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Resumen: EIl presente trabajo analiza la influencia de los mecanismos de gobierno de la empresa,
expresamente la concentracion de propiedad y la propiedad directiva, en el proceso de eleccion de
estrategia corporativas basadas en la diversificacion. Elegimos para ello un entorno, como es el espafiol,
caracterizado por una baja proteccion legal del accionista. Nuestros resultados arrojan evidencia de una
relacion cuadratica entre la concentracion de propiedad y la diversificacion y cubica entre la
diversificacién y la participacién directiva en el capital. Adicionalmente detectamos que mecanismos de
control como la deuda, el cumplimiento de las recomendaciones contenidas en los cddigos de buen
gobierno o la remuneracion directiva afectan negativamente a la diversificacién, si bien con distinto nivel

de significacion.

Abstract: We examine the influence of governance mechanisms, namely ownership structure and insider
ownership, on the selection of corporate strategies of diversification in a scenario characterized by poor
protection of shareholders’ interests. We find evidence of a quadratic relationship between ownership
concentration and diversification and a cubic relationship between diversification and insider ownership.
Additionally, our results show that control mechanisms such as debt, directors’ remuneration and the
compliance with codes of good practices are negatively related to the level of diversification.
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1. Introduction.

Over the last decades, the relationship between the principal-agent conflict and corporate strategy has
been a fundamental concern on both academic and practical grounds. Managerial and financial theories®
have advanced research on the topic under the assumption that managers who are less aligned with
outside investors tend to design corporate strategies which pursue growth and personal perquisites (i.e.,

diversification and internationalization) rather than value maximization (i.e., innovation).

Concerning diversification, most of the available evidence support that because diversified firms trade at
a discount relative to their single-segment counterparts, diversification strategies represent a
manifestation of a conflict of interests between managers and stockholders (Denis, Denis and Sarin, 1999)
and a form of managers perquisite. Not in vain, Shleifer and Vishny (1989) report that one of the main
motivations behind diversification strategies for entrenched managers is to make themselves valuable to
shareholders and costly to replace. Amihud and Lev (1981, 1999) also report that through diversification
strategies managers also diversify their own employment risk, reduce firm risk (at the expense of lower
shareholders’ returns) and increase firm size, thus, producing several personal gains, such as a

concomitant increase in their compensation schemes (Stulz, 1990).

Nevertheless, the true effects of diversification on firm’s value are still an empirical question. Recently,
Villalonga (2004) has fuelled more debate on the issue by uncovering the existence of a diversification

premium, which indicates that managers pursue shareholders’ interests when diversifying.

But still the evidence found in several countries suggests that companies which exhibit less agency
problems are less diversified, and, more specifically, that firms with greater ownership concentration are
less diversified, highlighting the correlation between agency problems and ownership structure. For
instance, Hill and Snell (1988) found that for research-intensive industries where managers dominate,
diversification strategies are exacerbated, while innovation strategies are favored for owner-controlled
firms. Amihud and Lev (1999) and Chkir and Cosset (2001) also report that for diffuse ownership, firms

are not stimulated to pursue corporate value-maximizing strategies.

Therefore, when control mechanisms are effective, we may talk of an ownership moderator effect, both in
terms of ownership concentration and the level of insider ownership® (Jensen and Meckling, 1986), which
also affects diversification. Denis, Denis and Sarin (1997, 1999) report that the level of diversification is

negatively related to managerial equity ownership, and to the equity ownership of outside blockholders.

2 LLane, Canella y Lubtakin (1998) and Arthus y Busenitz (2003), among others, discuss the limitations of the agency theory so as to
describe the relationship between corporate strategy and the value of the firm. This relationship has also been analysed from other
competing theories, such as the stewardship theory (Donaldson and Davis, 1991; Fox and Hamilton, 1994) and managerial
approaches. Denis, Denis and Sarin (1999) and Amihud and Lev (1999) support the agency theory approach as the most relevant to
analyse this issue.

% Graves (1988), Graves and Wasddock (1990), Bethel and Liebeskind (1993) analyse the role played by different kinds of equity

owners (blockholders, institutional owners) in strategic decision-making and corporate restructurations.



Carpenter, Pollock and Leary (2003) go further and point out the need of integrating agency and
behavioral perspectives to analyze corporate strategy. From their point of view, the choice of corporate
strategy and the nature of risks undertaken is a consequence of the interaction of governance mechanisms
and stakeholder characteristics. The agency theory, in fact, suggests that governance mechanisms can
encourage managerial risk-taking and thus exacerbate corporate diversification. If so, governance
mechanisms beyond equity ownership structure should be also taken into account.

In this sense, the current investigation, apart from focusing on the effects of insider ownership and
ownership concentration on diversification, also examines whether other governance mechanisms, such as
leverage, directors’ remuneration and the compliance with codes of good practices, have a direct
influence upon diversification. Our main proposition being that for lower levels of shareholder protection,
higher diversification is expected.

In fact, no much evidence exits on these issues for countries depicted by low levels of shareholder
protection. Most of the available evidence on the relationship between governance mechanisms and
diversification comes from the U.S. and common-law countries. However, La Porta, Lopez-de-Silanes
and Vishny (1999) state that in civil law countries, ownership concentration becomes a substitute for legal
investor protection, which gives great relevance to the study of ownership structure in these countries.

For this reason, we explore the relationship between ownership structures and diversification for Spanish
firms. Spain provides a particularly well suited scenario for the analysis since it is an example of a civil
law country in which the protection of investors is weaker than that in the U.S. and other European
markets (La Porta, Lopez-de-Silanes, Shleifer and Vishny, 1998; Miguel, Pindado and De la Torre, 2004)
and where the level of information asymmetries is very high (Del Brio, Miguel and Perote, 2002), which

enhances the divorce between managers and outside investors.

Furthermore, according to Miguel, Pindado and De la Torre (2004), a non-linear relationship exits
between ownership concentration and firms’ value for Spanish companies which implies that rent
expropriation is likely for the very high levels of ownership concentration, as compared to other
countries. They also uncover that Spanish insiders get entrenched at higher ownership levels than their
U.K. and U.S. counterparts®, while Pindado and De la Torre (2006) find that concentrated ownership
requires high levels of insider ownership in order to ensure value maximization. All in all, the functioning
of corporate governance mechanisms in Spain are at variance from U.S. and U.K. firms, which can also
lead to different conclusions regarding the adoption of diversification strategies.

Therefore, the current paper attempts to analyze for the first time the influence of corporate governance
mechanisms on the decision of diversification in a civil-law country, thus providing the first comparison
for US and common-law countries’ results. When analyzing the relationship between diversification and
ownership structures under the agency theory framework, we should explore how the effects of the
expropriation and entrenchment phenomena affect corporate strategy. Since diversification is expected to

be negatively related to firm’s value, we expect to get a convex function (rather than the concave

* Spanish insiders get entrenched when ownership ranges from 35% to 70% rather than in the range 5% to 25% reported for US

firms or the 12% and 41% for U.K. managers.



relationship identified for ownership concentration and firm’s value) between ownership concentration

and diversification and a cubic function for insider ownership.

Our results corroborate both expectations: a quadratic relationship between ownership concentration and
diversification (in the opposite sign than the relationship between ownership and firm value), and a cubic
relationship between insider ownership and diversification (also with the opposite sign). We also find that
debt and the compliance with codes of good practices are negatively related to the level of diversification,
as predicted by the agency theory. The relationship between directors’ remuneration and diversification,

however, is not conclusive.

This paper is organized as follows: Section 2 describes the hypotheses and reviews the literature on
diversification and corporate governance issues, placing special emphasis on insider ownership and
ownership concentration. Section 3 describes the sample and the methodology employed. Sections 4 and

5 contain the results and the main conclusions, respectively.
2. Hypotheses.

2.1. Ownership concentration and insider ownership.

Due to the monitoring effects of ownership concentration (Shleifer and Vishny, 1986; 1997), high levels
of ownership concentration are expected to motivate the adoption of value-maximizing corporate
strategies and prevent diversification. However, when the entrenchment effect dominates we find that for
very high levels of ownership concentration, controlling owners are not wiling to take on too much risk
and thus pursue diversification strategies which usually drive to rent expropriation from minority
shareholders and worsen companies’ returns.

If we focus on a context of weak shareholder protection, this situation is exacerbated since the likeliness
of expropriation is greater in countries with weaker investor protection (La Porta, Lopez-de-Silanes and
Shleifer, 1999). Actually, La Porta, Lopez-de-Silanes, Vishny and Shleifer (1998) state that companies in
countries with poor investor protection have more concentrated ownership of their shares, since dominant
shareholders who monitor the managers might need to own more capital, ceteris paribus, to exercise their
control rights and thus to avoid being expropriated by the managers.

The picture emerging for the Spanish companies accurately agrees with the situation described above: (i)
their level of ownership concentration is higher than that of their US or Japanese counterparts (Fernandez
Rodriguez, Gdmez-Anson and Cuervo-Garcia, 2004) and (2) a non-linear relationship between firm’s
value and ownership concentration has been uncovered by Miguel, Pindado and De la Torre (2004).
Given these arguments, for low protection scenarios we expect a quadratic U-shaped function to depict
the relationship between ownership concentration and diversification. If so, the monitoring function of
ownership concentration will only work at low levels of ownership concentration, driving to

expropriation effects at very high levels. Thus, we propose the following hypothesis:

Hypothesis 1: In a scenario of weaker shareholder protection, a non-linear relationship is expected

between corporate diversification and ownership concentration



As stated above, the likeliness of entrenchment in scenarios characterized by low levels of investor
protection is very high. Although the agency theory suggests that managerial share ownership helps to
closely align the interests of managers and owners and to enhance shareholder values, an excessive
managerial equity may distort the monitoring effects of insider ownership. Thus, from a particular
threshold on, managers may have incentives to increasing their personal wealth rather than firm value,

which also favors the adoption of diversification strategies.

Thus, a non-linear relationship should be also expected between insider ownership and corporate
diversification. According to recent results by Miguel, Pindado and De la Torre (2004) for the Spanish
context, firm value decreases with insider ownership at intermediate levels (when ownership ranges from
35% to 70%) and increases with insider ownership at low and high levels (outside the abovementioned
interval), giving place to a cubic relationship which has also been suggested by Mudambia and Nicosia
(1998) and Hermalin and Weisbach (1991) for UK and US firms, respectively.

Therefore, since managers are entrenched between 35% and 75% of equity ownership, we may also
expect a cubic relationship between insider ownership and diversification, which should be, however, of
the opposite sign. That is, for intermediate levels of insider ownership where managers are likely to be
entrenched, a positive relationship should be expected between managerial ownership and diversification.
On the contrary, the relationship is expected to turn to negative for any percentage of insider ownership

outside this interval, since managers interests shall be then aligned with those of shareholders.

Hypothesis 2: managers exhibiting either low or high ownership stakes within their own firm, will not
select diversification strategies, while managers exhibiting moderate levels of equity ownership are more

likely to set diversification strategies pursuing firm growth.

2.2. Control variables

The monitoring effect of debt on the conflict of interests has been widely documented in the literature
since Jensen (1986). Concerning ownership structure, debt financing, as noted by Pindado and De la
Torre (2006), succeeds in monitoring managers by limiting their profits through the misuse of their
dominant position and, consequently, the incentives to entrench through share ownership diminish.
Therefore, the inclusion of debt as control variable in our model is highly recommended.

Concerning corporate strategy, debt is found to reduce the risk of managers adopting unrelated
diversification strategies which fail to create value from a shareholder viewpoint, since managers are
exposed to the monitoring role of debt markets (Barton and Gordon, 1987; 1988). However, the only
study which analyses the relationship between debt and diversification in the Spanish market, Menéndez-
Alonso (2003), did not find a significant relationship between both variables, despite he used different
debt ratios and different measures of diversification. According to the agency theory, we formulate

hypothesis 3:



Hypothesis 3: a negative relationship is expected between debt ratio and the degree of corporate

diversification.

Also the moderating role of the codes of good practices on the managers’ choice of diversification
strategies should be considered. Codes of good practices are deemed a key to more effective corporate
governance and value maximization, since they may curve managerial discretion and increase minority
shareholders protection. Mallin, Mullineux and Wihlborg (2005) consider that only through codes of good
practice is it possible to increase confidence in managers, which, in conjunction with a favorable
economic panorama, creates a very attractive atmosphere for shareholders. Actually, corporate
governance codes encourage public firms to provide more information on the ethics of the business and
the transparency of the management. In low protection scenarios, the codes of good practices are

extremely useful as substitutes of the inefficient legal protection of the shareholders.

The Olivencia Code® contained 23 recommendations which were mainly devoted to enhance a proper
functioning of the ownership structure, the board of directors, the level of shareholders’ rights and the
transparency of a firm. As salient features of the Spanish companies regarding their compliance with the
code, we may highlight (i) low percentage of shares held by the State, (i) correct size, composition and
number of annual meetings of the Boards of Directors, (iii) existence of audit and nominees and
remuneration committees, (iv) low degree of usage of anti-takeover devices, (v) high degree of
accountings’ transparency of information, and (vi) high degree of transparency of information on the web
page (Gomez-Anson, 2005).

Thus, concerning diversification, the codes of good practices, by aligning managers and outside investors’
interests and enhancing value maximization, are expected to discourage diversification and other growth-
pursuing strategies which managers adopt regardless of the shareholders’ best interests. Thus, firms
complying with the Olivencia code are less likely to adopt diversification strategies (Lehmann and
Weigand, 2002; Ferndndez Rodriguez, Gémez-Ansén y Cuervo-Garcia, 2004). Thus, our next hypothesis
is as follows:

Hypothesis 4: The compliance with codes of good practices is negatively related to the level of product

diversification.

Another outstanding feature that influences firm’s value by way of monitoring managers behavior is
directors’ remuneration. Although there is a lack of consensus®, most of the available evidence supports
that directors’ remuneration works as an efficient incentive for managers to maximize firm value. Mehran
(1995) finds that firm performance is positively related to the percentage of their compensation that is
equity-based and to the percentage of equity held by managers. Denis, Denis and Sarin (1999) report that

by tying managers compensation to shareholder wealth, the alignment of interests between ownership and

® The current Spanish Code of Good Practice is the Aldama Code, however for the period of study, the Olivencia code was applying.
® Rose and Shepard (1997) find higher executive remuneration in diversified firms since they are more difficult to run and thus
managers expect a higher premium. Denis, Denis and Sarin (1999) also state that the payment of excessive salaries to managers is
also an action that run counter to shareholders’ interests.



control is guaranteed, even when managerial equity ownership is low, thus discouraging diversification.
Accordingly, we can expect a negative relationship between directors’ remuneration and diversification,
since managers are more likely to pursue value-maximizing strategies. Therefore, we formulate

hypothesis 4:

Hypothesis 5: Directors’ remuneration schemes are negatively related to the level of product

diversification.
3. Sample and Methodology.

To evaluate these hypotheses, we have assembled a database of 50 non-financial firms quoting in the
Spanish Continuous Market for the period 1996 to 2002. Combining the 50 firms for 7 years we thus
constructed a complete, balanced panel of 350 observations which is estimated by using a GMM panel
data estimator. Data on diversification measures, debt and directors’ remuneration were obtained from
Compustad database. Data on the compliance with the Spanish code of good practices were provided by
the Spanish Stock Market Supervisory Commission (Comision Nacional de Mercados de Valores,
hereafter, CNMV).

The GMM estimation method (Arellano, 2003) controls for individual effects motivated by any variation
on a firm-specific level and for the endogeneity problem, thus, allowing to properly consider the role
played by corporate ownership in depicting corporate strategy. This methodology assumes that there is no
autocorrelation in &, which is tested through the m1 and m2 statistics of Arellano and Bond (1991) for
first and second order autocorrelation in the first difference residuals. Moreover, the Sargan test of over-
identifying restrictions for the dynamic panel data model must also be implemented to check the validity
of the instruments on which the GMM estimator is based.

We tested two different models which examine the relationship between ownership concentration and
diversification (Model 1), and insider ownership and diversification (Model 2). In both cases, the selected
control variables (debt, compliance with codes of good practices and compensation schemes) are

expected to capture any constraining influence in the selection of corporate strategy by upper echelons.

In Model 1, diversification is regressed on ownership concentration and its square, so as to test hypothesis
1. Following Miguel, Pindado and De la Torre (2004) we identify the break-point of the quadratic
function (which is a minimum in our case), by computing the first partial derivative of diversification on

ownership concentration’. Model 1 is expressed as in equation 1.

" As in Miguel, Pindado and De la Torre (2004), we let this partial derivative equal zero, an thus the breakpoint is
OWNCON=—(51/282). OWNCON is negative and, consequently, #1 and 52 have opposite signs. Additionally, Hypothesis 1 implies

that OWNCON is a minimum and thus 2 >0 and g1 < 0.



DIVER, = f3, + B,OWCON, + 3,0WCON; + B,DEBT, + 3,COMPGP, + B, DIRCOMP, +u,
(Eq. 1)

Vi=1.,Nyvt=1..T

where U, =7; +&,, and 7, captures the unobserved cross-sectional heterogeneity, and &;

denotes the error term. DIVER,, represents the Jacquemin-Berry (1979) entropy index which bases the

diversification of the firm in the number of segments and the relative weight of each segment with respect

to the total firm sales, as shown in equation 2.

N
DT = > P;In( ;—) (Eq. 2)

i=1 i
where Pi is the share of the ith segment in the total sales of the firm. N is the number of industry segments
(four digits) in which a firm operates, as provided by the Compustad database. OWCON,, denotes

ownership concentration and is measured as the Herfindalh index (ownership percentage of the five

largest shareholders), and OWCONif is its square. DEBT,, denotes leverage and is measured by the

debt ratio to total assets (as extracted from the Compustad database). DIRCOMP, denotes the level of
directors remuneration, and is measured as the ratio of director remuneration to earnings before interests
and taxes. It was also obtained from the Compustat database. Finally, COMPGP, denotes the level of

compliance with the recommendations of the Olivencia code of good practice for the ith firm in period t.

Data on compliance with the Olivencia code by all Spanish firms quoting in the Spanish Continuous
Market were obtained from the CNMV. The CNMV sent a questionnaire to all Spanish quoted firms
demanding information of their compliance with each of the 23 recommendations contained in the
Olivencia code. The answers to this questionnaire were obtained from the CNMV website. To construct
the variable COMPLCG, we assigned a value of 0, 1 or 2 to each of the first 22 recommendations®,
considering whether the firm has total compliance (2), partial compliance (1) or non compliance (0) with
each recommendation. We finally computed the sum of the weights obtained for the whole group of

recommendations by each firm in a particular year.

Model 2, in turn, is expressed as in equation 3. To test hypothesis 2, diversification is regressed on insider

ownership, its square and its cubic. In this case, we may identify whether the breakpoints are a minimum

or a maximum by calculating the second partial derivative.

DIVER, = 3, + BI10W, + S3,10W;/ + B,I0W,’ + 3,DEBT, + S,COMPGP, + 3,DIRCOMP, +u,
(Eq.3)

8 We do not include recommendation 23 into the analysis since it refers to the obligation of the firm to report its compliance with the
CGC to the CNMV. All the firms in our sample have so reported to the CNMYV at least one year in our sample period.



where IOW, denotes insider ownership and is measured as the percentage of outstanding shares

possessed by a firm’s managers. IOWit2 stands for its square, and IOWif’ represents its cubic. The rest

of the variables are defined as in Model 1.

4. Results.

4.1.0wnership concentration and diversification.

Concerning ownership concentration, our results (as shown in Table 1) show a quadratic (U-shaped)
relationship between diversification and ownership concentration with a breakpoint, which is a minimum,

located at 91% level of ownership concentration (Figure 1).

Table 1: Results for the panel data estimation of Model 1: diversification and ownership
concentration.

This table reports the values of the coefficients, t-statistics and p-value for the estimation of Model 1.

COEFFICIENT STD.ERR. Z P>[Z]
DIVERS (-1) 5,69E-01 6,75E-02 8.43 0.000
OWNCONC -6,24E-03 2,22E-03 -2.81 0.005
OWNCONC? 3,42E-05 2,07E-05 1.65 0.098
DEBT -1,03E-04 5,19E-05 -1.99 0.047
COMPGP -1,04E-03 5,03E-04 -2.08 0.038
DIRCOM -3,05E-04 2,92E-04 -1.05 0.296
INTERCEPT 5,94E-03 7,46E-03 0.80 0.426
M1 -2.27 0.0231
M2 -1.03 0.3017
SARGAN 12.33 0.5799

Thus, as the ownership concentration increases till 91%, diversification strategies are less likely to be
adopted since managers are properly monitored by blockholders. However, since the sign of the function
changes from 91% on, we find that for very highly concentrated firms, the expropriation hypothesis
applies and managers’ interests do not converge with those of the shareholders, thus exacerbating

diversified structures.



FIGURE 1: QUADRATIC RELATIONSHIP FOR DIVERSIFICATION AND
OWNERSHIP CONCENTRATION
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Thus, our results corroborate those of Miguel, Pindado and De la Torre (2004) which identify a concave
relationship between value and ownership concentration, which confirmed the monitoring and the
expropriation effect hypothesis for the very highest concentration values in Spanish firms. We have
advanced researched by providing the first evidence on the non-linear relationship between ownership
concentration and diversification rather than focusing on firm value.

As to the control variables, concerning the compliance with the codes of good practices, the expected
degree of compliance shows a negative coefficient (B,= -0.0010449). As expected, good governance
practices mediate the relationship between diversification and ownership concentration. Those firms that
observe good governance are less likely to diversify and, in turn, are more likely to pursue strategies
which ensure shareholders’ interests. As to the moderating role of debt, previously documented in the
literature, we get a significant negative relationship, thus concluding that firms which diversify usually
prefer equity to debt for financing the firm (Bs;= -0.0001032). Our results are at variance to those of
Menendez-Alonso (2003) for the Spanish market, since he did not find a significant relationship between
leverage and diversification. Finally, regarding directors remuneration, we identify a non-significant
negative relationship, which questions the role of directors’ compensation schemes as an efficient
monitoring mechanism. It could be explained in the light of the lack of consensus mentioned above. In
short, we may conclude that corporate governance palliates diversification, although its role as control

mechanism should be enhanced for Spanish firms.
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4.2. Insider Ownership and diversification
Concerning insider ownership (Model 2), results are shown in Table 2.

Table 2: GMM estimation of Model 2: diversification and insider ownership.

This table reports the values of the coefficients, t-statistics and p-value for the estimation of Model 2.

COEFFICIENT  Z P —value
DIVERS (-1) 6,35E-01 6.91 0.000
IOWN -9,78E-03 -1.99 0.046
IOWN? 4,93E-04 1.84 0.066
IOWN?® -5,33E-06 -1.57 0.166
DEBT -2,52E-06 -0.92 0.360
COMPGP -6,03E-04 -1.29 0.198
DIRCOM -4,15E-04 -2.18 0.029
INTERCEPT -4,43E-03 -0.70 0.487
M1 -2.30 0.0213
M 2 -1.13 0.2604
SARGAN 17.10 0.2509

They confirm a cubic relationship between insider ownership and diversification, as expected. It means
that for low and high levels of ownership concentration, managers are able to expropriate shareholders’
wealth and diversification strategies are more likely to be adopted. We find that in a first moment, insider
ownership is negatively and significantly related to diversification (at a 5% level). However, its square is
positively related to diversification (B,= 0.000493), thus reflecting a direct relationship between insider
ownership and diversification for entrenched managers. Finally, for upper levels of insider ownership, the
convergence of interest is restored (Bs= -0.000533) and the level of diversification of the firm decreases
(See Figure 2).

Additionally, for the control variables, we report similar results to those obtained upon the ownership
concentration framework. The three variables are negatively related to diversification when insider
ownership moderates the relationship, but the level of significance of these relationships are lower than

those obtained when ownership concentration moderates its relationship with diversification.
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FIGURE 2: CUBIC RELATIONSHIP BETWEEN DIVERSIFICATION AND

INSIDER OWNERSHIP
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5. Conclusions.

We analyze the relationship between ownership structure and corporate strategy for the first time in a
civil-law country. By applying a GMM estimator on a complete and balanced panel, our results show that
it exits a non-linear relationship between diversification and ownership concentration, which is a
quadratic U-shaped function, and between diversification and insider ownership, which is cubic. Thus we
provide the first evidence on a non-linear relationship between concentration structures and

diversification, which has been usually found to be linear for US, and UK companies.

This papers shows that for low and moderate levels of ownership concentration, their benefits overpass
their costs, but for higher levels, the conflict of interests between managers and shareholders arises, which
indicates that sometimes the costs of the conflict between blockholders and minority shareholders are
more severe than the managers-shareholders conflict. This problem could be exacerbated in countries

with poor shareholder protection.

Therefore, the emerging picture is that of a company whose managers increase the level of diversification
when they are entrenched, thus pursuing their personal goals rather than value maximization, and whose
level of ownership concentration should be very high so as to compensate the lack of legal protection of
the outside investors. Furthermore, concentrated ownership requires of very high levels of insider

ownership to prevent expropriation.

We also find that debt and the compliance with codes of good practices are negatively related to the level
of diversification, as predicted by the agency theory. The relationship between directors’ remuneration

and diversification, however, is not conclusive.
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All in all, our results confirm the theoretical relevance of the agency theory in explaining the managerial
attitudes towards corporate strategy, i.e., diversification. These results also corroborate the relevance of
corporate governance mechanisms to promote firm value maximizing strategies. This is especially
important in scenarios characterized by weak shareholder protection, such as civil-law countries. Due to
their deficiencies in legal shareholder protection, their concentrated ownership structures and the higher
likeliness of managers being entrenched, companies located in these countries should place their
emphasis on enhancing the correct functioning of corporate governance mechanisms. These mechanisms
are deemed effective to reduce agency costs and align the interests of managers and outside investors,
which may guarantee both to the maximization of firm value and the stability and welfare of top

managers.
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