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ABSTRACT

An empirical study was conducted on the linkages be-
tween the process of strategy formulation and the general
environment of the banking industry. Two variables of
strategy formulation were focused on, including top manage-
ment decision-making style and the long-range planning sys-
tem. Data was obtained from questionnaires and a series of
structured interviews of managers in seven banks in the
Northeast region of the United States.

An objective analysis of the banking industry was car-
ried out to gain an understanding of the structural, econom-
ic, political, and technological trends prevalent in the
industry environment. A framework,was developed from the
theoretical and empirical literature on strategy and the en-
vironment. Within this framework, two hypotheses were put
forth regarding the relationships between managers' percep-
tions of the environment, three dimensions of top management
style, and several aspects of banks' long-range planning
practices.

In general, results of our analyses showed an inverse
relationship between perceived environmental hostility and
predictability, and the risk-taking style of top management.
Managers who perceived the environment as highly restrictive
and technologically complex were moderately oriented toward
the optimizing style of management. A direct relationship
was found between environmental hostility and the organic
style of top management. A positive association was found
between moderately high dynamism and predictability, and the
completeness of the long-range planning process and the use
of uncertainty reduction methods. Moderately high dynamism
and high predictability were not associated with the use of
open systems approaches in the banks' long-range planning

Process.

Thesis Supervisor: Dr, Michael F. Van Breda
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CHAPTER I

INTRODUCTION

Strategy has been the focus of much research in the
area of organizational design. Researchers have investi-
gated the relationships between different types of strategy
and other variables such as size, structure, industry and
the environment of the firm. As a result, many theoretical
concepts have been developed on the dynamics of the process
of strategy formulation. Less work has been done empiric-

ally to test the validity of these concepts.

The purpose of our thesis is to conduct empirical tests
of some of the propositions concerning the effects of the
environment on strategy formulation within the banking in-
dustry of the New England region. A number of theorists
[Hrebiniak and Snow, 1980; Dill, 1958; Emery & Trist, 1965]
have put forth arguments suggesting that important differ-
ences exist across industries on many organizational and
environmental variables. In this context, our research
might be viewed as a continuation of the thesis done last
year on the effects of government regulation on the finan-
cial control systems of banks, by Maryann Burke and Sarah

Robinson.
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This thesis begins with the premise that different
types of strategy-making evolve from different characteris-
tics of the organization's environment. Two critical varia-
bles of strategy formulation are central to our study--top
management decision-making style and certain aspects of the
organization's long-range planning system. Specifically,
we will be testing the effects of certain environmental at-
tributes on management decision-making styles characterized
as risk-taking, organic, optimizing, and coercive. In
addition, we will be testing the effects of environmental
uncertainty (defined as the rate of change and the predict-
ability of that change) on the completeness of the long-
range planning process, the use of uncertainty reducing

methods, and the use of open systems approaches to planning.

Chapter II of this thesis provides an analysis of the
banking industry. We review the major industry dynamics
which led up to the pivotal Bank Deregulation Act of 1980.
The market structure, economic, technological, and political
trends of the industry are an important part of this analy-
sis. In addition, this chapter provides an analysis of the
banks in our sample, highlighting the major differences in
size, and strategic strengths and weaknesses of each. In-
dustry trends unique to the New England region will also be

discussed.
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Chapter III presents a survey of the theoretical and
empirical works relevant to our research topics. Of parti-
cular interest to us is how strategy and the environment
have been treated in the literature, and how the two con-

cepts have been integrated.

Chapter IV develops our hypotheses on strategy formula-
tion. A detailed discussion of how the concepts we are
studying were operationalized, and the methodology used to
analyze our data is provided in Chapter V. Chapter VI
presents an analysis of the test results. Further discus-
sion of the results as they relate to the theoretical 1lit-
erature and previous empirical studies is provided in
Chapter VII. Chapter VII offers some concluding remarks
about what we learned from our study and suggestions on the

directions future research efforts might take.



CHAPTER II

THE INDUSTRY ENVIRONMENT

INTRODUCTION

In their 1980 Master's Thesis, Burke and Robinson des-
cribe the evolution of banking regulation and a general his-
tory of the banking industry. Our purpose is to describe
in some detail the very recent developments in the banking
regulatory environment and in the banking industry itself
in order to get a feel for the increasing complexity of the
banking industry. For those persons interested in a more
general and evolutionary description of the banking industry
and regulatory environment, we refer you to Burke and

Robinson, Chapter 2.

Our purpose in showing the increasing complexity of
the banking industry is to demonstrate how changes in in-
terest rate volatility, in technological and communication
advances, and in the regulatory environment, have signi-
ficantly changed the banking industry's environment. We
will show that these environmental changes have put pres-

sures on banks' ability to compete successfully with other
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banks and other financial institutions. These changing
environmental factors pose threats of increased competition
and opportunities of increased market shares in various mar-
ket segments for most banks. We will show the impact that
a very rapidly changing environment can have on long-range
planning, on managerial decision style, and organizational
adaptation. Consequently, we will provide a detailed over-
view of the effects of environmental change, as represented
by the parameters of interest rate volatility, technolo-
gical change, and regulatory change. We will show these
effects on the entire banking industry, and also on the

North Eastern regional banking industry.

OVERVIEW

The environment of the banking industry has undergone
significant change in the past 5 years or more due to at
least three recent developments. These developments are:
the very high and very volatile interest rates brought
about by the Federal Reserve's program to combat inflation:;
the development of computer and communications technology;
and changes in the regulatory environments affecting banks.
These recent environmental changes have made it very im-
portant for banks to plan effectively for the future if

they are to achieve their strategic goals. Long-range
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planning is made more difficult by a more complex and unpre-
dictable environment and it introduces greater uncertainty
to bank management in developing and implementing strategic
choices. Environmental instability affects both the pro-
cesses by which strategies are developed and the content

of those strategies. Thus, the organizational adaptation

of the banking industry to these environmental changes will

be critical to their long run success.

Taken independently, the three above-mentioned develop-
ments would have made it possible for financial innovations
to occur. Nevertheless, the combined factors provide an
opportunity to these banks who do, and a threat to those
who do not, see a changed pattern of consumer and corporate
perceptions and needs vis-a-vis financial services. The
threat is that these banks will not be positioned.to offer
competitive services or perhaps not able to offer those
services demanded by customers at profitable rates. The
opportunity is that those banks able to offer these services
will expand their market shares, profits, or volumes at

the expense of those banks unable to compete effectively.

EFFECTS OF INFLATION

First, inflation has accelerated the pace of financial
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innovation through its impact on interest rates. 1Inflation
is an important determinant of the level of interest rates
because the level of interest rates reflects anticipations
of future inflation. Inflationary anticipations roughly
follow recent experience with inflation. Inflation has
continually risen in recent years, so inflationary antici-
pations have risen as well. Thus, rising rates of inflation

have led to higher interest rates.

The interest rate environment since June 1978 to June
1980 has been unique in U. S. banking history. Rate changes
became more frequent and more violent and interest rates
reached heights never previously experienced. During the
47 1/2 years from 1934 through June 23, 1980, there were 209
changes in the prime rate. Of these 175 or 83.7% were made
during the last 10 1/2 years, while only 34 changes occurred
during the 36 years from 1934 through 1969. For the first
six months of 1980, the prime changed 30 times -- a change,

on average, of 5.8 days.l (See Table 2.1)

The prime rate changes have also become extreme as
well as frequent. For example, the prime rate went from
12% on 17 August 1979 to 15.75% on 16 November 1979, a 375-
basis-point change within 90 days, which was incredible for

those times. By January 1980, the prime had fallen to 15%



Year

1934
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
64

TABLE 2.1

13

Prime Rate Changes 1934 to 6-23-1980

# of Changes

COHNWHNMNNMHMFHFOWROMHKEFOO

Year

1965
66
67
68
69
70
71
72
73
74
75
76
77
78
79
80

6/23

$# of Changes

aSwWUOwuLwwH

30

TOTAL 209
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but then soared to 20% on 2 April 1980, a change of 500
basis points before falling 850 basis points to 11.5% by
23 June 1980. Rates on large Certificates of Deposit,
commercial paper, Federal Funds, Treasury Bills, bankers'
acceptances, and other money market instruments were just

as volatile as the prime.

INFLATION AND "NEAR MONEY"

Traditionally checking accounts had been the principal
means of making payment. Until recently, checking accounts
were immediately available for spending while other liquid
claims could be spent only after being converted into coin,
currency, or checking accounts, and the former was called

"money" and the latter "near money".

As a result of recent innovations, instruments other
than checking accounts have become "money".2 The most
notable ones are NOW accounts, transfers from savings ac-
counts in thrifts to banks via telephone (Pay-by-Phone),
and automatic funds transfer from savings to checking ac-
counts to cover overdrafts. These latter items are inter-
est-bearing instruments used to make payments, and are
brought about by high rates of inflation and consequently,

high interest rates.
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High interest rates increase the opportunity cost of
holding non-interest-bearing assets. Commercial banks are
required by law to hold reserves in the form of non-inter-
est-bearing assets. The interest foregone on these reserves,
and hence, the cost of holding them rises with the level
of market interest rates. With high interest rates, banks
try to reduce the amount of reserves required. Banks can
do this by encouraging shifts in liabilities from catego-
ries like demand deposits, which have a relatively high re-
serve requirement, to categories for which lower, or even
no reserves are required like repurchase agreements. A
bank may offer to enter into repurchase agreements with
customers holding demand deposits. This involves selling
the customer government securities under agreement to buy
the securities back at a somewhat higher price (market rate
prevailing) after a set period of one to seven days. How-
ever the repurchase agreements have significantly lower
reserve reguirements. Thus, the bank in effect pays in-
terest to the customer and reduces its required reserves
at the same time. Thus, high interest rates provide in-
centives for individuals and businesses to shift out of de-
man deposits and into higher interest earnings assets.

With high rates of inflation and high interest rates,
financial institutions find a ready market for higher-

interest-bearing liquid substitutes for demand deposits.
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The aggregate effect is the creation and rapid growth of
highly liquid assets used by the public in the place of
demand deposits and called "near" money. This rapid growth
of near money complicates monetary control and the fight to

lower inflation.

INFLATION AND MONEY SUPPLY

The outstanding volume of monetary assets at a given
time and the rate of growth over time are important deter-
minants of aggregate spending and inflation.3 Two
statistical measures of the monetary aggregates, M1 and M2,
have played an important role in the implementation of
monetary policy since 1970. M1, the measure of money nar-
rowly defined, includes coin and currency in circulation
outside the banking system and private demand deposits
adjusted (which include DDA's at commercial banks other
than domestic interbank and U. S. government DDA's, less
cash items in process of collection and Federal Reserve
float, and foreign DDA's at Federal Reserve Banks). A

broader measure, M2, includes M1l and time and savings de-

posits at commercial banks except for large CD's.

The emergence of new types of assets that mediate

transactions (serve as money) pose special monetary control
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problems for the Federal Reserve System. A broadened spec-
trum of money and near-money assets complicates the problem
of determining an appropriate working, statistical definition
of the money supply. Also growth of monetary assets issued
by institutions beyond the control of the Fed significantly
weakens the central bank's ability to control the monetary

aggregates and (sic) ultimately, inflation.

BANKING TECHNOLOGY

Technology has played an important role in the recent
banking enviromment. =~ Due to the high opportunity cost of
holding idle demand deposits during periods of high infla-
tion and interest rates, banks and firms have devoted more
resources to cash management services. Both banks and
firms minimize demand deposit balances by investing tempor-
arily idle funds in money market instruments, and other
short-term investments. This requires that both parties
to the transaction be able to transfer funds on an immedi-
ately available basis by wire transfers to consolidate

balances, control disbursements, speed up receipts, etc.4

Firms must be able to determine the amount of excess
cash balances on a daily basis. This is not a simple mat-

ter for many large firms with geographically dispersed
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operations and a net cash flow that varies from day to day
in a random fashion. Recent computer and communications
technology now allows firms to monitor balances in their
various accounts and transfer balances from account to ac-

count or from bank to bank daily and at modest expense.

The increasing sophistication of many corporate trea-
surers have made them capable of being their own bankers and
some banks have recognized this in order to retain those
clients. Many cash management services are a half-way mea-
sure to making the corporate treasurer a banker. The treas-
urer can access his company's cash balances via terminal and
shift cash to various accounts, scan investments, look for
weekend investments overseas, watch foreign currency move-

ments, etc.

Electronic banking technology has enabled many finan-
cial institutions to control costs more effectively. Many
branches of big banks are very costly to operate. Citibank
has calculated that the cost of operating a bank branch is
$100 per customer per year, while an automatic-teller-ma-
chine costs $20 per customer per year.5 Some small finan-
cial institutions which don't have millions of dollars of
assets tied up in extensive branch systems may be in a

position to keep their costs down more effectively with
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automatic-teller-machines (ATM's) and one-person "kiosk"

branches pioneered by Citibank.

In watching their costs, many financial institutions
will have to figure out more precisely what those “costs"
are. Figuring bank costs is somewhat difficult since many
costs are "joint" costs. For example, the personnel and
equipment used to process checks might also be used to pro-
cess traveler's checks and credit cards. The process of
allocating these "joint" costs among the several product
lines will require many banks to modify their internal cost
accounting systems to more accurately reflect the variable

and fixed costs of doing business.

Up to this point, we have seen that high market inter-
est rates, different restrictions on the payment of interest
on demand deposits have, together, provided increase incen-
tives for the market to create and use new kinds of deposit
liabilities. Rapid development of computer and communica-
tions technology has also contributed to the spread of this
outcome. Recently, bank regulators have allowed greater
competition among financial institutions, thereby increasing
the rate of financial innovation. (See the following list

of recent financial innovations in Table 2.2)



TABLE 2.2

Development

1. Corporate Cash Management

2. Negotiable CD's

3. Savings Accts. for Govts
and Businesses

4. Telephone Transfers from
Savings

5. Repurchase Agreement

6. Preauthorized 3rd Party
Transfers

7. NOW

8. P.0.S. Terminals

9. Money Market Funds

10.
ll.

12.

C.U. Share Drafts

Six-Month Money Market
Certificates

RECENT FINANCIAL DEVELOPMENTS

6

Includes technology permitting more efficient
management of cash balances.

Marketable receipts for funds deposited in a
bank for a set period at a specified interest

Offered by commercial banks, and federally
chartered savings and loan.

Allow savings account customers to transfer
by phone funds to DDA's or third parties

Short-term contracts for purchase of immedi-
ately available funds, collateralized by

Payments made from savings accounts for
recurring transactions.

Savings accounts from which payments can be

Machines that allow a customer to make depos-
its and withdrawals from his savings account

Mutual funds specializing in short-term in-
vestments from which cash can be redeemed

Payments made directly from share accounts.

Started Description
1960's
1960's

rate.
1974
1975
1969

securities.
1975
1972

made by draft.
1974

at stores.
1974

via check.
1974
1978

Automatic Transfer Services 1978

Time deposits at S&L's, Mutual S.B.'s and
commercial banks invested in government
securities.

Automatic savings to checking transfers. n
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BANKING REGULATORY ENVIRONMENT

Much of the current regulatory framework is the result
of the traumatic 1930's, when laws were implemented to re-
store public confidence in the banking system.7 These laws
emphasized the protection of bank depositors and the preven-
tion of bank failure. The restriction on paying interest on
checking accounts was originally designed to prevent "ex-

cessive" competition among banks.

The current regulatory framework of banking has been,
in part, responsible for a decline in market share of U.S.
commercial banks' total assets versus the total assets of

8 In 1949,

all financial institutions from 1949 to 1979.
banks had a 79.6% share of a total market of $159.5 billion.
In 1964, banks had a 63.0% share of a $429.9 billion market.
In 1979, banks had a 59.4% share of a total market of
$1,653.4 billion. Prominent among the reasons for banking's
lagging growth rate in contrast to other financial institu-
tions was the greater legislative and regulatory restrict-
iveness imposed on banks as compared with other depository
institutions and other financial services institutions (es-

pecially insurance companies, money market funds, finance

companies, etc.).9 (See Table 2.3 and 2.4)
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COMPETITIVE FACTORS: RESTRICTIONS ON VARIOUS TYPES OF
FINANCIAL INSTITUTIONS AS COMPARED WITH FULL-~-SERVICE BANKS

TABLE 2.3
10

S = similar to banks S & L = Savings and Loan
MR = more restrictive than banks SB = Savings Bank
LR = less restrictive than banks CU = Credit Union
REIT = Real Estate Investment Trust

S&L's (1) Mutual SB (1) CU's (1) Others (2)
Usury Ceilings S S LR LR
Deposit Rate LR LR LR -
Ceilings
Reserve S(3) S(3) S(3) LR
Requirement
Entry, Charter- LR LR LR LR
ing Require-
ments
Branching LR LR LR --
EFT LR LR LR -
Taxation s S S LR
Asset MR MR MR LR
Diversification
Special Borrow- LR LR Lr -—

ing Powers

NOTES: 1.

For S&L and CU, applicable to federally-chartered
institutions as basis for comparison; in case of
mutual SB, state-chartered institutions is refer-
ence point.

‘Includes: Life insurance companies, private pension

funds, state and local government employee retire-
ment funds, security brokers and dealers, REIT's,
Money Market Funds, finance co's.

Reserve requirements will be similar to banks only
after the Depository Institutions Deregulation and
Monetary Control Act of 1980 is fully implemented.
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TABLE 2.4
1949 1964 1979
Deposits % Deposits % Deposits %

Banks $ 127.0 79.0 $270.8 63.0 $ 981.5 59.4
5 &L 12.5 7.8 101.9 23.7 470.1 28.4
Mutual SB 19.3 12.1 49.0 11.4 145.6 8.8
CuU .7 .4 8.2 1.9 56.2 3.4
Total $ 159.5 $429.9 $1,653.4

As Table 2.3 on the preceding page shows, regulation of
the competitors of banks is less restrictive in most respects

than regulation of banks.

U. S. banking laws have restricted the geographical ex-
pansion of banks beyond state lines, reflecting philosophies
of states rights, separation of powers, and the tradition
that banking was a "local" business. The McFadden Act, en-
acted in 1927 and the Douglas Amendment to the Bank Holding
Company Act of 1956, along with a ruling in the 1970's by
the Comptroller of the Currency that EFT devices were not

branches, helped to enforce this tradition.

The current philosophy of bank regulation provides the
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opportunity for all like financial institutions to compete
on an equal basis. This philosophy permits the principles
of the free market to operate, unfettered by oppressive
regulation, in the most efficient way to allocate the total

financial resources of the U.S.

MAJOR NEW REGULATORY CHANGE

The Depository Institutions Deregulation and Monetary
Control Act of 1980 (hereafter, called the Monetary Control
Act of 1980) which Congress passed in March, sets forth the
gradual elimination of controls on prices (interest rates)

11 The Monetary Control Act of 1980

in the banking industry.
gives mortgage lenders limited powers to make commercial
loans to businesses and provides broader, new regulatory pow-

ers for the Federal Reserve. The Monetary Control Act of

1980 will bring about:

- New and lower reserve requirements for all commer-
cial banks, savings banks, and savings and loan as-
sociations, instead of just for Federal Reserve
member banks.

- "True costs" banking, requiring consumers and corp-
orations to pay higher borrowing costs, in the short
term, hopefully not in the longer term, but a more

efficient way of providing money to borrowers.
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- Higher mortgage rates, but a wider selection of mort-
gage instruments

- Higher rates paid on checking and savings deposits of
consumers, with all interest ceilings abolished by
1986.

- Less differentiation between commercial banks and
thrift institutions.

- Less geographic segmentation as electronic funds
transfers move money and banking services across
state barriers.

- More competition among depository institutions and
non-banking organizations like Merrill Lynch, Sears,

and American Express.

PRESENT COMPETITIVE ENVIRONMENT

Commercial banks have many other competitors now.
Thrift institutions now can conduct commercial lending,
credit card, consumer loans, transaction accounts, and trust
operations and are becoming head-on competitors with commer-
cial banks. And thrifts can branch easier than can commer-
cial banks, both intra-state and (through holding companies)

across state lines.

Also, there are the money market funds. Furthermore,
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Merrill Lynch is already a full-fledged bank offshore (in
London) and onshore offers cash management accounts that
feature Visacard privileges, overdraft privileges (loans),
and checking privileges. Merrill Lynch is also about to
become a national dealer in large CD's (greater than $100

thousand) .

Sears Roebuck is already a nationally important credit
card issuer, a nationally important insurance group (All-
state), and a multi-branch S & L in California. Sears plans
to issue small demonination interest-~bearing notes via its
retail outlets nationally; in other words, savings certifi-

cates.

Very recently, Prudential Insurance Company bought the
Bache Group, a large securities firm. Similarly, American
E#press bought Shearson, Loeb, Rhoades, another iarger sec-
urities firm. These two acquisitions herald the beginning
of financial supermarkets where customers can obtain almost
all financial services that are desired.12 Banks are pres-
ently not allowed to compete in many of these areas but they

are actively lobbying to change this situation.
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FUTURE COMPETITIVE SCENARIQOS

Because of these environmental changes, several bankers

and other banking industry specialists envision a broad

13

range of scenarios for the 1980's. These scenarios are:

1.

The big money center banks are free to range across
the country swallowing large numbers of small and
regional banks. This would leave about 50 to 75
big banks and 500 to 1,000 local and regional banks.
The big money center banks establish themselves in
contiguous states; or in other major markets on a
reciprocal basis (New York banks in Chicago; Chi-
cago banks in New York), while regionals move into
one or two adjoining states and combine with each
other. There would also be more mergers among
smaller, community banks.

The regionals form themselves into super-region-
als, say in groups spanning six to ten contiguous
states, and get much closer to the money center
banks in size. Larger numbers of community banks
merge, either with each other, the super-regionals,
or the money center banks, which in turn establish
themselves in the chief regional centers.

The big banks, stymied in efforts to become full-

service across state lines, spin off activities
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into brother-and-sister company clusters, with deposit~taking
only in home states, and they become wide-angle financial
service companies a-la-Merrill Lynch-cum-Sears. One might
see Citicorp auto insurance, Bank of America Savings and Loan,

Chase money market funds, etc.

No matter what scenario seems most probable, several

things are forecast for banks in the 1980's:14

The era of cheap money (like the era of cheap energy)
is about over.

Skilled asset and liability management will be a
vital barometer of survival.

- Pushed by EFT, on the retail side, there will be a
strong push toward self-service banking in order to
raise productivity and lower costs.

- Also helped by EFT, on the wholesale side, bankers
will increasingly be brokers as well as lenders of
money in order to generate new funds.

- Volatile markets will accelerate the trend toward
mergers in the banking industry.

- Pressure will increase to modify market barriers,

especially barriers to interstate banking.
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IMPLICATIONS OF ENVIRONMENTAL CHANGE ON BANK BALANCE SHEETS

Today's financial intermediaries handle a much larger
volume of business and generally serve broader geographic
markets than in the recent past. They are also more compe-
titive and offer a greater variety of services in an effort

to maintain or expand market shares.

The expanding variety of services offered by financial
intermediaries have been paralleled by an increased diversi-
ty of the liabilities of these institutions. Twenty vears
ago, the liabilities side of a typical commercial bank's
balance sheet was heavily weighted with demand deposits and
regular savings deposits. Today's typical bank balance
sheet shows a sizeable reduction in the relative importance
of such deposits and a sharp increase in purchased funds
(CD's, RP's, Fed Funds, Eurodollar borrowings). Regular sav-

ings deposits have given way to time CD's.

Most banks try to keep rates flexible within a 90-day
horizon. Most banks develop rate-sensitivity guidelines by
monitoring rate-sensitive assets and liabilities that could
change in rate within 90 days. In most bank failures and
problems, much of the blame lies in the inability to match

rate~-sensitive assets and liabilities. In some of those
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cases, the problems emerged because state usury laws prevent-
ed banks from charging higher rates on earning assets, and
thus those rate-sensitive loans became fixed-rate loans as
rates floated up to the ceiling, while rates on rate-sensi-
tive paying liabilities continued upward unrestrained. Over-
night, restrictive usury laws forced bank balance sheets to
become mismatched as bankers found that suddenly their rate-
sensitive liabilities far exceeded their rate-sensitive as-

sets.

The cumulative effects of these above mentioned changes
in the regulatory and competitive environments have present-
ed significant threats and opportunities to commercial banks.
These threats and opportunities are forcing many banks to
change their competitive strategies in an effort to ensure
long run success and/or survival. Currently, it is still
gquite difficult to determine the actual direction, magni-
tude, and interactions of the above-mentioned competitive
and environmental changes. Nevertheless, those financial
institutions best positioned to adapt most effectively,
which have the most efficient product delivery systems with-
in certain market segments, and which have strong capital
positions and access to the capital markets should prosper

in such a changed environment.
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IMPLICATIONS ON RETAIL (CONSUMER-ORIENTED) STRATEGIES

On the retail side, only higher return on assets will
keep banks competitive. This means check truncation (not
getting checks unless one asks and pays for it), ATM, self-
service banking (with ATM and EFT based hardware), floating

retail loan rates (mortgages, consumer loans, etc.).

The competition for NOW accounts indicates problems
for retail-oriented banks that have relied on checking ac-
counts for a large percentage of their loanable funds.15
Some bankers calculate that annual costs of servicing a NOW
account amount to about 3%. That 3%, plus 5% interest on
the accounts adds up to 8% money which is significantly less
than a money-center bank paying 19% on its CD's or S&L paying
14% on six-month certificates would be paying. However,
this 8% money may be quite expensive for a retail-oriented
bank that is used to 2 to 3% cost of funds money on its
checking account after including service expenses. Addition-
ally, the cost of greater competition (higher advertising

expenses) will also help push costs and lower earnings for

retail-oriented banks.

IMPLICATIONS ON WHOLESALE (COMMERCIAL) STRATEGIES

On the wholesale side, the central objective of in-
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creasing return on assets can be achieved by reducing rate
risk on fixed rate loans and settling for fee income as
bankers become brokers of financial services for a fee as
well as lenders of money (with a spread over the cost of
funds). Fee-based income (vs. spread income) requires lit-
tle or no capital outlay, and is often more readily brought
down to the bottom line for such services as trust, securi-
ties trading, investment management, foreign exchange, cash
management, mergers, acquisitions, divestitures, private

placements, etc.

Most institutions in the wholesale banking market have

16 Good com-

a tough sell in the current borrower's market.
panies can choose from U.S. banks, bond markets, commercial
paper markets, or foreign banks for credit. These competi-
tive pressures and the unstable interest-rate environment
méke banks vulnerable to profit erosion and 1oss-of market
share. To offset these trends, wholesale banks have devel-
oped an array of services that customers will pay a fee for,
even if these customers borrow elsewhere. These services
include leveraged buyouts, project financing, advanced cash
management services, sales of securities, foreign advisory
services, private placements, closing of mergers, special-

purpose financing, and other investment-banker-type serv-

ices.
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Banks are attempting to create a demand among corpora-
tions for these skills, services, special deals, etc., be-
cause the traditional seasonal lending has been largely lost
to the commercial paper market and to aggressive foreign
banks. Yet, wholesale banking does not have the high consu-
mer losses from bankruptcy and the ceilings of many state
usury laws, and the expensive consumer banking technology of

retail banking.

IMPLICATIONS FOR LONG-RANGE PLANNING

The demands for more profitable operations has focused
senior management's attention on the operations areas be-
cause of its major share of non-interest expense. Also,
with many credit/deposit customer relationships being sup-
plemented with other services and products which are pro-
vided on a fee basis, operational support is often required

and becomes an integral part of the customer relationship.17

Operations in banking include areas that process vari-
ous types of transactions such as: deposits, credit cards,
ATM's, wire transfers, letters of credit, securities, and
which require a number of related support activities such
as systems design, data processing, and customer inquiry

systems. The organizational arrangement of these responsi-
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bilities differ from bank to bank but many banks consolidate
operational activities related to commercial, consumer, and
correspondent banking customers in one central department.
Trust and investment areas are usually "decentralized" and
placed under the direct control of the line units that they

service.

A growing number of bankers are revising their basic
business strategies to recognize distinct customer market
segments—--corporate, consumer, correspondent, trust, inter-
national, etc. At the same time, many banks are facing
limitations on the level of resources (funds, personnel,
capital) that can be given to various market segments. This
resource scarcity problem has led to the need to formalize
long-range planning to clarify the business objectives that
govern resource allocation decisions.18 There is also an
increasing concern about the profitability of market seg-
ments in contrast to the prior focus on revenue generation,
and, accordingly, more accountability is being placed on
line bank management to control both revenues and costs as-
sociated with a market. Thus, the line managers' concern
for the bottom line is motivating them to control costs
charged to their area for services provided by centralized

support groups like operations.
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Many new products and services require some form of
operational support which require interaction between opera-
tions managers, line managers, and customers. A number of
new technologies permit new design options for basic trans-
action processing activities such as check processing, mini
computers, on-line proofing equipment, and optical scanning
devices. In order for operations managers to be responsive
to line managers' needs, in tailoring its services to speci-
fic market needs, banks may be increasingly breaking up work
streams and moving the work back to those departments that

originate the transaction.

The complexity of these equipment options and the long
lead times required for implementation increase the need for
coordination of business strategies and of long-range plan-
ning.19 The adoption of certain techniques and technologi-
cal options represent major capital investments and commit
a bank to certain service capabilities and cost structures
for a period of years. These decisions affect the competi-

tive positions of banks.

Strategic efforts to improve return on assets and pro-
fitability have begun with a determination to realize the
unique potential of a particular bank. This effort begins

with a realistic appraisal of where the bank stands with
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respect to its markets, with respect to its strengths and
weaknesses, and with respect to where it is making money in
order for it to place its capital where it can get the great-

est return.

THE BANKING INDUSTRY IN THE NORTH-EAST

While the national banking industry was being affected
by the environmental changes brought about by inflation,
computer and communications technology, and changes in the
regulatory environment, the Northeast banking industry was
also affected by competition from thrift and savings insti-
tutions, by a slow recovery from the 1975 recession20 , and
by declining capital ratios. These North Eastern banking
industry effects also contributed to increasing environmen-

tal change and posed strategic considerations for most North

Eastern banks.

INDUSTRY TRENDS IN THE REGION

The thrift and savings institutions in the North East
competed with commercial banks for direct deposit funds,
usually by offering free checking acounts and lower personal,
car, boat, and mortgage loan rates than offered by commer-
cial banks. Many of the thrift and savings institutions

were lutual. associations where "excess" profits are paid
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back to investors. Thus, some thrifts and savings insti-
tutions were not overly concerned with profitability as were
the commercial banks and, therefore, could justify lower
loan rates. Also, with NOW accounts being offered originally
in the North Eastern states and not in the rest of the coun-
try (NOW accounts are checking accounts, essentially, that
pay interest), the thrift and savings institutions were able
to garner a significant share of deposits from the commer-
cial banks. 1In Massachusetts, for example, the thrift and
savings institutions combined had 32% more assets and 55%
more deposits in 1978 than did all of the commercial banks
combined.21 Thus, competition for deposits (loanable funds)
was very intense between the commercial banks and the

thrifts and savings institutions.

Consequently, in addition to the environmental changes
occurring nationally, North Eastern banks are faced with
increased competition from thrift and savings institutions
and with declining capital ratios relative to most other
banks. (See Table 2.6-2.9 at the end of this chapter.) Of
these additional environmental factors, the declining capi-
tal ratio problem is a very significant one.22 We claim
that this latter issue highlights the problems of substan-

tial external financings of bank capital in an inflationary

period which will affect the North Eastern banks' ability to
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raise the necessary capital at attractive prices to accom-

23 These North East related

plish their strategic goals.
issues add but another layer of environmental complexity to

an already rapidly changing environment.

Our data for North Eastern banks originated from the
MIT Planning and Control Structured Thesis efforts in 1979
and 1980. Our sample includes 7 banking organizations for
which a brief description and some selected performance

statistics follow. (See Table 2.5)

BANK A

Bank A is a bank holding company and provides advice
and specialized services to affiliated banks in various a-
reas of banking policy and operations. The corporation en-
gages in commercial finance and factoring, securities
clearance, and sales of commercial paper. The corporation
is primarily a wholesale bank although it has a significant
retail business and concentrates on regional middle market

companies.

BANK B

Bank B is a bank holding company which provides,

through its subsidiaries and affiliates, domestic and inter-



SELECTED PERFORMANCE STATISTICS FOR 1978-198024

1978 1979 1980
Assets ROA/ROE  N.I. Assets ROA/ROE  N.I. Assets ROA/ROE N.I.
($Billions) (%) ($Mil1lions)  ($Billion) (%) ($Millions) ($Billion) (%) (M)
Bank

A 2.9 .37/77.2  10.1 3.1 .56/11.0 16.4 3.5 .55/10.9 17.
B 11.6 57/11.0 62.7 13.7 .66/13.7 85.0 15.9 .67/15.0 103.
C 2.8 .76/14.3 20.2 3.2 .84/16.1 24.9 3.5 .86/16.6 28.
D 2.0 .63/14.5 12.0- 2.5 .69/16.6 16.5 2.9 .71/16/8 21.
E 2.2 4477 .5 8.7 2.6 .70/13.0 16.0 3.0 .90/18.0 24.
F 2.7 72/12.1 18.0 2.8 .84/14.0 22.7 3.2 .91/14.9 26.
G 2.7 .33/8.8 6.6 ‘2.6 41/11.8 9.8 2.8 .58/14.9 13.
ROA = Return on Assets ROE = Return on Equity N.I. = Net Income

TABLE 2.5

6€
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national financial, banking, and trust services. The com-
pany is multinationally, internationally, and domestically
focused with respect to wholesale banking and much less so

with respect to retail banking.

BANK C

Bank C is a one bank holding company engaged, thru sub-
sidiaries, in general commercial banking operations, mort-
gage banking, factoring and commercial finance, equipment
leasing, consumer finance, real estate finance, data pro-
cessing and other banking and financial services. Although
considered a wholesale bank, the bank has a large retail
business and focuses on middle-market, international, re-

gional, and specialized commercial customers.

BANK D

Bank D is a multi-bank holding company and, thru its
subsidiaries, the company is engaged in general commercial
banking services, cash management, leasing operations,
trust services, correspondent services, and other special-
ized banking and financial services. The company is pre-
dominantly a wholesale bank and concentrates on export-

oriented, regional, middle-market companies and on corres-

pondent banking and cash management services.
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BANK E

Bank E is a holding company and, thru its subsidiaries,
is engaged in commercial banking, sale of commercial paper,
investing in securities, mortgage banking, mutual fund ser-
vice agent, expediting securities settlements in New York
City. The corporation is predominantly wholesale oriented,
with a small retail business and concentrates on middle
market companies and on financial advisory and servicing

institutions and cash management services.

BANK F

Bank F is a holding company which provides through its
member banks commer cial, savings, trust, foreign, and retail
services. The company is predominantly retail oriented and
very heavily concentrated in community consumer lending and

marketing.

BANK G

Bank G is a bank holding company which through its sub-
sidiaries engages in commercial, retail, international,
trust, and other specialized financial services. The com-

pany competes in the regional middle market for commercial

and export-oriented companies and is primarily a wholesale
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oriented bank with a significant retail business.
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CAPITAL RATIOS AT INSURED COMMERCIAL BANKS, 1969-77 (PERCENT)

End of Capital-to-Total-Assets Capital-to-Adj. Risk Assets Capital-to Loans
Period Northeast Rest of U.S. Northeast Rest of U.S. Northeast Rest of U.S.
1969 9.4% 8.6% 12.9% 12.5% 16.2% 15.9%
1970 9.0 8.5 12.5 12.5 16.3 16.4
1971 8.9 8.3 12.2 12.2 16.0 16.3
1972 8.4 8.0 11.6 11.6 14.9 15.3
1973 8.3 7.9 11.2 11.1 14.0 14.3
1974 8.3 7.9 10.9 11.0 13.9 14.2
1975 8.4 8.2 11.6 11.7 15.9 15.5
1976 8.3 8.3 11.5 11.9 15.1 15.7
1977 7.8 7.9 1.1 1.7 14.5 15.1
1978:2 7.9 8.1 11.3 1.4 14.4 15.3

Definitions: Capital is defined as the sum of equity capital, subordinated debt, and reserves. Adjusteq
risk assets are total gross assets less cash, U.S. Treasury and agency securities, trading account securi-
ties, and Federal funds sold.

Source: Federal Deposit Insurance Corporation, Asset and Liabilities of Commercial and Mutual Savings
Banks, various years.

TABLE 2.6

£y



TABLE 2.7

AVERAGE ANNUAL INCREMENTS TO CAPITAL AT NORTH
EAST COMMERCIAL COMMERCIAL BANKS
($ Thousands)

44

From From Total Ratio of
Internal External Capital External
Sources Sources Increments to Total
1970-1977 $120,303 $ 44,234 $164,537 .27
1980-1990
*Case 1 233,905 110,931 344,836 .32
*Case I1I 289,175 223,579 512,754 .44
*Case III 340,167 393,030 733,197 .54
*Projections
TABLE 2.8
PROJECTIONS OF AVERAGE INCREMENTS TO CAPITAL
AT NORTHEAST COMMERCIAL BANKS USING
EXTRAPOLATION AND REGRESSION TECHNIQUES, 1980-1990
($ Thousands)
From From Total Ratio of
Internal External Capital External
Sources Sources  Tncrements To Total
Case I $233,905 $110,931 $344,836 .32
Case II 289,175 223,579 512,754 .44
Case III 340,167 393,167 733,197 .54
Regression
Techniques 222,840 225,777 448,617 .50
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EARNINGS RETENTION RATES AT COMMERCIAL BANKS, 1970-78:2 (basis points)

Northeast Rest of U.S.
1970 44 .8 45.7
1971 28.9 46.7
1972 35.4 52.3
1973 36.3 55.2
1974 39.7 54.1
1975 31.8 50.1
1976 25.4 52.3
1977 37.4 57.8
1978:2 48 .9* 71.8*

* At annual rate

Note: In this table the earnings retention rate includes net additions
to loan loss reserves and is defined as the ratio of adjusted net
income, less dividends, to assets, where adjusted net income is equal
to net income after taxes and securities transactions adjusted to
reflect actual net loan losses. The earnings retention rate does not
include net additions to loan loss reserves. The ratios reported were
constructed using the method developed in Peter Lloyd-Davies, Measuring
Rates of Return, Research Papers in Banking and Financial Economics,
Board of Governors of the Federal Reserve System, 1977.
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CHAPTER III
THEORETICAL FRAMEWORK

A. INTRODUCTION

Any serious research effort, be it in the behaviorial or
natural sciences areas, must have as its basis a theoretical
foundation with which to support its hypotheses. According-
ly, this chapter provides a survey of the literature on
organization design which has been written by theorists in
their attempts to better understand the concepts of strategy
formulation and the external environment. However, before
beginning this treatise, we thought it beneficial, parti-
cularly for the uninitiated reader, to digress for a moment
and present a brief discussion of the historical development
of organizational thecry. This review is also useful in the
sense that it helps to put that portion of the literature

with which we are concerned in its proper perspective.

Organizational theoryl was first developed in the early

1900's with the work of Max Weber, who founded the Bureau-

1 See Khandwalla, P.N. THE DESIGN OF ORGANIZATIONS. New

York: Harcourt, Brace, Jovanovich, 1977.
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cratic School of Thought; and Fayol, who founded the Prin-
ciples of Management School. These two schools of thought
viewed the organization as a very mechanistic, rigid,

closed entity, and proposed a bureaucratic organizational

structure which was supposedly universally ideal.

During the 1930's and on into the early 1950's, organ-
izational theory took on a behavioral orientation with the
works of Mayo, McGregor, and others who focused on the
motivational aspects of people. The Human Relations School
(Mayo) emphasized the importance of social relations at
work and the need for self-esteem. The Human Resources
School (McGregor and Argyris) proposed organizational models
in which human needs, particularly the need for self-actual-
ization, could be more fully satisfied. Also during this
era, was the work of the Carnegie theorists, Simon, March
and Cyert, to name a few, who investigated the organiza-
tional limitations of the individual's limited information
processing and problem-solving capacity. Their work was
largely in response to the economic models of the firm which
were based on the assumptions of managers' ability to cap-

ture complete information for rational decision-making.

In the last two decades or so, organizational theorists

have extended their research and conceptualizing beyond the



CHAPTER III 50

boundary of the firm, and focused on the relationship
between the firm and its environment. As>a result, two
schools of thought have emerged to shape contemporary
organizational theory--systems theory and contingency theo-
ry. Systems theorists, such as Emery and Trist, Leavitt,
Katz and Kahn, and Seiler, have emphasized the importance
of social, psychological, technical, and economic forces on

the organization.

Contingency theorists, including Woodward, Lawrence and
Lorsch, Khandwally, Quinn, Bourgeois and others, have also
investigated the interactions of the organization and its
environment. However, their focus has not been so much on
the dynamics of the process by which an organization adapts
as on the end result itself. Thus, the main contribution
of contingency theory has been the identification and the
pdstulation of the effects the differences in these varia-
bles will have on the structure and functioning of organi-

zations.

Our thesis draws on that body of contemporary literature
concerned with the dimensions of strategy and the environ-
ment. In particular, we are interested in what contingency
theorists have had to say about the linkages of these two

concepts. The first two sections of this chapter reviews
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the literature in terms of its treatment of strategy and the
environment. The third section reviews the literature con-
cerned with the integration of the two dimensions, both
conceptually and empirically. Our intent is to develop

a framework for the study of the nature of top management
decision-making stylé and the long-range planning systém in

the context of the environment.
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B. STRATEGY

Much of the research on strategy has focused on identi-
fying what strategies, within different situational and
organizational contexts, are most likely to yield the great-
est economic success [Rumelt, 1974; Hofer, 1973, 1975;
Wrigley, 1970]. This body of literature has been referred
to as the "content" approach to studying strategy. These
researchers have sought to both identify which variables
influence strategy and specify what values for each variable
are economically feasible under varying conditions. For
example, Hofer, in a recent study on business strategy,
offered the following proposition in reference to the matur-
ity stage of the product life-cycle:

"When the degree of product differentiation

is low,...the rate of technological change

in process design high,...buyer concentration

high,...businesses should: a) allocate most

of their research and development funds to

improvements in process design rather than

new product development; b) allocate most of

their plant and equipment expenditures to

new equipment purchases; c) seek to integrate

forward or backward in order to increase the

value they add to the product..."

In contrast to the content approach, another branch of

research has developed which focuses on the analytical,

political, and behavioral processes of determining an or-

ganization's strategy [Vancil and Lorange, 1975; Lorange and
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Scott-Morton, 1974; Allison, 1971; Cyert and March, 1963}.
Although some attention has been given to the study of
strategy implementation, most of this literature has been
concerned with the strategy formulation process. Hofer and
Schendel (1978) defined strategy formulation as the process
of deciding the basic mission of the company, the object-
ives that the company seeks to achieve, and the major
strategies and policies governing the use of the firm's
resources to achieve its objectives. Galbraith and Nathan-
son have stressed the importance of choosing the appropriate
organizational structure in implementing a chosen strategy.
They suggest that there are other design variables in addi-
tion to structure which must be considered for effective
strategy implementation. These variables include the
development of human resources, appropriate reward systems,
and effective information systems. Galbraith and Nathanson
emphasize the importance of matching these and other dimen-
sions of organizational design to one another as well as to
strategy, to achieve a congruence among all organizational

dimensions.

Research on strategy has also been classified by
organizational hierarchy [Hofer, 1975; Hofer and Schendel,

1978; Vancil and Lorange, 1975]. These writers have dis-

tinguished between "corporate" or “"portfolio" strategy and
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"business" strategy in their study of strategy formulation.
Business strategy, as defined by Hofer, occurs at that level
in the organization at which responsibility for formulation
of a multi-functional strategy for a single industry or
product-market arena is determined. Corporate strategy
occurs at the top level of the organization regardless of
the number of industries in which it competes. Thus, the
businéss strategies of a multi-industry company would take
place at the divisional level, while the corporate and busi-
ness strategies of a single-product-line company would be
the same. 1In banks, corporate and business strategy-making
would be distinct but integrated processes, with business
strategies taking place at the product-line or departmental

level.

Similarly, Bourgeois (1980) specified the following

hierarchical definition of strategy:

"Domain definition strategy refers to the
organization's choice of domain or change
of domain that occurs when for example, a
firm diversifies into or exits from parti-
cular products or markets."

"Domain navigation strategy refers to com-
petitive decisions made within a particular
product-market or task environment. Thus,
once a domain or competitive arena has been
determined by primary strategy, the organi-
zation is subject to environmental con-

straints to which the contingency theorists
attribute primacy."
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Thus, domain definition is related to the corporate level
and domain navigation is related to the business level.

Additionally, since the author views domain selection and
navigation as occuring in a sequential fashion, he refers

to them as primary and secondary strategies.

In the context of the process/content and corporate/
business dichotomies discussed above, our research is con-

cerned with the process of strategy formulation. In addi-

tion, we are concerned with that part of strategy formula-
tion which Bourgeois has referred to as "primary strategy"”
or "domain selection"; and which Hofer and Schendel have

referred to as "corporate strategy."

The remainder of this section will review three empir-
ical studies of strategy-making. In the first two studies,
Quinn and Mintzberg discuss the different types of strategy
formulation which they have been able to identify through
their own research. These two works were chosen primarily
because they deviate somewhat from the typical propositions
put forth on strategy formulation; and because much of the
other work related to strategy-making has been reviewed in
previous theses. The third study, Wood and LaForge, inves-

tigates the long-range planning process, an important

variable of strategy formulation, and its effect on finan-
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cial performance.

QUINN

Quinn (1980), in his study of nine multi-billion dollar
companies such as Exxon, General Mills, Xerox, and General
Motors, investigated how organizations arrive at their
strategic changes, and how this fits into accepted formal
planning and management concepts. The study was prompted
by the author's previous investigative and consulting work
in the area of development and implementation of formal
strategic planning structures. As a result of these exper-
iences, the author made several observations about strategy
formulation. One, the planning activity tended to become
a bureaucratized, costly, paper-generating exercise which
failed to stimulate creativity, innovation oOr entrepreneur-
ship. Two, the formal planning structure was generally not
the setting from which most major strategic decisions were
made. Three, much of the management literature on planning
consistently developed increasingly sophisticated, complex

models which were unworkable and unrealistic.

Quinn views most organizational literature on strategy-
making as falling into either of two categories--the formal

planning approach, and the behavioral, power-dynamic
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approach. In general, literature proposing the formal plan-
ning approach prescribes how an organization should define
its strategy, stating explicitly what factors should be
included and how to analyze and relate these factors, step
by step. Often, the models put forth by this part of the
literature place too much emphasis on gquantitative analysis,
and not enough on the political-behavioral factors which

Quinn believes frequently determine strategic success.

At the other end of the spectrum is the behavioral,
power-dynamic approach which has offered important insights
on the psychological relationships in strategy formulation
such as multiple goal structures and the bargaining and
negotiation process. Quinn's criticisms of this literature
are that "many of the studies have been conducted in set-
tings far removed from the realities of strategy formula-
tion," and few have offered normative guidance for the

strategist.

The author argues that strategic decisions do not come
solely from power-political interplays, nor from an aggrega-
tion of decision variables which can be treated gquantita-
tively. He suggests that a synthesis of various behavioral,
power~dynamic, and formal analytical approaches more close-

ly approximates the process major organizations use in
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formulating and changing their strategies. The results of
his research showed that successful managers consciously
and simultaneously integrate information-analysis, power-
political, and organizational-psychological processes at
various crucial stages of strategy development in a logical,

incremental fashion.

How do managers evolve effective strategic goals within
the realm of logical incrementalism? Quinn found that the
most effective strategies tend to emerge from an iterative
process in which the organization probes the future, experi-
ments, and learns from a series of partial or incremental
commitments, rather than through global formulation of total
strategies. In his case studies, it was revealed that suc-
cessful executives announced relatively few goals to their
organizations. These types of announcements were generally
avoided because it was felt they tend to centralize the
relevant issues, reduce creative options, "rigidify" posi-
tions too soon, and provide focal points against which
opposition could organize. Instead, most executives tended
to develop strategic goals through very complicated, large-
ly political, consensus-building processes which are outside
the structure of most formal management systems, and which

frequently have no precise beginning or end.
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MINTZBERG

Mintzberg (1978), much like Quinn, also views most of
the literature and theories on strategy formulation as very
abstract and incomplete. He categorizes most of the litera-
ture into three theoretical groupings or "modes." The

planning mode depicts the strategy-making process as a high-

ly ordered, neatly integrated one, with strategies imple-
mented on schedule in a very systematic fashion. The adapt-
ive mode describes the process as a negotiating or bargain-
ing process which tends to produce a stream of incremental,

disjointed decisions. In the entrepreneurial mode, the

process is dominated by a powerful leader, who takes bold,

risky steps toward his vision of the organization's future.

Mintzberg attributes what he sees as the shortcomings
of most organizational literature to the general treatment
of strategy as an explicit, purposefully and consciously
developed plan. Instead, he suggests a two-dimensional
definition of strategy which in his opinion better opera-
tionalizes the concept for the researcher. He defines
intended strategy as referring to the typical definition of
strategy. Chandler's definition [1962, p. 13] is offered

as an example of the typical definition: "...the determin-

ation of the basic long-term goals and objectives of an
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enterprise, and the adoption of courses of action and the
allocation of resources necessary for carrying out these

goals." Realized strategy, the author's view of strategy

in general, is defined as a pattern in a stream of deci-
sions. That is, when a sequence of decisions in some area
exhibits a consistency over time, a strategy will be con-

sidered to have been formed.

Through a series of historical studies of single or-
ganizations covering a time span of decades, Mintzberg was
able to make three general observations about strategy
formulation. First, strategy-making can be thought of as
revolving around the interplay of three forces: 1) an
erratic but constantly changing environment; 2) an organi-
zational operating system, often a bureaucracy, which seeks
stability despite the irregularities of the environment;
and 3) a leadership, which serving as a mediator between
these two forces, tries to simultaneously accomodate the
operating system while insuring the organization's adapta-
tion to environmental change. 1In this view, environmental
change spurs strategic change, which in turn is aided by a
leadership whigh buffers the constraints provided by a

lethargic operating system.

Second, Mintzberg observed that strategic change mani-
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fests itself in two main patterns, one super-imposed on the
other. He found that the basic pattern of overall strategy
is similar to that of a life cycle. That is, strategies are
conceived, developed, become operational, begin to decay,
and finally die. Furthermore, evidence from the study indi-
cated the presence of periodic waves of change and continu-
ity within the life cycle. This suggests that strategy does
not proceed in a continuous, incremental fashion, but rather

occurs in spurts followed by periods of continuity.

The third conclusion which Mintzberg made is embodied
in a theoretical model he developed which depicts the

different types of strategies. The model, shown below in

Figure 3.1, combines the two types of strategies identified
earlier--intended and realized--in three ways. First,
"deliberate" strategies are defined as intended strategies
which get realized. Second, "unrealized" strategies are

the result of intended strategies which do not get realized.
Unrealized strategies may be the result of unrealistic
assumptions or expectations, a lack of consensus among key
decision-makers, misjudgments about the environment, etc.
Third, "emergent" strategies occur when strategies that were

never intended get realized.

Mintzberg's concept of an emergent strategy is quite
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similar to several observations Quinn was able to make about
strategy formulation. A number of executives Quinn inter-
viewed stated that there were no "strategy sessions" where
the future of the organization was mapped out. Instead,
strategies seemed to evidence themselves as the organization
attempted to adapt to its environment. The statement of a
General Motors Executive characterizes the dynamics of this
preocess best:

"When I was younger I always conceived

of a room where all these [strategic]

concepts were worked out for the whole

company. Later I didn't find any such

room. ..The strategy [of the company] may

not even exist in the mind of one man.

I certainly don't know where it is writ-

ten down. It is simply transmitted in

the series of decisions made." [Quinn,

1980, p. 13].

This characteristic or type of strategy formulation is
what Quinn has labeled "logical incrementalism." Mintzberg
would call it "emergent strategies which get realized."
Thus, there appears to be a linkage between Quinn's view-
point of strategy formulation via "logical incrementalism,"
and Mintzberg's viewpoint of the process via "emergent stra-
tegies." That is, both notions of strateqgy formulation view

the process as one where strategies emerge from an iterative

process and are eventually realized, but in fact were never

actually intended or explicitly planned through a formal
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approach.

WOOD AND LA FORGE

What is the role of formal planning? Do organizations
which utilize long-range planning systems to help plot their

future tend to develop more effective strategies which lead

to superior financial performance? Two researchers, Wood
and LaForge, investigated this relationship within the bank-
ing industry. They hypothesized that large U.S. banks that
had more comprehensive planning would financially out-

perform those that had less comprehensive planning.

The authors used a sample of 41 large U.S. banks,
categorizing them according to whether they had strategic
long-range corporate planning systems; and whether they
scored high or low on a scale of different aspects of formal
planning practices. The banks were grouped into one of
three categories including: 1) non-planners; 2) partial

planners -- banks that had strategic long-range planning

systems but scored low on the planning scale; and 3) compre-
hensive planners =-- banks that had strategic long-range
planning systems and scored high on the planning scale. A
control group of twenty randomly selected large banks was

also used. Financial performance over a five year period,
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1972-1976, was determined by two measures-—-growth in net

income and growth in return on owners' investment.

Wood and LaForge found that the comprehensive planners

out~-performed the other three groups of banks in their sam-
ple. Similarly, they found that the partial planners out-
performed both the non-planners and the control group.
These results seem to suggest that in general, large U.S.
banks that utilize highly formalized, comprehensive long-
range planning systems enjoy a competitive advantage over
similar financial institutions which use less formalized,

or no planning system.

While these results are consistent with several other
studies [Thune and House, 1970; Karger and Malik, 1975]
which tested the relationship of planning and performance
across industries, Wood and LaForge readily admit they
cannot conclude that comprehensive planning is the only
reason for superior performance in banks. This admonition
is borne out in the study by Norburn and Grinyer (1977) in
which they attempted to determine whether the corporate
planning process or other factors such as management style,
technology, and organizational structure were the dominant

factor in a firm's financial performance. They found abso-
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lutely no basis for believing that use of the full corporate

planning approach is generally associated with high finan-
cial performance. Similarly, the recent study of 61 com-

panies by Leontiades and Tezel (1980) found no evidence to
support the contention that formal planners outperform

informal planners.

Because of the contradictory evidence on the value of
strategic planning and its role in the very complicated
process of strategy formulation, this topic is still receiv-
ing much attention by researchers. Part of our research
investigates the long-range planning process and its rela-
tionship with the environment and banks' financial perform-
ance. More will be said on this later in the chapter which

develops our hypotheses. We now turn to a discussion of

the literature on the environment.
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C. ENVIRONMENT

As mentioned earlier in this chapter, ever since organi-
zations have been viewed as open systems, organizational
theorists have investigated the relationships between the
organization and its environment. Researchers have tried to
answer dquestions such as -- To what extent are organizations
shaped by their environments? Are there organizational char-
acteristics such as strategies, technologies, structures,
processes, which are more appropriate for one environment
and not another? Are there linkages across these character-
istics which determine organizational success? 1In general,
organizational environment has been analyzed in three ways:
1) the objects or components of the environment; 2) the at-
tributes of the objective environment; and 3) organizations'

perceptions of the environment.

Duncan's (1972) treatment of the environment is an ex-
ample of the type of analysis which falls in the first cate~
gory. He analyzed the environment as the "totality of physi-
cal and social factors that are taken directly into consid-
eration in the decision-making behavior of individuals in
the organzation." He distinguished between the organiza-
tion's external and internal environment, and identified the

components relevant to each.



68
CHAPTER III

Components comprising the internal environment were:
1) the organizational personnel component which included
factors such as interpersonal behavioral styles and educa-
tional background and skills; 2) the organizational func-
tional and staff units component which includes factors such
as the technological characteristics of organizational units
and the inter-unit conflict among functional and staff units;
and 3) the organizational level component which includes

factors such as the firm's goals and objectives.

Duncan described the external environment as consisting
of five components including a customer component, a suppli-
ers component, a competitor component, a socio-political com-

ponent, and a technological component.

In the second category of literature on the environ-
ment, researchers have for the most part focused on the rate
of change and the degree of heterogeneity of the environ-
ment. For example, Emery and Trist (1965) developed a typo-
logy of environments based on the level of uncertainty and
the rate of change in the organization's environment. Duncan
(1972) operationalized the "simple-complex" and "stable-dy-
namic" dimensions of the environment. These dimensions were
first conceptualized by Thompson (1967). The simple-complex
dimension concerns the number of relevant factors in the de-

cision unit's environment and the extent to which these fac-
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tors are homogeneous. The static-dynamic dimension concerns
the rate of change of the decision unit's environmental fac-
tors and the frequency with which decision-makers must con-

sider new and different environmental factors.

Khandwalla (1977) proposed that the environment be ana-
lyzed in terms of five attributes or properties--turbulence,
diversity, technical complexity, hostility, and restrictive-
ness. Khandwalla defined these attributes in the following
ways. A dynamic, unpredictable, expanding, fluctuating en-
vironment is a turbulent environment. Management can only
make "guesstimates" about the future because the environment
is so unpredictable. Information tends to be inaccessible
and generally unreliable. A hostile environment is one that
is risky, stressful, dominating, extremely competitive, and
lacking in opportunities. It is a frustrating environment
in which many barriers must be overcome to operate profit-
ably. An environment is diverse or heterogeneous if the cus-
tomers of the firm, or its markets, have diverse character-
istics and needs. For example, a shoe repair shop or a
beauty salon each serve customers with fairly similar needs.
On the other hand, customers of an insurance company have a
variety of needs and characteristics, particularly in terms

of the type and amount of coverage they need. A technologi-

cally complex environment exists when technologies are ra-
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pidly changing or developing and strategic decision-making
requires the use of highly sophisticated technical informa-

tion. A restrictive environment subjects the organization

to many different constraints which must be taken into ac-
count by decision-makers. Constraints may come in the form
of price regulation or the scarcity of raw materials. Con-
straints may also be political in nature where, for example,
the organization is legally restricted from operating in cer-

tain markets.

One attribute or characteristic of the environment
which is discussed a great deal in the literature is envi-
ronmental uncertainty. The concept of uncertainty has been
defined in a variety of ways. Lawrence and Lorsch (1967) de-
fined uncertainty as consisting of three components: 1) the
lack of clarity and reliable information; 2) the long time
span of definitive feedback; and 3) the uncertainty of
cause-effect relationships. Other researchers have defined
uncertainty as the rapid rate of environmental change and
the unpredictability of that change. For example, Khandwalla
(1977) implicitly equates "turbulence", which he defines as
both an unpredictable and dynamic environment, with environ-
mental uncertainty. Miles, Snow and Pfeffer (1974), on the
other hand, have argued that environmental change is not ne-

cessarily unpredictable change. Instead, they suggest that
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"it is possible to have rapid but largely predictable change,
and, in such a situation, the organization does not really

confront uncertainty...'

Based on a study conducted in a large, manufacturing or-
ganization, Duncan (1972) identified three dimensions of en-
yironmental uncertainty; 1) the lack of information regard-
ing the environmental factors associated with a given deci-
sion-making situation; 2) not knowing the outcome of a spe-
cific decision in terms of how much the organization would
lose if the decisions were incorrect; and 3) the inability
to assign probabilities with any degree of confidence with
respect to how environmental factors are going to affect the

success or failure of the decision unit.

Thus, Duncan's conceptualization of uncertainty is that
it emanates from two sources: 1) lack of adequate informa-
tion for decision-making; and 2) lack of a priori knowledge
of the cost or consequences of an incorrect decision. This
first source of uncertainty, as defined by Duncan, is a fac-
tor present in strategic decision-making in banks. For ex-
ample, bank executives in the past few years have come to ex-
pect wildly fluctuating interest rates, which directly af-
fects their interest margins. Their main problem, though, is

that often they cannot predict far in advance the direction
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of change or the degree of change in interest rates. In gen-
eral, however, they are able to determine, ex ante, the con-
sequences of a poor estimate of the future rates. From
banks' point of view, then, an uncertain environment is an
unpredictable environment. Therefore, we will define envi-
ronmental uncertainty as a condition which exists when the
nature and direction of change is unpredictable. 1In our
analysis of the environment, we will distinguish between a
dynamic or rapidly changing environment and an unpredictable

environment.

The third category of environmental analysis concerns
a topic which has been the subject of debate for the last
five to ten years. Researchers have differing opinions on
whether the best methodology for analyzing an organization's
environment is from the decision-maker's viewpoint or from
an objective analytical viewpoint. Some studies [Lawrence
and Lorsch, 1967; Khandwalla, 1977] have relied completely
on managerial perceptions in their measurements of the envi-
ronment, while others [Lindsay and Rue, 1980] have tried to

combine objective and perceived environmental analysis.

Theorists that view managers' perceptions as the only
relevant measure of the environment argue that the organiza-

tion only responds to what it perceives. This means that
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different organizations may perceive and therefore react dif-
ferently to the same objective environment. Researchers who
criticize environmental analysis which is based exclusively
on managerial perceptions have argued that this type of ana-
lysis is simply a study of the psychological state of the

subject and provides no information about the environment.

As Bourgeois points out, at issue is whether managers'
subjective impressions override the objective situation when
critical decisions are made. If it is true that an organiza-
tion only responds to what it perceives, then subjective im-
pressions will indeed override the objective situation in
strategic decision-making. Clearly, though, an organization
which continuously misperceives the true environmental con-
ditions will not be able to effectively compete in the long
run. For our purposes, then, information about the objective
environment (see Chapter II) and managers' perceptions will
both be analyzed. We will use "objective" environmental in-
formation to predict: 1) managers' perceptions of the en-
vironment and 2) what their perceptions would suggest in
terms of decision-making style and various aspects of their

long-range planning system.
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D. STRATEGY FORMULATION IN THE CONTEXT OF THE INDUSTRY

ENVIRONMENT

This section reviews the work of several researchers who
have integrated the concepts of strategy formulation and the
environment. First, a theoretical model developed by
Bourgeois (1980) is discussed. Next, we review a study by
Miller and Friesen (1978) in which the authors attempt to
identify the common attributes and relationships which have
comprised both successful and unsuccessful "coping mechan-
isms" within a given environment. Finally, a study by Paine
and Anderson (1977) is discussed in which the authors
developed and tested a model incorporating the strategy
formulation problem in the context of managerial perceptions
of environmental uncertainty and perceptioﬁs of the need for

internal change.

BOURGEOIS

Bourgeois synthesizes the two concepts of strategy
formulation and the environment by relating them at their
hierarchical levels. His model is presented in figure 3,2.

Bourgeois defines primary strategy, or domain definition,

as a process of scanning the general environment, which is

composed of multiple task environments. Through the scan-

ning process, organizations collect information on broad
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social, political, economic, demographic, and technological
trends as they search for suitable product-markets to enter.

Secondary- strategies, or domain navigation, deal directly

with the elements of the task environments and the changes
or discontinuities they effect. Task environments are com-
posed of competitors, suppliers, customere, and regulatory
bodies with whom the organization interacts and whose ac~

tions directly affect organizational goal attainment.

How might Bourgeois' theoretical model operate within
the context of the banking industry? The primary strategy
of a bank would be to determine which market(s) hold the
most opportunities for profitable operation. These decis-
ions would be based on an analysis of the bank's strengths
and weaknesses and the relevant environmental trends., The
task environments comprising the bank's general environment
would include wholesale banking, domestic and international,
and retail banking. Within these broadly defined markets,
a bank would want to decide whether it will concentrate on
middle-market and/or large firms; which geographic loca-
tions, domestically and internationally, are most feasible;
and which product-markets such as cash management, lock
boxes, and trust services it can compete in effectively.
Once the product-markets have been selected for entry, the

bank would then be concerned with designing a set of strate-
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gies to guide its operations within these markets. This
process would include decisions such as the pricing of the
various services offered; the best methods and facilities
through which services will be delivered to customers: and
how the bank will interact with the different federal and

state regulatory bodies affecting its operations.

MILLER AND FRIESEN

Miller and Friesen attempt to understand the strategy-—
making process by examining the organizational and environ-
mental situation in which it occurs. They look at the
simultaneous association of thirty-one different variables
to identify the common attributes and relationships which
have comprised both successful and unsuccessful "coping
mechanisms” within a given environment. The thirty-one
variables were of four major types: 1) environmental (note:
it appears the researchers use objective measures of the
environment); 2) organizational--such as the delegation of
authority and openness of information channels; 3) strategy-
making--such as risk-taking and product innovation; and 4)
success--measures of the degree to which firms were able to
achieve their objectives. Data for the study were obtained
from eighty-one case studies. Ten archetypes of strategy

formulation were identified--six successful and four unsuc-—
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cessful--by grouping cases whose scores correlated, or

moved in unison across variables.

Because of the challenges inherent in the banking in-
dustry, of particular interest to our research is one of the
successful archetypes which Miller and Friesen identified
called "The Adaptive Firm In a Very Challenging Environment”.
The modal scores ( a 7 point scale was used with 1 = low and
7 = high) on the three environmental variables for this
archetype were dynamism - 7, heterogeneity - 4, and hostil-
ity - 6. The authors defined dynamism as the amount and
unpredictability of change in customer tastes, production or
service technologies, and the modes of competition in the
firm's principal industry. Heterogeneity in the environment
concerns the differences in competitive tactics, product
lines, channels of distribution, etc., across the firm's
different markets. These differences are only significant
to the extent that they require very different marketing,
production and administrative practices. Hostility in the
environment is evidenced by price, product, technological,
and distribution competition; severe regulatory restric-
tions; and unfavorable demographic trends. Three organiza-
tional variables including environmental scanning, contrcl

mechanisms, and openness of information channels each re-

ceived scores of "6". Control mechanisms, as defined by the
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authors, monitor the internal trends and incidents relevant
to organizational performance. Information channels in an
organization are considered "open" when information reaches
decision-makers quickly, when it is relevant and undistort-
ed, and when communication flows readily in top-down, bot-

tom-up, and lateral directions.

Firms in this particular archetype group were described
as "organic" in nature because there was little emphasis or
adherence to formal rules. Authority was broadly delegated
and more a function of expertise rather than position. The
firms were also described as more "proactive" than reactive
and tended to be leaders in new product and technological
development. Finally, the planning horizons of these firms
were substantial and problems were systematically analyzed

to help insure responsive and adaptive decisions.

In general, Miller and Friesen found that a variety of
coping methods can be effective depending upon the nature of
the environment and the assortment of complementary attri-
butes of organization and strategy. Results of the study
showed that some firms adapt to their environments by chang-
ing themselves, while others manipulate or change their en-
vironments by entering new markets or perhaps establishing

new technologies. With respect to the unsuccessful arche-
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types, the authors noted that firms in this group had a num-
ber of weaknesses instead of just one, and therefore no
simple solution would serve as a "cure-all" to remedy their

problems.

" PAINE AND ANDERSON

Paine and Anderson developed a four gquadrant contingen-
cy model which accounts for different kinds of strategy
formulation depending on managerial perceptions of uncer-
tainty and perceptioﬁs of the need for internal change. The
model is presented in Figure 3.3. Data sources were sixty-
two longitudinal case studies involving a variety of organi-
zations and environments. Nine characteristics of strategy
making were examined for each case to determine which char-
acteristics were common to each model quadrant. The varia-
bles defined and measured were as follows:

perceived uncertainty - perceptions of major policy-

makers about the amount of relevant information requir-

ed for decision-making and the availability and relia-
bility of that information.

internal change - perceptions of top policy-makers con-
cerning the extent of competence, capabilities, and
internal rescurces necessary to carry out desired ac-
tions.

objectives - tendency of top policy-makers to accept a
satisficing course of action rather than searching for
actions to maximixe returns.

innovation - creativity in strategy making.
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risk-taking - bold and venturesome action in strategy-
making.

futurity - length of time horizon in strategy-making.

role of policy-makers - a measure of how proactive top
policy-makers are in scanning environment for informa-
tion.

organizational form - a measure of how open, adaptive,
and organic an organization is as compared to closed,
stable, and mechanistic.

success - the extent to which the organization appears
to be attaining its goals and objectives.

In general, the results of the researchers study sup-
ported their model. They found that the successful firms in
each model quadrant tended to follow a pattern or mode of
strategy-making appropriate for the perceived conditions.

In Cell 1 [low perceived environmental uncertainty and low
perceived need for internal change] top strategy-makers
exhibited a mixture of the pure modes--specifically, they
portrayed the adaptive planning mode. Firms in this qua-
drant tended toward optimizing, little risk-taking, little
innovation, not much emphasis on proactive scanning, and

shorter planning horizons than Cell 2 and Cell 3 firms.

Quadrant 2 organizations [low perceived uncertainty and
high perceived need for internal change] exhibited the plan-
ning mode of strategy-making. Managers of the successful

firms in this gquadrant tended to optimize, to be innovative,
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and to have greater futurity in their decision-making. The
less successful Cell 2 firms tended toward the adaptive mode
with shorter time horizons, were less proactive, and satis-

ficing.

Top policy-makers of successful firms in quadrant 3
[high perceived uncertainty and low perceived need for in-
ternal change] followed the adaptive entrepreneurial mode in
strategy making. They tended to have a proactive search for
envirohmental information and to be innovative, but were not

exceptional risk-takers.

Quadrant 4 managers [high perceived environmental un-
certainty and high perceived need for internal change] tend-
ed toward the entrepreneurial, or what the authors called
the "stress" mode. Managers in this gquadrant were less
successful than those in other quadrants. They tended to be
mechanistic, high risk-takers, employ shorter planning hori-
zons, and were less innovative than Cell 2 and 3 managers.
The authors note that while the observations of Cell 4 mana-
gers are inconsistent with previous studies and not as pre-
dicted, perhaps different results would be achieved by ex-

tending the time period covered by the cases.
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E. SUMMARY

In this chapter we have attempted to develop a theoreti-
cal framework (see Figure 3.4) with which to study the pro-
cess of strategy formulation, ard how it is affected by
managers' perceptions of the environment. In summary, we
have indicated that our research will investigate the pro-
cess of strategy formulation at the corporate level, within
the context of the general environment. We have reviewed a
number of theoretical and empirical works which have ana-
lyzed (1) different types of strategy formulation; (2) the
firm's external environment; and (3) the effects of the

environment on strategy-making.

Quinn (1980) has argued that strategic decision-making
is a synthesis of the various behaviorial, power-dynamic and
formal analytical approaches. His research showed that man-
agers integrate the information-analysis, power-political,
and psychological processes at crucial stages of strategy
formulation. This, he says, occurs in a logical, increment-

al fashion.

Mintzberg (1978) categorized the strategy formulation
literature into three modes-the adaptive mode, the entre-

preneurial mode, and the planning mode. 1In his view, the
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literature has generally treated strategy making as an ex-
licit and deliberate process. He refers to this as "intend-
ed strategy." However, Mintzberg suggests that a second
dimension of strategy formulation exists. He refers to the
second dimension as "realized strategy", defined as a pat-
tern in a stream of decisions. As a result of his empirical
work, he theorized that there are intended strategies which
do not get realized; and strategies that were never intended

but, rather, emerge and get realized.

In comparing Quinn and Mintzberg's theories, several
similarities are apparent. First, their analysis of the
existing literature on strategy formulation is comparable.
Quinn's "behaviorial, power-dynamic" category, which recog-
nizes the importance of the psychological/power relation-
ships and the political/bargaining processes, is consistent
with Mintzberg's "adaptive" and "entrepreneurial" modes.
The adaptive mode describes strategy formulation as a nego-
tiating or bargaining process; and the entrepreneurial mode
recognizes a process dominated by a powerful leader. Sec-
ond, Quinn's theory of "logical incrementalism” is similar
to Mintzberg's theory of "emergent" strategies, in that each
describes strategy formulation as an interative process
where strategies eventually get realized. Both Quinn and

Mintzberg stress that strategies are not often deliberately
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or consciously planned through formal, global approaches.

As we reviewed the literature on the environment, we
saw that researchers have typically analyzed the environment
in three ways: (1) the objects or components of the environ-
ment; (2) the attributes of the environment, and (3) the
objective environment and/or managers' perceptions of the
environment. Within the framework of our research, we ana-
lyze several attributes of the environment. These attri-
butes include uncertainty, dynamism, hostility, techologi-
cal complexity, and restrictiveness. We noted that a lot of
confusion has centered around the definition of uncertainty.
By our definition, the environment is uncertain when it is

unpredictable.

In addition, we noted the current debate regarding the
perceived environment versus the objective envirqnment.
Some researchers have argued that the environment should be
analyzed based on managers' perceptions of their environ-
ment. They suggest that the organization only responds to
what it perceived. Others have argued that the environment
should be analyzed from an objective viewpoint. They con-
tend that measuring managers' perceptions of the environment
only provides information about the psychological states of

the subjects. Still others have argued that both types of
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analysis should be conducted. 1In our research, we will

employ both types of measurement in the environment.

The final element of our theoretical framework is the
relationship between the task environment and business stra-
tegy formulation. This relationship represents the second
level of the environment/strategy formulation hierarchy.
From a purist's point of view, some our analysis of the
general environment falls within the category of the task
environment, and this distinction should be made. However,
due to the limited scope of our research and our emphasis on

the general environment, we will not make this distinction.

In the next chapter, we develop our hypotheses within
the theoretical framework. Our research is based on what
Mintzberg has referred to as intended strategy. The first
hypothesis derives much of its impetus from a model devel-
oped by Khandwalla regarding top management style. Khan-
dwalla operationalizes the three modes of strategy-making
which Mintzberg defined, ‘and relates them to the perceived
environment. The second hypothesis concerns the formal
long-range planning systems of organizations as they are

affected by the perceived environment.
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HYPOTHESES

A. INTRODUCTION

In the preceding chapters, we analyzed the banking in-
dustry at the national level, and highlighted those charac-
teristics unique to the geographical region we are studying.
In addition, we have developed a theoretical framework which
will aid us in our research on the linkages between the
environment and strategy formulation. This chapter presents

a set of hypotheses concerning these linkages.

In Section B of this chapter, we develop a set of pro-
posals about how we would expect bank managers to perceive
the environment. Five attributes of the environment are
discussed including dynamism; predictability, restrictivity,
hostility, and technological complexity. Then, based on our
predictions of managerial perceptions of the environment, we
develop hypotheses on two important variables of strategy
formulation--top management decision- making style and long-
range planning. Hypothesis I, which related managerial per-
ceptions of the environment to top management styles, is

developed in Section C. Hypothesis II, which relates
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perceived dynamism and predictability of the environment to

long~range planning practices, is developed in Section D.
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B. THE PERCEIVED ENVIRONMENT

In this section, we develop our views on how bank mana-
gers perceive the industry environment. We focus on five
attributes of the environment. Proposals will be made on
whether managers perceive the environment as dynamic or sta-
ble; predictable or unpredictable; restrictive or constraint
free; hostile or benign; and technologically complex or
simple. Our proposals will state whether we expect manager-
ial perceptions to be at one extreme or the other on a par-
ticular dimension, or somewhere in between. All of the
industry data on which these proprosals are based is con-

tained in Chapter II.

A dynamic environment is one which is rapidly changing
or fluctuating. At the other end of the scale is a stable
environment where change is fairly infrequent. In the bank-
ing industry, perhaps the most volatile indicator of the
economy which must be monitored by managers is the prime
interest rate. During the past ten years, prime rate
changes become quite frequent and extreme. For example,
from the mid-1930's through 1970, the number of times the
prime rate changed ranged from zero to five times a year.
Since 1970, the prime rate has changed as many as 25 times

in a single year. 1In terms of the amount of change, the
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prime rate experienced a 375-basis-point change within a
period of 90 days in 1979. High and volatile interest rates
have made it difficult for banks to manage interest sensitive
assets and liabilities. Because interest revenues are the
major source of income for banks, and because prime interest
rates are so volatile, we expect that managers will rate the

environment moderately high on the dimension of dynamism.

Environmental uncertainty, or predictability as we have

defined it, is simply the degree to which future change in
the environment can be predicted. We have indicated that the
prime rate is the most important aspect of change for banks.
It should be noted that no professionals, including econo~
mists, bankers, or financial analysts, have been able to suc-
cessfully predict on a consistent basis, the exact nature and
extent of change in the prime rate. Therefore, we expect
that bank managers will rate the environment low in predic-

tability--or highly unpredictable.

The remaining three dimensions of the environment--
restrictivity, hostility, and technical complexity--are
analyzed using Khandwalla's typology of the environment. As
mentioned ih Chapter III, Khandwalla defined a highly re-
strictive environment as one which poses many constraints

against an organizaticon's operations. The more restrictive
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the environment, the more difficult is strategy formulation
because of all the constraints which must be taken into
account in decision-making. The banking industry must cope
with many constraints because it is so heavily regulated.
The major regulatory bodies of the banking industry include
the Federal Reserve System, the Comptroller of the Currency,
the Federal Deposit Insurance Corporation, and the State
bank regulators. Together, these agencies provide a number
of constraints on a bank's operations. For example, banks
are prohibited from interstate branching, and in certain
states they are prohibited from state-wide branching. Banks
are not allowed to pay market rates on checking accounts,
and until recently, were not allowed to pay any interest on
checking accounts. In addition, banks are not allowed to
merge unless the target of acquisition is in serious finan-
cial trouble, or it is determined that the merger will not
reduce the level of competition. These regulations and a
myriad of others, were originally enacted with the interest
of preserving competition and/or protecting the welfare of
bank consumers. In many cases, however, the effect of the
regulations has been a reduction in the ability of commer-
cial banks to compete in the financial markets. Regulation
of commercial banks is much stricter than that of other
competing financial institutions. (See Figure 2.2) Thus,

because of these regulatory constraints and the often
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adverse effects they have on banks' operations, we would
expect bank managers to perceive the environment as highly

restrictive.

Khandwalla defined a hostile environment as one that is
risky, stressful, dominating and lacking in opportunities.
The banking industry might be viewed as stressful and lack-
ing in opportunities because the commercial banks have faced
stiff competition from other financial institutions. Banks
have suffered losses in market share due to competition from
non-banking institutions such as Merrill Lynch, Sears, and
American Express. For example, Merrill Lynch offers cash
management services that feature Visacard and overdraft
privileges which are essentially loans and checking privi-
leges. Banks have also suffered market share losses to
other depository institutions such as foreign banks and
thrifts and savings. Foreign banks can afford to be more
aggressive in their pricing because, unlike domestic banks,

they are not required to hold non-interest bearing reserves.

Managers of the regional banks we are studying, until
recently, have also had to operate with a very sluggish re-
gional economy. This has resulted in a slower asset gfowth
for the regional banks compared to the industry average.

The region was particularly hard hit with the 1970 and
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1973~1975 recessions. It recovered at a much slower rate
from these economic downturns relative to the rest of the
country. In addition, large employment losses have occurred
as the textile and leather goods industries, which were a
major part of the region's manufacturing have relocated to
lower wage rate areas. And finally, the "hi-tech"” companies
which also account for a substantial part of the region's
industrial base, suffered a decline during the first five
years of the seventies due to the significant reduction in

aerospace and defense spending.

During the past five years, the region has enjoyed a
fairly healthy expansion in manufacturing, particularly in
the instrument, electrical equipment, and computer indus-
tries. Recent increases in aerospace and defense spending
have also provided a boost to the high technology indus-

tries.

Overall, then, because of the adverse effects of com-
petition, tempered by the recent favorable developments of
the region's economy, we would expect bank managers to view

the environment as moderately hostile.

Khandwalla defined a tgphnologically complex environ-~

ment as one where strategic decision-making requires the
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use of sophisticated information; technologies are rapidly
developing; and technology is extremely capital intensive,
with a high level of automation. The technology of the
banking industry has been developing fairly rapidly in the
past five to ten years. These new technologies have affect-
ed daily operations of banks such as check processing, and
enabled them to provide new services such as lock boxes and
cash management. New technologies include the use of dis-
tributed data processing systems, mini-computers, on-line
proofing equipment, and optical scanning devices. The
adoption of these new technologies require major capital in-
vestment and long lead times. This is particularly true for
capital investments associated with retail banking such as
the installation of automatic teller machines. The risk
associated with many of these investments is quite high be-
cause if a project turns sour, it is difficult to liquidate
the investment and withdraw committed resources. ~ Thus,
because of the characteristics of banks' technologies, we
expect bank managers to rate the environment as moderately

high on the dimension of technological complexity.

In summary, we propose that bank managers will perceive

the environment in the following ways:
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-~ Due to the volatility and amount of change in the
prime interest rate and the effect these changes
have on banks' net income, managers will perceive

the environment as moderately high on dynamism.

- Due to the inability of bank managers and other fi-
nancial experts to accurately forecast the nature
and extent of change in the prime interest rate,
bank managers will perceive the environment as high-

ly unpredictable.

- Due to the many constraints imposed on banks by a
very strict regulatory system, bank managers will

perceive the environment as highly restrictive.

- Due to the adverse effects of competition from non-
banking institutions and other depository institu-
tions, tempered by the recent expansidn of the re-
gional economy, bank managers will perceive the
environment as moderately high on technological com-

plexity.

It should be noted that because of the nature of the
data collection for this research project, some of the
scales used to measure these and other variables were 7-point

scales, whereas others were 5-point scales. Admittedly, the



CHAPTER IV %

terms "low", "moderate", "moderately high", and "high" are
somewhat vague. However, it is difficult to predict abso-
lute values for these variables. There is not much differ-
ence between a score of "3" or "4", or "6" or "7". On the
other hand, there is a significan difference between "2" and
"5", or "3" and "6". In general, the descriptive terms we
have used to predict the values of these variables corres-

pond to the scales in the following ways:

- where 1 = low and 7 = high

1 2 3 4 5 6 7

-t A

low ’ moderate high

moderately moderately
low high

- where 1 = high and 7 = low
1 2 3 4 5 6 7

high moderate low

moderately moderately
high low

- where 1 = low and 5 = high
1 2 3 4 5
low moderate high

moderately moderately
low high
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In this section, we have put forth several proposals
regarding managerial perceptions of the environment. These
proposals were based on an "objective" analysis of the en-
vironment. Section C presents a set of proposals which con-
cern top management's perceptions of the environment as they
relate to top management style. These proposals form our

first hypothesis.
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C. HYPOTHESIS I

The style of top management decision-making is a very
important variable of strategy formulation. Different re-
searchers have analyzed top management style along several
dimensions. Burns and Stalker (1961) proposed that manage-
ment style can be flexible and organic, or rigid and mechan-
istic. Likert (1961) analyzed top management decision-
making style as ranging from highly individualistic, to
highly participative and group oriented. McGregor (1968),
and Cyert and March (1972) analyzed top management style by
the degree to which it is coercive and arbitrary. Lindblom
(1959) defined top management style by the degree to which
strategic decisions are made according to optimization prin-
ciples or "seat-of-the-pants" judgment. Finally, as dis-
cussed in Chapter III, Mintzberg (1973) categorized strategy
making into three modes--the planning mode, the entrepreneu-
rial or risk-taking mode, and the adaptive mode. Although
this list of authors on management style by no means ex-
hausts the relevant body of literature, due to the focus of
our thesis, we are concerned with only a few of these dimen-

sions.

Based on the results of a cross-sectional study of 103

Canadian firms, of which about two-thirds were manufacturing
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and one-third service firms, Khandwalla (1977) developed a
model relating top management's perceptions of the environ-
ment to its style of decision-making. Khandwalla incorpor-—
ated the five management styles discussed above into his
model. (See Figure 4.1) As the model shows, Khandwalla
suggested that the risk-taking and optimization styles were
more externally oriented behavioral dimensions than the oth-
er three. Flexibility, participation, and coercion were
suggested as being more internally directed, administrative
dimensions of top management style. Khandwalla also sug-
gested that top management style is a mixture of various
combinations of these dimensions. He proposed that a char-
acterization of top management by these five dimensions of
style provides a first approximation to the organization's

primary strategy.

Our first hypothesis is developed using Khandwalla's
framework. In the remainder of this section we describe in
more detail three of the decision-styles outlined above;
discuss Khandwalla's findings as they relate to top manage-
ments decision-making style and the perceived environment;
and present our proposals on banks' top management styles
as they are affected by managerial perceptions of the en-

vironment.



102

FIGURE 4.1

THE DIMENSIONS OF TOP MANAGEMENT STYLE
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Source: P. Khandwalla The Design of Organizations, New York:
Harcourt, Brace, Jovanovich, 1977.




103
CHAPTER 1V

The risk-taking mode of decision making is dominated by

a very powerful chief executive whose actions are driven by
his entrepreneurial style. Strategy-making in the entre-
preneurial organization is focused on a relentless search
for new opportunities. Bold decisions are made in the face
of uncertainty. 1In fact, as Mintzberg explains, "the chief
executive seeks out and thrives in conditions of uncertainty,
where his organization can make dramatic gains." Finally,

growth is a dominant goal of the risk-taking organization.

Khandwalla found in his Canadian study that the more
turbulent or uncertain the environment, the more top manage-
ment is oriented towards a risk-taking style of decision-
making. [Recall that Khandwalla defined a turbulent envir-
onment as a dynamic, unpredictable, and fluctuating one,
which suggests that dynamism and unpredictability occur to-
gether. We define uncertainty as the degree of unpredicta-
bility, and test dynamism and predictability as separate
variables.] Earlier, we proposed that managers would per-
ceive the environment as highly unpredictable. Based on
Khandwalla's findings, we might hypothesize that the more
unpredictable top managers perceive the environment to be,
the more risk-taking their style. However, commercial banks
are notoriously conservative, and it is our view that bank

managers are likely to be more risk-averse than risk-taking
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in the face of uncertainty. This suggests that the more
unpredictable top managers perceive the environment, the

more risk-averse they will be in their strategy-making

style.

In addition, Khandwalla found that the more environmen-
tal hostility perceived by top management, the more risk-
taking their style. Recall that earlier we proposed mana-
gers would perceive the environment as moderately hostile.
Here, one might argue that as the level of competition in-
creases and market opportunities decline, bank managers will
be forced to take some bold, risky steps in order to survive
and grow. In our view, then, hostility and unpredictability
act differently in their influence on top management's atti-
tude toward risk. Therefore, we propose that with a moder-
ately hostile and highly unpredictable environment, top
management's orientation toward risk will range from moder-

ate to moderately low.

In the optimizing style of management, Lindblom charac-

terized strategic decision-making as technocratic and plan-
ning oriented. This style of management emphasizes formal

expertise and the long-term implications of decisions. Op-
portunities are fully investigated, and the costs and bene-

fits of various alternatives are carefully evaluated to
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determine the optimal solution to a problem. The opposite
extreme of this dimension is the "satisficing" orientation
of top management style. This style of management empha-
sizes problem-solving by rules of thumb, and decision-making
by intuitive judgment. The satisficing style of management

stresses the short-term implications of alternatives.

Khandwalla found that the more managers perceived the
environment to be technologically complex, the more planning
and optimization oriented top management decision-making
style. He also found a positive correlation between per-
ceived environmental restrictivity and the optimizing style.
Recall that we proposed bank managers would perceive the
environment as highly restrictive, and moderately high on
the dimensions of technical complexity. In banks, heavy
regulation requires that top management carefully investi-
gate all opportunities and alternative solutions to prob-
lems. Banks must be ever aware of potential changes in the
regulations and consider these changes in their strategy-
making. Also, with the technological advancements in the
industry, as has been pointed out, long lead times are need-
ed for major capital investments. Banks must analyze in
detail the costs and benefits of various investment alterna-
tives. Therefore, we propose that with the environment per-

ceived as highly restrictive and moderately high on the
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dimension of technical complexity, top management will be

highly oriented towards the optimization style.

Burns and Stalher defined top management style by the
range in orientation from flexible or organic, to rigid or
mechanistic. In the organic style of management, decision-
making authority is derived from situational expertise. In
addition, managers' operating styles are allowed to vary
freely. Communication channels are open and information is
allowed to flow freely throughout the oraganization. 1In
terms of daily operations, emphasis is placed on getting
things done rather than following formal procedures. The
mechanistic style of management is characterized by struc-
tured channels of communication and restricted flows of in-
formation. Decision~-making authority is restricted to
formal line managers, and formal procedures are enforced.
The organization is dominated by bureaucratic values and a
tight control of operations is maintained through a sophis-

ticated control system.

Khandwalla found a positive association between the
level of perceived environmental hostility and the flexibil-
ity of top management style. Earlier we proposed that top
management would perceive the environment as moderately hos-

tile. With the intensity of the competitive pressures fac-
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ing banks today, it seems quite plausible that banks' oper-
ating systems must be equally flexible. Flexibility allows
the organization to react more quickly to competitive pres-
sures than rigid and bureaucratic systems. Therefore, we
would also expect to find a positive associaion between per-
ceived hostility and flexibility. Specifically, we propose
that if top managers perceive the environment to be moder-
ately hostile, top management style will be moderately flex-

ible.

In summary, we have made the following proposals which

together form Hypothesis I:

- As the environment is perceived as moderately hos-
tile and highly unpredictable, top management's
orientation toward risk-taking will range from mod-

erate to moderately-low.

- As the environment is perceived as highly restrict-
ive and moderately-high on the dimension of techno-
logical complexity, top management will be highly

oriented toward the optimization style.

- As the environment is perceived to be moderately
hostile, top management style will be moderately

flexible.
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Thus, this hypothesis describes our views on how the
perceived environment will affect top management style in
banks. The first proposal is not consistent with the re-
sults Khandwalla obtained from his study. However, we have
explained the underlying logic of this proposal, which is
based on our knowledge and study of the banking industry.
The second and third proposals are consistent with Khan-
dwalla's findings. We now turn to a discussion of the sec-
ond hypothesis which involves the effects of perceived
dynamism and unpredictability on banks' long-range planning

practices.
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D. HYPOTHESIS II

As indicated earlier in this chapter, the environment of
the banking industry has become more complex with the changes
brought on by higher inflation, new technology, and changes
in the regulatory environment. These environmental changes
have made it more imperative and yet more difficult for banks
to be successful long-range planners. Successful long-range
planning is an important key to organizational success in the

banking indsutry.

Lawrence and Lorsch (1967) have argued that organiza-
tional success requires maintenance of differentiation and
integration consistent with the demands of the environment.
The completeness of the long-range planning process can be
seen as a reflection of the degree of structuring of the
decision-making tasks of the organization's internal envir-
onment, as well as an attempt to meet the uncertainty in the
external environment. Further, the completeness of the long
range planning process should be consistent with the nature
of the environments that face an organization. Therefore,
one would expect that as the dynamism and unpredictability
of the organizational environment increase, the complete-
ness of the long-range planning process would also increase.

This complete planning process would be one method for
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reducing environmental uncertainty.

Another way to reduce environmental uncertainty would
be to use experts or sophisticated models that improve an
organization's ability to plan effectively for the future.
The use of outside consultants and of predictive models
would be an example of this approach to uncertainty reduc-

tion.

Also, with a more uncertain, dynamic environment, the
rapidity of environmental changes requires more frequent
information flowing throughout the organization for decision=-
making and planning purposes. Burns and Stalker (1961) re-
ported that the organic type structure, with lower centrali-
zation and formalization, is better suited to more dynamic
environments. The organic structure is characterized by
more participation and upward flows of information and these
participatory, upward information flows would be prevalent
in the decision-making and planning structures of organiza-

tions operating in a dynamic environment.

Lindsay and Rue (1980) investigated the relationships
of environmental uncertainty and various aspects of organi-
zations' long range planning processes. They used Duncan's

(1972) conceptualization of environmental uncertainty (en-
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vironmental complexity and instability) for their analysis.
Our research on environmental uncertainty and long-range

planning is modeled after Lindsay and Rue's study.

Their research started with an initial sample of 390
firms in the U.S. and Canada (30% for the latter country) in
a variety of durable, non-durable, and service industries.
These respondents had participated in an earlier study by
Rue (1973) in which he generated responses that were used to
classify the completeness of the firms' long-range planning

process.

A recent questionnaire generate 198 useable responses
(50.7%). This guestionnaire provided data for classifying
the firms according to their perceived organizational envir-
onment. Data was gathered from CEO's and/or senior corpor-
ate planning officers. Average size, industry, and financial
characteristics of the respondents and non-respondents were

compared to detect any biases and none were found.

For their 1980 study investigating the completeness of
the planning process, Lindsay and Rue developed a question-
naire (see Exhibit 1 in the appendix to this chapter) which
incorporated normative requirements for effective planning

that Rue (1973) had developed from his earlier study. Re-
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spondents to the 1980 questionnaire were asked to specify
the existence and extent of the use of various factors in
their long-range planning process by choosing appropriate
responses to 14 closed-ended questions. The firms' long-
range planning process were categorized into 3 planning
classes:

1. No formal long-range planning process.

2. Written documented plan including specifications
of objectives and goals, selection of objectives
and goals, the selection of long-range and a
determination of future resources required (pro
forma financial statements and other quantitative
projections).

3. Plan contains all of the items in Class 2 plus
procedures for anticipating or detecting errors
in, or failures of, the plan and for preventing
or correcting them on a continuing basis, plus
some attempt to account for factors outside the

immediate environment of the firm.

A multiple cutoff system was used to classify a firm's
long-range planning process. Under this system, a firm was
placed into the next lower class if any of the requirements
for a certain class were not met. (See exhibit 2 in the

appendix.) Drawing on Duncan's (1972) and Harvey's (1968)
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work, an environmental questionnaire was developed to measure
three dimensions of the business environment. These dimen-

sions were complexity, stability, and product volatility.

Using a method similar to that of Duncan, the dimension
of complexity was measured by asking the respondents to in-
dicate on a 4-point scale ("never" to "frequently") the
relative frequency with which each of 25 items had been con-
sidered in long-range planning decisions made in the past

year.

To measure the stability dimension, those factors which
were identified as being "frequently" considered in the most
recent planning period were tested for importance in several
earlier planning periods to yield a single measure of envir-
onmental stability (lindsay 1975). Thus, the respondents
checked, from several choices, those factors from earlier
periods, which had also been considered important. There-
fore, the environment was classified as stable to the extent
that the same factors had remained important over the last
several planning periods. Median splits were used to class-
ify an organization's environment as high or low in complex-

ity and in stability.

Additionally, an objective criterion was developed a-
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gainst which to check these measures of organizational
environment. The respondents were asked to indicate the
number of major product changes and introductions that had

occurred in the last 3 years.

Terreberry (1968) and others have concluded that the
rapidity and complexity of environmental change increasingly
precludes effective long-range planning. If this were true,
one would expect organizations that do plan in dynamic en-
vironments to view the planning process from a relatively
short-range horizon as compared to organizations that plan

in a less dynamic environment.

Lindsay and Rue developed the following hypotheses to
test the influence of organizational environment on the com-

pleteness of the long-range planning process:

Hypothesis #1. As environmental dimensions of
complexity and instability increase, the complete-
ness of the long-range planning process will in-

crease.

Hypothesis #2. As environmental dimensions of
complexity and instability increase, emphasis on
components of the long-range planning process

will change as follows:
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use of uncertainty - reducing methods,
specifically, consultants and computer

models will increase:

use of "open systems" approaches to
planning as measured by more participa-
tion of lower organizational levels,
more upward flows of information, and

more public information, will increase;

the formal long-range planning process
will have been in use for a longer

period of time;

long-range planning time span will be

shorter;
planning review periods will be shorter;

planning premises will support more im-
mediate and tangible goals, as opposed

to longer-range and intangible goals.

115

Lindsay and Rue found that their internal environment

measure,

no significant relationship to completeness of the long-

range planning process.

unlike their external environment measure,

showed

One possible explanation proferred
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by the authors was that companies tend to ignore internal
conditions in carrying out long range planning. Another
explanation suggested by Huber, O'Connel, and Cummings (1975)
is that, due to the availability of information about in-
ternal environmental factors, they are considered secondary
in importance. This arises because there is less perceived
uncertainty arising out of the internal environmental sector

than the external environmental sector.

Lindsay and Rue's Hypothesis #1 was based on the premise
that a change in environment will tend to force evolution
toward a more complete planning process. Although it might
be argued that a more complete planning process would tend
to increase managerial awareness of environmental complexity
and instability, Lindsay and Rue found that there was some
evidence that completeness of the planning process did not
have a significant impact on the perception of complexity
and stability of the environment. The number of product
changes used to measure technological differences provided
an objective measure of complexity and stability and served
as a check on managers' perceptions of their reported en-

vironmental complexity.

Another finding of Lindsay and Rue was that the degree

of openness in long-range planning processes is directly
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related to the degree cf environmental complexity and in-
stability for large firms (7'$108M2 ), but inversely related
for small firms (<'.$108M2 ). This suggests that management
of small firms tend to centralize planning under adverse
conditions and to trust more in their own judgements, but
managers in large firms tend to be more open to information
from as many sources as possible. Also, it may be true that

large firms have more resources to deploy for information

gathering purposes than do small firms.

Additionally, Lindsay and Rue found an inverse relation
between planning review frequency and organizational envir-
onment. Because of the difficulty of forecasting under com-
plex and unstable environmental conditions, managers see
less need for frequent evaluation of their long-range plans,

especially so in the larger firms.

In summary, Lindsay and Rue's study suggests that large
business firms in a variety of industries are attempting to
"fit" their long-range planning processes to their perceived
environmental conditions although frim size is a moderating
variable. (See Exhibit #1 for a list of the survey ques-

tions developed by Lindsay and Rue.)
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Based on the work of Lindsay and Rue (1980) and using
definitions of environmental uncertainty as developed by
Khandwalla (1977), we propose the following two hypotheses

with respect to long-range planning practices:

1. As environmental dimensions of dynamism and
unpredictability increase, the completeness
of the long-range planning process will in-
crease.

2. As environmental dimensions of dynamism and
unpredictability increase, emphasis on com-
ponents of the long-range planning process
will change as follows:

a. use of uncertainty reducing methods
(computer models) will increase.

b. use of open systems approaches to
planning, as measured by more parti-
cipation of lower organization levels and
more upward flows of information, will
increasingly be utilized in the plan-

ning process.
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E. SUMMARY

In this chapter, we have presented our views on how
managers might perceive the environment based on our analy-
sis of the industry environment. Two hypotheses were devel-
oped regarding the linkage between the perceived environment
and top management decision style and long-range planning
systems. We have proposed that as the environment is per-
ceived as moderately-hostile, highly unpredictable, highly
restrictive, and moderate in technological complexity, top
management's style will be a flexible, optimizing, moderate
to moderately-low risk-taking one. We have also proposed
that as dynamism and unpredictability increase, the long-
range planning process will become more complete and the
use of open-systems approaches and uncertainty reducing

methods will increase.

We will now discuss the measures and the methods used

to operationalize our hypotheses in Chapter V.
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SUMMARY OF PLANNING QUESTIONNAIRE FROM LINDSAY AND RUE

Does your company prepare a written long-range plan
covering at least three years?

a. If so, what time period does it cover?
b. How long has your company prepared a long-range
plan (years)?

Who is responsible for the long-range planning of your
firm (corporate level)?

Your long-range plan includes gquantified objectives for
which of the following (financial criteria such as
earnings, ROI, etc.)?

Does your firm employ, on a regular basis, the use of a
mathematical model or the computer in any phase of your
long-range planning process?

Does your long-range plan include one or more pro-forma
financial statements?

Your long-range plan includes plans and budgets for
which of the following (human resources, product devel-
opment, corporate expansion, etc.)?

Does your firm employ the use of outside consultants to
assist in the long-range planning process? If so, what
is the primary source of consultants?

Does your long-range planning process emphasize:

a. upward flow of information
b. downward flow of information

Is information contained in your long-range plan:

a. available only to management
b. available to the public

Your long-range plan attempts to specifically identify
which of the following factors (social, economic, and
political trends and attitude changes)?

Does your long-range plan contain procedures for antici-
pating or detecting differences between your plan and
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actual performance and for preventing or correcting these
differences. If yes, how frequently is this done?

12. How long has the chief operating officer of your company
held his current position.

13. Does your firm prepare formal monthly, short-range bud-
gets including performance reviews for each cost or
profit center in the firm?

14. How long has the company been in existence?
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SCORING METHOD

A. Simple-Complex Continuum (Question 1 and Frequency of
Consideration Column)

(1)

(2)

(3)

Long-range planners were asked to check items in
frequency of consideration column which had been
included in their recent long-range planning deci-
sions, in order to gain a measurement of complex-
ity of the environments within which the planners
make decisions.

A separate score was calculated for the internal
and external environments and added together for
a total score.

To obtain scores for the simple-complex scale, the
total number of items checked as 3 ("frequently
considered") in the frequency consideration column
were tallied and multiplied by the square of number
of different factor categories in which these items
appeared.

B. Stable-Unstable Continuum (Question 2 and both columns)

(1)

(2)

(3)

Long-range planners were asked to check the number
of years, within the last three, in which "frequent-
ly considered" factors had been perceived as being
of primary importance as a measure of the stability
of the organizational environments within which
decisions must be made.

A separate score was calculated for internal, ex-
ternal, and total environmental stability.

To obtain scores for the stable-unstable scale, a
weighted average of the "frequency consideration”
values was added to a weighted average of the -
"consistency of importance” column. Responses were
categorized into four classes for internal, exter-
nal, and total environmental "turbulence" using
median splits for organizations to be classified as
high/low complexity and high/low stability such
that:
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Class 1: Simple-Stable
Class 2: Complex-Stable
Class 3: Simple-Unstable
Class 4: Complex-Unstable

C. Classification of Variables Used to Test Hypothesis

Hypothesis
Variable Data Source and Coding Method Tests
External Long-Range Planning Environment 1l and 2
Turbulence Questionnaire
Internal Classes: (1) Simple-Stable
Turbulence (2) Complex~Stable
Total (3) Simple-Unstable
Turbulence (4) Complex-Unstable
Planning Long-Range Planning Questionnaire 1
Complete- 01, 3, 5, 6, 10, 11
ness Classes: (1) Impoverished

(2) Programmed
(3) Progressive

Uncertainty Planning Questionnaire
Reducing Q 4 and 7
Methods Classes: (1) Never use

(2) Sometimes use
(3) Frequently use

Open Planning Questionnaire

Systems 02, 8, 9 .

Approach Classes: Relatively closed
Intermediate

Relatively open
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METHODOLOGY

A. INTRODUCTION

The preceding chapter developed the hypotheses we will
test. This chapter describes the methodology used to test
our hypotheses. Specifically, we describe in detail the
guestions used to operationalize the variables with which we
will test our hypotheses; indicate the origin of the con-
cepts and questions; and describe the analytical methods used

to derive the wvalues of the wvariables.

All of the data for this study were derived from a data
base developed by the structured thesis group organized by
Professors M. F. Van Breda and J. M. McInnes. This group was
first organized in the Fall of 1978 to conduct research on
the financial control practices in corporations. Data was
collected during 1979 and 1980, through a series of struc-
tured interviews and questionnaires administered to the mana-
gers of companies in selected industries. The industries
studied were regional banks, electronics, computer manufac-
turing, publishing, and petrochemicals--both "upstream" and

"downstream". The managers interviewed, who also answered
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the questionnaires, were the General Manager, the Planner,
the Controller, the Marketing Manager, the Operations Manager
and the Unit Manager. For a more detailed description of the
total research project of the structured thesis group, see
the thesis submitted by M. P. Burke and S. F. Robinson, 1980,

p- 77_82c

In terms of the data, the 1979 and 1980 data bases over-
lap to a certain extent. However, they are for the most part
separate and distinct. That is, the gquestionnaires and in-
terview guides used in 1979 are different in scope and con-
tent from those used in 1980. This disparity dictated that a
different set of questions be used to measure 1979 bank mana-
gers' perceptions of dynamism and predictability compared to
the gquestions used to measure perceptions of the 1980 bank
managers. The same is true of the questions which evaluate
the banks' planning practices. Because of the nature of the
data, Hypothesis I, which concerns the top management decis-
ion-making styles, tests data from the 1980 data base. Three
banks are contained in the 1980 data base; four banks are
contained in the 1979 data base. Hypothesis II tests data

from both the 1979 and 1980 data bases.

The remainder of this chapter is divided into two main

sections. Section B will discuss in detail the questions and
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methodology used to test Hypothesis I. This includes the
questions from the 1980 data instruments which measure top
management decision-styles. Section C will discuss the ques-
tions and methodology used to test Hypothesis II. This in-
cludes the guestions from 1979 data instruments which measure
the perceived environment; and questions from the 1979 and

1980 data instruments which measure the planning variables.
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B. METHODOLOGY - HYPOTHESIS I

ENVIRONMENTAL VARIABLES

As discussed in Chapter III, environmental uncertainty
has been defined in a variety of ways. Khandwalla defined
a turbulent or uncertain environment as dynamic, unpredicta-
ble, and fluctuating. Although we are using Khandwalla's
framework to analyze the attributes of the environment, we
have chosen to slightly modify his operationalization of un-
certainty. Based on our definition of uncertainty, we are
concerned with calculating two distinct values for the varia-
bles "dynamism" and "predictability". The remaining environ-
mental attributes--technological complexity, hostility, and
restrictivity--are operationalized following Khandwalla's

framework.

Questions used to measure dynamism are based on Dun-
can's (1972) definition of this wvariable. He defined dyna-
mism as the degree to which factors taken into consideration
for decision-making change over time. The following three
questions were used to operationalize dynamism. Question #1
was asked of the Unit Manager; questions #2 and #3 were asked
of the Planner, the Controller, and the Line Manager of

Marketing.
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1. To characterize your general environment, please circle
the number which most nearly describes your answer.
very dynamic; 12345¢6 7 very stable; change
change is rapid. is slow, if at all.
2. Please estimate the frequency of price change for your

main products.

1 2 3 4 5 6 7
often daily weekly monthly quarterly semi- annu-
each annually ally
day

3. Please estimate the frequency of price change for your

main products.

1 2 3 4 5 6 7
often daily weekly monthly quarterly semi- annu-
each annually ally
day

A firm's score on dynamism was found by averaging the
responses to each question, by bank, and dividing the sum of
these averages by three, which is the number of questions.
The lower the score, the more dynamic the managers perceived

the environment to be.

Questions used to operationalize predictability are

based in part on Lawrence and Lorch's concept of uncertainty.
As discussed in Chapter III, one of the dimensions of uncer-

tainty, as they defined it, was the lack of clarity of infor-
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mation. The other questions which measure predictability
test managers' prior knowledge of, or ability to predict key
operating variables including price, expenses, demand, and
net income. Questions #4 and #5 were asked of the Unit Mana-
ger; questions #6 through #11 were asked of the Marketing

Manager, the Planner, and the firm's Controller.

4. The nature and 1 23456 7 The nature and direc-
direction of change tion of change is
is unpredictable. predictable. Not

difficult to forecast
the future.

5. Describe the clarity of the job requirements for your
unit.

Not at all clear. "1 2 3 45 6 7 Very clear in most
instances.

6. Please estimate how closely you can predict the price for
your main products three months in advance.

1 2 3 4 5 6 7
exactly 5% 10% 20% 50% 100% cannot
no error error error error error error predict

7. Please estimate how closely you can predict the price for
your main products one year in advance.

1 2 3 4 5 6 7
exactly 5% 10% 20% 50% 100% cannot
no error error error error error error predict
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8. Please estimate how closely you can predict demand for
your product three months in advance.

1 2 3 4 5 6 7

exactly 5% 10% 20% 50% 100% cannot
Nno error error error error error error predict

9. Please estimate how clearly you can predict demand for
your product one year in advance.
1 2 3 4 5 6 7

exactly 5% 10% 20% 50% 100% cannot
no error error error error error error predict

10. Please estimate how closely you can predict expenses for
your unit one yvear in advance.
1 2 3 4 5 6 7

exactly 5% 10% 20% 50% 100% cannot
no error error error error error error predict

11. Please estimate how closely you can predict net income
for your unit one year in advance.
1 2 3 4 5 6 7

exactly 5% 10% 20% 50% 100% cannot
no error error error error error error error

The higher the responses to questions four and five and
the lower the responses to questions six through eleven, the
more predictable the environment. Since the two sets of
scales are the reverse of each other, to calculate a bank's
score on predictability, we: 1) subtracted each of the re-
sponses for questions six through eleven from eight; 2)
found the average of the responses for each question by bank;

3) added these values to the average responses for questions
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four and five; 4) divided the sum by eight, which is the total
number of questions. The lower the total score, the more
predictable the environment as perceived by the 1980 bank

managers.

A restrictive environment is one where the organiza-

tion is confronted with many constraints. Khandwalla defined
this variable and operationalized it with the following ques-

tion.

12. To characterize your general environment, please circle
the number which most nearly describes your answer:
The environment is 1 2 3 4 5 6 7 There are severe
relatively legal, social,
unrestricted. economic, or polit-
ical constraints
on the unit.
This question was asked of the General Manager, the Planner,
and the Unit Manager(s) in our study. The average of the
responses was calculated to determine the bank's score on

restrictivity. The higher the score, the more restrictive

the perceived environment.

Khandwalla defined a hostile environment as one which
is extremely competitive, risky, stressful, dominating, and

frustrating. The following three guestions were used to
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measure managers' perceptions on the degree of hostility in
their general environment. The General Manager and the
Planner responded to questions #13, #14, and #15; the Mar-
keting Manager answered question #13, and the Unit Manager

answered question #15.

To characterize your general environment, please circle the
number which most nearly describes your answer:

13. Markets are expanding 12345867 Markets are

and new ones are shrinking.
emerging.
14. Rich in invest- 12345¢67 Poor in invest-
ment opportunities ment opportunities
15. The unit is in con- The unit is domi-
trol and can manipu- nated by its en-
late the environment vironment. Its
to its advantage. initiatives count
for little.

The total average of the responses to these questions is a
bank's score on hostility. The higher the score the more

hostile the environment.

The final environmental attribute tested is technologi-
cal complexity. Using Khandwalla's definition, the environ-
ment is perceived as technically complex when technologies

are rapidly changing, require a high degree of technical

expertise by management, and are capital intensive or ex-
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The following four gquestions were asked

of the Production Manager, the Planner, and the Controller

to measure this attribute.

To characterize the technology in your environment, please

circle the number which most nearly describes your answer.

le6.

17.

18.

19.

The total average of the responses to
is the bank's score for technological
lower the score,

ment as perceived by management.

Sophisticated, one

needs a long, formal

training to under-
stand it.

Changes make current 1 2 3 4 5 6

technology obsolete
and unusable.

Changes occur often

Changes are very
expensive requiring

new capital equipment

and retrained labor.

DECISION-STYLE VARIABLES

1234567

12345¢6

123456

the more technically

Unsophisticated,
specialized skills
are not needed to
understand it.

Changes make cur-
rent technology
obsolote and unuse-
able.

Changes occur rare-
ly.

Changes are neither
difficult nor
expensive to imple-
ment.

these four questions
complexity. The

complex the environ-

The questions used to measure the decision-style varia-
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bles were all designed by Khandwalla in his study on strate-
gy. As discussed in the previous chapter, we are testing
three of the five top management decision—making stvles he
identified. The following discussion shows which questions

were used to operationalize each decision-making style.

A risk-taking oriented management is one which engages

in entrepreneurial, risk-taking, growth-oriented decision
making. The following three questions were used to measure
top management's orientation toward risk-taking. The Gener-
al Manager and the Controller answered questions #20 and #22;

the General Manager and the Planner answered question #21.

20. Entrepreneurial mode, characterized by active search

for new opportunities: large, bold decisions despite
the uncertainty of their outcomes; a charismatic deci-
sion-maker at the top wielding great power and rapid
growth as the dominant organization goal:
Little resemblance to 1 2 3 4 5 6 7 Very great resem-
style of top level blance to style of
decision-making unit. top level decision-
making unit.
21. We prefer future projects whose return on investment

is:



CHAPTER V 135

high, even though 12345¢67 less risky, even
the risk is high. though the return
may be lower.

22. Adaptive mode, characterized by a cautious, pragmatic,

one small step at a time adjustment to problems. De-
cisions are generally compromises between the conflict-
ing demands of owners, unions, government, management,
customers, etc. They are made locally more often than
centrally, and the primary concern is with stability

and steady growth.

A high answer to question #20, and low responses to ques-
tions #21 and #22 imply an orientation toward risk-taking.
The score for this variable is calculated by subtracting
the responses to questions #21 and #22 from eight and then
averaging them with the responses to question #20. The
higher the total score, the more top management decision-

making style can be characterized as risk-taking.

The optimization orientation of top management is de-

fined as a decision-making style with a strong planning
orientation, a systematic assessment of alternatives, and
heavy reliance on formal management training programs. The
following four questions were used to operationalize this

variable. The General Manager answered all four questions,
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the Controller question #23, and the Planner question #26.

23.

24.

25.

26.

Planning Mode, characterized by systematic search for

opportunities and ancitipation of problems: a systemat-
ic consideration of costs and benefits of alternatives;
and a conscious attempt to integrate programs of action
to achieve specified goals efficiently. The accent is
on profit maximization, long-term planning, very care-
ful screening of investments to minimize risks, and

the extensive use of expertise and solid research be-
fore making decisions.

Little resemblance to 1 2 3 4 5 6 7 Very great

style of top level resemblance to
decision-making in style of top
unit. level decision-

making in unit.

When needed information is unavailable:

decision-makers rely 1 2 3 4 5 6 7 decision-makers

on experience and try to adhere to

intuition. specified methods
of problem solving

In planning for this unit we make use of:

the experience and 123456 7 sophisticated,
intuition of people mathematical tech-
who know the business. niques. Planning
Planning is an art. is a science.

When making decisions under uncertainty, we plan:
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even harder. We try 1 2 3 4 5 6 7 1less hard. We

to take every possible maintain flexibil-
outcome into account ity and make the
and maximize the best of whatever
benefit of the organi- happens.

zation.

A high answer to questions #23 and #24 and a low an-
swer to question #25 implies a high orientation to optimiz-
ation. To calculate a bank's score on this variable we
subtracted the responses to question #25 from eight and
averaged them with the responses to questions #23 and #24.
The higher the score, the more optimization oriented is the

top level decision style.

A flexible or organic decision-making style is one
where the channels of communication are open, managers'
operating styles'are allowed to vary freely, authority for
making decisions is rooted in situational expertise, and
emphasis is placed on getting things done rather than on
following formally laid out procedures. To determine if
top management's style is more organic versus mechanistic,
questions #26 through #29 were asked of the General Manager
and the Controller; question #30 was asked of the General

Manager.
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27.

28.

29.

30.

31.

Financial and operating information

flows freely throughout 1 2 3 4 5 6 7 1is highly

the unit. We have open restricted. We

channels of communication. have structured
channels of
communication.

Authority for making decisions rests with those who
have

situational expertise, 1 2 3 4 5 6 7 formal line

even if it bypasses ' management
the formal lines of responsibility.
communication.

Which most nearly describes the management styles in
your unit?

Managers' operating 123456 7 Strong insistence

styles allowed to on uniform mana-
range freely from ) gerial style
very formal to very throughout the
informal. unit.

in your firm?

Managers' operating 12345867 Strong‘insistence

styles allowed to on uniform mana-
range freely from gerial style
very formal to very throughout the
informal. unit.

How much importance do you place on adherence to pro-
cedures and rules in assessing the performance of your
units?

very little 1234567 a great deal
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The average of the responses to these questions deter-
mines a bank's score on this variable. The lower the score,
the more flexible top management is in its decision-making

style.

To test the data from the questions discussed above,
the banks' scores for each variable were summed and aver-
aged. This enabled us to arrive at a sample mean score and
standard deviation for each variable. 1In addition, all of
the variables were correlated against each other. Columns
of the three banks' scores for each of the variables were
correlated against each other. As expected, due to the
small sample size, only one of the correlations was statis-
ticallly significant at the 0.05 level. 1In addition, each
of the sample mean scores had a standard deviation greater
than 0.5, with the largest being 1.94. Therefore, in com-
paring the results of our data analysis with the stated
hypothesis, statistical tests were for the most part mean-
ingless. The sample was simply not large enough, although
the data which was collected does provide some valuable
information. To capture this information, we had to look
at the data more closely than we would with a sample of
adequate size. This analysis is presented in the next
chapter. Now, we turn to a discussion of the methodology

used to test the second hypothesis.
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C. METHODOLOGY -~ HYPOTHESIS II

In this section, we will discuss the questions and
methodology used to test Hypothesis II. This includes the
questions from the 1979 and 1980 data instruments which
measure the perceived environment, and questions from both

1979 and 1980 data which measure the planning variables.

We shall test our planning variables by measuring the
responses to questions concerning dynamism, predictability,
planning completeness, uncertainty reducing methods, and
open-systems approaches. These responses will be compared
to an absolute scale and a relative scale. We will deter-
mine if a bank perceives high or low dynamic environment;
whether a bank perceives high or low predictability in its
environment. Additionally, we will determine whether a
bank's planning system is complete or not, or uses uncer-

tainty reducing methods, or an open systems approach.

As previously mentioned, one particular problem that
we encountered in operationalizing our variables was the
lack of continuity in questions among the 1979 banks and
the 1980 banks surveyed. There were no guestions that were
asked in 1979 and 1980 for all of the banks. Consequently,

the banking data is split into a 1979 data base and a 1980
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data base to reflect this lack of continuity in the survey
questions. Banks A, B, C represent the banks surveyed in
1980. Banks D, E, F, G represent the banks surveyed in

1979.

Questions from the 1980 data instruments measuring
dynamism and predictability were presented in Section B.

For 1979, the questions measuring dynamism are:

32. (General Manager/V.P. Finance)
How would you characterize the stability of the firm's
total environment?
changing rapidly 12345 very stable

1 = high dynamism 5 = low dynamism

33. (Marketing Environment and Competition Questionnaire)
Are the firm's markets stable or changing rapidly?
changing rapidly 12345 very stable

1 = high dynamism 5 = low dynamism

34. (Marketing Environment and Competition Questionnaire)
Are the sales of particular product lines predictable?"
(a) up to a year ahead
unpredictable, cannot 12345 entirely pre-
anticipate size or dictable

direction of changes

1l = low predictability 5 = high predictability
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(b) more than a year ahead
unpredictable, cannot 12345 entirely pre-
anticipate size or dictable

direction of changes

1 = low predictability 5 = high predictability

35. (General Manager/V.P. Finance)
Is it easy or difficult to predict changes in the
firm's total environment (markets, technology, costs,
comeptition, etc.)?
(a) up to a year ahead
unp;edictable, cannot 1 2 3 4 5 entirely pre-
anticipate size or dictable
direction of changes
(b) more than a year ahead
12345

1l = low predictability 5 = high predictability

The responses to gquestions related to dynamism and to
predictability were summed by individual bank and a mean
score for that bank was computed. These mean scores for
each bank were then summed and a mean score for that group
of banks (in either 1979 or 1980) was obtained. This latter
mean score, which we will call a summation mean, was used
as a sample parameter to categorize the banks in that sam-
ple according to whether a particular bank's mean score was
higher or lower than the sample mean score. For example,

if dynamism is being measured on a Likert scale of 1 to 7
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where 1 represents a highly dynamic environment and 7 repre-
sents a stable environment, with a summation mean of 3.5, a
bank with a mean score of 2.0 would perceive its environment
as high in dynamism and a bank with a mean score of 5.0
would perceive its environment as being low in dynamism.
However, often the mean scores of the banks may be closely
clustered around the sample mean and the sample mean itself
may be at one or the other extreme of the 7 (or 5) point
Likert scale. In these latter cases, a bank's mean score
will be measured based on its absolute position on the
scale. For example, if dynamism is being measure on a
Likert scale of 1 to 7 where 1 represents a highly dynamic
environment, 7 represents a stable environment, and the
summation mean is 5.5, a bank with a mean score of 5.0 would
perceive its environment as being low in dynamism and a bank
with a mean score of 5.9 would also perceive its environment

as being low in dynamism.

PLANNING VARIABLES

The planning completeness, uncertainty reducing meth-
ods, and open-systems approaches questions that we used as
measures of the banks' planning systems were developed by
the Planning and Control Structured Thesis group, and are

similar to questions that were developed by Rue (1973) which
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incorporate normative requirements for effective planning.
To specify the completeness of the long-range planning pro-
cess, a multiple cutoff system, patterned after Lindsay and
Rue (19€0), was used. The level of long-range planning
completeness was broken up into three classes, no long-range
planning, some long-range planning, and sophisticated long-
range planning, or classes 1, 2, and 3, respectively. A
multiple cutoff system was used to determine whether a
bank's planning system fell into class 1, 2, or 3. If the
bank had no written long-range plan covering at least three
years into the future, then that bank feel into class 1,
little or no long-range planning. If the bank had a written
long-range plan covering at least 3 years into the future,
and the long-range plan included (1) the specification of
objects and goals; (2) the selection of long-range strate-
gies; and (3) the determination of the future resources
required; then that bank fell into class 2, some long-range
planning. If a bank satisfied all of the requirements for
class 2, had procedures for anticipating or detecting fail-
ures of the plan and preventing or correcting errors on a
continuing basis; and made an attempt to account for fact-
ors outside of the immediate environment of the firm, then

that bank fell into class 3, sophisticated planning.

Lindsay and Rue used several guestions to operational-
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ize their planning completeness variable and we have chosen
similar questions to operationalize our planning complete-
ness measure. In some instances the guestions that were
used in our surveys do not directly map into the Lindsay

and Rue questions. However, we feel that our questions cap-
ture almost identical information as the gquestions developed

by Lindsay and Rue.

For example, in the 1979 and 1980 surveys, no one asked
the direct question whether a bank had a written long-range
plan covering at least three years. However, the banks were
asked if they had long-range planning models, the time
horizon of their model, and whether the models were compu-
terized. Banks were also asked if they had long term goals
and, if so, when they were established. These guestions,
combined, provided sufficient data on whether a bank had a
written long-range plan covering at least three years. The
following discussion presents the questions from our data
instruments, as they correspond to the questions developed
by Lindsay and Rue. Exhibit 5.1 in the appendix to this
chapter provides a brief summary of this discussion in tabu-

lar form.

The Lindsay and Rue guestion #1 for determining if a

company had a planning system was:
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36.

37.

38.

the
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"Does your company prepare a written long-range plan

covering at least three years? If so, what time

period does it cover? How long has your company

prepared a long-range plan (years)?"

Corresponding questions from our data instruments are:

RESPONDENT

Planner and
General Manager/
V.P. of Finance

Planner and
General Manager/
V.P. of Finance

Planner

QUESTION

Do you use any long-range financial
planning models? Non-financial
planning models? For what period
do they extend? Are they computer-
ized?

What are the long-term goals of the
firm? When were these goals estab-
lished?

Do you use any long-range financial
planning models? Non-financial
planning models? For what period
do they extend? Are they computer-
ized.

Lindsay and Rue question #3: "Who is responsible for

long-range planning of your firm (corporate level)?2"

Corresponding questions from our data instruments

39.

RESPONDENT

General Manager/
V.P. of Finance

QUESTION

Do you involve subordinates in the
formulation of long-term qgoals? If
so, how many levels? 1Is the board
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40. Planner

41. General Manager
and Planner
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of directors involved in the
formulation?

Does the CEO involve subordinates
in the setting of long-term goals?
If so, how many levels? Is the
board of directors involved in the
formulation of long-term goals?

Which of the following participate
in and which initiate the develop-
ment of these long-range goals?
(Corporate officer and staff,
general manager of unit, head of
retail or commercial operations,
functional managers, branch mana-
gers, etc.)?

Lindsay and Rue question # 5: Does your long-range

plan include one or more pro forma financial statements?".

Corresponding questions from our data instruments:

RESPONDENT

42. General Manager/
V.P. of Finance
and Planner

43. General Manager/
V.P. of Finance
and Planner

QUESTION

Do you use any long-range financial
planning models? For what period
do they extend?

Do you use any long-range financial
planning models? For what period
do they extend?

Lindsay and Rue question #6: Your long-range plan

includes plans and budgets for which of the following

(human resources, product development, corporate expansion,
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etc.?. Corresponding questions from our data instruments:

RESPONDENT QUESTION

44. General Manager/ What are the total firm's long-term
V.P. of Finance goals?

45. General Manager/ Chart of performance measures.
V.P. of Finance

46. LLD Questionnaire Chart of firm goals.

47. Planner What are the long-term goals of the
business?

48. General Manager What are the long-term goals of the
firm?

Lindsay and Rue question #10: Your long-range plan
attempts to specifically identify which of the following
factors (social, economic, and political trends and atti-
tude changes)?

Corresponding questions from our data instruments.

RESPONDENT QUESTION

49. Planner and Are you provided with information
LLD Questionnaire about events external to the firm?

50. General Manager Of these factors (which are critical
to the success of the business)
which of them are predominantly

outside the control of the organi-
zation?
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Lindsay and Rue question #11: Does your long-range
plan contain procedures for anticipating or detecting dif-
ferences between your plan and actual performance and for
preventing or correcting these differences? If yes, how'

frequently is this done?

Corresponding questions from our data instruments:

RESPONDENT QUESTION

51. Planner How frequently are these goals
revised? In response to what, e.g.
annual planning process, dquarterly
results, new macroeconomic infor-
mation? Are your numerical targets
for these long-term goals revised
more frequently?

52. General Manager Please relate these measures to your
long-term and/or current year goals.
If not related to any goals, why was
that particular measure chosen?
What are the measures compared
against? History, competition, bud-
get/forecast, etc.

To measure uncertainty reducing methods in our sample
of 1979 and 1980 banks, we use questions that were similar
to Lindsay and Rue's question #4: Does your firm employ, onh
a regular basis, the use of a mathematical model or the com-
puter in any phase of your long-range planning process?

Corresponding questions from our data instruments:
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RESPONDENT QUESTION
53. Planner Please describe any computerized
planning or decision models you use
to produce target financial control
variables such as sales, gross pro-
fit, return on investment, or fi-
gures use on a budget.
54. Planner and Do you use any long-range financial
General Manager/ planning models? Non-financial
V.P. of Finance planning models? Are they computer-
ized?
55. EDP Manager Do you have computerized planning
models?
56. EDP Manager Do you employ any decision models?
57. Planner Do you use any long-range financial

planning models? Any non-financial
planning models? Are they computer-
ized?

If a bank responded yes or if the bank listed the actu-
al details for a question (e.g., Do you use any Iong-range
financial planning models? We use the Ranier bank planning
model), then we considered that the bank did use either a
mathematical or computer model in their long-range planning
process. If the bank responded "no", then we assumed that
the bank did not use any mathematical or computer model in

their long-range planning process.

To measure open systems approaches in our sample of
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1979 and 1980 banks, we use questions in our sample which

are similar to Lindsay and Rue's question #8:
long-range planning process emphasize:

information;

Does your

(a) upward flow of

(b) downward flow of information?

Corresponding gquestions from our data instruments:

58.

59.

60.

61.

62.

63.

64.

RESPONDENT

General Manager/
V.P. Finance

General Manager/
V.P. Finance

General Manager/

V.P. Finance

Planner

Planner

Planner

General Manager

QUESTION

Do you involve subordinates in the

formulation of long-term goals: If
so, how many levels? Is the board

of directors involved in the formu-
lation?

Would you characterize the goal-
setting processes as top-down or
bottom-up?

To how many levels are these company
goals publicized?

Does the CEO involve subordinates in
the setting of long-term goals. If
so, how many levels?

Would you characterize the goal-
setting processes as top-down or
gottom-up?

To how many levels are these company
goals publicized?

Which of the following participate
in and which initiate the develop-
ment of these long-range goals?
(Corporate officers and staff, gen-
eral manager, head of retail or
commercial operations, functional
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managers, branch managers, etc.).

If the responses indicate that only the top two or
three levels (down to the division head level) initiate the
planning process, then we conclude that the long-range
planning process emphasizes downward flows of information
or top-down for short. Conversely, if the responses indi-
cate that lower or middle levels of the organization initi-
ate the planning process, like the branch or functional
managers, then we conclude that the long-range planning
process emphasizes upward flows of information or bottom-up

for short.

Thus, the predictability and dynamism variables will
be ranked on a 5 point or 7 point Likert scale by both
individual bank averages and by group averages. The plan-
ning completeness variable will be measured by the multiple-
cutoff system as used in Lindsay and Rue (1980). The un-
certainty reduction variable will be classified according
to its presence or absence within a bank's planning system.
The open-systems approaches variable will be described by
top-down or bottom-up information flows. The results of

these measures are discussed in detail in the next chapter.



EXHIBIT 5.1

MULTIPLE CUTOFF SYSTEM USED TO CLASSIFY COMPLETENESS OF

THE LONG-RANGE PLANNING PROCESS

€91

CLASS LINDSAY AND RUE QUESTION STRUCTURED THESIS QUESTION
Class #1 Lindsay & Rue #1:Firm has no written long-range ‘79 Planner Interview Guide #28
plan covering at least 3 years into the future '79 G.M./V.P. Finance #7
'80 Planner Interview Guide #23
‘80 General Manager Interview Guide #4
‘80 Planner Interview Guide #26
Class #2 Lindsay & Rue #1:plus Lindsay & Rue #3 '79 G.M./V.P. Finance #3
Plan includes the specification of '79 Planner Interview Guide #24
objectives and goals plus '80 General Manager Interview Guide #5
| '80 Planner Interview Guide #24
Lindsay & Rue #5: '79 G.M./V.P. Finance #7
Plan includes the determination of the future '79 Planner Interview Guide #28
resources required plus '80 Planner Interview Guide #26(a)(e)
Lindsay & Rue #6: '79 LLD #7 (Chart of Goals)
Plan includes the selection of long-range '79 G.M./V.P. Ginance #2
strategies *79 G.M./V.P. Finance #12
'80 Planner Interview Guide #23(a)
| '80 Planner Interview Guide #26
Class #3 | A1l of the requirements for Class #2 plus '79 Planner Interview Guide #16
Lindsay & Rue #10: Some attempt to account for '79 LLD #19
factors outside of the immediate environment plus '80 General Manager Interview Guide #16
Lindsay & Rue #11: Procedures for anticipating or '79 Planner Interview Guide #25
detecting error in or falures of the plan, and for '80 General Manager Interview Guide #7d

preventing or correcting them on a continuning basis

'80

General Manager Interview Guide #9
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RESULTS

A. INTRODUCTION

In this chapter we analyze the data on managerial per-
ceptions of the general environment, three dimensions of
top management style, and the nature of long-range planning
practices in banks. The scales or questions which measure
these dimensions will occasionally be referred to by num-
ber. The question numbers are consistent with those pre-
sented in Chapter V. To preserve anonymity, the three banks
in the 1980 data base are referred to as Bank A, B, and C.
The banks in the 1979 data base are referred to as Banks D,

E, F, and G.

Sections B and C of this chapter discuss the validity
of hypotheses I and II, respectively. As they are stated,
hypothesis I is concerned solely with top managers' percep-
tions of all levels of management. Accordingly, the results
of our proposals on the perceived environment from the

viewpoint of top management will be discussed in Section B.

For the purpose of our research, top management is defined

to include the General Manager, the Planner, the line Mana-



CHAPTER VI 155

ger of Marketing, and the line Manager of Production. Simi-
larly, the results of the environmental proposals, with
respect to dynamism and predictability, will be discussed

in Section C, without discriminating between the hierarchi-

cal levels of management.
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B. HYPOTHESIS I - THE PERCEIVED ENVIRONMENT AND TOP

MANAGEMENT STYLE

In Chapter V we outlined a set of proposals on how bank

managers would perceive their general environment. In

brief, we suggested that managerial perceptions would vary

on the

following dimensions:

DYNAMISM: MODERATELY-HIGH

PREDICTABILITY: LOW (i.e., HIGHLY UNPREDICTABLE)
RESTRICTIVITY: HIGH

HOSTILITY: MODERATE

TECHNOLOGICAL COMPLEXITY: MODERATELY-HIGH

In addition, we made the following proposals on the rela-

tionship between the perceived environment and top manage-

ment style:

MODERATE HOSTILITY AND HIGH UNPREDICTABILITY IS
POSITIVELY ASSOCIATED WITH A MODERATELY LOW ORIEN-

TATION TOWARD THE RISK-TAKING STYLE.

HIGH RESTRICTIVITY AND MODERATELY HIGH TECHNOLOGI-
CAL COMPLEXITY IS POSITIVELY ASSOCIATED WITH A

STRONG (HIGH) ORIENTATION TOWARD OPTIMIZATION STYLE.

MODERATE HOSTILITY IS POSITIVELY ASSOCIATED WITH A

MODERATE ORIENTATION TOWARD ORGANIC STYLE.
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Our discussion in this section begins with an analysis of
the 1980 data on top managers' perceptions of the environ-
ment and their management styles. This is followed by an
analysis of the second set of proposals. Again, Hypothesis
I concerns only the data from the three 1980 banks, A, B,

and C.

THE PERCEIVED ENVIRONMENT

DYNAMISM

Dynamism was measured by questions #2 and #3. Although
question #1 also relates to dynamism, only questions #2 and
#3 include responses by top managers. The sample mean for
dynamism was 3.375 (l=high) or moderately high, which is as
predicted. It should be pointed out that Bank B did not
respond to these questions, so this score only represents
the perceptions of two sets of bank managers. Also, there
was considerable disparity in the responses between the two
banks. For example, when asked to estimate the frequency
of price changes for their main products, Bank A said prices
change on a weekly basis, while Bank C estimated that they

change quarterly.

One explanation for this type of disparity may be re-

lated to the fact that Bank A has strategically positioned
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itself more towards the wholesale market, while Bank C is
strongly committed to the retail market. The main products
of commercial banks are loans, and prices for loans in the
wholesale market are largely determined by the prime inter-
est rate. That is, commercial loan rates change with the
prime, whereas the rates on car loans, mortgages, boat
loans, and other such products in the retail area, are not

nearly as volatile as the prime.

This explanation, in terms of the difference between
wholesale and retail banking, is given further credence when
we examine the responses to question #3. Bank A managers
estimated that prices change almost daily for their impor-
tant raw materials. Bank C managers estimated that they
change somewhere between monthly and quarterly. Raw mater-
ials for banks would be translated into the cost of funds.
Funds derived largely from time deposits are priced at a
fixed rate. On the other hand, banks without large retail
operations must purchase their funds, and the purchase price

often fluctuates daily.

PREDICTABILITY

Predictability, or uncertainty, defined as the degree

to which future change in the environment can be predicted,
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was measured by questions #4 - #11. For the purposes of
testing hypothesis 1, however, only responses to questions
#6 - #11, which top managers answered, are included in the
value of this variable. The sample mean for predictability
was 5.156 (7=high). This means that top managers perceive
the environment to be fairly predictable, which is contrary
to what we expected. Responses to the six questions showed
little variation between or within the banks. Within the
banks, responses between managers to each of the questions
never differed by more than one point, and were often iden-
tical. The standard deviation of the sample mean for pre-

dictability was only 0.118.

Top managers were asked how closely they could estimate
the price of their main products both three months in ad-
vance, and one year in advance. For the three month hori-
zdn, managers estimated they could forecast pricé within a
5-10% error margin. This means that for a hypothetical loan
priced at 12%, managers can predict the interest rate within
a range of plus or minus 120 basis points. This level of
predictability would be expected, because even though the
prime may change frequently in a three month period, other
rates are not directly associated with the prime rate on a
one-to-one basis. Rather, the relationship is such that the

prime interest rate generally sets the pace for other rates.
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When the time horizon is increased to one year, it becomes
apparent that it is much more difficult to forecast interest
rates. Top managers indicated that they could only forecast
interest rates within a 20-50% erfor margin, one year in
advance. Responses to this question provide evidence in
support of our proposal for this variable. However, this is

the only gquestion which does so.

Managers were quite confident in their ability to pre-
dict demand three months and one yvear in advance. Within a
three month horizon, managers estimated they could predict
demand within a 5% error margin. Within a one year horizon,
they estimated that, on average, demand was predictable
within a 10% error margin. Interestingly enough, each of
the managers in Bank C responded differently to this last
question. The Controller estimated that he could predict
demand within a 5% error margin one year in advance; the
Planner estimated 10%; and the Marketing Manager estimated
20%. The Controller and Planner's responses are fairly
consistent with each other, but Marketing Manager's response
is more of an outlier. I would venture to say that since
Bank C has a one year budgeting process (to be discussed in
greater detail in Section C) in which both the Planner and
Controller are heavily involved, perhaps their responses

are more representative of top management's ability to do
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one year forecasts of demand than the Marketing Manager's
response. Also, the fact that Bank C does not have a well
established long-range planning system could mean that the
Marketing Manager is not experienced at quantifying his

views on the dynamics of the marketplace.

In general, top managers have indicated that demand is
more predictable in a one year time span than price. This
leads us to believe, as might be expected, that consumer
demand for bank's main products is relatively elastic. Al-
though price is relatively volatile, demand is evidently

stable and predictable.

Finally, top managers were asked to estimate how close-
ly they could predict expenses and net income one year in
advance. Responses to both gquestions ranged from the 5-10%
level. This result is quite curious considering the vola-
tility of interest rates. Banks' expenses are in part
represented by their cost of funds, i.e., the interest rates
they must pay to raise funds with which to finance their
loans. The other portion of their expenses are simply oper-
ating expenses. It is conceivable that the respondents
interpreted this question to mean operating expenses--par-
ticularly when we consider that they were only able to pre-

dict price (i.e., interest rates) within a 20-50% error
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margin. The responses to the guestion on net income are open
to interpretation for the same reason, since banks' net in-

come is largely comprised of interest revenues.

RESTRICTIVENESS

One scale was used to measure the restrictiveness of
the environment. A highly restrictive environment is one
which poses many constraints against the organization's
efforts to operate profitably. Managers were asked if their
external environment was relatively unrestricted, or whether
it posed severe legal, social, economic, or political con-
straints on their firm. The sample mean for restrictiveness
was 5.67 (7=high). A total of five top managers responded
to this gquestion, two in Bank A, one in Bank B, and two in
Bank C. Four out of the five managers responded to this
question with a score of "6". Since the firm was the unit
of analysis, each bank's average score was given equal
weight. However, if we treat the individual managers as the
unit of analysis, the sample mean for this question is "6".
From this viewpoint, then, it seems accurate to conclude
that the banks view the environment as highly restrictive,

which is consistent with our expectations.
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HOSTILITY

A hostile environment is one that is risky, stressful,
dominating, and lacking in opportunities. Three questions
were used to measure this dimension. The sample mean for
hostility was 4.27 (7=high). Although this value confirms
our expectation, it should be pointed out that neither the
banks nor the managers within banks were in exact agreement

in their views of this dimension.

When asked whether they thought markets were expanding
(low end of the scale; question #13), or markets were
shrinking, bank A's two managers responded with a "5", and
bank C's three managers each responded with a "3". A re-
sponse of "4" to this question meant the markets were not
changing. Therefore, the Planner in bank A felt the markets
were generally expanding, while the General Manager felt
they were shrinking. Similarly, the General Manager of bank
B felt the markets were shrinking, while the three managers

in Bank C felt they were generally expanding.

The second question (#14) is similar in content to the
first question. Managers were asked if they thought the
environment was rich in investment opportunities (low end of

the scale), or poor in investment opportunities (high end of
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the scale). Here again, the banks were not in agreement,
nor were the two managers in bank A. However, each of the
managers across banks were very consistent between their
responses to this question and the previous one. For exam-
ple, the General Manager in bank A who felt that markets
were generally shrinking, was also of the opinion that the
environment was poor in investment opportunities. The same
is true for the General Manager in bank B. Similarly, the
three managers in bank C who felt markets were generally
expanding, also responded that the environment was fairly

rich in investment opportunities.

An examination of the corporate strategies of the indi-
vidual banks may provide some information on the reason for
the disparity in responses between banks on these two ques-
tions (#13 and #14). Bank C may tend to be relatively opti-
mistic in its outlook because, recently, one of its goals
has been to expand its wholesale operations, which are cur-
rently a small portion of its business. The customers,
which it appears to have targeted, are those regional com-
panies which are looking to expand their export base. This-
provides a lot of untapped opportunities for bank C. Bank B
competes both nationally and internationally, placing a
strong emphasis on its wholesale business. Bank B, then, is

facing stiff competition on many fronts, as a number of
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banks are establishing loan offices across the country and

branching internationlly.

Bank A, on the other hand, has not exhibited a well
defined strategy. Within the framework of Mintzberg's defi-

nition of realized strategy, no consistent pattern of deci-

sions or actions, from an outsider's viewpoint, has become
apparent. Bank A has generally referred to itself as a
wholesale bank, although it is not strong in this part of
the market. It suffers from a lack of focus because it
places as much emphasis on retail banking as it does on
wholesale banking. This seemingly lack of a clear direction
may explain the difference in views between Bank A's mana-

gers.

The third question measuring environmental hostility
asks top managers if they feel they can manipulaée the en-
vironment to their advantage (low end of scale), or whether
they feel dominated by the environment. Responses to this
question ranged from "3" to "6", with no strong agreement
either across banks or within banks. If we use the indivi-
dual managers as the unit of analysis, the mean score on
this question is 4.6. However, with such a dispersion in
the responses, it is difficult to conclude one way or

another, whether banks feel they can control the environment
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or are dominated by the environment.

TECHNOLOGICAL COMPLEXITY

A technologically complex environment is one where
strategic decision-making requires the use of sophisticated
information; technologies are rapidly developing; and tech-
nology is capital intensive requiring substantial capital
investments. Four questions were used to measure this
dimension. The sample mean was 3.67 (l=high), which is
interpreted as moderately high. This is consistent with our

expectations.

Responses to the questions on technological complexity
were not consistent either across or within banks, except
for the first question. The first question asked managers
whether they thought banks' technology was sophisticated,
required extensive training to understand it; or unsophisti-
cated, required no specialized skills. All three of the
banks' top managers responded that the industry's technology
was sophisticated and required a long, formal training to
understand it. From an outsider's point of view, this cer-
tainly seems to be the case, as banks are continually seek-
ing to hire individuals with advanced degrees in business,

economics, and the information systems areas.
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—. The other three questions on technological complexity
concerned the patterns of change in banks' technology. Top
managers were asked whether technological change occurred
frequently or rarely; whether change makes current technolo-
gy obsolete and unuseable or simply less desirable econom-
ically; and whether changes are expensive and difficult to
implement. At least a four point spread occurred in the
responses of managers within banks. As a result, we find,
for example, the Controller in bank A who tends to feel
changes make current technology obsolete; technological
change occurs often; and change is expensive and difficult
to implement. On the other hand, the Planner in bank A

leans toward the opposite view on these issues.

If we look at the trend in the responses to the three
questions, that is, ignore the outliers, we find that 1)
top managers tend to feel change makes current technology
less desirable economically, but not necessarily obsolete;
2) technological change occurs fairly often; and 3) techno-
logical change is not extremely difficult or expensive to
implement. The first two trends in managers' perceptions
of technological change are as we might expect. It was
pointed out in Chapter II that change was occuring at a
rapid pace. However, it is also true that a technology

that worked ten years ago, is likely to still be functional



168
CHAPTER VI

today. The third trend is counter to what we expected.
Automatic teller machines, automated check processing cen-
ters, and other computer based technologies are expensive to
implement. Perhaps the banks in our sample are not adapting
to these new technologies as fast as we think they are. Un-

fortunately, our data provides no insights into this anoma-

ly.

In summary, four out of our five proposals on the per-
ceived environment were valid. We found that the bank mana-
gers perceived the environment to be moderately dynamic,
highly restrictive, moderately hostile, and moderately com-
plex technologically. 1In terms of environmental predicta-
bility, bank managers felt the environment was fairly pre-
dictable, which is not what we had expected. We noted,
however, that there were several inconsistencies in mana-
gers' responses to questions measuring this variable, sug-
gesting that managers may have misinterpreted at least one
question. A summary of the mean scores by bank, and for the
sample, on top managers perceptions of the environment is

shown in Table 6.1.

TOP MANAGEMENT STYLE

Our second set of proposals concerns the top management
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TABLE 6.1

MEAN SCORES ON ENVIRONMENTAL VARIABLES

3.63

3.00

4.37

3.67

4.50

5.00

3.33

4.28

6.00

5.00

6.00

5.67

5.20

5.25

5.02

5.16

2.00

4.75

3.38

BANK A

BANK B

BANK C

SAMPLE
MEAN

NO RESPONSE

*
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decision-making styles prevalent in the bank. We will begin
our discussion by analyzing the data on each of the three
style variables to determine how they relate to the major
decision-making processes in each bank. Then, we will ana-
lyze the different styles of each bank as they relate to top
managers' perceptions of the environment. This will enable

us to determine the validity of the second set of proposals.

RISK-TAKING

The risk-taking style of top management is prevalent
when strategy-making is dominated by a powerful chief exec-
utive whose major goal is growth and who is not afraid to
take bold steps, even in the face of uncertainty. The chief
executive is an entrepreneur by nature, and thus directs the
organization in a constant search for new opportunities.

The sample mean was 3.28 (7=high), which is moderately low.
Three questions were used to determine top management's
orientation toward risk-taking. Two of the questions opera-
tionalize Mintzberg's concepts of the entrepreneurial mode
and the adaptive mode; and one question measures top mana-

gers tolerance for risk in choosing projects.

Managers were asked if their style of decision-making

resembled the entrepreneurial mode of strategy-making. Both
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the Controller and the General Manager of Bank A indicated
that there was no resemblance to their style of decision
making . However, in banks B and C, the General Managers
felt there was a resemblance of the entrepreneurial style

in their decision-making, while the Controller of these
banks said there was no resemblance. Perhaps this differ-
ence exists because general managers are forced to absorb
higher levels of risk in running their organization, whereas
the Controllers are more narrowly focused in their activi-
ties. On the other hand, when asked about their preferences
for risk when choosing future projects, all of the managers
indicated that they preferred projects with moderate to low
risk, even though the return on investment may be lower.

So it seems that even though some top managers are forced to
accept certain levels of risk, they all prefer to minimize

it whenever possible.

The third question asked bank managers was if their
style of decision-making resembled the adaptive mode. Bank
A managers responded that there was not much resemblance
between the adaptive mode and their decision-making style.
Managers of banks B and C felt there was some resemblance

in their styles.
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OPTIMIZATION

An optimizing style of strategy-making is planning
oriented. Future projects are fully investigated; alterna-
tives to problems are evaluated to chocse the option which
maximizes benefits to the organization; and long-term
implications of decisions are emphasized. The sample mean
for this variable was 4.33, which means that overall, the
banks were moderately oriented toward the optimization style

of strategy-making.

Four questions were used to evaluate top managers'
style along this dimension. The first question operation-
alizes Mintzberg's concept of the planning mode. All three
banks indicated that there was a great resemblance between
their style of decision-making and the planning mode. The
second question asked whether the decision makers rely on
experience and intuition, or adhere to specified methods of
problem solving when vital information is unavailable.
Managers of banks A and C tended to rely on their éxperience
while bank B tended to rely on specified problem solving

methods.

The last two questions further evaluate top managers'

views on planning. General Managers were asked if they
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viewed planning as an "art" which thrived on the experience
and intuition of people who knew the business--or if plan-
ning was a "science", involving the use of sophisticated,
mathematical techniques. The General Manager of bank A
viewed planning as more of an art. The General Managers of
banks B and C felt planning was more of a science. Finally,
the managers were asked if they plan even harder under un-
certainty in an attempt to maximize the benefit to the or-
ganization; or if they plan less hard and try to maintain
flexibility. There was a six point spread in the responses
to this question, so there was no agreement at all among the

managers.

FLEXIBILITY

The flexible or organic style of management is preva-
lent in organizations when decision-making authority is
derived from situational expertise; managers' operating
styles are allowed to vary freely; communication channels
are open; and emphasis is placed on getting things done
rather than following formal procedures. The sample mean
on flexibility was 4.11, which means that, overall, the
strategy-making of top managers in the three banks is

moderately organic in style.
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Five questions evaluated banks orientation toward the
organic style of management. Bank A managers indicated
that their organizations had open channels of information.
The General Managers of banks B and C stated that informa-
tion was highly restricted in their organizations, while
the Controllers of these two banks indicated that the flow
of information was somewhere in between the two extremes.
In addition, each of the banks' managers agreed that au-
thority for making decisions was vested in those who have

formal line management responsibility.

All top managers except for the General Manager of bank
B indicated that managers' operating styles were allowed to
range freely from very formal to very informal in their
individual units. Bank B's General Manager seemed to feel
there was a strong insistence on uniform managerial style in
his unit. When we consider the fact that bank B is quite
large in size with many different units, it is not surpris-
ing that its two managers would respond differently to this
aspect of flexibility. When the managers were asked this
same question, but with respect to the overall organization,
the responses were identical to those of the previous gques-
tion. Here, it is more difficult to explain the different
views ¢f the managers in bank B. Again, it could be due to

the size of the organization; or it may be that the managers
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have different tenures with the bank and therefore different

opinions of the organization.

Finally, the General Managers were asked how much im-
portance they placed on adherence to rules and procedures
in evaluating the performance of their units. The General
Managers of banks A and B indicated they placed moderate to
high importance on adherence to rules and procedures. The
General Manager of bank C indicated that he placed a great

deal of importance on rules and procedures.

A summary of top managements' orientation toward the
three decision-making styles is contained in Table 6.2. 1In
general, we found that the risk-taking style did not des-
cribe top management styles of the three 1980 banks. Mana-
gers preferred lower risk projects; there was little resem-
blance between the entrepreneurial mode and their decision-
making styles; and varying degrees of resemblance, from
moderately low to moderately high, between the adaptive mode

and their decision-making styles.

Our sample of banks clustered around the midpoint of
the optimization style dimension. The strategy-making style
of all three banks resembled the planning mode. However,

one bank characterized planning as an art, while the other
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TABLE 6.2

3.17 3.75 3.33
BANK A

3.33 4.63 5.00
BANK B

3.33 4.63 4.10
BANK C
SAMPLE 3.28 4.33 4.1

MEAN
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two characterized it as a science. In the absence of needed
information for decision-making, two banks indicated that
they relied on their experience and intuition, while the
other bank tended to rely on specified problem-solving
methods. There was no clear trend in the planning practices

of the banks when making decisions under uncertainty.

The three banks also clustered around the midpoint of
the organic style dimension. Banks B and C had highly
restricted channels of communication, while bank A had open
channels of communication. Decision-making authority
rested with those who had formal line management responsi-
bility in all three banks. 1In general, managers' operating
styles were allowed to vary freely, from formal to informal,
within the managers' individual units, and the organizations

as a whole.

THE PERCEIVED ENVIRONMENT AND. TOP MANAGEMENT STYLE

Our discussion now turns to an analysis of the propos-
als made regarding the relationship between top managers'
perceptions of the environment and their decision-making

style. The first proposal was stated as follows:
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As the environment is perceived as moder-

ately hostile and highly unpredictable,

top management's orientation toward risk-

taking will range from moderate to moder-

ately low.
Figure 6.1 shows the relationships between predictability
and hostility, and the risk-taking style. The shaded
areas of the chart show where the mean values for the indi-
vidual banks, and the sample as a whole, should occur in
the table if the proposal is valid. From the chart we can
see that the hypothesized relationship between predicta-
bility and risk-taking does not hold. 1In other words, we
expected low predictability, or high uncertainty, to be
associated with a low risk-taking, or risk-averse manage-
ment style. Instead, we found that the low risk-taking

style occured despite the moderately-high predictability of

the environment.

The hypothesized relationship between perceived hos-
tility and the risk-taking style was found to be valid for
our sample. As the table shows, banks B and C are just
outside of the shaded area, but as discussed earlier, there
is little significance in a one point difference. In fact,
the banks are shown individually in the chart for the pur-
pose of providing additional information since our sample

is so small.
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One possibility which the results shown in Figure 6.1
suggest, is that the low risk-taking style may be a charac-
teristic of the banking industry in general, and show little
variation in this external environment. A review of the
history of the banking industry reveals few cases of "entre-

preneurial" strategy-making in banks.

One recent example of strategic decision-making which
might be characterized as entrepreneurial is the case of
Bankers Trust. Historically, Bankers Trust had placed equal
emphasis on its wholesale and retail banking operations.
This "dual" concentration resulted in a lack of "strength
and focus on the commercial banking side," in the words of
the bank's chairman.1 In 1976, Bankers Trust decided to
sell its 100 retail branches, which represented about 10%
of the New York market, and concentrate its resources on
wholesale banking. This was seen as a daring and bold stra-
tegic move by most of the banking community, because few
institutions conduct a predominantly wholesale business and
even fewer can afford to divest themselves of their retail

banking oeprations.

What prompted Bankers Trust to make such a risky
move? The bank chairman stated that "the margins were so

thin that we thought it better to redeploy capital if we
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could." Mintzberg suggests that the entrepreneurial mode
occurs in organizations that are in trouble and have little
to lose by acting boldly, or in organizations oriented to-
ward growth. It seems that Bankers Trust's actions were
motivated by a strategy of growth through increased profit-
ability. This is consistent with Mintzberg's categoriza-
tion of the entrepreneurial mode, but again, it is a style
of strategic decision-making which is rare in the banking

industry.

The second proposal made on the perceived environment

and top management style was stated as follows:

As the environment is perceived as highly

restrictive and moderately-high on the

dimension of technological complexity,

top management will be highly oriented

toward the optimization style.
Figure 6.2 shows the relationship between environmental
restrictiveness and the optimization style. As the chart
shows, although the banks perceived the environment to be
moderately-high to highly restrictive, their top management
styles clustered around the midpoint of the satisficing/
optimizing dimension. However, when we break out the data
on the planning mode variable (see Figure 6.2), which is the

most central characteristic of the optimizing style, we see

that the banks cluster right around the shaded area repre-
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senting the proposed relationship. The same is true for

the hypothesized relationship between perceived technolog-
ical complexity and the optimization style (see Figure 6.3).
That is, although the top managers perceived the environment
to be moderately high in technological complexity, again,
they clustered around the midpoint of the satisficing/opti-
mizing style dimension. However, when we isolate the data
on the planning mode, we find a strong relationship between

tecrnological complexity and the planning mode.

The third and final proposal on the perceived environ-

ment and top management style was stated as follows:

As the environment is perceived to be

moderately hostile, top management style

will be moderately flexible.
Figure 6.4 shows the relationship between environmental hos-
tility and the flexible, or organic, style of decision-
making. From the chart, we see that the banks cluster right
around the shaded area represerting the hypothesized rela-

tionship, proving our third proposal to be valid.

This concludes the analysis of our data relative to the
first hypothesis. The next section presents our findings

relative to the second hypothesis.
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FIGURE 6.4
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C. HYPOTHESIS II

This section discusses the results of the responses to
the 1979 and 1980 Structured Thesis Questionnaires and
Interview Guides in relation to the planning variables set
forth in Chapter V. The banks are categorized along dimen-
sions of high, moderate, or low dynamism and predictability.
Also, the banks are described by the level of completeness
of their long-range planning process, of uncertainty reduc-
tion methods, and the upward or downward nature of the

information flows for long-range planning in the banks.

DYNAMISM AND PREDICTABILITY

Most of the banks in 1979 and 1980 perceivéd the en-
vironment as dynamic. In 1979, Banks D, E, F, perceived
the environment as moderately high in dynamism, while bank
G perceived its environment as moderately low in dynamism.
In banks D, E, and F, the respondents to the marketing

questionnaire felt that the firm's environment was experi-
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encing moderately high to high change. In bank D, the
Planner felt that the bank's environment was experiencing
a lot of change while the Marketing Manager perceived low
environmental change. In bank F, the Vice-President and
Treasurer felt that environmental change was very high,
while the Vice-President for Software and Product Develop-
ment perceived moderate environmental change. The Vice-

President of Marketing perceived low environmental change.

Thus, the marketing managers perceived low environmen-
tal change while the other--product, finance, and planning--
managers perceived moderate to high environmental charge.
The managers in bank G, largely felt the rate of environ-
mental change to be low. Although bank G is located in a
different state than are banks D, E, and F, there appears
to be no particular reason why bank G's managers consis-
tently perceived the environment to be low in change.
Nevertheless, despite differences in the perceptions of
dynamism by different managers, the overall mean score of
dynamism appears to be consistent for both 1979 and 1980
banks, with both groups perceiving moderately high dyna-

mism.

In 1979, the banks perceived their environment as

being moderate in predictability. Most general managers
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felt that they could predict changes in the environment with
moderate accuracy up to a year ahead. However, most mana-
gers felt that it became more difficult to predict environ-
mental changes more than one year ahead, with the exception
of bank D. Managers of bank D felt that the environment
was moderately predictable up to a year ahead, but felt it

was slightly less predictable more than one year in advance.

Similarly, most marketing managers felt that sales of
product lines were highly predictable up to one year ahead,
but only moderately predictable more than a year ahead.
Also, in bank D, the Marketing Manager perceived the envir-
onment as less predictable than did the Planner and General
Manager of bank D. In bank F, the V.P. and Treasurer per-
ceived the environment to be less predictable than did the

EDP Manager or the Marketing Manager.

In 1980, the banks perceived their environment as mod-
erately highly predictable. This represented an increase
in the perception of predictability over the 1979 bank man-
agers, who perceived the environment as only moderately

predictable.
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PLANNING COMPLETENESS

With respect to the completeness of the long-range
planning systems, most banks employed a sophisticated plan-~
ning system as indicated by the Lindsay and Rue criteria

for a sophisticated planning approach.

Most banks had a written long-range plan covering at
lease three years into the future. Bank C, however, re-
sponded that they did not have a long-range plan for more
than one year, which is unusual given the size and the

scope of services that the bank offers.

Virtually all of the managers for banks with long-
range planning systems indicated that top-level corporate
managers were responsible for initiating the long-range
planning process. There were various levels lowér in the
organization that participated in formulating the budget

but the initiation began at the top corporate levels.

With the exception of bank C, virtually all of the
banks' long-range planning models generated one or more
pro forma financial statements. Although bank C responded
negatively to the use of long-range financial planning

models, the Planner indicated that there is a 5 year budget



190
CHAPTER VI

plan. The Controller indicated that budget data is ga-
thered and monitored monthly and on an annual basis, and
some budget data is compiled for 5 years forward. The
Planner for bank C also stated that corporate goals are not
directly translated to budget goals in order to allow the
divisions to be strictly accountable for their performance.
Therefore, bank C appears to have many of the elements of

a formal long-range planning model although it responded
that it does not have a formal written long-range financial

planning model.

Nearly all of the banks' long-range planning object-
ives included goals for corporate expansion and for human
development. Bank C emphasized product development as one

of its primary long-term objectives.

All of the banks' long-range planning processes at-
tempted to identify economic factors which were outside of
the immediate environment of banks but which ultimately
have a direct impact on banks. However, most of the fact-
ors that received a lot of attention were factors that were
directly influenced by banks such as maintaining good fi-
nancial performance in order to have access to the capital
markets, getting good people who would increase the finan-

cial performance of the banks, and monitoring the competi-
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tion in order to be able to set competitive prices. Fur-
thermore, all of the banks had procedures for measuring
variance against budgets and against plans. Some banks
chose to carefully scrutinize variances while other banks
were more lenient with budget variances. However, in no
circumstances did tke banks change an original budget fore-
cast. Banks A and C compared their long-term goals to
budgeted and forecasted objectives, while bank C compared
their goals primarily to historical levels. Bank D con-
tinually monitored its long term goals but adjusted them
rather infrequently. Similarly, banks E, F and G adjusted
their goals going forward infrequently, usually annually or

semi-annually.

UNCERTAINTY REDUCTION AND OPEN-SYSTEMS APPROACHES

Virtually all of the banks, except for bank C, used a
computerized financial, non-financial, and/or decision mod-
el to create scenarios to help reduce uncertainty in the
future. However, most of the inputs to the long-range plan-
ning process were of a top-down nature. Apparently, all of
the banks felt as bank D did, that "bottom-up planning does
not work."” The General Manager at bank D felt that bottom-
up planning resulted in a confused jumble because lower

level subordinates lacked the wider perspective, the detach-
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ment, and the "quality" that top management brought to the
long-range planning process. However, as previously men-
tioned, once the long-range planning objectives were set
by top management, there were plenty of opportunities for
participation in the setting of budgets by lower level sub-
ordinates. But for the most part, the long-range planning
and budgeting systems appeared to be separate systems inte-

grated at the top management level.

Thus, the results of our research with respect to the
planning variables seem to indicate that a top-down planning
approach, using uncertainty reducing models in a complete or
sophisticated planning system may be responsible for higher
external environmental predictability despite moderately
high environmental dynamism. As previously mentioned, the
philosophy of bank D with respect to bottoms up planning may
be shared by the other banks. The Vice President of Finance
felt that top level managers were best suited for long-range
planning due to their broader perspective, better judgment,
and detachment from short-term operating results. The use
of uncertainty reducing models and a sophisticated planning
system, along with top-management judgment may be an effect-
ive way for bank managers to combat external environmental

uncertainty.
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However, it may also be true that the magnitude of
the changes in the external benking environment may not
have reached a "critical" level at the time that our re-
search data was gathered. Much of the environmental chang-
es that we described in Chapter II occurred in 1979 and 1980
but the implications may not have been apparent to many
banks until the latter part of 1980. For example, our 1980
research data was gathered in the first quarter of 1980
while the Monetary Control Act of 1980 was passed in March.
Therefore, the response of bank managers in our sample may
not reflect the full impact of the environmental changes due
to that Act. If further research on banks during the post-
March 1980 period does not show that managers perceive lower
external environmental predictability and use upward infor-
mation flows for long-range planning purposes, then these
results would indicate that the Lindsay and Rue planning

variable results may not hold for banks.
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DISCUSSTON

The focus of this study has been on the relationship between stra-
tegy formulation at the corporate level and the external environment of
the firm. We have analyzed two important variables of strategy=making
within the banking industry - top management style and the nature of the
long-range planning process. Our results point to several observations.
which can be made with respect to the theory and empirical findings on

organizational design.

One important and surprising realization was the lack of an ac-
cepted, consistent definition of environmental uncertainty in the or-
ganizational literature. From our point of view, the confusion in 1it-
erature regarding the definition of uncertainty makes it difficult, from a
methodological perspective, to build on the understanding of the complex
realities of strategy formulation. Different researchers have used
different definitions of uncertainty, and some have not even bothered to
define this attribute in their research [F.L. Harrison, 1977]. As a re-
sult, comparing results between two studies, which supposedly analyze

the same variables, becames virtually impossible.

This is not to suggest that we believe the elements of environ-
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mental uncertainty are consistent across industries. 1In fact, a recent
study by Hrebiniak and Snow [1980] found that industry is associated
with varying levels of different types of uncertainty. The point is
however, in our view, that environmental uncertainty should be defined
in terms of a host of elements or categories of environmental conditions.
This, of course, assumes that theorists will came to an agreement on how
to chacterize environmental uncertainty. Researchers could then test
for the presence of these elements in their studies on strategy or other
organizational variables, and the environment. It seems that if dif-
ferent socurces of uncertainty were systematically tested and categorized
in a relatiwvely standard fashion, researchers would be better able to
campare their findings. One hopes that this would increase our know-
ledge of organizational processes as they are affected by this important

attribute of the environment.

In terms of existing theory, one observation which can be made
in the context of strateqgy formulation, concerns the three modes of
strategy-making as conceptualized by Mintzberg [1973]. In defining the
three modes -- entrepreneurial, adaptive, and planning -- Mintzberg sug-
gested that few organizations could rely on a pure mode. His studies
revealed at least three combinations of the modes including the adaptiwve
entrepreneurial mode, the entrepreneurial planning mode, and the adap-
tive planning mode. The adaptive entrepreneur enjoys being in the seat
of power and is reluctant to delegate authority, but is forced to do

so to achiewve further growth. To avoid risk, he moved in incremental
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steps like the adaptive strategy-maker. The entrepreneurial planning
organization takes bold decisive steps which are guided by a systematic
e

plan for growth. The adaptive planning organization reaches a specific

goal through a flexible path.

To determine if any of these mixed modes of strategy-making ex-
isted within the three 1980 banks, we put the relevant data in tabular
form. (See Table 7.1) Table 7.1 shows the adaptive planning mode is
prevalent in banks B and C. Bank A has a fairly strong emphasis on
the planning mode with a light mixture of the adaptive mode. Thus, none
of the banks are a pure mode of strategy-making, which is consistent

with Mintzberg's findings.

A comparison of our results [1980 Banks] with those of Miller and
Friesen [1978] did not show this kind of consistency. As discussed in
Chapter III, Miller and Friesen studied the strategy-meking process by
examining the organizational and environmental context in which it oc-
curs. They identified an archetype of strategy-making which they
called the "Adaptive Firms in a Very Challenging Environment." Firms
in this category operated with a high level of dynamism, which generally
took the form of new product introductions by campetitors,
changes in industry- wide technology, and shifting consumer tastes.
These types of envirommental conditions were present in the case of the
three 1980 banks we studied. (This is based on an analysis of both

the objective and the perceived envircnment.) However, the organiza-
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THREE MODES OF STRATEGY MAKING

BANK A 2.0 3.0 5.0

BANK B 3.3 4.5 6.0

BANK € 2.5 4.0 6.0

NOTE: 7 = HIGH IN THIS TABLE
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tional responses to the environment which we observed were
different from those observed by Miller and Friesen. They
found the firms to be organic because there was little em-
phasis on hierarchy or formal rules, and authority was
broadly delegated and a function of expertise rather than
position. We found that our bank managers placed a great
deal of emphasis on formal rules, and authority was a func-

tion of position.

What might be the cause of these conflicting results?
One possible explanation is perhaps embedden in industry
differences between our sample and Miller and Friesen's
sample. The banking industry is traditionally a conserva-
tive institution, which has been both protected and re-
stricted by heavy government regulation. As a result, in
the past, managers have been able to operate quite success-
fully with a very inflexible mode of strategy-making. Due
to the increasing competition and gradual easing of regula-
tory restrictions, the industry is perhaps currently in a
state of transition. It seems quite likely that with inter-
state branching on the near horizon, and future technological
advancements continuing unabated, banks will be forced to
adopt more flexible modes of decision-making to continue com-

peting successfully.
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We have suggested that sophisticated and flexible long-
range planning is one method that banks may use for adapta-
tion to environmental shifts. Additionally, flexible de-
centralized, product-oriented organizational structures
such as product management may be another method of genera-
ting more information flows from organizational units clo-
est to their markets upward and throughout the organiza-
tion's decision structure. These methods could be two of
several tools used to generate the information needed to
help the bank to adapt to increasing levels of environ-

mental uncertainty.

Recent articles in the banking literature have sug-
gested that some banks are using more sophisticated plan-
ning techniques (such as asset/liability management), more
uncertainty reducing models, and more upward information

flows to provide more effective planning and strategy-

making in an increasingly dynamic environment.ly The
planning system of the Republic of Texas Bank,2 and the
product management system at Chase Manhattan Bank3 are

two such examples of changes in organizational adaptation

brought about by increasing environmental uncertainty.

Asset/liability management is an important long-range

planning tool. Asset/liability management for most banks
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is conducted in a much more volatile environment now than

in the recent past. An approach by the Republic of Texas
Bank, combines long-range asset/liability management over

a 5 year time frame with annual profit planning and control,
and with near-term asset/liability management on a weekly
and monthly basis. The purpose of the system is to produce
consistent earnings growth throughout economic cycles. This
long-range planning approach is strategic in nature, in-
volves relatively few numbers, and addresses key issues,
such as primary market segments, human resource needs, op-
erational support requirements and projected capital re-
guirements over the next five years. The financial portion
of this corporate long-range planning process defines prin-
cipal asset/liability management capacities over the next
five years in terms of targets for return-on-assets and
earnings growth, leverage, dividend payout policy, external
cépital requirements, asset and liability mix reiationships,
interest sensitivity policy, and regulatory and usury con-

straints.

To develop :these objectives, The Republic of Texas
Bank used as benchmarks detailed peer-group comparisons for
competitor banks which were in the same markets and of
similar size. In order to get substantial bottom-up inputs

to the planning process, these financial objectives are
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negotiated with each subsidiary or sub-unit, and then con-
solidated for the corporation. Asset acquisitions and hu-
man operational resources are key elements of these cor-
porate objectives. Market segmentation and market strategy

are also key elements of these corporate objectives.

Within the framework provided by this long-range plan,
annual profit plans serve as a major asset/liability manage-
ment mechanism. During the year, actual performance of
each subsidiary and sub-unit relative to plan and to pre-

vious periods is reviewed monthly and quarterly.

One key report used in the monthly and quarterly re-
views is a consolidated domestic and international interest-
sensitivity position. This report focuses on each earning
asset and interest-bearing fund account, and on the volume
of each category that is sensitive to a change in the prime
or another money-market rate. This report recognizes the
impact of financial futures contracts, which are used to
reduce interest-rate risk by hedging specific transactions
and to aid in the overall management of the interest-
sensitivity position. Interest-rate futures are also used

to hedge variable-rate certificates of deposits.
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The interest-sensitivity report does not insure that subu-
nits will maintain a particular level of spreads of in-
come over cost of funds, but it provides an opportunity by
corporate or subsidiary units to negotiate a spread on a
particular asset/liability combination. Also, where a ma-
turity is involved, it allows the units to liquidate a

transaction if the new spread is not acceptable.

With this interest-~sensitivity report as a data base,
The Republic of Texas Bank uses an automated computer model
to forecast net interest income. It also uses computerized
interest rate forecasts to decide whether to add incre-
mental earning assets and interest-bearing funds, and re-
place maturing and repriced assets. This forecasting
capability enables the bank to quantify the impact of al-
ternative near-term asset/liability management strategies
on net interest income. Thus, the real significance of this
model is the better understanding of assumptions about in-
terest sensitivity in a volatile environment. This model
incorporates many of the sophisticated, uncertainty reducing
techniqgues and upward information flows hypothesized by the
Lindsay and Rue study. For example, Lindsay and Rue sug-
gest the use of financial planning models to reduce uncer-

tainty and The Republic of Texas Bank long-range planning
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process uses several short-range and long-range forecasts to
develop alternative scenarios for the future. The Republic
of Texas long-range planning process also has feedback loops
so that the process can be corrected or modified and used as
a basis for negotiating further modifications in the long-

range planning process.

Additionally, the Republic of Texas model looks at en-
vironmental factors as well as economic factors of direct
consequence to short and long-term performance. Corporate
management negotiates with the subsidiaries their long and
short-term objectives in an attempt to incorporate informa-
tion at the subsidiary level into the top-level planning pro-
cess. These latter items correspond to Lindsay and Rue's
suggestions of incorporating external, non-economic environ-
mental information, having self-correcting feédback loops,
and upward information flows in the firms' long-range plan-

ning system.

Product management is one tool that has recently been
used by Chase Manhattan Bank as a technique for more effect-
ive management of banking services in an increasingly uncer-
tain external environment. The product management concept
is a technique used for individual product and market seg-

mentation, pricing strategies, and market/product develop-
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ment. The objectives of the product management technique
are an understanding of the key determinants of product and
market success, and an improved level of planning effective-

ness.

At Chase, product management entails line responsibility
for one overall profit-and-loss performance for the delivery
of a single line, or group of products. As changes occur in
the external marketplace due to technology, regulation, or
inflation, the product manager becomes responsible for de-
veloping enhancements to the existing market strategies, and
for maintaining or expanding the overall profitability of
the products. Product management has been used by other
industries but it is new to banking. Historically, banks
have not been concerned with product development due to a
relatively stable and uniform product base. However, with
the increasing technological complexity, inflation, and en-
vironmental hostility resulting from new competition and
deregulation, the major constraint facing banks is the lim-
ited capital resources for responding to changes in the

marketplace.

Thus, in both the short-run and the long-run, the appro-
priate allocation of capital to individual products, serv-

ices, and markets that optimizes long-run profitability will
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be a primary concern to top-level managers. Managers at
Chase are determining where their product and service
strengths lie; and where there are relative competitive ad-
vantages in specific market segments. For example, market
research at the product level and market-segment level has
resulted in more knowledgeable product managers at sub-
divisional levels. This product knowledge encompasses defi-
nitions of product-families; market segments, product life
cycles, present and future competitors, the development of
product delivery requirements and service levels. Addition-
ally, product managers at Chase are developing information
on the possible evolution and changes in product families
due to new technology, product maturation, changing costs
(possible learning/experience curves) and environmental
changes on product demand. This product manager technique
allows more effective long and short range planning for
products and services to occur at much lower organizational
levels and allows for more upward information flows in the

long-range planning process.

Thus, product planning and asset/liability management
are examples of the types of systems we expect to see more
of in the future. That is not to suggest that formal plan-
ning approaches will dominate the strategy-making processes

in banks. Quite the contrary, the strategy formulation pro-
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cesses must maintain flexibility--similar to the adaptive
planning mode described by Mintzberg, or the logical incre-
mental process described by Quinn. However, due to changing
environmental forces, we would expect to see these kinds of
"uncertainty reducing methods" play an increasingly impor-
tant role in the strategy-making processes at both the cor-
porate and business levels as banks attempt to reduce the

risks inherent in the marketplace.
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CONCLUSION

This thesis involved the study of strategy formulation
in the context of the general environment of six banks in
the New England region, and one large bank in New York. Our
research was largely based on studies done by Khandwalla
(1977), and Lindsay and Rue (1980). A summary comparison of
the results of our work and those of Khandwalla and Lindsay
and Rue is contained in table 8.4 at the end of this chap-

ter.

In our study, we analyzed the data on top managers'
perceptions of the environment. Measurements were taken of
managers' views on five dimensions of the environment. We
found that bank managers perceived the environment to be
moderately high on the dimensions of dynamism, predictabil-
ity , restrictiveness, and technological complexity, and
moderate on the dimension of hostility. 1In general, man-
agerial perceptions were as we expected along the dimen-
sions of dynamism, restrictiveness, hostility, and tech-
nological complexity. The uncertainty measure, predict-

ability, did not produce the results we had expected.
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Next, we analyzed the data on the decision-style vari-
ables. We found the top managers to be moderately low on
the risk-taking dimension, and at the midpoint on the op-
timizing/satisficing and organic/mechanistic style dimen-
sions. Table 8.1 summarizes the results of our analysis on
the 1980 sample data in terms of the environmental and top

management style variables.

Finally, we analyzed the relationships between the
environmental and the style variables. We hypothesized that
low predictability and moderate hostility would be associa-
ted with a weak orientation toward the risk-taking style.

We found the association to be true in the case of perceived
uncertainty. In the case of the predictability and risk-
taking variables, we postulated two things: (1) some of
the scales used to measure predictability may have been in-
valid; and (2) the risk-taking style of bank maragers may
be more a function of the competitive position of the bank

than it is of the perceived environment.

We hypothesized that high restrictiveness and moderate-
ly high technological complexity were associated with a
moderate orientation toward the optimization style. The
data showed that high restrictiveness and moderately high

technological complexity were associated with a moderate



ON ENVIRONMENTAL AND STYLE VARIABLES

DYNAMISM

PREDICTABILITY

RESTRICTIVENESS

HOSTILITY

TECHNOLOGICAL
COMPLEXITY

RISK-TAKING

OPTIMIZATION

FLEXIBILITY

TABLE 8.1

MEAN SCORES OF 1980 SAMPLE

LO MODERATE HI

LO MED HI
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orientation toward the optimizing style. However, when we
isolated the data on the planning mode of strategy making,
which is a key component of the optimizing style, the hypo-
thesized relationship was found to be valid. This supports
our basic assumptions that heavy government regulation of
the industry and the long lead times necessary for major
capital investments in new technologies requires a strong

emphasis on planning in strategic decision-making.

Finally, we hypothesized that environmental hostility
and the organic style of management would be positively
associated. We found this relationship to be true. Banks
perceived the environment to be moderately hostile, and
their top management styles were moderately oriented to-

ward the organic style.

Our results concerning the planning variables are sum-
marized in tables 8.2 and 8.3. We proposed that the bank-
ing environment would be perceived by bank managers as ex-
hibiting moderately high dynamism, due to changes brought
about by interest rate volatility. Banks D, E, and F in the
1979 bank group and bank A in the 1980 bank group perceived
their environment to be moderately high in dynamism. Banks
C in 1980 and G in 1979 perceived their environment to be

moderately low in dynamism.
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BANK* DYNAMISM PREDICTABILITY

1 = HIGH 7 = HIGH

A 2.5 5.08

B -—- 5.25

C 4.43 4.63
Sample Mean 3.48 4.99
5=HIGH

D 2 3.25
E 2 2.5

F 2 2.83

G 4.34 3.68
Sample Mean 2.58 3.06

* Data for Banks A-C are on a 5-point scale
Data for Banks D-G are on a 7-point scale



TABLE 8.3

SUMMARY RANKINGS OF BANKS ON PLANNING VARIABLES

PLANNING COMPLETENESS
CLASS 1

CLASS 2
CLASS 3

UNCERTAINTY REDUCTION
Use Planning Models

Don't Use Planning Models

OPEN-SYSTEMS APPROACH
Top-Down Info. Flow

Bottom-Up Info. Flow
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DYNAMISM PREDICTABILITY
LOW | MODERATE | HIGH LOW | MODERATE | HIGH
LOW{ HIGH LOW} HIGH
c C
G D, A E’ AS
E, F| B,
D,
G -
G D’ A E’ A’
E, F| B,
D,
G
¢ c
C,{D, A E, |A,
G| E, F| B,
C,
D,
G
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We proposed that bank managers would perceive the ex-
ternal banking environment as being moderately low in pre-
dictability. However, bank managers D and G in 1979 and
A, B, and C in 1980 perceived the external banking environ-
ment to be moderately high in predictability. Banks E and
F in 1979 perceived the external environment to be moderate-
ly low in predictability. Thus, managers felt that they
were able to predict, reasonably well, the external banking
environment just about the time when some major shifts were

occurring in that environment.

Therefore, our first proposition regarding higher per-
ceived dynamism in the external environment of banking was
supported, but our second proposition regarding lower pre-
dictability was not. Different level managers with differ-
ent responsibilities within a bank perceived varying levels
of dynamism, but the overall perception was of moderately
high dynamism. However, the relatively high level of pre-
dictability is surprising given the dynamism in the envi-
ronment. We think that the banking industry managers may
be good forecasters of non-interest related expenses and of
various product pricing, and even net income. However, this
high predictability may be due to the focus on non-interest
related expenses and the pricing of products independent

of market interest rates. Since interest rates are not con-
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trollable by bank managers, most managers are probably not
responsible for interest related expenses. Additionally,
net income is partially determined by the amount of a bank's
loan loss provision which has a relatively wide range in

any given year, although it may be in a consistently narrow
range over several years. Thus, the moderately high pre-
dictability of net income may be due more to this accounting
phenomenon (loan loss provision) than to environmental cer-

tainty.

Next, we hypothesized that the use of uncertainty re-
duction methods would increase due to higher environmental
uncertainty. With the exception of bank C, all of the banks
used uncertainty reducing planning models. Even bank C had
elements of uncertainty reducing models in place. Addi-
tionally, the banks in 1980 appear to have increased their
use of one type of uncertainty reducing model, that is, the
formal asset/liability committee for matching of maturities
of long-term assets and liabilities. According to Burke and
Robinson (page 102), formal asset/liability committees at
banks A and C, composed of top-level managers, were being
started in 1980 with the objective of planning and influ-
encing the future quantity, quality, and mix of various
assets and liabilities. Also, bank B has had a formal,

global asset and liability committee since the mid-1970's,
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with roughly the same objectives as banks A and C.

'Although several of the banks have had informal asset/
liability committees for several years, much of the focus
was on short-term management and the impact on monthly and
guarterly income of various assets and liabilities. 1In
1979, only bank D mentioned the use of an asset/liability
committee but the focus was on that bank's ability to gener-
ate monthly and quarterly income statements and balance
sheets. So in 1980, we see an increase in the use of uncer-
tainty reducing methods and a longer-range perspective, than
we did in 1979, attached to formal asset/liability manage-

ment.

Finally, we also hypothesized that information flows
regarding long-range planning would become more bottom-
up due to increasing environmental uncertainty. However,
information flows regarding long-range planning was exclu-
sively top-down. This top-down flow of planning informa-
tion was in contrast to the mostly bottom-up information
flow typical of the budgeting process, as reported in Burke
and Robinson (pages 88-100). We hypothesize that the banks
must consider top level managers the appropriate level to
initiate the long-range planning process and the lower or-
ganizational levels the appropriate level to initiate plan-

ning for the budgeting process.



RESULTS OF STUDIES ON RELATIONSHIPS BETWEEN THE PERCEIVED ENVIRONMENT,
TOP MANAGEMENT STYLES, AND LONG-RANGE PLANNING PROCESSES

MANAGEMENT STYLE AND
PLANNING VARIABLES

RES

ULTS

KHANDWALLA(K) ;LINDSAY & RUE(L2&R)

IRONS & ROBINSON

RISK-TAKING/RISK
AVERSE TOP MANAGE-

FOUND A POSITIVE CORRELATION BETWEEN
ENVIRONMENTAL TURBULENCE AND HOSTIL-

FOUND AN INVERSE RELATIONSHIP BETWEEN
HOSTILITY AND THE RISK-TAKING STYLE

ING TOP MANAGEMENT
STYLE.

ENVIRONMENTAL RESTRICTIVENESS AND
TECHNOLOGICAL COMPLEXITY, AND THE
OPTIMIZING STYLE OF TOP MANAGEMENT.
RESULTS INSIGNIFICANT FOR RELATION
SHIP BETWEEN RESTRICTIVENESS AND
OPTIMIZATION. (K)

ENT STYLE. ITY, AND THE RISK TAKING STYLE OF OF MANAGEMENT. FOUND MODERATELY HIGH
MANAGEMENT (K) PREDICTABILITY POSITIVELY ASSOCIATED

WITH LOW RISK-TAKING STYLE.
OPTIMIZING/SATISFIC- | FOUND A POSITIVE CORRELATION BETWEEN FOUND HIGH ENVIRONMENTAL RESTRICTIVE-

NESS AND MODERATELY HIGH TECHNOLOGI-
CAL COMPLEXITY POSITIVELY ASSOCIATED
WITH MODERATE ORIENTATION TOWARD OP-
TIMIZING STYLE OF MANAGMENT.

ORGANIC/MECHANISTIC
TOP MANAGEMENT
STYLE

FOUND ENVIRONMENTAL HOSTILITY POSI-
TIVELY CORRELATED WITH ORGANIC STYLE
OF TOP MANAGEMENT WITHIN FINANCIALLY
SUCCESSFUL FIRMS. (K)

FOUND A DIRECT RELATIONSHIP BETWEEN
ENVIRONMENTAL HOSTILITY AND ORGANIC
STYLE OF TOP MANAGEMENT

LONG-RANGE PLANNING

FOUND AS ENVIRONMENTAL COMPLEXITY &

FOUND POSITIVE RELATIONSHIP BETWEEN

COMPLETENESS INSTABILITY INCREASED, COMPLETENESS MODERATELY HIGH DYNAMISM AND PREDICT-
OF LONG-RANGE PLANNING PROCESS IN- ABILITY, AND THE COMPLETENESS OF THE
CREASED FOR LARGE FIRMS. RESULTS LONG-RANGE PLANNING PROCESS OF 6 OUT
SAME FOR SMALL FIRMS, BUT STATISTIC- OF 7 BANKS.
ALLY INSIGNIFICANT. (SMALL FIRMS =
SALES LESS THAN $108 Million).
TABLE 8.4
(continued) ~
[e0]




TABLE 8.4, continued

MANAGEMENT STYLE AND
PLANNING VARIABLES

RESULTS

KHANDWALLA(K) ; LINDSAY & RUE({L&R)

IRONS & ROBINSON

UNCERTAINTY REDUCTION
METHODS

FOUND THAT AS ENVIRONMENTAL COM-
PLEXITY AND INSTABILITY INCREASED,
UNCERTAINTY REDUCTION METHODS
INCREASED FOR LARGE FIRMS. IN-
VERSE RELATIONSHIP BETWEEN THESE
VARIABLES FOR SMALL FIRMS, BUT
RESULTS STATISTICALLY INSIGNIFI-
CANT.

_BANKS.

FOUND POSITIVE ASSOCIATION BETWEEN
MODERATELY HIGH DYNAMISM AND USE OF
UNCERTAINTY REDUCTION METHODS FOR
5 OUT OF 6 BANKS. FOUND POSITIVE
ASSOCIATION BETWEEN MODERATELY HIGH
PREDICTABILITY AND USE OF UNCERTAINTY]
REDUCTION METHODS FOR 6 OUT OF 7

OPEN-SYSTEMS APPROACH

FOUND DEGREE OF OPENNESS IN LONG-
RANGE PLANNING PROCESSES DIRECTLY
RELATED TO DEGREE OF ENVIRONMENTAL
COMPLEXITY AND INSTABILITY FOR
LARGE FIRMS, BUT INVERSELY RELATED
FOR SMALL FIRMS.

FOUND MODERATELY HIGH DYNAMISM AND
HIGH PREDICTABILITY WERE NOT ASSOCI-
ATED WITH THE USE OF OPEN-SYSTEMS
APPROACHES IN THE BANKS' LONG-RANGE
PLANNING SYSTEMS.

61¢
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