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O v all of the outstanding characteristics of business firms perhaps the most

inadequately treated in economic analysis is the diversification of their
activities, sometimes called ‘spreading of production’ or ‘integration’, which
seems to accompany their growth. It has often been pointed out that this
process is likely to be ‘inefficlent’ in the sense that productivity is likely to be |
smaller the greater the number of activities to which a given collection of
resources is devoted.o7Efficient’ production of given products is the econo-
mist’s criterion of satisfactory performance, and the primary justification for a
large size of firm; yet the most successful and evidently highly efficient firms in
the business world are heavily diversified, producing many products, extensive-
ly integrated, and apparently are always eager to take on more products.
A variety of ad hoc explanations ranging from market imperfections and
yncertainty to the dead hand of the past have been presented, and are true
enough so far as they go, but they do not go very far.

It may be true for many (if not most) lines of production that productivity
and costs would ceteris paribus tend to be lower in the more specialized than in
the more diversified firms, and that in favourable petiods profits on investment
would tend to be higher. The proposition cannot be adequately tested, for each
individual firm has different productive services available to it, the products of
each differ either technically or in the eyes of the consumer, accounting sys-
terns are not only different but whenever there are a vadety of products pro-
duced there will be arbitrary elements in the calculations of costs, and so om.
Even if the proposition were valid, however, it has but limited relevance for the
determination of the most profitable use of its resources by an individual
private-enterprise firm under conditions of change. This is only partly because
a specialized firm is highly vulnerable in an environment of changing technol-
ogy and tastes, and can often make more profitable use of its resources over a
period of time by spreading production over a variety of products; it is largely
because the changing nature of the productive opportunity of the firm contin-
ually presents new opportunities for new investment of which it is profitable
for the firm to take advantage while at the same Hme maintaining, and even
expanding, those lines of production to which it has already extensively com-
mitted its resources.

So-called ‘market imperfectons’ as an explanation of diversification rest
largely on the declining profitability of existing markets as output expands.
This is, of course, one aspect of the matter, but there isno reason to assume that
it is generally the most important, It is a special case of the changing opportu-
nity cost to the firm of its own resources. It is not necessary that existing
markets become less profitable in themselves, only that they become relatively
less profitable for any new investment the firm wants to undertake, This can
just as well occur because of the rise of new opportunities for investment as
because of the decline of the old, or because markets for existing products do
not grow fast enough to provide scope for the firm’s internal capacity for
growth. As we have seen, new opportunities are related not only to changes
in prices, tastes, and other market conditions, but also to the special kinds of
productive services and knowledge developed within a firm.
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Although new opportunities for expansion may be related to changes in .
external conditions or to changes within the firm itself, competition of a certain
kind links these changes together. The expected actions of competitors ate a
part of the external environment of an individual firm, and the techniques
adopted by the firm to maintain its position in the face of competition have
themnselves a significant influence on the kind of new productive services that
are created within the firm. The relationship between competition and the
internal supply of productive services is of particular significance wherever
the individual firm must keep abreast of new technical developments to comm-
pete sucessfully, and where the continued profitability of the firm is likely to be

associated with the possibilities of innovation. The result of such conditions of
competition has been the almost universal adoption by larger firms of the
industrial research laboratory, which immeasurably speeds up the creation of
productive services and knowledge within the individual firm, The Schumpe-
terian process of ‘creative destruction’ has not destroyed the large firm; on the
contrary, it has forced it to become more and more ‘creative’.

In the United States, where the process seems to be most highly developed, a
Xkind of ‘competition in creativity’ has become a dominant motif in the pattern
of competitive behaviour in many industries, where consumiers and producers
alike are caught up in an almost compulsive obsession for that which is ‘new’,
In the extreme case the individual firm is forced constantly to remould its
products—to create the ‘new’ and ‘improved’ either in performance or design.
To a large extent the new products are superior in performance; to a consider-
able extent they are merely new and different and can be sold only if the
consumer can be convinced that the ‘mewest’ is the ‘est’. Once this conviction
takes hold, an almost senseless circular process can develop in which the
consumer must have a new model every year and every producer must therefore
produce one, But regardless of the ‘sense’ or lack of it that one may find in such
a process when carried to extremes,!® it has considerable significance for the
pattern of growth of firms. On the one hand it intensifies the vulnerability and
restricts the prospects of growth for firms that confine themselves to a nartow
range of products; on the other hand, it compels firms to specialize in a
relatively narrow range of basic areas of production and restricts the rate at '
which they can diversify their fundamental activities. ‘We shall pay consider-
able attention to the relation between diversification and competition, but
before going further we must discuss the meaning of diversification and the

kinds of opportunity that induce it.
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The effectuation approach assumes opportunities are created.
Building upon insights from Knight that uncertainty bearing is a
function of an entrepreneur, and Schumpeters new combinations
perspective relating to new ways of doing things through
transformations, effectuation focuses on using a set of evolving
means to achieve new and different goals. Effectuators seek to
control and shape the firture rather than attempt to predict it.
This approach is effective under situations of uncertainty, where
entrepreneurs have to deal with a firture that is unknown and
unknowable. Effectual logic is a type of human heuristics used by
expert entrepreners in NFF. The future is assumed to be
fundamentally unpredictable but can be controlled by human
‘action. Using effectual reasoning, people start with a set of means,
During the process of using these means, new and different goals

gradually emerge. Effectnation can evoke creative and
transformative tactics such as: adding to or subtracting from
something existing; reorganizing material that is already there or
decomposing and recomposing it; transforming existing artefacts
by converting them into new uses; increasing or decreasing or
reordering the relative emphasis of features of a product or
market; inventing, mirroring, twisting, turning an idea or artefact
inside out; deliberately deforming the original idea or concept to
create something new; changing the scope of the market by
proposing smaller or larger markets; and drawing upon prior
experience and memory by asdociating the current venture with

some previous-problem or opportunity.
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