicate that there are firm-specific
processes of dynamic capabilities such integration, reconfiguration, renewal, and recreation (Wang & Ahmed, 2007).
Hence, it is assumed that the propositions suggested in this study should be restricted or revised if the empirical
examination is conducted on a specific aspect of a firm’s dynamic capabilities.

5.2 Recommendations for Future Research

In spite of these limitations, I anticipate that this study will make some meaningful contributions to the literature on
strategic management. Theoretically, this study contributes to the strategic research field by integrating the existing
the dynamic RBV literature with the literature on the population ecological perspective. In fact, this study was
initially motivated by some fundamental questions related to evolutionary biology such as ‘why some species
flourished whereas others vanished as a result of the evolutionary processes on Earth?’” and more specifically, ‘why
dinosaurs became extinct while homo sapiens survived during the evolutionary processes?’ Evolutionary biologists
are most likely to have well-defined answers to these questions. However, as a researcher in the field of management,
I have drawn upon the concepts of dynamic capabilities and diversification to find answers to these questions. I
believe that the one of the most significant factors for survival, and the primary feature that distinguished homo
sapiens from dinosaurs, was the former’s dynamic digestive capabilities and their ability to live on a mixed diet. In
other words, homo sapiens had a well-evolved digestive system to take in a variety of natural food resources and
transform them into energy needed to sustain life, eventually contributing to their survival in a rapidly changing
environment through the process of natural selection. Reverting to our management discipline, Eisenthardt & Martin
(2000) argue that in high-velocity markets, the evolutionary emphasis is on selection, while in moderate markets, it is
on variation. Considering all arguments discussed in this study, I strongly believe that we can learn many lessons
from the evolutionary history of species on Earth. Therefore, I would recommend a more multidisciplinary approach
towards any future research. Moreover, I would also strongly recommend a longitudinal study to investigate the
conceptualized relationship among diversification, dynamic capabilities, and market dynamism, in any future
research. Finally, I hope that the findings of this study facilitate firms or managers to make better strategic decisions
in current hostile market environments in order to achieve sustainable competitive advantages.
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