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Abstract

This study sought to establish effect of diversification strategies on financial performance of insurance companies in
Kenya. A census was conducted and a 5-year financial data collected on the entire population of the 55 registered and
licensed insurance companies in Kenya. The results of the multiple regression model revealed that diversification
positively affected performance indicated by return on assets. Particularly, concentric diversification was found to
positively and significantly affect performance of insurance companies implying that insurance companies that engaged
in more than one sales and promotion strategy performed better compared to companies that focused only on one strategy.
Further, the study established that conglomerate diversification positively and significantly influenced the performance
of insurance companies in Kenya. Geographic diversification was also found to positively and significantly affect
performance of insurance companies in Kenya. Further, product diversification was also found to positively and
significantly affect performance of insurance companies in Kenya. This study concluded that engaging in diversification
was a positive strategic decision which would yield positive performance in insurance industry. The study advices top
level manager to adopt diversification strategies to improve performance. The study findings will contribute positive

insight to all insurance stakeholders including policy maker’s regulator, scholars and Government.

Keywords: Conglomerate Diversification, Geographical

Diversification, Performance.
Introduction

Organizations are operating in environment that
are increasingly uncertain, complex, competitive,
dynamic and unpredictable. The changes in
environment are not only rapid and bewildering
but also in a state of constant flux (Cassandra &
Bradley, 2016). Even before the COVID-19 crisis
began, Kenya’s insurance industry had
continuously performed poorly. For instance, in
the year that ended December 2018, net profits of
the Kenya insurance industry dwindled by 61.56%
from KES 9.21 billion to KES 3.54 billion
considered the lowest in 12 years. Further,
premium growth in 2018 was at 2.22 % marking
the fifth straight year of slumping compared with
21.3% growth rate in 2013 despite incremental
growth in insurable risk (AKI, 2018). In addition,
data from Kenya National Bureau of Statistics
shows that new motor vehicle registration had been
rising, growing at 12% to 102,036 in 2018 but
premiums for private vehicles recorded the highest
loss at KES 2.7 billion while commercial vehicles
recorded a KES 1.1 billion loss. The COVID-19
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pandemic has exacerbated with Association of
Kenya insurers (2020) reporting a decline in the
gross written premiums in retail and consumer
sectors while other Insurers have been faced with
more cancellations and non-renewal of covers
during that period more any other time in recent
history (AKI, 2020)

To survive and grow, Ansoff in his growth matrix
recommends organization to diversify their
operations (Cadle, Paul, & Turner, 2010).
Diversification is a business strategy by which a
company expands their business into other markets
to generate more revenue from new products/
services and new markets Oyewobi et a. (2013). It
gives the company an opportunity to invest in other
business lines or markets that can be related or non-
related to its core business operations (Sapna,
Ravikesh & Ravichandran, 2014). Essentially,
Ranka et al (2017) observed that if a business can
effectively diversify in a manner that is congruent
with the business and the market demands,
financial reward will follow. Grant, Jason and
David (2019) observed that introduction of


mailto:jmutugijohn@gmail.com
mailto:jmutugijohn@gmail.com

John Mutugi Gachoki

diversified products enables firms to better
compete in their respective markets.

This study contributes to literature on strategic
management in many ways. First, the study
provides empirical evidence on the relationship
between diversification strategies and performance
using data from the Kenyan insurance sector.
Second, the study forms part of a body of
knowledge to the scholars in the academia and
service industry and provides insight on the
concepts of diversification strategies and how they
influence performance. Further, the study was
undertaken in Kenya, a developing country thus
findings of this study could be related to other
developing countries. Third, this study forms an
invaluable source of reference especially when
developing policy guidelines for the insurance
sector.

The rest of this paper is structured as follows:
background of the study is presented in section 2,
theoretical review in section 3, and empirical
review and hypothesis development in section 4.
Research design is presented in section 5,
empirical results and discussion are presented in
section 6, and summary and conclusion are
presented in section 6.

2.0 Background

There were fifty-five (55) insurance companies
licensed to operate in Kenya as per the Insurance
Regulatory Authority report of 2019. Insurance
uptake in Kenya remains low compared to other
key economies with the insurance penetration
recording 2.43% compared to south Africa 17%
market penetration and the global recommended
average of 7.2%. The return on assets has also
been decreasing for instance in the year 2016 the
ROA was 14.2 percent which decreased to 10.4
percent in the year 2017(Isaac et al ,2021). As part
of the transformative measures, the 2012 IRA
report observed that insurance companies were
increasing their capacity through diversification
into use of new technology, development of new
markets and movement from product focus to
customer oriented operational models. Inferring
from this information this study sought to
determine the effect of diversification strategies on
performance of insurance companies in Kenya. To
our knowledge, there is no previous research and
empirical evidence on the performance effect of
diversification in the Kenyan insurance industry.

3.0 Theoretical Review

This study is anchored on the resource based view
theory and transaction cost theory

3.1 Resource Based View Theory

The resource based view postulates that the source
of competitive advantage is in the firm’s resources.
Those firms that own or have access to valuable,
rare, and non-imitable resources and capabilities
achieve and sustain competitive advantage. The
theory claims that the sources of sustained
competitive advantage of the firm are inside the
firm. Based on resource differences some firms
within the same industry may perform certain
activities better than the others (Foss, 2011).
According to the theory, a firm will have an
incentive to diversify if it possesses the necessary,
excess resources to make diversification
economically feasible. Also Huu and Nguyen
(2019) observed that if a firm converts some
available resources (capabilities, processes, know-
ledge, experiments, or human resources) into
assets related to the existing business, the
conversion will become more straightforward
because of certain similarities in the characteristics
of new (related) assets to existing assets (invested
in core business).

If firms expand into an unrelated industry, the
transformation of resources becomes more
difficult and leads to a reduction in performance
(Wan et al. 2011). Moreover, engaging in business
in too many industries (whether related or
unrelated to the core business) is also a barrier to
companies in transferring their resources. This
study employs the RBV theory because resource
are the main ingredients and incentives needed for
any company to diversify.

3.2 Transaction Cost Theory

Transaction cost theory is useful in organization of
new activities in firms which are within their
boundaries and also valuable in sharing of
resources across various businesses in their own
firm boundaries. This theory’s framework submits
that obtaining greater market influence is possible
by obstructing competitors and vertical assimila-
tion which firms get by diversification. More
explicitly, Miller (2009) contended that it is
possible to reduce prices in diversified companies
thus blocking new entrants or crushing competitors
out of the market. The theory helps insurance
companies to analyze transaction that can be
undertaken at a lower cost via the market or within
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the hierarchy of the firm. Hill et al. (2014) further
contend that the theory consists of the negotiating,
monitoring, and enforcements cost which arise
when a transaction between two or more parties
takes place.

4.0 Literature review

This sections reviews literature from studies done
by other scholars relating to diversification stra-
tegies and performance.

4.1 Geographical Diversification

Geographical diversification is defined by
Christian & Mauricio (2021) as movement of a
firm to new markets outside the home markets
either locally, regionally, nationally or interna-
tionally. higher levels of geographic diversification
may reduce the exposure to idiosyncratic local
shocks (Lee & Gongming 2005, Deng & Elyasiani,
2008), enhance managerial efficiency and scale
and scope economies (Berger & DeYoung, 2001),
diversify sources of funding, and improve internal
capital markets (Houston et al.,1997; de Haas &
van Lelyveld, 2010; Cetorelli & Goldberg, 2012).
Some studies however, found a negative
relationship between geographic diversification
and performance (Eddleston, Kellermanns, and
Sarathy, 2008; Geringer et al. 2000; Rugman,
2007). Transaction cost theory suggests that
geographical diversification will incur heavy costs
including market entry costs, coordination costs
among business units in different countries, and
information-processing costs that might surpass
the benefits (Sambharya, 1995). Further resource
based theory observes that if firms expand into an
unrelated market, the transformation of resources
becomes more difficult and leads to a reduction in
performance. Insurance regulatory authority of
2019 indicated that majority of Kenyan insurance
companies had opened new branches either locally
of outside the country. This therefore raises the
questions whether geographical diversification has
a positive or negative effects to performance of
insurance companies in Kenya. The study
therefore hypothesizes that:

Ho1: There is a positive effect between geographical
diversification and performance of insurance
companies in Kenya.

4. 2 Conglomerate Diversification
This study views conglomerate diversification to

be investing capital in several industrial categories
that appears to emphasis external growth, through

mergers and acquisitions. In Kenya, conglomerate
diversification is evidenced through banks forming
strategic alliances with insurance companies to
offer banc assurance products. Industry reports
indicate that as at 2016, banc assurance distributed
life business worth KES 6 billion representing
8.12% of total gross written premiums of life
business (Ninova, 2018). Others have merged
through acquiring stakes in energy, real estate
companies or in agricultural sector (IRA, 2020).
Based on the Resource based theory that when
firms diversify in assets unrelated to the primary
industry, conversion requires more time and cost
due to lack of prior experience and knowledge
increasing the likelihood to miss opportunities,
delay new entrances, and reduce performance this
study hypothesis that:

Hoo: There is a negative effect between
conglomerate diversification and performance of
insurance companies in Kenya.

4. 3 Product Diversification

The product diversification strategy as observed by
Kang et al., (2010) may be a double-edged sword,
it might make companies profitable, but it may also
make companies bear the relative costs. This
strategy may help the firm achieve economies of
scale and scope, improve the efficiency in their use
of resources, transfer core competencies across
businesses, and achieve synergies from
complementary products (chen-ying, 2016). The
positive relationship between product diversifica-
tion and performance is further supported by
Myers and Read (2001), Meador et al. (2000),
Hotta (1996) and Takao(1987).

Referring to resource based theory, firms will have
an incentive to diversify if they possess the
necessary, excess resources to make diversification
economically feasible. Further the resource based
theory posit that if the firms diversify into related
products, there will be a likely hood of improving
performance while if the firms diversify into
unrelated products or into too many product lines,
the net effect will be a negative performance.
Therefore, this study hypothesizes that:

Hoa: There is a positive effect between product
diversification and performance of insurance
companies in Kenya.

4. 4 Concentric Diversification

Concentric diversification is a grand strategy that
involves the operations of a second business that
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benefits from access to the firm's core
competencies (Pearce & Robinson, 2010).in
relation to this study, IRA (2021) denotes that
insurance companies in Kenyan market are now
using insurance agents, brokers and the media to
reach and attract new customers compared to the
traditional walking customers. A study done by
Lepetit et al (2013) on product diversification in
the European insurance industry concluded that
ideal concentric diversification occurs when the
combined company profits increase strengths and
opportunities, as well as decrease weaknesses and
exposure to risk. If it is properly implemented,
concentric diversification was found to have
advantages in terms of reducing R&D cost (Wang
et al. 2011), reducing time to market (Seol et al.
2011) and creating synergies with other businesses
(Quintana & Benavides- ,2008).0ther researchers
who found a positive relationship included;
Marangu et al, (2014), Boulding et al (1994) and
Shahzad (2012). Nevertheless, moving out of
current products and current markets represents a
step into the unknown (Lynch, 2006) which carries
a higher degree of business risk. Further, with
concentric  diversification, there is limited
knowledge of the new services and markets that
make the accurate predictions of diversification
success levels very difficult.

Hos: There is a positive effect between concentric
diversification and performance of insurance
companies in Kenya.

6.0 Methodology
6.1 STUDY POPULATION SELECTION
AND DATA SOURCES

The population in this study was drawn from all
the 55 insurance companies registered and licensed
to operate in Kenya as from the year 2016 to 2020.
Data collection schedule was the main instruments
for collecting secondary data. The secondary data
on insurance performance was obtained from the
audited financial reports of the insurance
companies in Kenya.

6.2. RESEARCH MODEL AND MEASURE-
MENT OF VARIABLES

Regression analysis model was used to evaluate
the relationship between the variables. The
dependent variable was financial performance
while the independent variables were diversifica-
tion strategies namely: conglomerate diversifica-
tion (CGD), concentric diversification (CCD),
geographical diversification (GD) and product
diversification (VD). Firm characteristics which

included; the age (AGE) and size of the insurance
firms (SIZE) were used as the control variable.

To test for diversification, Herfindahl-Hirschman
Index (HHI) as suggested by Jiang and Han (2018)
was used. The index was obtained through the
following equation

DIV =1— (YD)? = (YUD)*.\.eeurearranranennns equation 1

Where DIV is diversification, YD is income from
one of the adopted strategy and YUD is total
income of the insurance company.

This study approached the concept of “business
performance” from a shareholder’s point of view,
so profit is one appropriate measure and is
employed in most studies as a variable for the
effects of diversification on performance. In
addition, this variable represents the accounting
performance of firms. We used “return on asset”
(ROA) to measure performance.

To test whether diversification strategies have
significant effects on financial performance, the
following regression model was used in the form of:
ROAi=Bo+B1CGDi+B,CCDitP3GDi+B4PDi+ +e;
.............. equation 2

Where: ROE is performance, Po is performance of
insurance firm independent of diversification
strategy, B1- B4 COefficient of the variables, CGD
conglomerate diversification, CCD concentric
diversification, GD geographical diversification,
PD Product diversification,j is 1......,55 insurance
companies, tis 1,...... 5 years and e the error term

The summary of how the variables were
operationalized is presented in table 1

Table 1. Operationalization of the variable

Type of the Indicator (s) Measurement
Variable Herfindshi-Hirschman Index

Variable (HHI)
Diverzification Independent Concentric Diversification DIV=1-(YCDy)* - (YUY

Conglomerate diversification DIV=1-(YCGD* - (YU
(CCDY
Geographical Diversification DIV=1-(YGDy - (YU
(GD)
Product diversification (VD) DIV=1-(YPD1)* - (YU
Performance Dependent Betum on equity Net mcome/ equity

Empirical Results and Discussion
7.0 Descriptive Statistics

The descriptive results of the diversification
strategies and performance are presented in Table
2. The findings indicate that the return on assets
was between -4.71 and 5.96 with a mean of 1.55
The results suggested that some of the insurance
firms registered losses while others achieved
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positive returns. The findings also show that
concentric diversification was between 0.50 and
0.98 with a mean of 0.56. The results implied that
majority of the insurance firms had adopted
concentric diversification. The findings further
show that conglomerate diversification was
between a minimum of 0.29 and a maximum of
0.98 with a mean of 0.58 implying that majority of
the insurance firms adopted conglomerate
diversification during the period under review.
Geographic diversification ranged between 0.33
and 1.00 with a mean of 0.57. The results implied
that majority of the insurance firms adopted
geographic diversification during the period under
review.

Table 2: Descriptive Statistics

Variable Indicator Mean Maximum  Minimum

Std.

Dev. Observations

Dependent  Retumon Assets 133 396 401 148 7
Independent Concentric - ae
Diversification 0.56 0.98 0.50 0.12 275
Independent Conglomerate 0.58 098 020 024 75
Diversification ’ ’ ’
Independent Qeogaphic_al 057 100 033 o 275
Diversification e . :
Independent Product

7 7 T35
Diversification 071 059 0.17 0.18 273

7.1 Diagnostic Test
7.1.1 Normality Test

Normality test are used in statistics to determine
whether a set of data is modeled well by a normal
distribution. (Razali & Wah, 2011). Analysis to
assess normality of data was done using Shapiro
Wilk Test.The null hypothesis was that data was
normally distributed. The decision criteria were
that where P value <0.05, the null hypothesis
would be rejected implying that data is not
normally distributed (Tabachnik & Fidell,2007).

Table 3: Shapiro Wilk Test Results
VARIABLE W v Z Prob=z
ROA 028100 136623 11471  0.00000
ConcentricDiv 050753 76581 10421  0.00000
Conglomerate Div 034342 112435 10054  0.00000
Geographical Div 0.05358 178278 12085 0.00000
Product Div 002674 10397 11546 0.00000

The results from table 3 above indicated that the
sample data did not come from a normally
distributed population. To solve for non -
normality issues, the multivariate normality test
was carried out using Doornik-Hansen (DH) Test
to find out whether the variables followed a
multivariate normal distribution ( Doornik and
Hansen (2008).Further, Bowman and Shenton
(2011) observed that DH test is more powerful than
Shapiro Wilk Test for multivariate distributions.
The DH test statistics is represented in table 4. .

/;

Table 4: DH Test
Variahble fitted Chi“Statistic p-value
Performance 30678342 0.000
Diversification 1 66e+04 (.000

The multivariate test statistics in table 4.3 indicate
a significant chi square statistics thus all the
variables in the study followed a multivariate
normal distribution since the p-values were less
than 0.05.

7.1.2 Heteroscedasticity Test

Heteroscedasticity test determines whether there
exists an unequal spread or variance among
residuals of the population of study and where the
error variance is not constant, then there is
presence of heteroscedasticity (Williams, 2015).
The Breusch-Pagan test was used to test the null
hypothesis that the variance of the residuals is
homoscedastic (has a constant variance).When the
P-values <0.05,the null hypothesis would be
rejected and presence of heteroscedasticity would
be accounted for in the panel data by using robust
standard errors in the regression. The results were
shown in table 4.

7.1.3 Hausman Test

Hausman test was used to arrive at the best choice
of the model between fixed effects and random
effects. The null hypothesis was that the preferred
model was fixed effects. As suggested by Chmela-
rova (2007), when p-value is greater than 0.05, the
null hypothesis would be rejected.

Table 5 Hausman Test Results

DV nzed Statistics P value
Concentric Div 342 0032
Conglomerate Div 1.10 0..003
Geographic Div o.06 0.0000
Product Div 058 0025

Results in table 5 show that the p-values were less
than 0.05 hence the null hypothesis that the
preferred model is fixed effect failed to be rejected,
and a conclusion was drawn that the preferred
model to be used was fixed effect model.

7.2 Regression Results and Discussion

The regression results in Table 7 indicates that
concentric diversification positively and signi-
ficantly affects the performance of insurance firms
(B = 2.963357 p = 0.0017). The results infer that
firms with a higher proportion of concentric
diversification performs better compared to firm’s
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lower proportion of concentric diversification. The
results were in agreement with the findings by
Wang et al. (2015), Lepetit et al (2013) and
Oyewobi et al. (2013). The hypothesis that there is
a positive effect between concentric diversification
and performance of insurance companies in Kenya
was thus accepted.

The findings also indicate that conglomerate
diversification positively and significantly affects
the performance of insurance firms (f = 1.724314,
p =0.0012).The results were consistent with the
recommendation of other studies (Pavic’ &, Pervan
2010). The findings also support the resource
based theory which not only provides a
prescription for improving a firm’s performance
but also recommends diversification by building
on the resource capacities to enter new markets or
what Wernerfelt, (2014) calls the sequential entry
strategy. This study further found that geographic
diversification positively and significantly affects
the performance of insurance firms (f =2.059916,
p = 0.0002). The results imply that insurance
companies that moved to new markets outside the
home market performed better compared to those
insurance companies that focused only on the
home market. The findings supported Contractor
(2007) observations that geographical diversifica-
tion improved firm performance by increasing
sales in foreign markets, reducing the risk of
economic downturn in the home market, lowering
costs through economies of scale. Geographical
diversification can also bring about worth through
operational  elasticity = which  enables an
organization to take advantage of market
opportunities as and when they arise. The study
therefore failed to reject the hypothesis that there
is a positive relationship between geographical
diversification and performance of insurance
companies in Kenya. Similarly, product diversi-
fication positively and significantly affects the
performance of insurance firms (B = 4.793335, p=
0.0000). The findings imply that insurance
companies that offered both life assurance services
and general insurance services performed better
compared to those companies that focused on
either life assurance products or general insurance
products. Therefore, the hypothesis that there is a
positive relationship between vertical
diversification and performance of insurance
companies in Kenya was thus accepted.

Table 6: Fixed Effect Model Regression Results

Variable Indicator Coefficient  Std. Frror  t-Stafistic Prob.
Constant [« -6.7973 0.712238 -9.343902 0.0000
Independent Concentric 2.9633 0935974 3.166066 0.0017

Diversification

Independent Geographical 20599 0.351557 3.734727 0.0002
Diversification

Independent Product 47933 0.626010 7656064 0.0000
Diversification

Independent  Conglomerate 1.7243 0.327663 3267831 0.0012

Diversification

: 0.582

Adjusted R* 0.566

F statistic 0,000

The dependent variable is Return on Assets.
In order to confirm the robustness of the regression
results, further analysis was done using different
models. The findings presented in Table 8
indicates that the different models had similar
findings with the fixed effect model that was
adopted. All the models indicate that the
relationship between concentric diversification,
conglomerate diversification, geographic diversi-
fication, product diversification and performance
was positive and significant.

Table 7: Robustness or Additional Regression
Analysis Results

Variables Pooled OLS Generalized Random Fixed Robust Least

Model Linear effect Effect Squares
Model Model Model Model
(GLAD
[ 5827 68227 F3618F 6707327 3.7975F
(t-statistic) - -
(Z-statistic) (9.653) (9633) G831 (g 5439 (-9.588)
D.C"“.““"F 291407 2.0140° 39667 2.0633° 36377
iversification
(t-statistic) (3.1368) (3.1368) (4.5006)  (3.1660)
(Z-statistic) (6.9879)
D@“"@."P"E'; 2.0059° 2.0939° 21520° 2.0399° 23851°
iversification
(t-statistic) (3.8455) (4.380) (3.7347)
(Z-statistic) (3.8455) (7.8094)
Di Product 476517 476517 36362 47933 26836
iversification
(t-statistic) (7.666) (6.6473)  (1.656%)
(Z-statistic) (7.666) (7.809)
E."”gl?m“‘.“e 17587 17587 1.6574° 1.7243* 1.5025*
iversification
(t-statistic) (3.3686) (36133)  (3267%)
(Z-statistic) (3.3686) (5.1358)
F.Stat. 61.642 - 35260 36.76 -
Prob(F-Stat) 0.000 - 0.0000 0.00000
Prob(LR-Stat) - 0.00000 X . -
Prob (Rn-
squared Stat) - - - - 0.000000
R-Squared 0.579842 - 04411 0.582 0432
Adjusted R- 0.570435 . 0.4286 0.566 0.761
Soquared . . b -
Durbin-Watson - <
Stariste 184 B 152 183

* = Significant at the 0.05 level.
The dependent variable is Return on Assets.

Independent variables: concentric diversifica-
tion, conglomerate diversification, geographic
diversification, product diversification.

8. Summary and Conclusion

The results suggest that insurance companies that
diversify concentric wise performed better
compared to companies that maintained a focused
strategy. The study findings further revealed that
conglomerate  diversification positively and
significantly influenced the performance of
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insurance companies in Kenya.. The results also
showed that geographic diversification positively
and significantly affects the performance of
insurance companies that entered new markets
either locally, regionally or internationally
performed better compared to companies that only
focused only on home  market. Product diversi-
fication was also found to positively and
significantly affects the performance of insurance
companies in Kenya. Insurance companies that
offered both life products and general products had
better performance as measured by return on assets
compared to companies that only focused on one
line either life products or general insurance
products. This study found that in general,
diversification strategies significantly affects the
performance of insurance firms.

The study recommends that Insurance companies
should not copy each other’s diversification
approach or strategies but should assess their own
situation regarding those four dimensions before
they design their own diversification strategy.
Further the study recommends that policymakers
should come up with policies and regulations that
provide a conducive environment for insurance
companies adopt appropriate diversification
strategies thus promoting performance. The
findings of this study will be of particular
importance to the management of insurance
companies to governments and to academicians.
Drawing from empirical research on diversi-
fication and findings of this study we conclude that
excessive diversification may harm performance in
terms of managerial efficiency, profitability, and
investors’  valuation.  Therefore, insurance
companies should engage in modest diversification
to ensure always they remain in control. We
suggest that future study may focus on different
measure of performance to compare and contrast
the effect of diversification on various sectors in
the economy. Further there is a need to establish
the cannibalization effect of diversification
strategies on performance.
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