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1. Introduction 

 

Globalization has introduced high competition and one way of managing organization to maintain high performance is by 

diversifying portfolio of its assets.  The concept of portfolio diversification is coined from portfolio theory where risk can be 

reducing by diversifying the business. The portfolio theory does not have substantial assumptive guideline which has rendered 

other researchers to attain both negative and positive performance making business to be conscious to use this strategy as a 

competitive or turnaround or marketing strategy.  

 

According Markowitz (1960) portfolio theory risk can be reduced by diversifying the source of income and since risk has no 

specific measure dealing with one portfolio or one investment had a higher risk and thus may result to high loss. This theorem 

entirely changed finance and Markowitz showed that the variance of the rate of return was a meaningful measure of portfolio risk 

under a reasonable set of assumptions. He also derived a formula for computing the variance of a portfolio. This formula for the 

variance of a portfolio not only indicates the importance of diversifying your investments to reduce the total risk of a portfolio, but 

also showed how to effectively diversify.  Other modification of portfolio theorem done on original Markowitz theorem includes 

the post-modern portfolio theory where it measures risk under internal rate of return of an asset relative to a target desired return 

and adjust it for downside risk. Maximum diversification theory and risk parity theory which were on based on the risk volatility. 

The theorem did not address other condition that related to portfolio whose investment cannot be measured by risk rather than 

ability of the firm to invest or the length of the return of a portfolio based on investment done. 

 

There are various literatures that would be examined in empirical study that test the strength and legitimacy of this portfolio 

theorem. The theorem does not have clear cut on the performance of the firm some author found positive or no relationship 

diversification of portfolio with organization performance. Reza, Reza, & Banafsheh (2015) found not relationship between asset 

portfolio diversification and performance of the firms. Ade (2012) on the other hand found that indicated that diversification of 

portfolio was affected by the type of portfolio whether it is related or unrelated to the business. The firm who did diversify to a 

related business or core products in the market did show relationship with its performances. In research earlier work Bett (2013) 

found that alignment of strategies to the right market strategy, technology and corporate strategy will enable organization to have 

competitive advantage over others. Basing on this fact portfolio diversification strategy is crucial as an expansion strategy. 

 

Globalization has dynamically changed the way of doing business where international diversification of firms is largely used 

in strategic management and international business literatures (Wiersema, 2008). In the past decade’s diversification portfolio has 

established itself in academic discipline, and has being gradually introduced in the business world.  The research done in Kenya 
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less research has been conducted on diversification. Maina (2011) assessed the relationship between product diversification and 

financial performance result revealed that on aggregate all commercial banks in Kenya are diversified with large banks leading 

while Islamic banks trail. Further diversification level has a positive influence on financial performance of commercial banks in 

Kenya.   

 

2. Review of Literature 

 

2.1 Theoretical Review 
 

There several theories that are reviewed but the theory that is used in this study are portfolio theory. The other theories provide 

another view that was not stated by the portfolio theory. One theory support fully that is market power theory and another 

somehow contradicts with portfolio theory. 

 

2.1.1 Portfolio Theory 
 

According to Harry M. Markowitz (1952) economist who is the founder of portfolio theory was concerned with how an 

optimizing investor would behave. Portfolio theory was developed from the theory of the firm and the theory of consumer which 

had the following limitations: Portfolio was concerned with investor rather than manufacturing firm or consumer, second portfolio 

was concerned with   economic agent who acted under uncertainty and lastly is portfolio theory can be put in direct practice. The 

theory of producer assumed that the competitive firm knows the price at which it will sell the goods it produces but in the real 

world there is delay between the decision to produce, the time of production and the time of sale. The price of the product at the 

time of sale may differ from that which was expected when the production decision was made. This uncertainty of eventual sales 

price is important which was ignored in theory of the firm and consumer. Markowitz asserted that uncertainty cannot be dismissed 

in the analysis of optimizing investor behavior. He further states that an investor who knew future returns with certainty could 

invest in one security i.e. one with highest returns in no case would the investor actually prefer a diversified portfolio. 

 

Maina (2012) argues that the allocation of assets across different markets with independent cash flow reduces the impact of 

unsystematic risk resulting from external contingencies in each of the various markets. Hence concluded that diversification 

reduces firms’ exposure to risk. Ng’ang’a (2015), also found out that diversification reduces firms’ exposure to risk in finance 

management within a firm. Tsuma and Gichinga (2016) showed that the optimum holding of each asset in a wealth holder’s 

portfolio is a function of policy decisions determined by a number of each factors   such as the vector of rate of return on all assets 

held in the portfolio, a vector of risk associated with the owner of each financial assets and the size of the portfolio. It implies 

portfolio diversification and the desired portfolio composition of organization are result of decision taken by the management.  

 

As pointed out by Markowitz’s that it is not security’s own risk that is important to an investor but rather the contribution each 

security make to the variance of entire portfolio. It is desirable for organizations to diversify even though total risk will not be 

eliminated but will be reduced to lower level. Resources available to be allocated in different investments in treasury bills and 

bonds bearing in mind that securities in the portfolio are not perfectly correlated for diversification strives to smooth out 

unsystematic risk events in a portfolio so that the positive performance of some investment will neutralize the negative 

performance of others. 

2.1.2 Market Power View Theory 
 

According to market power hypothesis the performance is influenced by the market structure of the industry while 

conventional wisdom argues that bigger companies have more resources in possession which they control. Hence should perform 

above average in the industry compared to their counter parties with fewer resources. The motives behind widening the scope to 

other business mostly do so for anti- competition reasons. Lindgren (2005) asserts that the wisdom is in line with the resource –

based view, which states that bundle resources and capabilities that are aggregated over time also underpin a company’s 

competitive advantages (Barney, 1991) concluded that market power view is not inline to increase efficiency but corporations 

diversify to gain market power hence earn profit. 

 

Xiaorong (2007) suggested that with the development of industrial economics theory, more and more evidence state that 

market share or concentration is neither the sufficient nor the necessary condition to the market power or the favorable economic 

performance. As consequence, the concentration or structural view may not be true. Tsuma and Gichinga (2016) noted that there 

are two distinct approaches within the market power which are applied in organization; that the performance of organization is 

influenced by the market structure of the industry and that the concentration in the banking market gives rise to potential market 

power by organization, which may raise their financial performance. 

 

Montgomery (1994) highlights the sources for the market power view as; Cross-subsidization, where firm may use its excess 

profit from one business to enter in another and hence give this new venture advantage; Mutual forbearance where companies can 

meet on another market to compete less severely; Reciprocal buying where large and diverse firms can also buy reciprocally in 
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other market to seal competition from smaller competitors. Firms should diversify since performance of organization is influenced 

by the market structure of the industry. The more market shares the company controls in the industry the more returns hence 

higher profits.  

 

2.1.3 Agency Cost Theory 
 

The theory explains the relationship that exists between two parties, that is, the principal and agent in business, also known as 

agency dilemma, being a situation where one person or entity called agent is called to make decision on behalf of another party 

called principal. The dilemma exists in a situation where agent will act contrary whereby will be motivated to act in his/her best 

interest which are unaligned to those of the principal hence creating a problem due to differences between goals and desires of 

principal and agent. Agency theory is concerned with solving the problem. 

 

According to Owies (2012) Managers diversifies to maximize their own benefits even at the expense of shareholder’s interest; 

diversify to increase their own power and prestige, to boost their own compensation, to make themselves   more secure by 

investing in projects that require their specific skills or to reduce their own employment risk (risk of losing their job or 

professional reputation). Lindgren (2005) Suggested that the agency view on diversification has no motive for value maximization 

and increasing in profits. Overall conclusion of the agency theory is that it rather decreases the value of the firm than increases it, 

due to so-called agency cost. 

 

The agency cost theory might contradict with the assumptions of portfolio theory. Since the interest of the agent might be 

different from the principal at the end portfolio that could have been invested for with shareholder’s money can be converted to 

dividend. The principal or the agent has must be in one view on investment and diversification portfolio which is not the picture in 

most of the companies. 

 

2.2 Summary and Conclusion of Theories 

 

Diversification has drawn different views from many which make it difficult to encompass them all. This provokes reason as 

to why each approach should be addressed to give more insight to the readers on different views that is used to describe the 

motive behind diversification. Each view has its own strength and weakness. Portfolio theory seeks to address investment in 

securities and associated risks against its return only, leaving out assets and other investment (investment in property, in associate 

joint venture and others). The theory tries to explain how investor will maximize portfolio expected return for a given amount of 

portfolio risk or equivalently minimize portfolio risk for a given level of expected return by carefully choosing the proportions of 

securities. Despite the weakness of the theory the current research embrace use of theory for it will be beneficial from the 

knowledge gained from theory about allocation of securities which can be applied in proper allocation of available resources to 

different portfolios.  

 

Agency theory is very contrary to the other portfolio theory in the sense that it looks on how the benefits that will be derived 

from diversification will end up benefiting company executive rather than to shareholders. The agency view concentrates more 

with resolving problems that can exist in agency relationships due to unaligned goals or different aversion levels to risk. Despite 

the dissimilarities between portfolio theory and agency theory the current research recommends agency theory to examine and 

measure if shareholder’s wealth will be maximized as a result of diversification or decrease the value of the firm due to agency-

cost as suggested by Lindgren (2005). 

 

Market power theory seeks to explain how companies will maximize profits by employing diversification strategy. Market 

power theory seeks to explain external factor that which affect the firm it does support portfolio theory since companies with high 

market power will tend to diversify their portfolio based on its ability.  Montgomery (1994) highlights the sources for the market 

power view as; Cross-subsidization, where firm may use its excess profit from one business to enter in another and hence give this 

new venture advantage. The weakness with the theory is that they do not take into consideration that diversification into other 

markets or industries especially in unrelated area reduces monitoring efficiency due to lack of expert in the sectors. Equally the 

theories do not address the issue of risk that may affect the anticipated profits from diversification. The theory can be beneficial to 

the current research by adopting some of insights from the theory. 

 

2.3 Empirical Review 
 

The various statistical based finding that has been done on diversification strategies where some are positive and others 

negative. Some of the negative based empirical data includes diversification strategy research based on diversification strategy, 

firm performance and risk from Reza et al (2015) indicated that there was no significant relationship between diversification 

strategy, firm performance and risk having samples 63 stock exchange companies between the periods 2008 to 2012. The results 

were based on diversification variable index (HERF); performance was evaluated by rate of return on equity (ROE). The log of 

total assets measured the size of company; the debt variable was measured by debt/total equity, the risk variable by standard 

deviation of return equity and growth done by the variance of turnover of the company. The limitation of the findings was that the 
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companies were not separated on the kind of stocks they were dealing with as well as the country of origin would dictate the 

policies and the political and legal environment. The study being undertaken will tend to disagree with the findings and based on 

stock portfolio rather than other investment the knowledge can be generalized to all portfolio and investment products. 

 

Iqbal (2012) examined the relationship between firm’s diversification and its impact on performance in Pakistani. Using data 

for the period 2005-2009 on annual basis for 40 companies which were listed on stock exchange on the basis of specialization. 

Result showed that there is no positive relationship between diversification and firm’s performance. All firms were performing 

equally whether they are highly, moderately or less diversified with respect to their and risk dimensions. 

 

IIknur et al (2013) conducted research to compare the relationship between diversification strategy and organization 

performance in Belgium and turkey using data for the period 2007-2011 of 114 business group in Belgium and 118 business group 

in turkey resorted that diversification strategy alone will not produce superior performance. There are other factors that will shape 

the relationship between diversification style and institution development. Development was found to be determinant factor for 

the relative size of such costs and benefits. Besides this several studies propose that diversification is more likely to be profitable 

in institutional environments between developed and developing countries and market are a critical factor in shaping. 

 

Shortcoming in the study researcher not specified the kind of business group was dealing in. Equally the research was done in 

two developed countries only that level of development differs. The current study tends to disagree that   development is 

determinant factor; there exist empirical studies from developing countries which support diversification strategy. A case of 

Mndeme (2015) who investigated the impact of noninterest income on banking performance in Tanzania using data for selected 

commercial banks through regression analysis. The findings indicated that relying on noninterest income activities may adversely 

affect bank performance since increase in share of noninterest income has negative impact on bank performance across all types 

of banks. 

 

According to Ade (2012) financial performance and sales growth of firms in Nigeria are affected by the mode of 

diversification used and the findings indicated that those who seek to invest in Nigeria should seek related product-market 

diversification strategy or specialization strategy but not both to ensure a robust growth and high performances. The empirical 

data attained indicate the with in a sample of 48 companies 31.24% specialized the strategy in special line, 22.92% diversified to 

related products, 29.17% diversified to unrelated product and 16.67% had missed diversification. The empirical results where 

profit margin (PM), return on asset (ROA), return on equity (ROE) and growth of sales indicated that there exists a strong positive 

correlation (r = 0.733) between the mode of diversification and financial performance. Also a strong positive relation (r = 0.721) 

between the mode of diversification and sales growth. On regression model it indicated positive contribution of related 

diversification and negative performance effect in diversifying to unrelated line of production. The study agrees with the result 

given from the basic view it unrelated industry will drive the firm to unrelated venture where core competence is low and thus 

reducing productivity. But by specializing in to the right field and diversifying in the same field the expectation or performance 

would be high because that is the core competence of the firm. This is one of the reasons of variant result in diversification 

strategy which needs to be controlled. 

 

A study from Olu (2009) discovered that diversification impacted performance of different firms positively and recommended 

on geographical diversification in addition to other forms of diversification to ensure maximum performance. The study indicated 

a correlation coefficient of (r = 0.851) representing a strong positive relation between Nigerian companies diversifying their 

companies and impact of performance as result of such diversification. Also a strong correlation (r = 0.823) between importance 

of diversification and use in modern business. The correlation of diversification as the best strategy to be adopted and organization 

adoptability to the strategy result to perfect correlation (r = 1.000). This is in agreement with Ade (2002) on the issue of the 

importance of diversification being the best strategy that can be adopted to increase performance since both gives strong positive 

correlation. On Olu (2009) study had various reason for the purpose of diversification which include agency motive, resource 

based, market power, financial, and synergy. The finding did not measure the difference in strategies, difference in size of 

company, the return on performance but was based on descriptive design. 

 

2.4 Summary of Literature Review  
 

According to the literature review, significant studies have been done on the diversification. There have being variant results 

on whether it has positive or negative effect to performance. The difference in opinion has never being straightened by the 

different researcher. The study seeks to find out the result of diversification strategy and from the empirical data gained less has 

being done on the independent strategies. Varies research differ by methods, time of research, sample, type of measure, size of the 

business and type of business. The theories that are used to support the diversification strategy though they have different 

weakness. The research looks at these weaknesses and tries to give solution to the gaps in these theories. The diversification 

strategy is not a clean carpet that it gives the solution. The researcher believes that within any carpet their dry bones. The 

researcher believes that the diversification strategy would work if certain condition is meeting. The researcher would then modify 

the model by controlling some of the elements which other researcher left in their former studies as outlined well in the empirical 

review. Some of the controls include the size by arranging the banks in tiers which would then find out if capital base affected the 
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diversification strategy and other controls include grouping the investment as long and short term investment. This would then 

look at the investment duration does affect the performance of this investment. Also to support another condition of related line of 

production all production is then are related banking industry core business. 

 

3. Conclusion 
 

Diversification of portfolio is linked with portfolio theory though the three target securities it is applicable in asset based 

portfolio. The theory does not explain on the portfolio ability and condition to which performance can be enhance but through 

discussion of several empirical factors there is knowledge gained in each study. To support the theory market power theory shows 

the abilities attained by companies with higher portfolio share to control the market. The other market power target profit and 

performance just as portfolio theory. It also fails to give assumption and direction under which diversification will be profitable or 

with higher performance. Agency theory which contradict in away the diversification process by trying to sort the conflict that 

might arise as result of diversifying finance or assets. It indicates the principal and agent need to fulfil their own agenda in terms 

of obtaining dividend against investing in portfolio that will bring profitability. This tarsal affects the final direction of the 

company which interferes with the performance and profitability.  

 

The portfolio theory need much research it assumption. It is not automatic that by diversifying portfolio there is direct relation 

to profitability but several factors should be considered. The type of portfolio whether related or unrelated, the size of the 

organization whether small, medium or larger among other factors. These factors will contribute to more understanding of the 

portfolio theory and the understanding of diversification of asset portfolio. 
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