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Abstract

This study explores both the individual impact of geographical diversification and its effect combined with product
diversification on small and medium-sized enterprises’ (SMEs) performance. Unlike most prior studies, this study
distinguishes between related and unrelated product diversification. The research setting is a sample of manufacturing
SMEs (1994-2014). By using dynamic panel data models, the results provide statistical support for the existence of
a horizontal S-shaped relationship between geographical diversification and performance. The findings also indicate
that while related product diversification positively enhances the performance of those SMEs engaged in geographical
diversification (albeit not indefinitely), unrelated product diversification may significantly impair it, especially for
SMEs opting for low and high levels of international diversification. Our study reveals that product and international
diversification strategies in the case of SMEs are complementary or substitutive strategies depending on the specific type
of product diversification strategy and the level of geographical diversification adopted.

JEL CLASSIFICATION: F23; L25; MIé

Keywords
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structures and capabilities established in their business
activities abroad. In addition, economies of scope and
scale arising from interdependencies across business units
in the case of firms engaged in PD might also provide

Introduction

Product diversification and geographical diversification
(henceforth PD and GD, respectively) are two of the most
popular strategies for corporate development (Qian, 2002).
In fact, it is common to find firms that simultaneously
implement PD and GD strategies. The literature has called
this phenomenon “global diversification” (e.g., Chang
et al., 2016; Denis et al., 2002; Gao & Chou, 2015), as
there is a common belief that the implementation of one
type of diversification strategy (either GD or PD) might
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these firms with greater opportunities to achieve different
types of synergies associated with product diversity as
they expand into international markets (Chang & Wang,
2007, p. 61; Gao & Chou, 2015).

The last 30 years have witnessed the emergence of a
growing body of research interested in exploring the joint
effects of PD and GD (i.e., global diversification) on per-
formance. However, the extant empirical evidence is
inconclusive. While some studies have found that PD posi-
tively enhances the performance of internationally diversi-
fied firms (e.g., Chang et al., 2016; Hitt et al., 1997; Jouida
et al., 2017), other studies have reported a negative joint
effect (e.g., Denis et al., 2002; Kumar, 2009; Oh et al.,
2015; Qian, 2002). There are also a handful of studies that
fail to find any significant interaction (e.g., Geringer et al.,
1989; Tallman & Li, 1996; Wan, 1998) or even obtain
mixed results (e.g., Chang & Wang, 2007; Geringer et al.,
2000; Wan & Hoskisson, 2003).

After reviewing the literature on the combined effects
of PD and GD on performance, we can highlight some key
ideas. First, most past research has been based on large
multinational corporations. To the best of our knowledge,
there are still very few studies interested in exploring such
effects in small and medium-sized enterprises (SMEs)—
some noteworthy exceptions are the studies by Qian
(2002), Mufioz-Bullén and Séanchez-Bueno (2011), and Li
et al. (2012). This is somewhat surprising as SMEs (firms
with fewer than 250 employees) are key players in most
economies around the world and in the wider business eco-
system. For example, SMEs in Organisation for Economic
Co-operation and Development (OECD) countries account
for approximately 99% of all firms, about 70% of jobs, and
on average generate between 50% and 60% of gross value
added (GVA) (OECD, 2017). Second, most studies have
been conducted on samples of large US firms, with few
studies based on firms from other countries. Third,
although the importance of PD on performance is well
documented (e.g., Bausch & Pils, 2009; Benito-Osorio
et al., 2012; Palich et al., 2000), most prior studies on the
combined effects of GD and PD have considered the
potential effect of overall PD, but not the differential, and
hence the separate effects of two of the most popular PD
strategies, namely, related and unrelated PD (RPD and
UPD, respectively). Finally, many studies are not entirely
clear about the model’s specifications when considering
the relationship between GD and performance. This is also
a critical aspect because, as Chang and Wang (2007) argue,
“the conflicting findings may be related to the model spec-
ifications on the relationship between internationality and
firm performance” (p. 62). The literature reveals the exist-
ence of different GD—performance models in both large
firms and SMEs: linear and curvilinear ones—such as the
U-shaped form, the inverted U-shaped form, or the hori-
zontal S-shaped form. Accordingly, we first need to under-
stand the nature of the underlying GD—performance model

when exploring the combined effects of GD and PD strate-
gies on performance.

Past research has certainly focused much more on large
firms than SMEs, as the conventional belief is that firms
need to be large before they can compete successfully in
several product segments across different countries. In
fact, it is generally assumed that, compared to their large
counterparts, SMEs can experience shortages of resources,
diseconomies of scale, and a lack of market power, and
hence be more likely to have to compete in narrower prod-
uct segments within limited national markets (Li et al.,
2012, p. 941). However, it is clear that SMEs today are
also being forced to compete on a global basis if they want
to remain competitive, and thus guarantee their survival.
This is, for example, the case with “born globals” (Hashai
& Almor, 2004). Therefore, considering that the simulta-
neous adoption of GD and PD strategies may also be pos-
sible for those SMEs that manage to overcome their
resource limitations, and given the paucity of empirical
studies, it is expedient to ask the following question: what
are the combined effects of GD and PD strategies on per-
formance in SMEs?

In this article, we look to answer this question by first
examining the nature of the relationship between GD and
performance in SMEs. Specifically, we investigate whether
the impact of GD on performance is curvilinear (horizontal
S-shaped form), as suggested by Three-Stage Theory. This
theory posits that a firm’s evolution abroad can be stated as
follows: firm performance will be negatively related to
lower and higher ranges of internationalization (i.e., early
and highly internationalized firms) and positively related
to middle ranges of internationalization (i.e., mid-stage
internationalizers) (Contractor et al., 2003; Lu & Beamish,
2004; Thomas & Eden, 2004). We then examine the joint
effects of GD and PD strategies on performance. In this
case, the aim is to gather fresh evidence to determine
whether PD has a significant impact on the performance of
firms that have adopted a GD strategy by exploring
whether RPD and UPD strategies differ in their influence
on the performance of international SMEs. This study
therefore provides new insights into the lively academic
debate on whether GD and PD can be viewed as comple-
mentary or substitutive strategies in SMEs of a medium-
size developed country (Spain). Importantly, our findings
may also help to further knowledge on how SMEs can
build firm-specific advantages to remain competitive in
today’s changing market.

The hypotheses formulated in this study are tested on a
sample of manufacturing SMEs over the period 1994-2014.
It may therefore be of the utmost importance to understand
how the global strategic behavior of these SMEs influences
their performance, and hence their competitiveness. Entry
into new businesses has been a common practice in many of
these firms in recent years, up to the point of becoming one
of their most important alternatives for corporate growth,
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along with internationalization and innovation. Compared
to most prior research, this study also uses a longer time
period (21 years). This is a key issue because the considera-
tion of such a long period of time allows adopting a dynamic
approach, and thus more accurately discovering how the
impact of the combined effects of GD and PD strategies on
performance has evolved over time.

Theory and hypotheses
Impact of GD on firm performance in SMEs

The Three-Stage Theory of international expansion has
been traditionally considered an appropriate framework
for reconciling the contradictory evidence on the GD and
performance relationship in most past research (Contractor,
2007; Contractor et al., 2003; Lu & Beamish, 2004;
Thomas & Eden, 2004). This theory assumes that a firm’s
evolution abroad follows three different stages or moments.
Specifically, it is assumed that a firm’s internationalization
is costly up to a first level of combination of domestic and
foreign operations (Stage 1); it is then beneficial up to a
second level (Stage 2), beyond which performance will
stagnate or decline (Stage 3). This implies that firm perfor-
mance will be negatively related to higher and lower
ranges of internationalization, and positively related to
longer middle ranges of internationalization, thus provid-
ing a dynamic or longitudinal explanation for the effect
these three sequential stages have over time on the perfor-
mance of firms expanding abroad.

The last 15years have seen researchers show greater
interest in testing the validity of the Three-Stage Theory.
However, the extant evidence on the nature and shape of the
GD-—performance linkage in SME:s is scant, and the results
are mixed (Chiao et al., 2006; Hsu et al., 2013; Li et al.,,
2012; Lu & Beamish, 2004; Muifioz-Bullon & Sanchez-
Bueno, 2011; Pangarkar, 2008; Qian, 2002). To our knowl-
edge, only Fisch (2012), Benito-Osorio et al. (2016), Cantele
et al. (2016), and Cho and Lee (2018) provide empirical
support for this theory in the specific case of SMEs.

The conventional assumption is that large firms may
internationalize at will because they usually have more
resources at their disposal, allowing them to exploit high
levels of GD in a more effective way. By contrast, SMEs
are characterized by a lack of key resources and capabilities
(e.g., finance, technology or technical expertise, and mana-
gerial skills and knowledge) (European Commission,
2010). In addition, many SMEs (and especially small ones)
may suffer problems of scale or lack of market power, plac-
ing them at a cost disadvantage as regards their larger com-
petitors, with an adverse impact on their GD initiatives’
likelihood of success (Pangarkar, 2008; Yip et al., 2000).

Nonetheless, many SMEs are now becoming increas-
ingly internationalized (Karagozoglu & Lindell, 1998). In
fact, SMEs may achieve high levels of GD as long as they

can largely overcome their limitations in terms of resources
and capabilities. As in the case of large firms, foreign mar-
kets can also be very attractive for SMEs because they pro-
vide major opportunities for growth (e.g., via access to an
extended customer base), and ultimately improve their
chances of survival in today’s changing global market
(Qian, 2002). The search for new opportunities in interna-
tional markets may also be an important choice when the
domestic market shrinks. In addition, continuous advances
in information and communication technologies and logis-
tics systems, the progressive deregulation of markets, and
free-trade areas (e.g., the European Union [EU] Single
Market) have significantly reduced the costs of expanding
overseas, providing SMEs with new opportunities for
internationalization. Most SMEs also enter foreign mar-
kets as direct and/or indirect exporters because these entry
modes usually require fewer resources, and are therefore
less risky compared to other entry modes, such as direct
investments—which tend to be used more by large
corporations.

In this study, we argue that in the specific case of SMEs,
it might also be possible to single out three stages or
moments in the relationship between GD and performance.
In the first stage, firms have to cope with the “liability of
foreignness”—that is, the additional burdens or costs that a
firm expanding abroad must initially bear (Contractor et al.,
2003). Firms also have to face the “liability of newness”
stemming from the difficulties or costs a firm has to deal
with to establish their legitimacy in a foreign market (Morse
et al., 2007; Zhang & White, 2016). These costs may be
especially important for SMEs because these firms also
have to bear the “liability of smallness” related to the lack
of resources and capabilities typically characterizing them,
and making the risks of expanding abroad more difficult to
assimilate — especially when compared to resource-richer
multinational companies (Cho & Lee, 2018; Lee et al.,
2012). In view of their limited resources, it is likely that
SMEs need to make a greater effort to gain competitive
advantages in foreign markets (Cho & Lee, 2018; Lu &
Beamish, 2001; Majocchi & Zucchella, 2003). Moreover,
SMEs have to compete with host-country firms and with
more established multinational companies that have the
scale, knowledge, and experience to operate in regional
markets (Lee et al., 2012). The added demand for resources
and capabilities such as logistics, technological expertise,
human capital, or even information processing skills may
significantly compromise an SME’s performance (Cho &
Lee, 2018; Schwens et al., 2018). Therefore, because the
potential costs might exceed the potential benefits during
the initial internationalization effort, SMEs might perform
poorly during the initial stage of internationalization.

When the level of GD is moderate (Stage 2), SMEs can
substantially mitigate some of these previous liabilities
and obtain economic benefits in the following ways:
achieving economies of scale from improved production
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and sales volume through revenue growth as a result of
deploying their operations across more foreign markets
(Cho & Lee, 2018; Schwens et al., 2018); achieving econ-
omies of scope, as these firms have more opportunities to
share their strategic resources across a reasonably broad
range of foreign markets (Kim et al., 1993; Li et al., 2012);
improving market power, for example, by developing
brand equity and logistics capabilities in the relevant for-
eign markets (Li et al., 2012); extending their product’s
life cycle (Contractor et al., 2003); and acquiring and
developing novel and useful knowledge, which could
improve these firms’ resources through being exposed to a
broader range of experiences and a bigger knowledge pool
(Barkema & Vermeulen, 1998; Lu & Beamish, 2001). By
increasing their GD, some SMEs could also attempt to
shift from low-cost manufacturing to offer higher value-
added products because they can access the required tech-
nology and knowledge in foreign markets (Cho & Lee,
2018; Jeong et al., 2017). Therefore, because the potential
benefits during the mid-internationalization stage are more
likely to exceed the potential costs, SMEs’ performance
might be positive for moderate GD levels.

When GD increases further, however, it may again
impair SMEs’ performance. With high levels of GD (Stage
3), firms incur higher transaction and governance costs
because of the growth of cultural, societal, and economic
diversity across global market regions (Bobillo et al.,
2010; Li et al., 2012). As a result of operating in more
diverse regional markets, firms can also be more affected
by the “liability of foreignness.” These costs will place
smaller firms in an unfavorable position, as broad interna-
tional operations spread resources and capabilities too
thinly across different regional markets. This may, there-
fore, significantly exacerbate the limitations on existing
resources and capabilities that are characteristic of most
SMEs (Kogut, 1985; Li et al., 2012). Moreover, the
requirements for coordination, control, and communica-
tion within firms increase, which could pose major chal-
lenges for SME managers, as they frequently lack the
managerial resources needed to overcome the increasing
requirements of information processing (Cho & Lee, 2018;
Marano et al., 2016). Ultimately, as Hitt et al. (1997) con-
tend for high levels of GD, “the coordination required (for
multiple transactions among many geographically diverse
units) may cost more than the benefits derived from shar-
ing resources and exploiting market opportunities” (p.
769). Thus, SMEs are also more likely to perform poorly
on the stage of high internationalization. This leads us to
propose the following:

Hypothesis 1. GD and firm performance will have a
horizontal S-shaped relationship in SMEs, whereby
performance decreases for low levels of GD, increases
for intermediate or moderate levels, and again decreases
for high levels.

Impact of PD strategies on the GD—
performance relationship in SMEs

Initially, the benefits of GD were considered a separate
topic of analysis regarding PD and performance. Indeed,
for 30years now, several studies, both theoretical and
empirical, have set out to analyze the interrelationship
between PD and GD (e.g., Bowen & Sleuwaegen, 2017;
Geringer et al., 2000; Hitt et al., 1994, 1997; Kistruck
et al., 2013). As noted earlier, some scholars refer to the
interaction between these two types of diversification as
“global diversification” (e.g., Chang et al., 2016; Denis
et al., 2002).

The somewhat inconclusive findings of the research
based on the relationship between GD and firm perfor-
mance may converge through Three-Stage Theory (Benito-
Osorio et al., 2016; Contractor et al., 2003; Thomas &
Eden, 2004). Some researchers also suggest that the mixed
results in previous studies may also be because, apart from
depending on certain contingencies, the GD—firm perfor-
mance relationship might need a “conversion factor” (or in
other terms, a mediator between GD and performance)
(Hult, 2011, p. 173). In fact, some scholars have therefore
claimed that ignoring PD (e.g., Kim et al., 1989) may con-
tribute to the inconsistency of prior findings between GD
and performance. In this regard, for example, Hitt et al.
(1994) have suggested that the relationship between GD
and performance may be significantly affected by the
degree of PD. This is because, on one hand, the combined
effects of both corporate strategies can help most firms
exploit interdependencies across their different products to
achieve potential synergies (Geringer et al., 1989; Qian,
2002). On the other hand, experience with one type of
strategy (e.g., GD) can inform managerial capabilities that
allow a more effective management of the other strategy.

As also noted above, the empirical evidence on the
moderating role PD has on geographically diversified
firms has also been contradictory. This happens both in the
case of large corporations (e.g., Geringer et al., 1989; Hitt
et al., 1997; Jouida et al., 2017; Kumar, 2009) and small
ones (Li et al., 2012; Mufoz-Bullon & Sanchez-Bueno,
2011; Qian, 2002). Following to Chang and Wang (2007)
and Li et al. (2012), a clear distinction is made here
between both PD strategies (related vs. unrelated) that
SMEs could also implement, as these strategies may have
significant contrasting effects on firm performance.

Drawing from the knowledge-based view and organi-
zational learning theory, some researchers highlight the
relevance of knowledge relatedness to achieve successful
organizational learning (Grant, 1996; Simonin, 1999). It
is thus argued that significant differences in knowledge
and skills across different business units might hinder
effective learning. If business units have a similar back-
ground, the establishment of a shared understanding of
skills and capabilities across units is more likely to be less
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costly for firms opting for a related PD strategy than for
those firms choosing an unrelated one. Accordingly, the
implementation of an RPD strategy by international
SMEs, compared to their UPD counterparts, might put
them in a better position to rapidly apply the capabilities
generated through international knowledge-sharing to
foreign markets (Chang & Wang, 2007).

It is also interesting to note how international SMEs
implementing a UPD strategy are more likely to encounter
more serious internal control problems resulting from
asymmetric business operations. For example, manufac-
turing processes, technological resources, and marketing
competences will be more diverse in unrelated businesses
compared to SMEs engaged in similar business sectors.
This greater diversity will make it more difficult to apply
strategic controls for integrating each business unit’s dif-
ferent strategic goals. The difficulty in implementing stra-
tegic controls in unrelated diversifiers may be compounded
by the greater amount of information that frequently needs
to be processed in unrelated businesses. When a firm com-
bines diversification in international markets with unre-
lated businesses, the implementation of strategic controls
may become even more difficult (Chang & Wang, 2007).
Thus, from the perspective of the establishment of the
internal control mechanisms required to manage and main-
tain relations between corporate headquarters and business
units, the adoption of an RPD strategy might be more ben-
eficial than an unrelated one for those SMEs that are also
internationally diversified.

Drawing from the organizational evolutionary theory,
some researchers suggest that, as firms expand their prod-
uct portfolio and markets, the subsequent changes in envi-
ronmental conditions might create an organizational
complexity that raise additional problems for managers
(Abatecola et al., 2016). If managers want to safeguard
their firms’ performance, they are probably going to be
forced to implement several organizational changes. The
main purpose of these changes will be to achieve a suitable
fit between new external contexts and internal settings
(Chang & Wang, 2007). Managers in SMEs adopting an
RPD strategy may well have to deal with relatively similar
customers and suppliers (Kumar, 2013; Pennings et al.,
1994). In contrast, SMEs diversifying into unrelated busi-
nesses tend to have to face and deal with the more diverse
preferences of customers, suppliers, distribution systems,
and competitive environments. Resources and time devoted
to achieve an appropriate internal—external adjustment will
increase the organizational costs. However, due to the
greater symmetry of activities among business units in
related diversifiers, the necessary adjustments can be
applied with less difficulty and, thus, the total adjustment
costs are likely to be minimal and, in any case, lower with
respect to unrelated diversifiers. Because of the greater dis-
similar activities across business and geographic regions, it
may be necessary that SMEs with UPD strategies carry out

more complex organizational changes to better fit the
diverse global markets (Chang & Wang, 2007; Ruigrok &
Wagner, 2003; Sullivan, 1994). Therefore, it is expected
that in SMEs with a UPD strategy along with low and mod-
erate levels of GD, the costs of internal-external adjust-
ments are to be greater than in those SMEs with similar
levels of GD but an RPD. In the case of these SMEs, it is
more likely that the benefits associated to related diversifi-
cation (i.e., exploitation of economies of scale and scope
across different global market regions) outweigh more than
proportionally the total costs of adjustment.

The transaction cost theory posits that governance costs
increase as the level of diversification also increases
(Williamson, 1985). When firms diversify into unrelated
businesses, units with specific tasks are usually created, and
the coordination between such units becomes more difficult
to manage. Moreover, when GD increases up to a high level,
not only the cultural and social diversity increases but also
competitive and demand diversity, which, ultimately, also
increase the complexity of management. In most cases,
SMESs have not the resources and capabilities needed to
effectively manage such complexity. This might signifi-
cantly contribute to hinder the ability of SMEs to exploit
synergies between different products and it might involve
high transaction costs. These costs could be higher in unre-
lated diversifiers with respect to their related counterparts as
managing unrelated products in an increasing number of
foreign markets frequently requires a higher level of mana-
gerial competence (Li et al., 2012). Interestingly, these man-
agerial costs might entail a certain reduction in the positive
performance of those SMEs choosing an RPD strategy,
while for those SMEs opting for a UPD strategy, the exist-
ence of such managerial problems could even aggravate
their negative performance. Ultimately, because related
diversifiers are more likely to share similar knowledge
backgrounds and structures of communication and informa-
tion across their different business units, the performance of
SMEs with high levels of GD might suffer less, and hence
remain positive to a certain extent.

Based on all the above arguments, we expect interna-
tional SMEs implementing an RPD to benefit more from
the advantages of global diversification, and suffer less
from its disadvantages. The S-curve should therefore be
higher. In contrast, those international SMEs implement-
ing a UPD strategy suffer more from such disadvantages,
and so in this specific case, global diversification will neg-
atively affect their performance. Thus, the S-curve should
be lower. This leads us to propose:

Hypothesis 2.1. The performance of international SMEs
(i.e., the S-curve) will be higher when these firms also
choose an RPD strategy.

Hypothesis 2.2. The performance of international SMEs
(i.e., the S-curve) will be lower when these firms also
choose a UPD strategy.
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Method

Data and sample

The empirical analysis is based on data from the Survey on
Business Strategies (SBS; in spanish, ESEE) for the period
1994-2014. This is a statistical research instrument drawn
up by the SEPI Foundation (an entity dependent on the
Spanish Government) that each year surveys a panel of
Spanish manufacturing firms. In fact, SBS seeks to delimit
and maintain a representative sample of Spanish manufac-
turing firms over time. Therefore, the inferences drawn
from the sample can be deemed valid for the reference
population. The reference population is composed of
Spanish manufacturing firms with 10 or more employees.
Importantly, all the information contained in the SBS is
subject to quality and consistency controls. It is also worth
noting that this survey has been used in numerous studies
on business diversification in Spain (e.g., Benito-Osorio
et al., 2015; Merino & Rodriguez, 1997; Muiioz-Bullén &
Séanchez-Bueno, 2011).

The final sample size used for the estimation, after con-
ducting a prior analysis of our dataset (i.e., identify and/or
discard potential outliers and missing data values), is an
unbalanced panel of 2,217 SMEs and 21,138 observations
(firm X year). This sample meets certain valuable require-
ments as an appropriate empirical setting for testing the
hypotheses posited here. On one hand, it only includes
SMEs belonging to manufacturing sectors in the Spanish
economy. Here, we have also followed the definition of
SMEs given by the EU in terms of headcount. According
to the EU recommendation 2003/361, SMEs are defined as
firms with fewer than 250 employees. On the other hand,
our sample includes both SMEs with international activity
through exports and domestic SMEs. In fact, exporting is
typically considered the dominant strategy for SMEs’
international expansion (e.g., Benito-Osorio et al., 2016;
Golovko & Valentini, 2011; Salomon & Jin, 2010).
Furthermore, we have chosen this sample over the period
1994-2014 because some variables used in our study did
not have enough data for the years prior to 1994 and
because 2014 was the last year for which this survey has
provided us with disaggregated data on related and unre-
lated PD, and this is a key issue for testing our Hypotheses
2.1 and 2.2.

Measurement of variables

Dependent variable. The dependent variable is represented
by firm performance. Its measure is still highly disputed
between those in favor of accounting measures and those in
favor of market measures. Each measure obviously reflects
a different dimension of performance, and each one has its
advantages and disadvantages, although they are both inter-
related (Jacobson, 1987; Keats, 1988). Given that the
source of the data used in the empirical study provides

solely accounting data and the bulk of the SMEs considered
are not listed on the stock market, the focus here will be on
data of this nature. The choice has therefore been to use
return on assets (ROA) as the measure of business profita-
bility. ROA is defined as the ratio between gross earnings
and total assets. It is precisely the performance of assets
that, independently of their financing, generally determines
whether or not a company is viable in economic terms. This
variable has also been used widely in many prior studies
examining both the individual effects of GD on perfor-
mance (e.g., Benito-Osorio et al., 2016; Contractor et al.,
2003; Lu & Beamish, 2004; Stadler et al., 2018) and the
joint effects of PD and GD (e.g., Geringer et al., 1989; Hitt
et al., 1997; Jouida et al., 2017; Kang & Lee, 2014).

Independent variables. GD is the independent variable of
interest. It is defined as the expansion abroad into other
countries or geographical areas. This means a firm’s level
of internationalization is given by the number of different
markets (countries or geographical areas) in which a firm
is operating and their relative importance (measured as the
total percentage of sales each market accounts for) (Hitt
et al.,, 1997, p. 767). We therefore consider the entropy
index to be a valid way of measuring not only the PD vari-
able but also GD. Moreover, it is interesting to note that
some scholars (Hitt et al., 1997) have found a high correla-
tion between the entropy index, the measure of foreign
sales as a percentage of total sales (FSTS) used in prior
research (e.g., Geringer et al., 1989; Tallman & Li, 1996),
and the “country scope” measure of Tallman and Li (1996).
Our GD index is calculated as follows

GD = ZS" xIn [SL]
i=1 i

where S, is the sales figure attributed to global market
region i, and In(1/S)) is the weight given to each one of
these regions. This measure considers the number of such
regions in which a firm operates (#) and each one’s relative
importance to the firm’s sales. The higher the value of this
index, the higher will be the level of GD. We calculated the
degree of GD assuming the four regions considered in the
database over the period 1994-2014: Spain, EU countries,
Rest of OECD, and Rest of the World. Given the lack of
sales data at country level, we used these regional markets
instead. The reasoning behind this regional classification
is, to some extent, the level of economic development, as
well as geographical proximity across countries. This type
of measure has also become increasingly popular among
researchers over the last years (e.g., Chang & Wang, 2007;
Hitt et al., 1997; Li et al., 2012; Stadler et al., 2018).

In Hypotheses 2.1 and 2.2, GD is delayed (1 year lag),
and it crosses over the measures of RPD and UPD provided
by the SEPI Foundation. For this study, the SEPI Foundation
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has provided us with accurate information on those firms
that have followed both RPD and UPD for the whole period
of analysis considered in this study. Specifically, it pro-
vided us with two dummies variables—a variable called
Related PD, which takes in our study a value of 1 when an
SME follows a related diversification strategy and 0 other-
wise, and another variable called Unrelated PD, which
takes a value of 1 when an SME follows an unrelated diver-
sification strategy, and 0 otherwise. Appendix provides
more detailed information on how RPD and UPD were
built by the SEPI Foundation for this study.

Control variables. There are numerous studies in the litera-
ture that have sought to identify the main variables that may
affect firm performance. Following prior research (e.g.,
Chang & Wang, 2007; Cho & Lee, 2018; Hitt et al., 1997;
Lietal.,, 2012; Lu & Beamish, 2004; Qian, 2002), our aim
here is to control for certain variables that may have some
kind of impact on the performance measure used (i.e.,
ROA). We also include the following control variables for
the purpose of avoiding the potential omitted variable bias:
Sales growth, measured as the increase corresponding to a
firm’s sales in a given period of time; Firm age, computed
as the difference between the current year and that of the
firm’s incorporation; Human capital qualification, meas-
ured as the log of the ratio between personnel costs and the
firm’s overall headcount; Firm size, measured according to
the natural log of the firm’s overall headcount; Advertising
intensity, measured according to the ratio of expenditure on
publicity, advertising, and public relations over total sales;
R&D intensity, measured through the ratio between the
firm’s R&D expenditures and its total sales; Productivity,
measured through the ratio of value added to an approxima-
tion of the average headcount throughout the year; Debt,
measured as the ratio of liabilities over equity; Market list-
ing, which is a dichotomous variable that takes a value of 1
if the firm is listed on the stock market, and 0 otherwise;
although there are few listed firms in our sample, we are
interested in controlling for its potential effect; Foreign
ownership, measured through a dichotomous variable
based on foreign capital investment in the firm (as a per-
centage), which takes a value of 1 when it is more than or
equal to 30%, and 0 otherwise; Export intensity, measured
as the ratio of foreign sales over total sales. In addition,
year and industry effects have also been included (we use
year and dummies variables) to take into account the het-
erogeneity of both variables—excluding one of them in
each case, which acts as a reference for the others, and so
avoid multicollinearity.

Econometric model selection

Given the dynamic nature of the relationship we seek to
assess in this study, the technique used for estimating GD’s
impact on firm performance, as well as the interaction

between prior GD and PD (mainly in terms of RPD and
UPD), consists of System-GMM (Generalized Method of
Moments) estimation, following Arellano and Bover
(1995) and Blundell and Bond (1998). This approach—by
adding additional moment restrictions—provides lagged
first differences of the dependent and independent varia-
bles to be used as an instrument in the level equations, and
this corrects for any bias that would emerge using the
standard GMM estimator.! We use a two-step procedure,
as two-step GMM estimators are asymptotically more effi-
cient than one-step ones.

Nonetheless, System-GMM has a potential problem, as
the proliferation of instruments may overfit the endoge-
nous variable. In line with Roodman (2009b), we restrict
the number of instruments used in the System-GMM esti-
mation by using only three lags for the instruments in the
first-differenced equations and collapsing the instrument
sets.? Accordingly, we estimate the following dynamic
panel model

ROAit: aROAit-l + BOGDit-1+ BIGDZ + BZGD3it-1

+ BsPD, + B,GD,,PD, + B;GD”, ,PD,,
+B,GD’

it-1

i PDy tvX +8,+ p, + g,

where ROA measures the performance of firm i in year ¢
ROA,, , is the lagged term of the dependent variable; GD,,
is the lagged GD (its squared and cubic terms are also intro-
duced to test for a S-shaped relationship between GD and
ROA); PD,, denotes PD (i.e., RPD and UPD, respectively);
X, is a vector of control variables; 5, and p, denote sets of
industry dummies and time effects; and ¢, is an error term
with E(g,)=0 for all i and f. Time-specific effects are
included in our equations to reduce the influence of cross-
sectional error dependence in short dynamic panels.

In addition, the Hansen J-test and the Diff-in-Hansen
test are applied to test the null hypothesis of instrument
validity and the validity of the additional moment restric-
tion required for System-GMM, respectively. We are
unable to reject the null hypothesis in any of the estima-
tions, which means the instruments are valid. Moreover,
the Arellano-Bond test for serial correlation is adapted to
test whether there is a second-order serial correlation in
the first-differenced residuals—the null hypothesis is
that the residuals are serially uncorrelated. We cannot
reject the null in any case, which shows there is no sec-
ond-order serial correlation, and the GMM estimator is
consistent.

Regarding the number of lags to be included in the
model’s specification for the GD measure, we follow
Serena and Perron (2001) for the selection of the lag
lengths and use a modified information criteria, which
accounts for the severity of size distortions and power loss,
using local asymptotic properties. In all cases, the optimal
lag length is equal to 1.
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Table |. Descriptive statistics, VIFs, and correlations.

M SO VIF | 2 3 4 5 6 7 8 9 0o 1 12 13 14
I.ROA 0.08 0.09 -
2.GD 0.70 027 4.18 -.06*
3.RPD 0.03 0.I5 .19 -.03* .02*
4. UPD 0.04 0.14 120 -.04% .02* -0l
5. Exportintensity 0.16 023 1.36 .12 .70%* .03* .03*
6. Sales growth 0.04 0.18 1.03 .01* -02* .01 .0l .05%
7. Firm age 2642 2133 .14 -04* -09 .04 .03 -02 -.03*
8. Human capital 99 049 165 .01 03 .0l .0 .0 .00 .20
qualification
9. Firm size 375 136 140 .04 -.04% .06% .05% —.03* .09*% 25% .33%
10. Advertising 0.0l 003 .10 .02 -.02%¥ -02 -.04 -01 -.0I .23* .07% .02*
intensity
I'l. R&D intensity 0.0l 002108 .0l .05 .0l .00 .06 -.0I .08% .20* .03* .03*
12. Productivity 40.15 3391 .21 -.03* -01* =06 -.08 =-.0I* .10*.12% 47% .17% .04* .03*
13. Debt 008 025105 -03 03 .04 .03 .04 -0 .0 -0l .0 -02 .00 -.06
14. Market listing 0.03 0.17 1.08 .05 .02 -03 -.02 .05 .02 .I3* .I18% .I5% .04% .04* .16* .06*
I5. Foreign 0.10 026 1.33 .04 -0l -05 -05 .02 .03 .07 .40* 30* -.04 .02 23 -.03 .0l
Ownership

VIF: variance inflation factor; SD: standard deviation; ROA: return on assets; GD: geographical diversification; RPD: related product diversification;
UPD: unrelated product diversification. Total number of observations =21,138; total number of firms=2,217.

*Denotes 99% significant correlations.

Results

Table 1 shows the descriptive statistics (mean and stand-
ard deviation), the signs of the correlations, and the vari-
ance inflation factor (VIF) for analyzing the collinearity
of all the model’s variables, and Table 2 reports the GMM
estimation results. Table 1 shows that some variables are
highly and significantly correlated. This is, for example,
the case of FSTS and GD, Productivity and Human capi-
tal qualification, or Foreign ownership and Human capi-
tal qualification. The VIFs of all the explanatory variables
enable us to assess the problem of multicollinearity more
carefully. This analysis reveals that multicollinearity
does not appear to be a major problem in our empirical
analysis, as all explanatory variables (independent and
control) have VIFs below the 5.3 and 5.0 criteria advo-
cated by Kennedy (1992), and by Marquardt and Snee
(1975), respectively. In fact, most explanatory variables
have VIFs below 1.5.

We have estimated four models. Model 1 is the basic
model, as it considers solely the effects of control varia-
bles. In turn, Model 2 shows the main effects of the linear,
quadratic, and cubic terms of GD. This model tests the
nature of the relationship between GD and performance:
linear or curvilinear. Finally, Models 3 and 4 show the
effects of the interaction between PD and GD. Model 3
reports the effect of RPD on the GD—performance link,
while Model 4 illustrates the effect UPD has on this link.

In Model 2, the coefficient of the linear term of GD is
negative and significant (p <.01), while the squared term
is positive and significant (p <.01), and the cubic term is

negative and significant (p <<.01). These results suggest
the existence of a horizontal S-shaped or sigmoid curvilin-
ear relationship between GD and ROA in the sample of
firms under study, which is precisely consistent with the
theoretical arguments presented in Hypothesis 1. These
findings, therefore, provide strong statistical support for
this hypothesis.

In Model 3, the coefficients of the linear, quadratic, and
cubic terms of GD maintain their signs and are also signifi-
cant. In addition, the coefficient of RPD is positive and
significant (p <.001). This means SMEs implementing an
RPD strategy may perform better than those SMEs that do
not implement PD strategies or implement a UPD strategy.
On the contrary, the coefficient of the interaction effect of
RPD with the linear term of GD is negative and significant
(p<.01), while the interaction effects of RPD with the
quadratic and cubic terms are also positive and negative
and significant, respectively (p<.01 and p<.05). Our
results therefore suggest that the adoption of an RPD strat-
egy has a positive effect on the relationship between GD
and performance. These results provide strong statistical
support for Hypothesis 2.1., which assumes that the per-
formance of international SMEs is higher when these firms
also opt for an RPD strategy. To further examine the poten-
tial effect of RPD on the GD—performance relationship,
we construct Figure 1 by drawing on Model 3’s results.
This figure confirms the positive effect of RPD. Moreover,
this figure also reveals that the positive effect of an RPD
strategy seems to be stronger when SMEs have moderate
levels of GD, whereas this effect weakens when SMEs
have high levels of GD.
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Table 2. PD regressions on the link between prior GD and ROA 1994-2014.

Variables Model | Model 2 Model 3 Model 4
ROA 0.005%#* 0.006*#* 0.008**#* 0.008***
Export intensity —0.045%+* —0.040%+* —0.038*** -0.039%**
Sales growth 0.309%%* 0.317%%* 0.323%%* 0.33]%%*
Firm age 0.002 0.001 0.001 0.001
Human capital qualification 0.232% 0.233f 0.202 0.201
Firm size 0.246%** 0.225%%* 0.2327%%* 0.235%%*
Adbvertising intensity —0.0]2%** —0.010%** —0.0] 4¥** —0.0] 4%¥*
R&D intensity -0.008 -0.007 -0.010 -0.011
Productivity 0.009*+* 0.0 |+ 0.0 3+ 0.0 | 4+
Debt -0.001 -0.001 -0.002 -0.001
Market listing 0.3]2%%* 0.322%%* 0.376%%* 0.379%**
Foreign ownership —0.39 |#k* —0.375%** —0.389%** —0.398*¥*
GD, —5.025%* —4.102%* —6.171%*
GD?_, 12.049** 10.392* 13.083**
GD3_, —5.438** -4.605% -6.123%
RPD 1.08 |#**

GD, , X RPD —-2.573%*

GD?_, X RPD 5.512%*

GD*_, X RPD ~2.764*

UPD —1.471*
GD,_, X UPD 5.593*
GDZH X UPD —4.115%
GD?_, X UPD 0.182f
Hansen J-test .286 252 .343 .598
Diff-in-Hansen test .301 284 257 332
AR(I) .000 .000 .000 .000
AR(2) .528 A76 .605 .587
Observations 7,115 7,115 6,904 6,904
Firms 787 787 696 696

PD: product diversification; GD: geographical diversification; ROA: return on assets; RPD: related product diversification; UPD: unrelated product
diversification. Industry and year estimates are not shown in this table. Regressions with robust standard errors. The row for the Hansen J-test
reports the p values for the null hypothesis of instrument validity. The values reported for the Diff-in-Hansen test are the p values for the validity of
the additional moment restriction necessary for system GMM. The values reported for AR(1) and AR(2) are the p values for first- and second-order
autocorrelated disturbances in the first differences equations.

p <.10. *p <.05. **p < .01, *p < .001.
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Figure |. The effect of a related PD strategy on the relationship between GD and ROA.
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Figure 2. The effect of an unrelated PD strategy on the relationship between GD and ROA.

As occurs in Models 2 and 3, the coefficients of the lin-
ear, quadratic, and cubic terms of GD in Model 4 maintain
their signs, and are also all significant. Furthermore, the
coefficient of UPD is negative and significant (p <.05).
This means the adoption of an unrelated diversification
strategy is associated with a weaker performance.
Interestingly, the coefficient of the interaction effect of UPD
with the linear term of GD is now positive and significant
(p<.05), while the interaction effects of UPD with the
quadratic and cubic terms of GD are also significant, but
negative and positive, respectively (p<<.05 and p<.I,
respectively). At first, these results suggest that the imple-
mentation of UPD strategies has a negative impact on the
GD-performance relationship. In light of these findings, we
may conclude that this study also provides statistical sup-
port for Hypothesis 2.2., whereby the adoption of a UPD
strategy will have a negative impact on the performance of
SMEs involved in GD. Figure 2, which is constructed by
drawing on Model 4’s results, provides more detail on the
true nature of the UPD’s effect. This figure confirms the
joint negative effect of UPD and GD on performance, espe-
cially for SMEs with high and low levels of GD. However,
in the case of SMEs with moderate levels of GD, the imple-
mentation of a UPD might be beneficial. Therefore, this
finding seems to partially contradict our initial assumption
in Hypothesis 2.2, because, as reported in Figure 2, the
S-curve is higher when SMEs simultaneously opt for mod-
erate levels of GD and a UPD strategy.

As additional findings, Figure 3 also reports the rela-
tionship between GD and performance in the case of those
international SMEs that choose a Single-Business strategy
(i.e., Non-Diversified SMEs). This figure shows the exist-
ence of a negative combined effect of Single-Business-GD
strategies on performance. Interestingly, this combined
effect of both corporate strategies on ROA seems to be
worse for SMEs with high levels of GD.

Finally, most of the control variables maintain their
signs and/or significance levels in almost all the models.
For example, the coefficients of lagged ROA, Sales
growth, Firm size, Productivity, and Market listing are
positive and significant in all the models (Models 1-4). In
contrast, the coefficients of Export intensity, Advertising
intensity, and Foreign ownership are also negative and sig-
nificant in all the models (Models 1-4).

Discussion and conclusion

The last 50 years have seen abundant empirical studies
examining the impact international and PD strategies have
on the bottom line. This study integrates both corporate
strategies into the analysis of the impact on performance,
making it one of the first attempts to investigate the effect
that two of the most popular PD strategies (i.e., related and
unrelated diversification) have on the relationship between
GD and performance in the specific case of SMEs belong-
ing to a medium-sized developed country (Spain) that is
heavily dependent on these firms both in terms of employ-
ment and GVA. Most prior research has primarily focused
on exploring the combined effect of overall PD in large
multinational corporations in the United States, Japan, and
other European countries, such as the United Kingdom,
France, or Germany. These research findings have revealed
the existence of different GD—performance models (linear
vs. curvilinear ones), so we now recognize the need to first
identify the model that better explains the relationship
between GD and performance in the sample of firms under
study. We have then examined the potentially different
impact of RPD and UPD strategies on the relationship
between GD and performance by contending that diversi-
fying into related products is expected to have more
favorable impacts on the performance of international
SMEs than diversifying into unrelated products.
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Figure 3. The relationship between GD and ROA in non-diversified SMEs.

Regarding the effect of GD on performance, Hypothesis
1 was statistically supported by the suggested existence of
a horizontal S-shaped form, hence confirming the validity
of the Three-Stage Theory in the sample of Spanish SMEs
considered. Specifically, our findings have revealed that
SMESs’ early efforts to internationalize are negative. After
this point, mid-levels of internationalization are associ-
ated with increasing economic profitability. However,
high levels of foreign involvement are also associated
with declining profitability. This horizontal S-shaped
relationship between GD and performance sheds new
light on the findings of a number of prior studies also
based on samples of SMEs. For example, this finding is
similar to those obtained by Fisch (2012), and Cho and
Lee (2018) using samples of German and Korean manu-
facturing SMEs, respectively. It is also in line with the
findings of other past studies based on samples of large
firms (e.g., Benito-Osorio et al., 2016; Chang & Wang,
2007; Contractor et al., 2003; Lu & Beamish, 2004;
Thomas & Eden, 2004). At this point, it is also interesting
to note that in a prior study, Benito-Osorio et al. (2016)
have used Spanish manufacturing SMEs over the period
19942008 to report a U-shaped form between GD and
performance (mainly in the case of medium-sized firms).
This study revealed that Spanish SMEs have not yet
achieved high levels of international diversification dur-
ing the period under study, so the internationalization—
performance link may be size-dependent. The findings
obtained in the current study, which considers 6years
more than the study by Benito-Osorio et al. (2016), sug-
gest that Spanish manufacturing SMEs are already pre-
sent in the three stages of internationalization (i.e., Stage
1, Stage 2, and Stage 3). A plausible explanation for this
finding is that the prolonged weakness of domestic
demand during the past economic crisis—which in Spain
lasted from 2008 to 2014—prompted a search for new
markets and strengthened the competitive position of a

large number of Spanish firms in international markets.
Although the internationalization of Spanish firms of dif-
ferent sizes has significantly accelerated since 2010, the
available evidence reveals that, in general, Spanish SMEs
have played a bigger role than large firms in the changes
in their international activity—mainly through exports.
For example, between 2010 and 2013, SMEs account for
almost all the increase in the number of firms that interna-
tionalized (Gonzalez Sanz & Martin Machuca, 2015).

Concerning the potential effect PD strategies have on
the GD—performance relationship, the empirical results
provide statistical support for our Hypotheses 2.1 and 2.2.
(albeit only partially in the case of Hypothesis 2.2). In this
case, the findings indicate that, in general, RPD can posi-
tively and significantly enhance the economic profitability
of internationally diversified SMEs, albeit not indefinitely.
Conversely, the implementation of a UPD strategy may
significantly impair the economic profitability of those
SMEs that are also engaged in a GD strategy. More spe-
cifically, our study reveals that GD and PD strategies could
be considered complementary strategies in the following
situations: (1) when SMEs implement an RPD strategy
and opt for low and moderate levels of GD and, to a lesser
extent, for a high level, and (2) when SMEs implement a
UPD strategy, and especially if they opt for a moderate
level of GD. In addition, our findings reveal that the per-
formance of international SMEs will always be lower
when these firms also choose not to diversify, although the
performance is weaker when these firms also opt for high
levels of GD.

With respect to the effect of RPD, our findings suggest
that, in comparative terms, those SMEs that implement an
RPD strategy are more likely to be more competitive in
international markets, especially when these firms opt for
low and moderate levels of GD (i.e., SMEs in Stages 1 and
2 of internationalization). In particular, the interaction of
close product relatedness and low and moderate levels of
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international diversification may facilitate the more effec-
tive implementation of differentiated synergies that pro-
vide customers with a high value that is competitive in
international markets (Hitt et al., 1997; Qian, 2002, p.
629). In these situations, SMEs in foreign markets are
therefore more likely to take advantage of (or better
exploit) benefits related to economies of scope and learn-
ing that are usually linked to an RPD strategy. Furthermore,
the implementation of an RPD strategy may improve the
management of the diversity and complexity generated
when an SME is also engaged in low and moderate levels
of GD. A plausible explanation for this is that those SMEs
engaging in an RPD strategy might more easily replicate
the structures and capabilities also established in their
international operations, whereby they could reduce their
potential governance and transaction costs.

Importantly, too, our findings suggest that when SMEs
engage in high levels of GD (i.e., SMEs in Stage 3 of inter-
nationalization), the simultaneous implementation of an
RPD strategy can also lead to a positive moderating effect
on ROA, but lower than in the case of low and moderate
levels of GD. Interestingly, this effect gradually decreases
as the level of GD increases. As geographical and cultural
distance increase as a direct result of higher levels of GD,
so too can governance and coordination costs increase
(Chang & Wang, 2007; Hitt et al., 1997; Lee et al., 2012).
In this case, there is also a need to compete internationally
with more requirements and preferences among customers
than in low and moderate levels of GD. It is therefore logi-
cal to expect that the ability to generate synergies and
develop new products that do not cater for local tastes and
requirements may lead SMEs to incur higher costs that may
outweigh to a greater extent the potential benefits obtained
with new related products abroad. These results differ
slightly from those obtained by Li et al. (2012). While these
researchers obtain that profitability varies positively and
significantly with an RPD strategy and these effects turn
out to be negative with high levels of GD, our findings
show that profitability varies positively and significantly
regardless of the level of GD (albeit for high levels of GD,
the positive effect is gradually decreasing).

We have also observed that a UPD strategy has a signifi-
cant and negative interactive effect on performance when
SMEs opt for high and low levels of GD (i.e., SMEs in
Stages 1 and 3 of internationalization). Specifically, our
findings suggest that SMEs opting for high and low levels
of international diversification and implementing a UPD
strategy at the same time will record a drop in ROA com-
pared to their counterparts that are also internationalized,
but have not diversified their products or have diversified
in a related way. In line with Qian (2002), our findings sug-
gest that, in general, it is not easy for both strategies to go
hand-in-hand in SMEs (as also occurs in the case of large
corporations). In these situations, as suggested by Chang
and Wang (2007, p. 67) and others (e.g., Ruigrok and

Wagner, 2003; Sullivan, 1994) regarding an RPD strategy,
the greater diversity in products, distribution channels, and
customers associated with a UPD strategy is more likely to
add greater costs to the adjustment between firms’ internal
structure and their external environments.

Moreover, as with an RPD strategy, as the level of GD
substantially increases in the case of a UPD strategy, the
complexity and level of diversity also increases, and firms
will incur in higher coordination and governance costs
(Chang & Wang, 2007). Importantly, our findings also sug-
gest that a moderate level of GD (i.e., SMEs in Stage 2)
combined with the implementation of a UPD strategy has a
positive effect on the performance of the SMEs considered
in the study. In this situation, SMEs may well take advan-
tage of certain unique and inimitable synergies: for exam-
ple, by sharing marketing and technological information, or
even transferring the managerial competences required to
manufacture different types of products (Markides &
Williamson, 1996; Robins & Wiersema, 1995).

In addition, as also suggested by Hitt et al. (1997) and
others (e.g., Chang & Wang, 2007), because the customer
base is broader for moderate levels of GD, firms might
benefit more from the economies of scale associated with
the manufacture of different products. The ability to offer
different types of products at competitive prices might also
help these firms to maintain a sustainable advantage while
putting greater competitive pressures on their rivals. This
finding is also consistent, to a certain extent, with the
results obtained by Li et al. (2012). These authors also find
that UPD may not necessarily harm SMEs’ performance
when they internationalize moderately their operations.
Therefore, our results also seem to contradict to a certain
extent the common belief that small firms should not
implement a UPD strategy.

This study’s main implication is that managers of SMEs
should pay special attention to the level of “global diversifi-
cation” they choose for their firms, as this may have a major
impact on performance. Elsewhere, our study suggests that
these managers also need to focus not just on the interna-
tional expansion of their operations but also on their PD
strategies to obtain further benefits or avoid some of the
costs in the specific stages of the process. In any case, it
seems obvious that special care should initially be taken in
recognizing the different thresholds of GD. Managers
should then be able to identify those factors through which
the implementation of an RPD or a UPD strategy may also
have a significant impact on the performance of GD. As also
recognized by Chang and Wang (2007) in the case of large
corporations, “By doing well in implementing both interna-
tional and product diversification strategies, [managers of
SMEs] can extend the peak of the internationalization and
performance relationship and move the threshold of interna-
tionalization to a higher level” (p. 77). Managers of SMEs
are therefore encouraged to endeavor to identify different
thresholds of internationalization in the firms they manage.
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Our results suggest that if managers of SMEs opt for a
low level of international expansion (i.e., SMEs in Stage
1), it might be convenient to implement an RPD strategy to
improve performance. In such a case, it would be inadvis-
able to combine international expansion with a UPD strat-
egy (not even a single-business strategy), as profitability
could be further impaired. By contrast, if they opt for mod-
erate levels of international diversification (i.e., SMEs in
Stage 2), choosing one PD strategy or another (i.e., related
or unrelated) might not matter if what they seek is simply
to improve the profitability of their international expan-
sion. Nonetheless, if they seek to maximize this profitabil-
ity, it might then be advisable to choose an RPD strategy.
In any case, it would be inadvisable to choose not to diver-
sify, as profitability might also be negative.

Finally, if managers of SMEs opt for high levels of
international diversification (i.e., SMEs in Stage 3),
involving an RPD or UPD strategy, they should choose the
former. It is true that both PD strategies combined with
high levels of international diversification might be associ-
ated with lower profitability, although this reduction could
be higher with a UPD strategy. In this case, choosing a
UPD strategy and not diversifying could be equally dam-
aging for the bottom line. According to our findings, there-
fore, managers of SMEs should give more importance to
moderate levels of GD as profitability increases, and this
level of GD combines well with both PD strategies.

Although this study’s main objective has been accom-
plished, it is also worth noting certain limitations. First,
our sample focuses on SMEs. While there are significant
differences between SMEs and large companies, it is
important to remember that SMEs are also a heterogene-
ous group of firms. The SME population itself is usually
composed of highly diverse businesses in terms of age,
size, ownership structure, innovation activity, or entrepre-
neurs’ profiles and aspirations. The evidence reveals that
the group of SMEs tends to be highly heterogeneous in
their international behavior. In this regard, for example, it
would also be interesting to test the extent to which our
results are similar in the case of medium-sized firms (those
with between 50 and 249 employees), small firms (between
10 and 49 employees), and micro-firms (up to 9 employ-
ees). In a similar vein, it would be very interesting to
investigate whether there are significant differences in the
strategic behavior of these firms in terms of their owner-
ship structure (e.g., family vs. non-family businesses). In a
recent study, Stadler et al. (2018) have found that family
managers are usually more suited to overseeing PD than
international diversification.

A further limitation involves the method used to meas-
ure the degree of international diversification. Due to data
availability, and to facilitate comparisons with past stud-
ies, this study has also used an entropy measure of interna-
tional diversification, measuring the degree of GD by
grouping countries into four regions. We are conscious that
this approach, conditioned by the available data, may not

be entirely satisfactory because the countries in each
region considered in this study may be institutionally very
different (e.g., in terms of their cultural, political, social,
and economic systems, or their market environment).
Future research on this topic should use, as far as possible,
more detailed country-specific data. These data could
allow us to explore whether an SME’s domestic geograph-
ical dispersion also influences its initial and subsequent
decisions to engage in operations abroad (see Santangelo
& Stucchi, 2018).

Although we dynamically examine the relationships
proposed, our empirical study does not cater either for pos-
sible shifts or changes in relationships across time. In this
sense, for example, there are some studies suggesting that
the relationship between PD strategies may be time or eco-
nomic cycle-dependent (e.g., Benito-Osorio et al., 2012;
Zuiiga-Vicente et al., 2019). Future studies are also
encouraged to address this critical issue in the specifica-
tion of empirical models. On the contrary, our sample was
limited to manufacturing SMEs in Spain. It would be inter-
esting to replicate this study using samples of service
SMEs to see to whether our findings can also be extrapo-
lated to them. Finally, it would also be interesting to see
whether our results are similar in the specific case of the
so-called born-global SMEs (i.e., those SMEs that interna-
tionalize from start-up).

Acknowledgements

We thank the two anonymous reviewers and the Guest Editors
for their helpful comments and suggestions that greatly improved
the quality of this paper.

Declaration of conflicting interests

The author(s) declared no potential conflicts of interest with
respect to the research, authorship, and/or publication of this
article.

Funding

The author(s) disclosed receipt of the following financial support
for the research, authorship, and/or publication of this article:
This paper has been supported by the Ministry of Science,
Innovation and Universities (Spain) (Project: RT12018-097447
-B-100).

Notes

1. The gains of System-GMM (Generalized Method of
Moments) estimation relative to the traditional first-dif-
ferenced GMM estimator of Arellano and Bond (1991) are
more pronounced when the panel units are large (more than
30) and the time periods are moderately small (no more than
25), as in the case in hand.

2. The GMM estimations are carried out using the xtabond2
package in Stata (see Roodman, 2009a).

3. CNAE is the standard that Spanish statistical agencies use
when classifying business establishments for the purpose of
collecting, analyzing, and publishing statistical data on the
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Spanish economy. It is similar to those used in other coun-
tries, such as the North American Industry Classification
System (NAICS) in the United States or the Statistical
Classification of Economic Activities in the European
Community (NACE).

References

Abatecola, G., Belussi, F., Breslin, D., Filatotchev, 1. (2016).
Darwinism, organizational evolution and survival: Key
challenges for future research. Journal of Management &
Governance, 20(1), 1-17.

Arellano, M., Bond, S. (1991). Some tests of specification for
panel data: Monte Carlo evidence and an application to
employment equations. The Review of Economic Studies,
58(2),277-297.

Arellano, M., Bover, O. (1995). Another look at the instrumental
variable estimation of error-components models. Journal of
Econometrics, 68, 29-51.

Barkema, H. G., Vermeulen, F. (1998). International expansion
through start-up or acquisition: A learning perspective. The
Academy of Management Journal, 41(1), 7-26.

Bausch, A., Pils, F. (2009). Product diversification strategy and
financial performance: Meta-analytic evidence on causality
and construct multidimensionality. Review of Managerial
Science, 3(3), 157-190.

Benito-Osorio, D., Colino, A., Guerras-Martin, L. A., Zuniga-
Vicente, J. A. (2016). The international diversification-
performance link in Spain: Does firm size really matter?
International Business Review, 25(2), 548-558.

Benito-Osorio, D., Colino, A., Zifiga-Vicente, J. A. (2015).
The link between product diversification and performance
among Spanish manufacturing firms: Analyzing the role
of firm size. Canadian Journal of Administrative Sciences,
32(1), 58-72.

Benito-Osorio, D., Guerras-Martin, L. A., Zuniga-Vicente, J. A.
(2012). Four decades of research on product diversification.
A literature review. Management Decision, 50(2), 325-344.

Blundell, R., Bond, S. (1998). Initial conditions and moment
restrictions in dynamic panel data models. Journal of
Econometrics, 87, 115-143.

Bobillo, A. M., Loépez-Iturriaga, F., Tejerina-Gaite, F. (2010).
Firm performance and international diversification: The
internal and external competitive advantages. International
Business Review, 19(6), 607-618.

Bowen, H. P., Sleuwaegen, L. (2017). Are international and product
diversification substitutes or complements? Theoretical and
empirical perspectives. Global Strategy Journal, 7(3), 241-256.

Cantele, S., Campedelli, B., Vrontis, D. A. (2016). A three-stage
model of exporting: New insights into SMEs’ internation-
alization-performance relationship. International Journal of
Business and Social Science, 7(8), 201-215.

Chang, S., Kogut, B., Yang, J.-S. (2016). Global diversification
discount and its discontents: A bit of self-selection makes a
world of difference. Strategic Management Journal, 37(11),
2254-2274.

Chang, S., Wang, C. (2007). The effect of product diversification
strategies on the relationship between international diversi-
fication and firm performance. Journal of World Business,
42(1), 61-79.

Chiao, Y. C,, Yang, K. P., Yu, C. M. J. (2006). Performance,
internationalization, and firm-specific advantages of
SME:s in a newly-industrialized economy. Small Business
Economics, 26, 475-492.

Cho, J., Lee, J. (2018). Internationalization and performance of
Korean SMEs: The moderating role of competitive strategy.
Asian Business & Management, 17(2), 140-166.

Contractor, F. J. (2007). Is international business good for compa-
nies? The evolutionary or multi-stage theory of internation-
alization vs the transaction cost perspective. Management
International Review, 47(3), 453-475.

Contractor, F. J., Kundu, S., Hsu, C. (2003). A three-stage the-
ory of international expansion: The link between multina-
tionality and performance in the service sector. Journal of
International Business Studies, 34(1), 5-18.

Denis, D. J., Denis, D. K., Yost, K. (2002). Global diversifica-
tion, industrial diversification, and firm value. The Journal
of Finance, 57, 1951-1979.

European Commission. (2010). Internationalisation of European
SMEs. European Union.

Fisch, J. H. (2012). Information costs and internationalization
performance. Global Strategy Journal, 2(4), 296-312.

Gao, W., Chou, J. (2015). Innovation efficiency, global diversi-
fication, and firm value. Journal of Corporate Finance, 30,
278-298.

Geringer, J. M., Beamish, P. W., da Costa, R. C. (1989).
Diversification strategy and internationalization: Implications
for MNE performance. Strategic Management Journal, 10(2),
109-119.

Geringer, J. M., Tallman, S., Olsen, D. M. (2000). Product and
international diversification among Japanese multinational
firms. Strategic Management Journal, 21(1), 51-80.

Golovko, E., Valentini, G. (2011). Exploring the complemen-
tarity between innovation and export for SMEs’ growth.
Journal of International Business Studies, 42(3), 362—380.

Gonzalez Sanz, M. J., Martin Machuca, C. (2015). The inter-
nationalisation of Spanish SMEs: Main developments and
their determinants. Economic Bulletin.

Grant, R. M. (1996). Toward a knowledge-based theory of the
firm. Strategic Management Journal, 17(Suppl. 2), 109-122.

Hashai, N., Almor, T. (2004). Gradually internationalizing
“born global” firms: An oxymoron? International Business
Review, 13(4), 465-483.

Hitt, M. A., Hoskisson, R. E., Ireland, R. D. (1994). A mid-range
theory of the interactive effects of international and product
diversification on innovation and performance. Journal of
Management, 20(2), 297-326.

Hitt, M. A., Hoskisson, R. E., Kim, H. (1997). International
diversification: Effects on innovation and firm performance
in product-diversified firms. The Academy of Management
Journal, 40(4), 767-798.

Hsu, W.T., Chen, H. L., Cheng, C. Y. (2013). Internationalization
and firm performance of SMEs: The moderating effects of
CEO attributes. Journal of World Business, 48(1), 1-12.

Hult, G. T. M. (2011). A strategic focus on multinationality and
firm performance. Global Strategy Journal, 1(1-2), 171-174.

Jacobson, R. (1987). The validity of ROI as a measure of business
performance. American Economic Review, 77(3), 470—478.

Jeong, S. W., Jin, B., Chung, J. E., Yang, H. (2017). Network evo-
lution and cultivation patterns during the internationalization



Benito-Osorio et al.

105

process: Case analyses from Korean SMEs. Asian Business
& Management, 16(4-5), 323-351.

Jouida, S., Bouzgarrou, H., Hellara, S. (2017). The effects of
activity and geographic diversification on performance:
Evidence from French financial institutions. Research in
International Business and Finance, 39, 920-939.

Kang, K. H., Lee, S. (2014). The moderating role of brand
diversification on the relationship between geographic
diversification and firm performance in the U.S. lodging
industry. International Journal of Hospitality Management,
38, 106-117.

Karagozoglu, N., Lindell, M. (1998). Internationalization of small
and medium sized technology based firms: An exploratory
study. Journal of Small Business Management, 36(1), 44-59.

Keats, B. W. (1988). The vertical construct validity of selected
business economic performance indicators. Journal of
Applied Behavioral Science, 24(2), 151-160.

Kennedy, P. A. (1992). Guide to econometrics. The MIT Press,
Massachusetts.

Kim, W. C., Hwang, P., Burgers, W. P. (1989). Global diversifi-
cation strategy and corporate profit performance. Strategic
Management Journal, 10(1), 45-57.

Kim, W. C., Hwang, P., Burgers, W. P. (1993). Multinationals’
diversification and the risk-return trade-off. Strategic
Management Journal, 1(4), 275-286.

Kistruck, G. M., Qureshi, 1., Beamish, P. W. (2013). Geographic
and product diversification in charitable organizations.
Journal of Management, 39(2), 496-530.

Kogut, B. (1985). Designing global strategies: Comparative
and competitive value-added chains. Sloan Management
Review, 21(1), 27-38.

Kumar, M. V. S. (2009). The relationship between product and
international diversification: The effects of short-run con-
straints and endogeneity. Strategic Management Journal,
30(1), 99-116.

Kumar, M. V. S. (2013). The costs of related diversification: The
impact of the core business on the productivity of related
segments. Organization Science, 24(6), 1827—-1846.

Lee, H., Kelley, D., Lee, J., Lee, S. (2012). SME survival: The
impact of internationalization, technology resources, and alli-
ances. Journal of Small Business Management, 50(1), 1-19.

Li, L., Qian, G., Qian, Z. (2012). The performance of small and
medium-sized technology-based enterprises: Do product
diversity and international diversity matter? International
Business Review, 21(5), 941-956.

Lu, J. W., Beamish, P. W. (2001). The internationalization and
performance of SMEs. Strategic Management Journal,
22(6-7), 565-586.

Lu, J. W., Beamish, P. W. (2004). International diversifica-
tion and firm performance: The S-curve hypothesis. The
Academy of Management Journal, 47(4), 598-609.

Majocchi, A., Zucchella, A. (2003). Internationalization and per-
formance: Findings from a set of Italian SMEs. International
Small Business Journal, 21(3), 249-268.

Marano, V., Arregle, J. L., Hitt, M. A., Spadafora, E., van Essen,
M. (2016). Home country institutions and the internation-
alization-performance relationship: A meta-analytic review.
Journal of Management, 42(5), 1075-1110.

Markides, C. C., Williamson, P. J. (1996). Corporate diversifi-
cation and organizational structure: A resource-based view.
The Academy of Management Journal, 39(2), 340-367.

Marquardt, D. W., Snee, R. D. (1975). Ridge regression in prac-
tice. The American Statistician, 29(1), 3-20.

Merino, F., Rodriguez, D. (1997). A consistent analysis of
diversification decisions with non-observable firm effects.
Strategic Management Journal, 18(9), 733—743.

Morse, E. A., Fowler, S. W., Lawrence, T. B. (2007). The
impact of virtual embeddedness on new venture survival:
Overcoming the liabilities of newness. Entrepreneurship
Theory and Practice, 31(2), 139-159.

Muiioz-Bullén, F., Sdnchez-Bueno, M. J. (2011). Is there evidence
to show that product and international diversification impact
performance? EuroMed Journal of Business, 6(1), 63—76.

Oh, C. H., Sohl, T., Rugman, A. M. (2015). Regional and product
diversification and the performance of retail multinationals.
Journal of International Management, 21(3), 220-234.

Organisation for Economic Co-operation and Development.
(2017, June 7-8). Enhancing the contributions of SMEs
in a global and digitalised economy [Conference session].
Meeting of the OECD Council at Ministerial Level, Paris,
France.  https://www.oecd.org/mcm/documents/C-MIN-
2017-8-EN.pdf

Palich, L. E., Cardinal, L. B., Miller, C. C. (2000). Curvilinearity
in the diversification-performance linkage: An examination
of over three decades of research. Strategic Management
Journal, 21(2), 155-174.

Pangarkar, N. (2008). Internationalization and performance of
small- and medium-sized enterprises. Journal of World
Business, 43(4), 475-485.

Pennings, J. M., Barkema, H., Douma, S. (1994). Organizational
learning and diversification. The Academy of Management
Journal, 37(3), 608—640.

Qian, G. (2002). Multinationality, product diversification, and
profitability of emerging U.S. small- and medium-sized
enterprises. Journal of Business Venturing, 17(6), 611-633.

Robins, J. A., Wiersema, M. (1995). A resource-based approach
to the multibusiness firm: Empirical analysis of portfolio
interrelationships and corporate financial performance.
Strategic Management Journal, 16(4), 277-299.

Roodman, D. (2009a). How to do xtabond2: An introduction to
difference and system GMM in Stata. The Stata Journal, 9,
86-136.

Roodman, D. (2009b). A note on the theme of too many instru-
ments. Oxford Bulletin of Economics and Statistics, 71(1),
135-158.

Ruigrok, W., Wagner, H. (2003). Internationalization and
performance: An organizational learning perspective.
Management International Review, 43(1), 63—83.

Salomon, R., Jin, B. (2010). Do leading or lagging firms learn
more from exporting? Strategic Management Journal,
31(10), 1088-1113.

Santangelo, G. D., Stucchi, T. (2018). Internationalization
through exaptation: The role of domestic geographical
dispersion in the internationalization process. Journal of
International Business Studies, 49(6), 753-760.

Schwens, C., Zapkau, F. B., Bierwerth, M., Isidor, R., Knight, G.,
Kabst, R. (2018). International entrepreneurship: A meta-
analysis on the internationalization and performance relation-
ship. Entrepreneurship Theory and Practice, 42(5), 734-768.

Serena, N., Perron, P. (2001). Lag length selection and the
construction of unit root tests with good size and power.
Econometrica, 69(6), 1519—1554.


https://www.oecd.org/mcm/documents/C-MIN-2017-8-EN.pdf
https://www.oecd.org/mcm/documents/C-MIN-2017-8-EN.pdf

106

Business Research Quarterly 23(2)

Simonin, B. L. (1999). Ambiguity and the process of knowl-
edge transfer in strategic alliances. Strategic Management
Journal, 20(7), 595-623.

Stadler, C., Mayer, M. C., Hautz, J., Matzler, K. (2018).
International and product diversification—Which strat-
egy suits family managers? Global Strategy Journal, 8(1),
184-207.

Sullivan, D. (1994). The “threshold of internationalization:
Replication, extension, and reinterpretation. Management
International Review, 34(2), 165-186.

Tallman, S., Li, J. T. (1996). Effects of international diversity and
product diversity on the performance of multinational firms.
The Academy of Management Journal, 39(1), 179-196.

Thomas, D. E., Eden, L. (2004). What is the shape of the multina-
tionality-performance relationship? Multinational Business
Review, 12(1), 89-110.

Wan, C. C. (1998). International diversification, industrial diver-
sification and firm performance of Hong Kong MNCs. Asia
Pacific Journal of Management, 15(2), 205-217.

Wan, W. P., Hoskisson, R. E. (2003). Home country environ-
ments, corporate diversification strategies, and firm per-
formance. The Academy of Management Journal, 46(1),
27-45.

Williamson, O. E. (1985). The economic institutions of capital-
ism: Firms, markets, relational contracting. Free Press.
Yip, G. S., Biscarri, J. G., Monti, J. A. (2000). The role of the
internationalization process in the performance of newly
internationalizing firms. Journal of International Marketing,

8(3), 10-35.

Zhang, W., White, S. (2016). Overcoming the liability of new-
ness: Entrepreneurial action and the emergence of China’s
private solar photovoltaic firms. Research Policy, 45(3),
604-617.

Zthiga-Vicente, J. A., Benito-Osorio, D., Guerras-Martin, L. A.,
Colino, A. (2019). The effects of international diversifica-
tion on the link between product diversification and perfor-
mance in a boom and bust cycle: Evidence from Spanish
firms (1994-2014). Journal of International Management,
25(4), 100687.

Appendix

Product diversification (PD) is measured here in a way that
total diversification entropy can be broken down into two
related dimensions: related and unrelated PD (i.e., RPD
and UPD). PD can therefore be expressed as the sum of
RPD and UPD (PD=RPD + UPD).

According to the SEPI Foundation, both diversifica-
tion dimensions are measured according to the CNAE
classification.> CNAE industries at the two-digit level
are treated as the industry groups, while those at the
four-digit level are treated as the industry segments.

Related diversifiers do so in different four-digit industry
segments within the same two-digit industry groups,
whereas unrelated diversifiers do so across two-digit
industry groups. The firm’s annual report is checked to
establish the (main) industry in which each firm oper-
ates, and the number of product segments in each indus-
try group.

The calculation method for the entropy measure of PD
(which represents total diversification entropy) is as follows

: 1
PD= ;P,. xh{E)

where P, is the ratio of the firm’s total sales within the ith
industry segment, and » is the number of industry seg-
ments in which the firm operates, as identified by the four-
digit CNAE code. Thus, a larger PD means a higher degree
of overall diversification at firm level.

The entropy measure of RPD is calculated as follows

M
RPD = » RPD, x P,
j=1

where RPD; is the degree of diversification within industry
groups, M is the number of industry groups (with n= M),
and P, is the ratio of the firm’s total sales within the jth
industry group.

RPD represents related diversification entropy in a way
that RPD; is the related diversification arising from operat-
ing in several business segments within an industry group ;.

Finally, the entropy measure of UPD is calculated as
follows

J 1
UPD = P, xIn (?J

Jj=1 J

where M is the number of industry groups and P, is the
ratio of the firm’s total sales within the jth industry group.

The SEPI Foundation has given us information solely on
which firms (in our case, SMEs) were diversified and which
firms adopted an RPD and a UPD strategy, respectively, but
not the values of the entropy measures of RPD and UPD
because the Survey on Business Strategies’ quantitative
information for building these variables is subject to statisti-
cal confidentiality. It is precisely for this reason that we have
had to use RPD and UPD as categorical variables.



