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The 
Conglomerate 
Advantage
When does a conglomerate model provide an 
advantage over a pure-play startegy?

By Eric Rosset

It is no surprise that investors frequently discount the value of 
conglomerates. While investors may be interested in a particular 

function of a conglomerate, the rest of its business units are often 
considered a deterrent. Conglomerates claim to benefit from 
diversification, but investors are typically better off diversifying 
on their own. Further, many claim that conglomerates lack a 
“core competency” since managers rarely become specialists in 
each of the organization’s business units. Traditional schools of 
thought dictate that conglomerates will thus be outperformed in 
each product or service area by specialized firms that have a more 
focused strategy – also known as “pure plays.” 

In the developed world, it is strategically advantageous for 
management to allocate resources to areas where the company 
operates most efficiently, while other aspects are outsourced to 
firms with comparative advantages. For example, manufacturers 

rely on road systems for the delivery of their products but rarely 
enter the transportation sector themselves. Rather, firms outsource 
their shipping needs to private transport companies that are able to 
provide dependable and cost-effective services due to government-
built and maintained infrastructure. 

So what, then, allows conglomerate giants such as India’s Tata 
Group, South Korea’s Samsung, and the U.S.’s General Electric, to 
thrive against the threat of pure play competitors? When is it in a 
company’s best interest to apply a conglomerate strategy?

Institutional Voids in the Developing World

In contrast to the developed world, firms in developing countries 
often do not have the luxury of relying on government-built 
infrastructure that enable them to specialize efficiently. Among 
other things, a lack of infrastructure, underdeveloped capital 
markets, or an uneducated workforce represent institutional voids 
that force firms to invest in areas outside their core competency—
detracting focus from their primary business. In such instances, 
vertically and horizontally-integrated firms are better positioned 
to earn higher returns than their pure-play counterparts. 

Physical Synergies 

In scenarios where a lack of physical infrastructure forces a company 
to operate sub-optimally—a common situation in developing 
markets—entry into new markets is essential for the firm to operate 
its core businesses effectively. Investing in necessary infrastructure 
allows a conglomerate to realize greater returns than smaller, 
independent businesses that are unable to control their supply 
chain. Conglomerates can also realize synergies when multiple 
business units share distribution, marketing, and administrative 
costs. Often times, new opportunities for cross-selling arise as well. 
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Correlating firm value and institutional voids

Locating the Conglomerate Advantage

As industries or economies mature, the value offered by a 
conglomerate structure diminishes. Economic development 
reduces the competitive advantage a conglomerate derives 
from its ability to fill institutional voids.

Suppose a small steel plant in rural India must deal with a regional 
power outage every few days that shuts down operations. The 
manager of the energy company that supplies power to the region 
claims the supply of coal is irregular. Often, the coal plant runs out 
of fuel, forcing the company to shut down its generator. As it turns 
out, the rail company that delivers coal to the region has ineffective 
management and poorly-managed logistics. As a result, the steel 
plant, the electricity company, and the rail company all suffer.

If the situation at the rail company were resolved, the profitability 
of all three firms would improve. The synergies of working together 
are clear: merging the three companies and centrally managing 
them as a conglomerate would decrease the costs involved in 
communication and coordination. Coal shipments could be 
better forecasted, the energy plant would receive adequate and 
predictable supply, and the steel plant’s operations would improve. 
This problem may seem unrealistic in North America, but that is 
because the institutions and infrastructure which enable effective 
outsourcing and specialization are often taken for granted. In many 
places, freight and power supplies are unreliable, and the benefits 
of a merger become obvious. Larger firms must actually create the 
institutions that are void in the general marketplace.

Opportunities for Outsized Returns

In developing markets, conglomerates are also at an advantage 
as they are able to fill more subtle institutional voids like 
underdeveloped capital markets, deficient legal systems, or a 
limited availability of venture capital. Institutional voids become 
barriers to entry that conglomerates can scale, but other potential 
competitors cannot. As a result, larger firms can enter new, 
unrelated, markets and earn above-market returns due to limited 
competition. For conglomerates, the ability to fill institutional 
voids becomes a sustainable competitive advantage. In mature 
economies, an abundance of capital and established antitrust rules 
mean that a conglomerate cannot generate above-market returns in 
any adjacent industry for long, as specialized firms will soon enter 
and drive profits down. 

A real-world example comes from the decision of Tata, a trading 
company, to enter into steel production and hydroelectric power. 
The company was able to earn outsized returns by doing so, since 
there was little competition between 1905 and 1910 (when the 
decision was made). Moreover, the lack of supporting institutions 
prevented others from entering those sectors. Tata Group was 
effectively acting as a financial institution and consultancy 
service, not merely a “pure play” trading company. This allowed 
it to raise capital to found businesses in steel and energy in the 
absence of credit rating agencies, capital markets, venture capital, 
and government support. With its sophisticated management, 
expertise, and available credit and capital, Tata was able to fill the 
market void and do what no one else could at the time. 

To keep knowledge in-house, it made strategic sense for Tata to 
found the Indian Institute of Science. Doing business in India is 
riskier than in areas that have well-enforced contract and patent 
laws. Tata Group subsidiaries, however, need not worry about 
contract breach or patent infringement since each subsidiary 
falls under the same corporate umbrella. Since sister companies 
would not cheat each other, it is as if the firm created its very own 
monitoring and law enforcement institution.

The Conglomerate Cycle

There are competing ideas about whether a conglomerate is a 
successful business model. There is certainly a tradeoff between 
the advantages of expansion (as enjoyed by Tata Group) and the 
advantages of specialization (as any pure play). The advantage 
tips in favour of one side or the other depending on the level of 
development of the market in which the company operates. Since 
development varies across the world and changes over time, any 
model to explain conglomerate advantage must be dynamic.

At lower levels of development, firms who are able to overcome 
marketplace voids first can leverage that advantage across 
various seemingly unrelated business units. At higher levels of 
development, the ability to rely on institutions increases (enabling 
outsourcing, for example) and conglomerates will be forced to 
compete against pure plays, resulting in the need for corporate 
spin-offs to maximize firm value. In essence, as opportunities for 
pure play success arise, the presence of specialized firms within 
the market shrinks conglomerate margins and results in a decrease 
in firm value. Consider a firm such as GE in the United States. 
Its continued success in the developed world may represent an 
anomaly or a unique advantage that is being leveraged to add 
value across multiple business units. At some point in market 
progression, however, a combination of public sector development 
or an increase in sophistication of private firms will reduce the 
advantage GE enjoys as a conglomerate.

The decision to break up a conglomerate is largely based on 
timing. As the conglomerate advantage slowly disappears, firms 
will experience squeezed margins as new players enter the market. 
For a conglomerate that is large enough, the process of breaking 
up may last decades. Even GE, the poster child for conglomerate 
success in a mature market, has slowly begun to detach itself from 
non-core businesses. The sale of NBC in 2009 and the failure of 
GE Capital have both been a product of the difficult conditions 
faced by the company since the financial crisis. While it remains 
to be seen whether GE will ever take real steps towards a break 
up, the 50% drop in share price since the recession suggests that 
the lingering effects of the conglomerate advantage in the mature 
North American market may finally be fading away.
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