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Extended Abstract 
 
 

One empirical regularity from research in strategy and industrial organization is that 
diversifying entrants are more likely to survive and grow than newborn entrants (Baldwin, 
1995; Dunne, Roberts and Samuelson, 1989; Geroski, 1995). This means that diversifying 
entrants, ceteris paribus, pose a bigger threat for incumbents in terms of loss of market share 
and intensified rivalry. A second empirical regularity is that firms display a systematic 
preference for diversifying into closely related industries (Chatterjee and Wernerfelt, 1991; 
Montgomery & Hariharan, 1991; Silverman, 1999)1. If we put these two empirical 
regularities together, it seems highly likely that industry structure and rivalry is significantly 
influenced by the degree to which an industry is closely related to other industries, or whether 
an industry is isolated (i.e. it has no closely related neighbours). Put differently: if an industry 
is isolated, there is to a lesser degree a stepping stone from which the most dangerous species 
of entrants can leap.  

Furthermore, the number of potential entrants in the closest related industries will 
probably also matter. This follows from a purely probabilistic argument. All things equal, the 
higher the number of candidates, the higher the expected number of entrants for a given 
economic impulse.2 In fact, one would think that the evolution of concentration and rivalry is 
sensitive to the product of the distance and number of potential entrants. The threat from each 
neighbouring industry is thus the product of its closeness and the number of candidates within 
it. The total threat from diversifying entrants would be the sum of this product over all 
neighbouring industries. 

                                                 
1 Note that the findings regarding relatedness and the direction of diversification are much more consistent and 
stable than the findings regarding the link between relatedness and corporate performance. 
2 By an economic impulse we here refer to stimuli such as increased growth or profitability in the focal industry, 
or decreased growth or profitability in a neighbouring industry.  
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The reasoning here is rather straightforward. Nevertheless, to the best of my 
knowledge, these issues have not received any empirical attention yet. Why? Probably 
because the distance between industries has been difficult to measure. The conventional way 
of measuring relatedness has been to use distances within the SIC-hierarchy (or equivalent 
classification systems). Typically this leaves one with only three levels of distance, e.g. 
different 4-digit but same 3-digit industry, different 3-digit but same 2-digit industry, different 
2-digit industries. This is far to crude to investigate variations across industries in terms of 
how close the closest neighbouring industries are. For this one would require a continuous 
measure of closeness. Another problem is that the distance measure should be flexible and 
comprehensive. Flexible in the sense that it should allow what causes industries to be close to 
vary from case to case, and not be determined by the application of some standardized view of 
what causes relatedness. Comprehensive in the sense that all major aspects of relatedness that 
are important for a diversifying entrant should be included. The SIC- system is arguably not 
able to meet the requirements of flexibility or comprehensiveness very well (Markides & 
Williamson, 1994, 1996; Robins & Wiersma, 1995, 2003). 

Using a survivor-based measure of relatedness, these shortcomings can to a large 
extent be overcome. A survivor-based measure of relatedness means that relatedness is 
determined by how often a given pair of industries is actually combined within a firm, 
compared to what one would expect if diversification patterns were random (Lien and Klein, 
2004; Teece, Rumelt, Dosi & Winter, 1994). In this paper I exploit this logic to investigate 
how rivalry and concentration within an industry is influenced by how close neighbouring 
industries are, and the size of the pool of potential entrants from each. Using the Trinet 
database, an unusually comprehensive and detailed dataset covering the entire US-economy in 
the early eighties, I provide empirical support for the importance of understanding the 
neighbouring industries to understand the evolution of structure and rivalry within a given 
industry. 

I believe that this is of both academic and practical relevance. The academic relevance 
is that it opens up a new line of inquiry where the entry conditions in an industry is not only 
determined by the characteristics of this industry (such as economies of scale, differentiation 
and absolute cost advantages), but also by conditions in neighbouring industries, and changes 
in these. This perspective can potentially open up a range of fruitful research questions. The 
practical relevance is of course that it is presumably useful for managers to understand as 
much as possible about how changes in a neighbouring industry may affect their own.  
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