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Presentation Notes
The paper is an ongoing effort to understand BG evolution… we have some preliminary and interesting results to share



Background and Motivation 

• Implications of Institutional Voids Hypothesis 
 
• Empirical Observations 
 
• New Findings based on Developed Markets 

(Boutin et,al 2013, JFE) 
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Presentation Notes
IV Hypothesis postulates that IVs are a necessary condition for BG value premium (Khanna and Palepu)… However, BGs exist in many developed markets… More over they are efficient and dominate in competitive markets with highly sophisticated institutional environment. Hard to draw any inference either way as survivorship bias is an issue… need to identify an exogenous change in competition environment, look at longitudinal transformation process.



What’s happening in India? 
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Presentation Notes
Post competition Act, Indian market saw a sudden reduction in industry concentration and BGs reacted by expanding mainly in unrelated areas.



Data 
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Presentation Notes
BGs value spread (against standalones) on average did not change over time even with increased competition. This goes against IV theory.
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Presentation Notes
BG, on average expanded mainly in unrelated areas. Market investments have increased and concentration has reduced.
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Presentation Notes
BG value spread dominance seems to sustain mainly from unrelated expansion and deeper pockets facilitated investment growth with increased competition. In summary, the story so far is beyond IV theory. Hence, we developed this paper to bring more structure to these initial findings and see how different Indian BGs evolved compared to the predictions of IV theory.



Research Questions 
• Can business group affiliates sustain their 

value premium with institutional 
development? 

• What structural factors appreciate/depreciate 
such value premium associated with business 
group affiliation? 

• When do business groups need deep pockets 
for value creation? 
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Presentation Notes
Q1. This question has been asked earlier, the answer based on emerging markets is “No”. Where are our initial evidence suggest other way. Hence we revisit.  Q2. This is relatively new question and it brings more substance to Q1. Q3 is mainly on efficiency and dominance. It has been addressed in developed markets. However, suffers from survivorship bias hence we revisit. All the three Qs put together helps to improve our understanding on BGs evolution and sustainability. 



Model 
• Setup:  
1. Firms decide to organise either as BG or SA 

based on the profit function. 
2. BG  efficiency is driven by diversification, 

economies of scale, competition and 
regulatory environment.  

3. Within BGs, profit depends on their degree 
of relatedness of their products.  
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Presentation Notes
Model is mainly to give structure to our thoughts than to make any theoretical contribution. It guides with a structure to our intuition.



Model 
• Profits are maximized using output-based or 

Cournot competition framework: 
• Diversification with cost complementarity 

increases BG output at the cost of SA.  
• Higher diversification and scale benefits 

implies value premium of group affiliation 
compared to standalones (Khanna and Palepu, 
2000) 
 



Model 
• Result 1: 
• In the absence of scale and diversification 

benefits, BG model is viable only when they 
diversify into unrelated areas. 

• Intuition: Assuming , quantity competition and 
industry size are symmetric (even after the 
formation of BGs), BGs can’t gain market power 
through related diversification. On the other 
hand, if they diversify in unrelated areas then 
they can reduce price and compete by increasing 
output and profits. 



Degree of differentiation 

Complements 
BG Profit minus Profit 
of Stand Alone Firms 

Substitutes 

Proposition 1 

As degree of complementarity 
rises, the BG profit rises 

As degree of substitutability rises, 
BG profit falls 



Degree of differentiation 

BG Profit minus Profit 
of Stand Alone Firms 

Complements 

Substitutes 

With increase in economies of 
scope and scale, the profit gap 
rises 

Substitutes 
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Presentation Notes
Close to Khanna and Palepu.. What ever they produce they are profitable as long as they have scale and scope



Model 
• Result 2: 
• Degree of relatedness and un-relatedness 

dictates the level of scale and diversification 
required for BGs to be viable. 

• Intuition:  
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Presentation Notes
This is more to do the structure… how much to diversify? Diversification is beneficial within certain critical range…



BG Profit minus Profit of Stand Alone Firms 
 

Economies of Scope 

Profit Gap rises with increase 
in economies of scope 

Proposition 2 
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Presentation Notes
To visualize, anything beyond w_high and less than w_low is not viable… in the model it comes due to trade-off between quantity competition gains and price competition losses…



Model  
Result 3: 
If competition authorities adopt consumer 
welfare standards for investigating BG effect on 
competition then BGs structure that reduces 
consumer surplus attracts penalty. 
Increase in diversification through relatedness 
attracts more penalties as it reduces consumer 
surplus more.   
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Given that there is a critical range… we now explore how penalties for obstructing competition affects BG structure… The main criteria for the regulator is which structure reduces consumer welfare…



Substitutes 

Profit Gap 

Consumer 
surplus 

Consumer 
surplus 

Complements 

Economies of 
Scope 

Economies of 
Scope 

Profit Gap 

Proposition 3 

No Penalty under 
Competition 
Authority 

Penalty under 
Competition 
Authority 
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Presentation Notes
Consumer surplus is less when BGs diversify in related areas.. Hence they have to shrink their relatedness…



Profit Gap 

Reduce 
Diversification  

Increase 
Diversification 

Economies of Scope 

Proposition 5 

Consumer 
surplus 

Substitutes 
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Presentation Notes
Among the BGs within related diversified, those that have less diversification are less affected than those that are more diversified…



Consumer Surplus gap
(Complementary low degree)

Profit gap (Complementary low
degree)

Reduce 
Diversification 

Proposition 5 

Economies of 
Scope 

Complements 
low degree 

Presenter
Presentation Notes
Within BG that have complements… the less complements the more shrinking needed…especially if they are more diversified…



Economies of 
Scope 

Profit Gap 

Proposition 6 

Increase Diversification  
with scale Consumer surplus 

Complements  high 
degree 
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BGs that have high degree of complementarity are not affected.. However, they need higher scale for diversification..









Data and Methodology 
• Data Sources: Prowess; The NIC Code for 

economic activity (published by the 
Government of India) is based on the 
International Standard Industrial Classification 
(ISIC) of Economic Activities developed by the 
United Nations. 

• Data period: 1990-2012 (23 years); Exogenous 
competition environment change – year 2002 
(Competition Act) 



Measuring Scale and Diversification 



 





Concluding Remarks 

• BGs persist with institutional development 
(improved competition). 

• They create value and consumer surplus when 
they diversify into unrelated areas. 

• BG scale and deep pockets are handy for 
creating value in competitive environment. 

• More research is needed to understand 
welfare concerns  
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