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Abstract 

The aim of this paper is to analyze the role of the board of directors and the management entrenchment in the 
explanation of diversification strategy of the Tunisian firms. In particular we focus on the characteristics of these 
two opposite directions bodies where the first controls the second in explaining the strategic choices of the firm. 
We find evidence for the negative effect of the board size and outside directors on the diversification strategy of 
the firm. The empirical result points also the negative effect of the CEO duality, which is inconsistent with the 
agency hypothesis. 
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1. Introduction 

The effect of corporate governance on firm diversification strategy has received important attention in the 
management and finance literature in recent years. This increased subject has been developed by the financial 
scandals that appeared in early part of this decade. To address the problems caused by recent financial crises, in 
particular those related to governance system failures, the majority of firms are required to have a board of 
directors that must meet certain conditions, namely the presence of several directors ,the existence of sub 
committees and the independence of directors of the management team (Hermalin & Weisbah, 2003), since it is 
on the one hand an obligation under the laws and regulations(see the Sarbane-oxley act of 2002) of each country, 
and also an organizational solution to minimize agency problems that plague business. In this context, most 
empirical studies that have attempted to emphasize the associations between Ownership structure and firm 
diversification strategy have been investigated in the Common-law countries and globally consider shareholder 
power against management behavior. They implicitly suppose convergence of interests between all types of 
shareholders. Moreover, it cleary accepted that diversification strategies represent a circumstance where agency 
problems between managers and shareholders are important and represent a forme of manager perquisite (Denis 
et al., 1999). 

According to Jensen (1986), Stulz (1990), La Porta et al. (1999) market imperfections with higher asymmetric 
information may allow large shareholders and manager to exploit the company for their own wealth. Such 
agency costs are likely to occur for diversified firms in emerging markets where ownership is more concentrated 
and investor protection is too low. Jensen and Meckling (1976), Thietart (1992) argue that when ownership and 
management are separated which reduce the performance and the strategic profit of the firms, the composition, 
the number and the independence of the board of directors must garantie monitoring mechanisms to reduce all 
the agency costs. Li (1994) considers that the differences in corporate governance in many countries appear to be 
the result of changes in the organizational structure of the company, especially ownership patterns and boards 
composition. According to Charreaux (2000) the board of directors is considered one of the privileged control 
mechanism contributing to the goal of creating value, is responsible for protecting the interests of stakeholders in 
the firm, it must also play various missions in order to align the interests of executives with those of 
shareholders. 

Contrary to Yates (2005), Beiner and Schmid (2005) show that large shareholders and corporate governance 
mitigate value destroying diversification. Denis et al. (1997, 2002) find that managerial ownership is negatively 
related to the development of diversification strategy. In this context, greater latitude and discretions are given to 
manager to pursue self-serving interests and own utility at the expense of the principal. These results are also 
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confirmed by Jiraporn et al. (2006) in a context of poor protection of the minority shareholders. Bhagat et al. 
(2006) show that the number and the percentage of stocks owned by directors have an effect on the aptitude of 
the board to control management. Furthermore, when we examine the association between diversification and 
corporate governance, it is important to add to this monitoring variable a broader set of governance indicators as 
board size, CEO duality, institutional investors, the independent directors. Gleason et al. (2012) noted that if the 
board of directors is well structured, sufficient monitoring and disciplinary actions will take place to impede all 
the manager’s proposals that conduct to entrenchment behavior or personal perquisite consumption. 

Although the large number of studies, there is still much debate on the relationship between characteristics of the 
Board, managerial entrenchment and firm diversification. The purpose of this article is to analyze the role of the 
board of directors and the executive in explaining the company’s diversification strategy. In particular, we focus 
on the characteristics and behaviors of these two directions bodies which one controls the other in explaining the 
strategic choices of the company both from theoretical and empirical findings. 

The remaider of the paper is organized as follows; section2 briefly reviews the literature. Section 3 presents the 
study’s data and methodology; section 4 summarizes the empirical findings of the analysis. The conclusion is in 
the final section. 

2. Literature Review  

According to Shleifer and Vishny (1997), government system must protect investors’ wealth from possible 
expropriation by managers/owners and ensure them an adequate profitability. In this context managers have an 
incentive to take actions that are not in best interests of the shareholders. Jensen (1986) and Stultz (1990) 
consider that diversified companies are likely to engage easier in empire building when asymmetric information 
is higher. 

2.1 Board Characteristics and Diversification  

Fama (1980) argues that the board is one of the fundamental elements of the internal control mechanism to 
monitor managers and limit agency costs. In this case, it is supposed to play a major role in corporate governance 
and is responsible for monitoring the strategic choices and prevention of conflicts of interests. 

2.1.1 The Board Size 

The function of the board of directors is to assure that management of the firm is done in accordance with 
shareholder value maximizing goal and to control managers on important decisions such as diversification. The 
sarbane-oxley encourages firms to use smaller size of boards which may give better monitoring than large board. 
In this context, Yermack (1996) shows that supervision of manager’s behavior seems to be more effective with 
smaller board than larger one. However, Coles et al. (2006) do not confirm this result where their study shows 
that not all firms are well controlled by smaller size of board. The implication of these explanations is an inverse 
relationship between the size and diversification (Yermack, 1996, Eisenberg et al., 1998; Cornett et al., 2000). 
Linck et al. (2008) by examining a sample of 7,000 companies, they showed that diversification strategy is better 
developed for a smaller board of directors. Moreover, Cheng (2008) shows that large boards are associated with 
low levels of diversification. This result is consistent with the idea that the problems of coordination and 
communication become more difficult to resolve when the size of board grows. 

Inversely, many other studies do not share the same result as obtained before. Thus Pearce and Zahra (1992) 
showed that a large board has more control over the leader thereby limiting its opportunistic behavior. This same 
consequence is confirmed by the study done by Dalton et al. (1998), which showed that this positive relationship 
between board size and firm performance is less obvious for Small and medium-sized enterprises (SMEs). 
Bhagat and Black (2002), Chen et al. (2005) and Black et al. (2006) do not find a statistically significant 
relationship between board size and diversification. Through a study on Australian firms, Kiel and Nicholson 
(2003) find that large boards are not a barrier to good diversification. Moreover, Anderson et al. (2004) find that 
firms with large board have a low cost of debt. According to Adams and Mehran (2005), factors that influence 
the association between the board size and diversification are much more related to the control of the manager 
and to the quality of decision-making. Consequently, a larger board provides more resources for businesses and, 
therefore and improve diversification for the best interests of shareholders. 

2.1.2 Outside Directors 

Since the recent financial crisis and the resulting passage of the sarbane oxley, outside directors of the board 
become the focal point of corporate governance. According to the SOX, the term independent director means a 
member of a board of directors who is not affiliated with the top executives and does no have a material or 
pecuniary relationship with firm. And he is likely to give vigilant oversight over company to control managerial 
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opportunisms and support shareholder value. 

Perceived as to improve the functioning of the board, independants directors have been defined through two 
approaches: (i) firstly, according to 'Resource Based View' where the board is seen as an instrument that can help 
create skills (Charreaux, 2000), outside directors are positioned as experts that have role to bridge the 
weaknesses of the firm and put their skills to the service of management in order to improve its competitive 
position. (ii) secondly, according the dependency theory, outside directors can play an active role in the 
arbitration in case of disagreement between insiders and outsiders and helps to reduce agency problems (Pfeffer 
& Salancik, 1978; Cotta, 2001). 

Several studies testing the effect of outside directors on diversification, have obtained mixed results. Rosenstein 
and Wyatt (1990) show that the number of the outside directors meetings affects positively the stock markets. 
Hossain et al. (2000) also found a positive relationship between higher levels of board independence and 
corporate diversification. Chung et al. (2003) find that board independence positively affects diversification 
through the ability of outside directors to provide effective means of control of executive activities. However, 
Bhagat and Black (2002) found a negative relationship between the proportion of outside directors in the board 
and the choice of diversification. Prevost et al. (2002) and Connelly and Limpaphayom (2004) do not find a 
statistically significant relationship between the presence of independent directors and diversification strategy. 

2.2 Managerial Ownership Characteristics and Diversification Strategy 

2.2.1 Entrenchement Behavior, Manager Ownership and Diversification 

Under traditional agency problems between principal and agent, managers have incentives to take actions that do 
not maximize the shareholders’ welfare (Jensen & Meckling, 1976; Jensen, 1986). This is clearly recognized by 
Shleifer and Vishny 1989 where entrenched managers appear to be using their discretions more for personal 
agendas than corporate wealth. They entrench themselves by specific investment that reduce the risk of their 
revocation and make themselves valuable to shareholders and costly to replace. Amihud and Lev (1999) and 
Stulz (1990) also point that through diversification, it is assumed that managers extend firm size, decrease firm 
risk at the expense of lower stockholders income and developing more personal gains. Accoding to Pigé (1998) 
entrenchment is analyzed from two points of view: (i) from manager himself, entrenchment concerns all things 
and behavior that can maintain his job, increase his liberty to decide and obtain private benefits (Charreaux, 
1997). (ii) from shareholders, entrenchment is perceived either as detrimental (Jensen, 1993) when it leads to 
higher costs, non optimal investment, or favorable when it enhances the company’ vital relationship to ensure its 
growth. 

According to Jensen (1986), stultz (1990), higher asymmetric information may permit managers to more simply 
use the firm for own interests. Such option for exploitation is likely to occur when stockholders are less protected. 
And it is straightforward for diversified companies in emerging markets to be involved in empire building. Lins 
and Servaes (2002) show that in merging markets minority stockholders are easly to be exploited if 
manager-owner employ pyramid ownership structures to isolate their cash flow right from control. In such 
situation entrenched managers are expected to develop a diversified firm like their own personal goal and tend to 
be over-invested. Jensen and Meckling (1976) consider diversification as an essential aspect when examining the 
agency problems between managers and shareholders. Rose and Shepard (1997), Aggarwal and Samwick (2003) 
argue that Diversification strategies are generally as poor governance device because they offer to managers the 
option to be entrenched and have more private benefit. Denis et al. (1997) have found a negative relationship 
between managerial ownership and diversification. In other words, the existence of a managerial stock holdings 
or control block is negatively related to the implementation of diversification strategies. Directors have greater 
freedom to pursue strategies that are not always consistent with the objective of maximizing shareholder wealth. 
These results are confirmed by more recent study by Denis et al. (2002) on international diversification. This 
relationship also exists in the case where the protection of shareholders' interests is low (Jiraporn et al., 2006). 

Krivogorsky (2006) has found a positive relationship between managerial ownership and business diversification. 
However, this relationship remains insignificant. Cornett et al. (2008) has showed a significant positive 
association between managerial ownership and diversification. On the other hand, if managers hold equity 
interests, it becomes more difficult for owners outside to exercise control. This effect of entrenchment is 
particularly significant for an important managerial ownership. In this case, managers will not have as their 
primary objective the maximization of corporate value, a negative relationship between managerial ownership 
and business diversification is possible. 
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2.2.2 The CEO Duality and Diversification 

When the CEO is also the chairman, the ability of the board to monitor the CEO is lower (Jensen, 1993). Gul and 
Leung (2004) suggest that business leaders who also serve as a chairman of the board could reduce the board's 
ability to exercise effective control over the management and thus negatively affect the strategic choices. 
Brickley et al. (1997) confirm that there are also agency costs coupled with having two persons holding the titles 
of chairman and CEO. They find no evidence for companies with separate occupations have better outcomes 
than those who have the same person holding both the two functions. However, Pi and Timme (1993) find that 
firms with a person having both functions are less effective than those with two people occupying the two 
functions. Krivogrsky (2006) and Cornett et al. (2008) distinguish a negative relationship between the Chief 
Executive duality and business diversification. Furthermore, Pigé (1998) notes that the level of entrenchment is 
defined by the unexplained part of the annual preservation decision (or replacement) by the Board of Directors, 
after taking into account the performance of the year and the age of the manager.  

Hoskisso and Hitt (1990) argue that the most important point to note however is consider diversification is 
developed no only because of the strategic goal of the firm but also for the entrenched managers who have 
private incentives from diversification. This is clearly recognized by the position of managers relative to 
stockholders, have an incentive to be over-invested in the firms. Wang and Barney(2006) argue that managers are 
likely to have more reputation, and private benefits. Therefore CEOs might become enough sufficient to easily 
reduce the risk of their dismissal. It follows, that managers are likely to support measures that facilitate more 
safe income. Eisemmann (2002) shows that companies with managers that have lower share ownership are more 
diversified than do owner-managed companies. Eisenhardt (1989) show that CEO duality increase asymmetric 
information between manager and the board which accentuate agency problems between insiders and outsiders. 
Boyd et al (2005) note that CEO duality tears the equilibrium power between CEO and the board which reduce 
the board’s controlling efficiency. Kim et al. (2009) show that in the case of unrelated industries, CEO duality 
and corporate diversification are associated positively. They recognized that this relationship is less pronounced 
when we consider the effect of corporate governance mechanisms.  

3. Data and Methodology 

3.1 Sample Description 

The sample of the study includes 30 Tunisian companies listed on the Stock Exchange of Securities Tunis (TSE), 
observed over a period of 15 years (1997-2011) allowing us to constitute a cylinder of panel date of 450 
observations. 

3.2 Measurement of Variables and Hypothesis Development  

3.2.1 The dependent Variable: The Diversification Strategy 

To assess the degree of diversification of a firm among its various activities, previous research has suggested two 
possible approaches: (i) using Rumelt’s (1974) corporate strategy typology based on the links between 
diversification strategy (single, dominant, related and unrelated business), administrative structure and 
performance. (ii) using measures based on indices such as the Herfindahl index and entropy index. According 
Batsh (1993), the two measures are frequently significant in analyse the diversification strategies. 

(i) Diversification Herfindahl (DivHerf): This measure uses the Herfindahl concentration index to measure 
diversification. 

DivHerf =1 – H                                        (1) 

Where 2

1

n

ii
H P


  and Pi measures the proportion of the turnover of the business (xi) to income ratio in the 

industry. Pi = xi/X, n is the number of the company’s activities. Herfindahl diversification appears to be the 

complement of the concentration of the company’s operations, meaning by this measure that the total of 

diversification and concentration must be equal to unity. Several authors have used this method, we can refer to 

the studies done by Lang and Stulz (1994), How and Jarell (1995), Denis et al (1994). 

2

1

1 ( / )
n

i
i

DivHerf x X


                                        (3) 

(ii) Diversification entropy (Entropy): this measure is proposed by several authors: Jacquemin and Berry, 
Chatterjee and Blocher (1992), Palepu (1985). 
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Where Pi represents the share in the company’s turnover in the ith industry. This index is zero when the company 
operates in one industry and takes log n value when the total income is returned in a fair manner between n 
industries in which it operates. The advantage of such a measure is its decomposition property of the value of the 
index types of components corresponding to different levels of activity. 

3.2.2 The Explanatory Variables 

The characteristics of the Board: we use two variables to describe the charecteristics of the board: the size of the 
board and the outside directors. 

-The board size (BSize): Jensen and Meckling (1976), Fama (1980) define the board function as to monitor and 
encourage managers to create value for shareholders. According to Faleye. (2004), a board is simply a group of 
people working together to accomplish a common goal. Hence, its success depends on the dynamics of the group 
and their interaction. In practice, the size of the board may vary significantly from one company to another, 
within the limit provided by law (Charreaux & Pitol-Belin, 1987). Therefore, the board size may be a lever used 
by companies and it is likely to influence the effective functioning of the management. Therefore, The size of the 
board is a very important feature which can have an impact on this dynamic. By analyzing the impact of the 
board size on the company’s diversification measures, Yermack (1996) has shown that there is a significant 
negative relationship.Other studies have previously shown that this relationship is positive. Indeed, when the 
board size increase, the coordination and decisions will be less effective which gives the opportunity to the 
leader to develop diversification in accordance with his utility function (shaw 1981, Jewell & Reitz, 1981, 
Gladstei, 1984; Olson, 1982). We measure the board size by the total number of directors in the board. 

H1: The board size has a positive impact on the diversification strategy. 

-The Independent board Directors (BIND): An outside director must not have significant contractual 
relationships with the company, he is supposed to play a more important role than an internal administrator in the 
control of managers since he is not a shareholder or former official in the company. According to Fama (1980), 
an outside directors are considered to be a professional arbitrator whose main task is to stimulate and control 
competition among the senior executives of the company. Thus, they are more effective than inside directors in 
the control and discipline of the manager (Rosenstein & Wyatt, 1990; Byrd & Hickman, 1992). Indeed, Godard 
and Schatt (2004) put forward the idea that outside directors have an important role in the effectiveness of the 
diversification strategy in line with shareholders’ wealth. This variable is measured by the proportion of the 
outide directors in the board. 

H2: The presence of outside directors has a negative effect on business diversification. 

The Entrenchment behavior: we consider three proxies to measure the management entrenchment: (1) the CEO 
duality, (2) the Manager ownership (3) the risk of over-investment. 

-The CEO Duality (DUAL): this variable constitutes an indicator of the power structure in the Board of Directors 
when the manager takes the same time as Chairman of the Board. Fama and Jensen (1983) and Jarrell et al. 
(1988) suggested that the duality is negatively related to the firm's diversification strategy. Sridharan and 
Marsinko (1997), demonstrated that duality reduces the independence of the board and results in more agency 
costs due to conflicts between the board and the manager. Boyd (1994), demonstrated that duality actually 
translates into business performance loss for less diversified firms. Christine Panasian (2004) suggests that 
duality is not a significant factor in explaining the firm’s diversification strategy. We measure this variable as 
equal to 1 if the function of the Chief Executive Officer and Chairman of the Board are united in one person, 0 
otherwise. 

H3: The CEO duality has a negative impact on business diversification. 

-Management ownership (MOW): The increase in managerial ownership should be a positive signal to the 
diversification of the firm because the higher the stake held by the leaders, the lower the difference of interests 
between shareholders and managers will be. However, several studies have found that when management 
ownership is higher, firms ar less diversified. According Morck, Shleifer, and Vishny (1988), Jensen and Ruback 
(1983), the relationship between the CEO ownership and firm diversification strategy is non linear and is 
inclined to be more negative. We measure this variable as a dummy variable taking the value of 1 if the manager 
holds shares in the company and the value 0 otherwise.  
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H4: we anticipate a positive relationship between management ownership and diversification. 

-The risk of overinvestment (OINV): overinvestment is a situation in which managers will squander free cash 
flow by investing in too many projects especially negative NPV projects rather than pay out cash to shareholders. 
Jensen (1986) considers a situation of over-investment when the company has FCF (Free Cash Flow positive) 
while its future growth opportunities are poor (tobin’s Q is less than 1). In this case we use a dummy variable 
that takes the value 1 when the risk of over-investment is higher and the value 0 when the risk is low. The earlier 
financial studies suppose positive relationship between the risk of over-investment and diversification strategy. 
According to Shleifer and Vishny (1989), Mork et al. (1990) and Paquerot (1997) this positive effect is due to the 
entrenchment hypothesis. For Castanias and Helfat (1992), managerial rents are produced through leadership 
abilities. Hirschleifer (1993), Garvey and Swann (1994) and Charreaux and Desbrières (1997) show that 
entrenchment does not mean inefficiency of investment.We measure this variable as follows: OINV takes the 
value 1 if and only if Tobin’s Q <1 (non-existence of growth opportunities) and Free Cash Flow> 0. And 0 
otherwise. 

H5: we assume a positive relationship between the risk of over-investment and diversification strategy 

Control variables: in the table 1, we consider four control variables that may explain the company's 
diversification strategy: profitability, Free cash flow, Growth and the firm size. 

 
Table 1. Characteristics of the firm and measures of the control variables  

 Abbreviation Measure of variable 

Profitability PROF The profitability of the capital - interest rate. 

Free Cash Flow FCF Operating profit + depreciation allowance - investment expenditure (Jensen 1986)

Growth rate of the assets GROWTH (TAt – TAt-1)/ TAt-1 

Where TA is total assets 

Size of the company SIZE Natural Logarithm of total asset 

 
3.3 The Model to Be Tested 

In order to test the relationship between board carecteristics, management entrenchment and diversification 
strategy, we propose two econometric models as follows:  

Model 1: 
0 1 2i t i t i t i tD i v e r s i f i c a t i o n B O A R D C V        

Model 2: 
0 1 2i t i t i t i tD i v e r s i f i c a t i o n E n t r e n c h m e n t C V v       

The first model examines the relationship between diversification and Board characteristics as measured by 
Board size (BSIZE) and outside directors (BIND). And second model analyzes the effect of management 
behavior as measured by entrenchment variables (DUAL, MOW, OINV) on firm diversification strategy. Where 
diversification is measured by DivHERF and Entropie and CV is control variables as measured by profitability 
(prof), Free cash flow (FCF), Growth (Growth) and the firm size (SIZE). 

4. Empirical Tests  

4.1 Descriptive Statistics 

Table 2 shows that our sample has an average board size of 10 with a maximum value of 14 and a minimum 
value of 6. In fact, the researchers do not seem to agree on the number of directors who is working to ensure 
proper functioning of the Board. Indeed, Lipton and Lorsch (1992) suggest that large boards may be less 
effective than those of small size. They advocate a board between 8 and 9 directors. The idea is that when boards 
have a tendency to be large, agency problems increase and the board becomes less independent to exercice 
efficient monitoring. In addition, the board’s members will have more difficulty to convey their attitude given the 
limited time given to them at meetings. According to Jensen (1993), boards composed of more than 7 or 8 
directors are ineffective and become more easily controlled by the executive. Indeed, the larger the size of the 
board, the less coordination, communication and decision-making will be effective. Kiel and Nicholson (2003), 
believe that eight directors would be the maximum and 6.6 the common range of the board. Brown and Caylor 
(2004) show that firms with size between 6 and 15 have a greater return on equity and profit margins higher than 
other companies. While, Leblanc and Gillies (2004) find that a size of between 8 and 11 administrators would be 
optimal.  

In addition, the percentage of outside directors is equal on average to 50%. This rather high proportion proves 
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that listed Tunisian firms are dominated by outside directors because of the important role of the latter in 
corporate governance. Because they can control the strategies of leaders and ensure that they apply the norms 
and standards rules and restrict their abusive power, so that they do not engage in activities that are against the 
interests of shareholders and affecting negatively business performance. Our result is consistent with that found 
by Adams and Mehran (2005). These authors found that 69% of the board are outside directors. 

 
Table 2. Statistics descriptive of the quantitative variables 

 BSIZE BIND PROF  FCF GROWTH  SIZE 

 Mean  10.01778  0.494618  0.002911  0.081245  105031.0  8.194874 

 Median  10.00000  0.558442 -0.009305  0.058097  0.045539  7.913125 

 Maximum  14.00000  1.000000  0.282569  0.301050  47263856  9.790359 

 Minimum  6.000000  0.000000 -0.253198 -0.098779 -1.000000  0.000000 

 Std. Dev.  1.718404  0.238893  0.058443  0.075241  2228040.  0.827026 

 Skewness -0.842206 -0.028296  0.519368  0.647556  21.14243 -1.688710 

 Kurtosis  4.720353  2.310463  5.004336  2.458021  448.0022  22.76051 

 Jarque-Bera  108.6911  8.974944  95.55632  36.95726  3746531.  7535.339 

 Probability  0.000000  0.011249  0.000000  0.000000  0.000000  0.000000 

 Observations 450 450 450 450 450 450 

 Cross sections 30 30 30 30 30 30 

 

Table 3 describes the qualitative variable as measured by dummy measures (1 or 0). Theses variable are CEO 
duality, Management ownership, and Overinvestment. It is found that 54% of firms adopt combine the functions 
of Chairman and CEO and 52% of companies are managed by the owners. To characterize the risk of 
overinvestment 30% of our sample has firms with non optimal investment associated with wastful use of free 
cash flows. 

 

Table 3. Statistics descriptive of the qualitative variables 

 
Proportion Std. Err. 

Binomial Wald 

[95% Conf. Interval] 

DUAL 

0 

1 

0.46 

0.54 

0.0235208

0.0235208

0.4137754

0.4937754

0.5062246

0.5862246

MOW  

0 

1 

0.4733333 

0.5266667 

0.0235629

0.0235629

0.4270261

0.4803595

0.5196405

0.5729739

OINV 

0 

1 

0.711111 

0.2888889 

0.02139 

0.02139 

0.6690741

0.2468519

0.7531481

0.3309259

 

4.2 Estimated Results and Discussion 

Test 1: impact of the board characteristics on the corporate diversification strategy.  

The empirical results of the model 1, show that board size has significantly negative effect on diversification as 
measured by DIVHERF and confirms the work of Jensen (1993), Hermalin et al. (2003), Yermack (1996). 
Dalton et al. (1998), Wintoki (2007), showed the existence of a negative relationship between Board size and the 
choice of diversification strategy. On the other hand, our results show also a significantly positive relationship 
with ENTROPIE measure, which confirms our basic hypothesis (H1), and with those of Adams and Mehran 
(2005) considering that Board size has a positive impact on the strategic choices of the firm.  

Regarding the independence of the board, the empirical test shows that the percentage of outside directors 
(BIND) are associated negatively diversification as measured by ENTROPIE and DIVHERF, which support our 
hypothesis (H2) where the presence of these directors allows increase actions of monitoring and control and 
therefore limits the possibility of diversification accompanied by a discretionary behavior of the leader. 
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Table 4. Estimation of the impact of the board of directorson on diversification strategy 

 
DIVHERF ENTROPIE 

Regression 1 Regression 2 Regression 3 Regression 4 

C 1.351557 1.557658a 0.132229c -0.161426 

BSIZE -0.025596 -0.021931a 0.023081a 0.027490a 

BIND -0.408377 -0.396719a -0.059585 -0.141448a 

PROF  0.485971c  -0.849362a 

FCF  -0.520864c  1.594406a 

GROWTH  3.58E-09  -5.76E-09 

SIZE  -0.025389  0.019954 

Ajusted R² 0.175191 0.188645 0.025825 0.140738 

 
Concerning the control variables we note that the firm size (SIZE) has a negative and insignificant sign, which is 
not confirmed by the results found by Boyd and Runkle (1993); Pinteris (2002); Adams and Mehran (2005), 
supporting the idea that diversification is positively associated with the size of the firm. Regarding the variable 
(FCF), it has the greatest contribution with a high and significant coefficient of 1.594406 proving its explanatory 
power on the diversification strategy, but also significantly negative with DIVHERF measure. 

Test 2: Impact of entrechment behavior of the company's diversification strategy. 

We note that duality (DUAL) has a negative and statistically significant impact on diversification confirming the 
findings of Panasian et al. (2004) and Boyd (1994), who found that this form of ownership has negative effects 
on the diversification process. In addition, this variable is positively but not significantly related to 
diversification as measured by ENTROPIE with a coefficient of (0.011003) which explains its weak influence on 
diversification and corroborating our hypothesis H3. 

 
Table 5. Estimation of the impact of the entrenchment on diversification strategy 

 DIVHERF ENTROPIE 

 Regression 1 Regression 2 Regression 3 Regression 4 

C 0.932711a 1.447396a 0.338833a -0.151375 

DUAL -0.205572b -0.178738b 0.006497 0.011003 

MOW 0.120780 0.091338 -0.015161 -0.020423 

OINV 0.027117 0.025570 -0.001314 -0.001543 

PROF  0.491005b  -0.783024a 

FCF  -0.877038a  1.503928a 

GROWTH  4.62E-09  -5.54E-09 

SIZE  -0.054166a  0.045307a 

Ajusted R²  0.032365 0.072159 0.000317 0.102789 

 
We also note that the management ownership (MOW) and overinvestment (OINV) are not significant in the 
above models where their effects on diversification as measured by ENTROPY are negative. These results, 
invalidates our hypotheses H4 and H5 and confirm the study conducted by Morck et al. (1988), Jensen and 
Ruback (1983) who find that the participation of the leader is negatively related with the strategic choice of the 
company. 

5. Concluding Remarks 

Few studies have investigated the relationship between diversification and the problem of agency costs of equity 
via the control mechanisms and management entrenchment. Models of the agency typically involve managers 
and shareholders to have divergent interests and, therefore, less monitoring allowing managers to pursue 
business strategies at the expense of the shareholders wealth. Several studies suggest that CEO can continue to 
reduce the business risk by diversification in order to decrease the probability of his dismissal when things will 
get worse although this strategy is to contradict shareholders’ value. Specifically, Amihud and Lev advance the 
idea that shareholders can reduce investment risk by diversifying; they are less concerned about the 
enterprise-specific risk. 
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The results of our empirical tests have shown that the Board size negatively affects the diversification ratio of a 
firm. Regarding the outside directors are associated also negatively to diversification ratio which supports our 
hypothesis that the presence of these directors can increase control actions and monitoring and therefore limits 
the possibility of diversification accompanied by a discretionary behavior. Concerning the impact of 
entrenchment behavior on the company's diversification strategy, we observe that the CEO duality has only a 
negative and statistically substantial effect on the strategic choice of the firm. The others proxies of 
entrenchment behavior (manager ownership, and the risk of overinvestment) are not statistically significant.  
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