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5. Conclusion

We examine the impact of diversification in the context of
Chapter 11 bankruptcy. Diversification may be beneficial for both
a firm and its self-interested managers. For firms, a benefit of
diversification may be reduced bankruptcy risk leading to lower
expected bankruptcy costs. Managers, however, benefit from the
safety provided by diversification. Our results suggest that while
diversified firms have a lower likelihood of bankruptcy and liqui-
dation, they also underperform focused firms on various measures;
they spend more time in bankruptcy and a have a greater incidence
of inefficient segment investment. Our evidence is consistent with
the idea that diversification may provide benefits to managers, in
terms of job security, rather than to firms.

It is important to note that this research does not address the
benefits and costs associated with a firm’s decision to diversify
outside the context of Chapter 11 bankruptcy. We also do not
examine asset sales inside Chapter 11. Future research may explore
these issues. Finally, although we employ alternative approaches
designed to alleviate the endogeneity of the diversification deci-
sion, our results may still in part be driven by endogeneity.
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