DOES THE LEFT FOLLOW THE RIGHT WHEN GOING DOWNHILL? 

AN EXTENSION OF STRATEGY AND STRUCTURAL DYNAMICS 
This study examined the strategy-structure relationship for firms decreasing diversification and decreasing structural differentiation.  An event history was recorded for a sample of 365 Fortune 500 firms during the period of 1979 to 1993.  The results from the study suggest that decreases in structural differentiation lead to decreases in diversification, while decreases in diversification do not significantly increase the likelihood of decreases in decentralization.  These findings suggest that, unlike walking uphill, when walking downhill, the left foot does not necessarily follow the right.
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Research over the past decade has suggested that a reciprocal relationship between strategy and structure exists in which both follow and precede each other, much like the left foot follows and proceeds the right foot when walking (Mintzberg, 1990).  Amburgey and Dacin’s (1994) empirical analysis of this proposed reciprocal relationship provide support for this relationship between strategy and structure. Thus, they found an increase in product market diversification increases the likelihood of an increase in structural differentiation. Moreover, an increase in structural differentiation increases the likelihood of an increase in product market diversification.

One issue not examined by Amburgey & Dacin (1994) and other previous studies is the relationship between strategy and structure for firms decreasing their levels of diversification or reducing their level of structural differentiation.  A debatable assumption here is symmetrical causation - that is, it is assumed that if a cause reverses itself, the effect is also reversed.  While Amburgey and Dacin (1994) take the position that the effects are not equal, they nonetheless argue ”that the causal processes described in the literature are symmetric” (1994:  1448).  However, there is reason to believe that processes and responses to growth and decline are not symmetrical (Freeman & Hannan, 1975), and therefore the relationships observed by Amburgey and Dacin may not hold for organizations that are downscoping1.  The purpose of this study is to extend the previous literature by examining the relationship between strategy and structure for firms decreasing their levels of diversification. This is an important area of study given the number of industries which have realigned their business portfolio's through divestiture, or downscoping (cf., Hoskisson and Hitt, 1994), during the 1980's and 1990's (Bowman & Singh, 1993; Hoskisson & Turk, 1990).

THE DYNAMICS OF STRATEGIC AND STRUCTURAL CHANGE

Structure Follows Strategy

Chandler (1991) suggests that the functions of the executive involve the closely related tasks of value creation and administration or loss prevention. He suggests, building on Goold and Campbell (1987) that different paths to growth results in one of three different management styles: strategic planning, strategic control, and financial control.  Each of these styles is associated with different levels of firm diversification with strategic planning being associated with the least amount of diversification, with the fewest number of businesses, but with the highest linkages between divisions and the greatest overlap between units within divisions.  At the other end, financial control is prevalent in the most diversified firms that have the least amount of overlap and synergy between businesses.

Thus, assuming symmetry, when a highly diversified firm chooses to downscope, it is also likely to change from the use of financial controls to strategic controls, or from strategic controls to strategic planning depending upon initial conditions (Hoskisson & Turk, 1990).  As firms move from the use of financial controls to strategic controls they will no longer make decisions based purely on financial performance but instead will base decisions on the tactical and operational strategies employed by different business units.  In this case, firms will require a more centralized structure as top managers will be required to have a more specific knowledge of the business units as opposed to a more general knowledge of business units associated with financial controls.

Similarly, from an information processing perspective, (Galbraith, 1974) it can be argued that increasing/decreasing product market diversification would increase/decrease the amount of information to be processed.  Thus, if firms decrease their levels of diversification the amount of information needed to be processed at the strategic apex should decline.  Since organizations are efficiency seeking (Peters and Greenwood, 1997), they should choose more efficient mechanisms of coordination and control.  Following Chandler (1991), we would expect to see a movement from M-form organizations to U-form organizations.  This leads to the following hypothesis.

Hypothesis 1: A decrease in product-market diversification increases the probability of a 

subsequent decrease in structural differentiation

Strategy Follows Structure

As noted, Amburgey and Dacin (1994) found support for the proposition that strategy follows structure.  In addition, they argued that while these relationships were reciprocal, they were not equal.  That is, the effects for structure following strategy are greater than the effects for strategy following structure. Thus, they found greater support for Chandler’s (1962) general thesis that structure follows strategy rather than strategy following structure.   However, we suggest this may not be true for firms that are downscoping.

Keats and O’Neill (2001) argue that manager’s change structure as a response to poor performance and the behavior of referent organizations.  Some form of downscoping is usually the first step taken as a response to either poor organizational financial performance or general economic or industry decline (Hamilton & Chow, 1993; Hoskinson & Hitt, 1994; Robbins & Pearce, 1992).  Downscoping tactics usually include centralization, specialization of production, realignment of managerial responsibilities, and reductions in physical or human resources while simplifying organizational systems or processes (Dewitt, 1993; Robbins & Pearce, 1992).  Furthermore, as firm performance deteriorates, managers will begin to desire a deeper understanding of business-level operations as opposed to the objective criteria of evaluation associated with financial controls (Gupta, 1987). Thus, to gain a greater understanding managers may become involved in functional decisions to insure better decision-making.  This will require a less structurally differentiated organization.  Thus, changes in structure may precede changes in strategy especially in firms that are experiencing poor performance.


It is also important to note that downscoping of organizational units may not be based solely on economic arguments (McKinley, Mone, and Barker, 1998).  Institutional theory (DiMaggio and Powell, 1983) suggests structure has symbolic properties that confer social legitimacy (Elsbach and Sutton, 1992).   Under conditions of uncertainty, managers look at referent others for guidance, and will initiate changes in their organization’s structure to mimic the structures of other organizations, especially ones with which they have contacts (Galaskiewicz and Wasserman, 1989).

 Building on institutional theory (DiMaggio & Powell, 1983),  McKinley, Mone, and Barker (1998) suggest that healthy organizations are increasingly downscoping for ideological reasons.  They argue that downscoping is often engaged in to maintain and confer organizational legitimacy.  This suggests that firms would downscope in order to demonstrate that they are at least efficiency seeking, if not efficiency maximizing (Roberts & Greenwood, 1997).  McKinley et al. (1998) suggests that the ideologies of self-reliance, wherein an employee is responsible for managing his/her own career, and debureaucratization, wherein hierarchies are viewed as the enemy, legitimize and justify downscoping, especially of white-collar staff.  These ideologies support the growth of downscoping from a short-term response to economic decline to a long-term solution to coping with perceived environmental uncertainty.  Here downscoping and structural differentiation both are legitimized.  Paradoxically, however, destroying bureaucracy usually involves reduction in force of middle managers thus limiting the ability of top-level managers to delegate decisions downward.  The result is that they must assume greater involvement in decisions previously delegated to middle level managers.  

When an organization does make a structural change, Amburgey and Dacin (1994) suggest moving from a highly differentiated structure to a less differentiated structure will encourage reduced levels of diversification.  Their presumption rests on the argument that changes in structure alter the cognitive processes and repertoire of skills used by managers (Hall & Saias, 1980; Prahalad & Bettis, 1986). Thus, much in the same way increasing structural differentiation encourages diversification by allowing managers the time to explore more external opportunities, decreasing structural differentiation discourages diversification by reducing the amount of time available for managers to explore outside opportunities.  In addition, less differentiated structures may create new problems associated with information processing. This should lead firms to reduce their number of business units (Hill & Hoskisson, 1987). As such, it is expected that movement to a decrease in structural differentiation will lead to a decrease in diversification. This leads to the next hypothesis.

Hypothesis 2: An decrease in structural differentiation increases the probability of a 

subsequent decrease in product-market diversification.

Timing of Strategic and Structural Change

The timing of the effects of changes in strategy and structure has also been examined in the literature. However, while very little theory deals specifically with the causal linkages between strategy and structure, Amburgey and Dacin (1994) note that even less literature deals with the timing of these changes. Given this they suggest that the temporal effects of the strategy and structure contingency relationship will decay over time and tend to cluster together. The foundation for Amburgey and Dacin's position on the timing of changes rests in the arguments of Miller (1982, 1986) and Greenwood and Hinings (1988). These authors suggest a quantum view of change with regard to the strategy-structure relationship because of the substantial disruption caused by some types of organizational change. Because organizations strive to achieve inner stability and fit, they are motivated to pursue consistency between the elements of the organization. While many organizational changes are incremental in nature, Miller (1986) suggests that substantial changes such as strategic or structural change only occur when they are extremely advantageous to the firm or absolutely necessary because of the disruption associated with such changes. Research suggests that firms often take inconsistent actions resulting in a misfit between strategy and structure (Hoskisson and Johnson, 1992).  Because managers are hesitant to correct this misfit, it may exist for lengthy periods of time (Barker and Duhaime, 1997).  However, adaptation is more likely to quickly occur when the organization is experiencing low performance (Donaldson, 1996).  For this reason it is suggested that these changes occur infrequently, but when they do occur, organizations seek to rapidly change the other elements to achieve internal fit.  Put simply, because change is disruptive (Hannan and Freeman, 1977), organizations will have a tendency to group changes together in short periods of time to avoid or minimize the disruption associated with change.  Hoskisson and Galbraith (1985) found that quantum versus incremental change to an M-form structure has a greater positive impact on financial performance.  Additional support for the benefits of quantum versus incremental change can be found in the research of Amburgey and Dacin, 1994; Amburgey, Kelly and Barnett, 1993; Keck and Tushman, 1993.  Specifically Amburgey and Dacin found that as time elapses since an increase in product-market diversification, the probability of a increase in structural differentiation decreases. In the case of firms that have decreased their product market diversification it can be theorized that:

Hypothesis 3: As time elapses since a decrease in product-market diversification, the 

probability of an decrease in structural differentiation declines.

It is also expected that a similar temporal relationship should exist between a change in structure followed by a change in strategy. As argued above, it is suggested that internal changes of organizational attributes such as strategy and structure occur infrequently, but when they do occur, organizations seek to rapidly change the other elements to achieve internal fit. Change is viewed as disruptive and because of this, organizations typically group changes together in short periods of time to avoid or minimize the disruption associated with change (Miller, 1982, 1986). As noted by Amburgey and Dacin (1994) this argument is derived from the view of organizational response to poor performance. As firms make changes in strategy and structure, the faster a change in one attribute follows a change in the other attribute the less the disruption and the quicker the return to better levels of performance (Miller, 1986). From these arguments it is expected that when structure changes, the probability of a subsequent change in strategy is initially high, but decreases over time. This leads to the next hypotheses.

Hypothesis 4: As time elapses since a decrease in structural differentiation the probability of a decrease in diversification declines.

Magnitude of Change

Amburgey and Dacin (1994) argued that the magnitude of change in one attribute would affect the likelihood of a change in the other attribute. For example, in the case of the strategy-to-structure relationship a large change in strategy (diversification) should lead to less efficiency and performance for an existing structure than that of a small change in strategy. If a single business expands into several new businesses, the current structure will likely not support the existing strategy, especially if these firms are not related to the current business (Hoskisson, 1987; Hoskisson & Hitt, 1990). The greater the mismatch between strategy and structure, the greater the decline in performance resulting in an increase in the likelihood of a change in structure. Empirical support has been found for this relationship as firms increase their levels of diversification (Amburgey & Dacin, 1994).

Similarly, if a multi-divisional firm divests several businesses, the current structure may emphasize financial controls as opposed to the strategic controls necessary for more focused organizations (Hoskisson & Turk, 1990).  Financial controls are often the preferred method to manage highly diversified companies because management does not need specific knowledge of the industry, market, or technology (Hitt, Hoskisson, & Ireland, 1990; Chandler, 1991). In addition, Hoskisson and Hitt (1988) note that multi-divisional structures produce an emphasis on strong financial controls, which in turn results in a shorter-term outlook and lower-risk investments. Moreover, the use of financial controls can damage core competencies in two ways. First, they produce a disincentive to share resources among separate businesses, as output controls are difficult to implement in instances where resources are closely shared. Second, by not sharing resources, the development over time of core competencies may not occur. When skills are not pooled among businesses, economies of scale are lost and the cost of maintaining skills increases within each business (Lei & Hitt, 1995). By using strategic controls, which require managers to have a deep understanding of business-level operations and markets (Hitt, Hoskisson, Johnson & Moesel, 1996) and leads to greater managerial risk-taking involving R&D investment, firms should be able to improve performance (Hoskisson & Johnson, 1992; Markides, 1995).  Thus, the greater the decrease in diversification, the more likely a change in control methods will be needed.  Also, as the use of strategic controls increases, the level of structural differentiation should decrease (Hitt et al., 1996). This leads to the next hypothesis.

Hypothesis 5:  The greater the decrease in diversification, the greater the probability of a subsequent decrease in structural differentiation.

Amburgey and Dacin (1994) made a similar argument for the structure-to- strategy relationship. They suggested that large changes in structure alter the cognitive maps and skills of organizational managers more so than do small changes in structure. For example, firms changing from a functional, to a functional with subsidiaries structure may experience small changes in managerial cognition and skills. However, these firms should be less likely to have drastic changes than those firms that move from a functional form to a multidivisional form. Empirical support has been found for this argument (Amburgey & Dacin, 1994).

Similarly, firms changing from a completely differentiated structure to one with less structural differentiation should be less likely to have drastic changes in managerial cognition and skills than firms which change from a completely differentiated structure to a less differentiated functional structure.  Thus, it is likely that this relationship holds for firms both increasing and decreasing their level of structural differentiation. This leads to the following hypothesis.

Hypothesis 6:  The greater the decrease in structural differentiation, the greater the probability of a subsequent decrease in diversification.

METHODS

Sample

The sample for this study consists of 365 Fortune 500 firms for the years 1979 to 1993. First, 200 firms were randomly selected from the 1979 Fortune 500 list, then 200 more firms were randomly selected from the 1993 Fortune 500 list (if a selection from the 1993 list duplicated a selection from the 1979 list it was replaced by another random selection).  Selecting firms from both time periods eliminated any bias that may occur from the sampling of firms at the beginning or end of the study time frame. Data for all firms was collected for each year between 1979 and 1993.  An event history was then constructed for each firm in regards to strategic and structural changes (due to data availability, information was only available for 365 of the 400 firms).  Thus, strategy and structure measures were gathered for each firm for all years between 1979 and 1993. 

Data was obtained from two main sources.  First, annual reports for each firm were used to determine the strategy and structure of each firm.  Secondly, the Compustat data tapes were utilized to gather other data such as revenue, firm performance, and industry information.  Lastly, if needed, other miscellaneous sources of information were used to assist in strategy and structure classifications.  

Measurement of Dependent Variables

Diversification. Product-market diversification was measured using a condensed version of Rumelt’s (1974) classification scheme.  This scheme is based on a firm’s specialization ratio (the percentage of firm revenues obtained from the largest single business) and relatedness ratio (the proportion of firm revenues obtained for the largest single group of business).  Precedence for this scheme has been provided in several previous research efforts (Grinyer & Yasai-Ardekani, 1981; Hoskisson, Hitt, Johnson & Moesel, 1993; Keats & Hitt, 1988).  Firms were categorized into one of 5 categories, ranging from those that receive a value of 1 (single business firms), 2 (dominant firms), 3 (related constrained firms), 4 (related linked firms), to those receiving a value of 5 (unrelated diversification).  Rumelt’s categorization scheme has been the most dominant in the strategic management literature (Dess, Gupta, Hennart & Hill, 1995) and thus the results of this study will be comparable to the numerous other studies utilizing Rumelt's scheme.  Two independent judges categorized corporate strategy and structure.  However, because of the large sample of firms and the long time frame of the study, the second judge of strategy and structure conducted only a subset of firm classifications (n=185).  Reliability tests of the diversification measure suggest significant consistency among raters (Cronbach’s (=.98). 

Structure. Structural differentiation was measured using a collapsed version of Rumelt's scheme similar to the one utilized by Amburgey and Dacin (1994).  This consists of functional firms, functional firms with subsidiaries, divisionalized firms, and holding companies.  However, for purposes of this study, divisionalized firms were separated into two categories; M-form cooperative and M-form competitive. While most firms increasing diversification may change from a functional to an M-form structure, it is less likely that firms would move from an M-form to a functional structure following reductions in diversification.  Alternatively, it is likely that downscoping firms will alter their structures to regain some centralization while still retaining an M-form structure.  As such, we felt it was necessary to use a more fine grained measure than Amburgey and Dacin (1994), and thus we made a distinction between M-form cooperative and M-form competitive structures following Hoskisson, Hill, and Kim (1993).   To make this distinction, general themes of resource sharing and communication were examined among M-form firms.  Specifically, examining a firm’s organizational chart or list of corporate executives provided useful information.

Functional organizations can be considered those in which the major subunits are defined according to business functions such as marketing or manufacturing.  Functional firms with subsidiaries are essentially functional, but also have one or more separate product divisions.  M-form competitive firms have a central office, and a group of operating divisions that each have the responsibility and resources necessary to engineer, produce and market a product or group of products.  M-form cooperative firms are similar to M-form competitive firms, however, these firms have more centralized decision-making and generally share resources among operating divisions.  Finally, holding companies are an association of firms, or divisions, that are owned by the parent corporation.  In such organizations each division is autonomous and formal organization does not extend beyond the level of individual divisions.  For purposes of analyses, functional firms were assigned a value of 0, functional firms with subsidiaries will receive a value of 1, M-form cooperative firms a value of 2, M-form competitive firms a value of 3, and holding companies were assigned a value of 4.  Again, consistency among raters was found (Cronbach’s (=.97).

Changes in Strategy and Structure. Data for changes in strategy and structure served as both dependent and independent variables in these analyses. For example, when determining the impact of strategic changes on structure, the independent variables included the change in strategy, while the dependent variable was the change in structure. In turn, when determining the impact of structural changes on the strategic profile of the firm, structural change represented the independent variable, while strategic change represented the dependent variable.

For purposes of analyses, the dependent variables are the instantaneous rates of change in strategy and structure, defined as the instantaneous conditional probability of a change in time t, given the state of the organization at time t. Thus, the dependent variables can be defined as rj(t) = lim[Prj{T ( (t, t + (t/((t}) as ((t(0, where Prj is the discrete probability of a type j event in the time interval between t And t + (t conditional on being at risk for the event at time t (Amburgey & Dacin, 1994). In other words, changes in strategy and structure are defined as the probability that an instantaneous change in one of the attributes will have resulted from a change in the other attribute. Firms in the least diversified category were not at risk to change to a less diversified category following a change in structure and thus these firms were excluded from the analyses of diversifying changes (firms in the least structurally differentiated category were also excluded from the analysis of structural changes). 

Measurement of Independent Variables

Changes in Strategy and Structure.  A cumulative count for each firm was generated for each type of strategic and structural change occurring throughout the observed history.  These data were used to test hypotheses 1 and 2.  To obtain the necessary information for analysis of firms increasing and decreasing their level of diversification and structural differentiation two counters were needed.  These counters captured the extent to which firms expanded or downscoped during the study time period.  The expansion counter began with a value of 0 and after the first change the counter increased by 1 (if strategy or structure were expanded).  The downscoping counter also began with a value of 0 and after the first change the counter increased by 1 (if strategy or structure were reduced).

Time Elapsed Since Change.  The time elapsed since the last change was also measured for each type of strategic and structural change.  These data were used to test hypotheses 3 and 4.  The value of this measure began as 0 and after the first change was recorded as the number of years since the last change.  After each change this value was reset at 0.


Magnitude of Change.  Two variables (one for each type of change) were also used to measure the magnitude of change in structure and strategy.  These data were used to test hypotheses 5 and 6 as well as providing additional testing mechanisms for hypotheses 1 and 2.  These variables recorded the number of categories moved in the most recent change of strategy and structure.  They had a value of 0 until the first change, after which they were recorded as the difference between the starting category and the ending category.  This value was kept until another change occurred and then this difference was calculated.

Control Variables 


The use of numerous control variables was also necessary in the analyses. These include: current levels of diversification and structural differentiation; size measured by the natural log of firm revenues; firm performance measured by return on assets; percent of institutional investors owning stock in the firm; previous acquisitions by the firm; mimicry measured by the number of other firms making a change in the particular year; momentum measured by the number of previous strategic and structural changes; and industry context using primary SIC codes.


Current Level of Diversification and Structure.  Current level of diversification and structure were included as variables to control for the potential confounding effects of changes due to current levels of diversification or structure, as opposed to attribute changes in response to previous attribute changes.  For example, it is possible for a firm to be founded with a mismatch between strategy and structure.  Thus, it would be expected that a change in strategy or structure would occur due to current levels of strategy and structure, as opposed to occurring in response to changes in strategy or structure.


Size.  Independent of the need for firms to maintain fit between strategy and structure, organizational growth may also lead to changes in strategy and structure (Amburgey & Dacin, 1994).  Williamson (1975) argued that as size increases, pressures to structurally differentiate also increase due to decreased inefficiency associated with control loss.  In addition, Montgomery (1979) suggests that industry and market position can limit undiversified growth and, for many firms, growth must be achieved through diversification (Simmonds, 1990).  Thus, it was necessary to separate out the effects of changes in organizational attributes due to organizational size and those that result from previous changes in strategy and structure.  Size was measured as the natural logarithm of firm revenue.  


Performance.  Firm performance has been shown to impact the need for divestitures (Hoskisson & Johnson, 1992; Hoskisson et al., 1994), as well as changes in organizational structure.  Thus, firm performance was controlled for in the analyses.  Performance was measured using return on assets by the firm.


 Institutional Investors.   Institutional investors owning stock in the firm may also impact the likelihood of divestitures and corporate restructuring efforts (Hoskisson et al., 1994) and thus was controlled for in the analyses. This variable was operationalized as the percentage of common voting shares managed by institutions (Bethel & Liebeskind, 1993). 


Previous Acquisitions.  The number of previous acquisitions by the firm may also impact the likelihood of future divestitures by the firm (Bergh, 1997; Hitt et al., 1996).  Thus, a cumulative count of previous acquisitions by the firm was recorded and included in the analyses. 


Leverage.  It has also been argued that firm debt can impact the likelihood of restructuring processes (Hoskisson & Hitt, 1994).  Thus, level of debt was included as a control variable.  In this study, level of debt was measured as long-term debt divided by total assets.

Mimicry.  Controlling for changes in strategy and structure due to mimicry was also necessary in the analyses (Amburgey & Dacin, 1994).  The institutional view on structure suggests that organizational changes are driven by performance, but at some point a threshold is reached beyond which changes are the result of firms seeking legitimacy as opposed to improved performance (DiMaggio & Powell, 1983).  Some researchers have argued that the trend of  increasing structural differentiation by firms is an example of institutionalized change (Mintzberg, 1983; Rumelt, 1974), while it is likely that the trend of downscoping may also be an example of institutionalized change (see McKinley et al., 1998).


To account for these changes in the analyses, variables were constructed using the number of other firms in the sample making changes in strategy and structure in a given year (Amburgey & Dacin, 1994).  If a firm made a change in a particular year, the change of the given firm was subtracted from the total number of changes of all firms.


Momentum.  Cumulative change of the same type was also included the analyses (i.e. the number of previous decreases in structural differentiation was included as a predictor of a decrease in structural differentiation).  Research has shown that momentum in change processes may exist, and thus, including prior changes allows for the separation of momentum effects from the effects of a change in the other attribute (Amburgey & Dacin, 1994; Kelly & Amburgey, 1991).

    
Industry Context.  Previous research also suggests that the industry in which a firm operates impacts the way in which changes in strategy and structure occur (e.g. Amburgey & Dacin, 1994; Chandler, 1962; Williamson, 1975).  To control for industry effects, a variable was created that accounted for the number of changes occurring in the sample within each 2-digit SIC code.  The frequency of change within each 2-digit SIC code was then used to create an interval variable.  Firms in the 2-digit SIC code with the least amount of changes in the sample were coded as 1, while firms in the 2-digit SIC code with the second least amount of changes in the sample were coded as 2.  Finally, firms in the 2-digit SIC code with the most amount of change received the highest industry score.  While this method of measuring industry context is not ideal, it was necessary given the relatively small sample sizes of the change analyses. 

Analytical Procedures


To remain consistent with Amburgey and Dacin (1994), multivariate point process models were used to test the hypotheses.  This technique is appropriate because of the dynamic analyses of longitudinal data needed during the analyses portion of this study.  While other models may be suitable for analyzing events over time, most are only appropriate for analyzing non-repeatable events.  The multivariate point process model is particularly appropriate for modeling several types of events as well as several occurrences of events over time (Amburgey, 1986), and thus, was an appropriate technique for testing the hypotheses examined in the current study.


Model Estimation.  The multivariate point process analyses consisted of two models in which to test the hypotheses.  This includes one for each of the two dependent variables (decreases in diversification and decreases in structural differentiation).  The purpose of the first model was to test hypotheses 1, 3, and 5.  The goal of the second model was to test hypotheses 2, 4, and 6.  As with Amburgey and Dacin's (1994) study, the rates of strategic and structural change were specified as logarithmic linear functions of the independent variables. Thus, rj(t)=exp[(BX(t)] where X(t) represents the values at time t of the vector of independent variables and B represents a vector of parameters representing the effects of the independent variables on the rate of strategic and structural change (Amburgey & Dacin, 1994).  Parameters were estimated using the maximum likelihood method and statistical significance of the parameters was evaluated using the F statistic.  The likelihood ratio chi-square test was used to evaluate goodness of fit.  

RESULTS

Pilot Test of Data

Boal and Willis (1983), quoting Lakatos (1968), note that all empirical tests involve a clash of two theories.  The interpretative theory to provide the facts and an explanatory theory to explain them.  Thus, as Cronbach and Meehl (1955) state, “We do not first ‘prove’ the theory, and then validate the test, nor conversely” (p. 69).  One way of demonstrating the construct validity of our data is to show that it behaves in the appropriate theoretical manner.  To validate our data and methods, we first sought to replicate Amburgey and Dacin’s (1994) findings.  To do this, we first split our sample to separate out the firms that were not downscoping.  With our data and procedures, we then examined 6 of their 7 hypotheses (We did not test their fifth hypothesis).  We were able to replicate their findings for the first four hypotheses, but did not find support for hypotheses 6 and 7.  Table 1 provides a comparison of Amburgey and Dacin’s findings to the current study including both our pilot study and the hypothesis examined in this manuscript   (full details from the pilot study are available from the authors).  Our ability to essentially replicate Amburgey and Dacin’s (1994) findings gave us confidence that our data are appropriate and sufficient to examine the hypotheses we propose.2   Below, using data only from firms which downscoped, we report the results of our hypotheses.

Descriptive Statistics


In order to test hypotheses 1-6, two multivariate point process models were examined.  Model 1 reports the results of decreases in diversification, magnitude of decrease, and time since decrease on the likelihood of decreases in structural differentiation.  Conversely, Model 2 reports the findings for the test of decreases in structural differentiation, magnitude of increase, and time since increase on the likelihood of decreases in diversification.  The descriptive statistics for the above analyses are presented in Table 2.  

---------------------------------------------------------------------------------------------------------------------

Insert Tables 1 and 2 about here

----------------------------------------------------------------------------------------------------------------------

Decreases in Diversification Lead to Decreases in Structural Differentiation


In order to test hypotheses 1, 3, and 5, decrease in structural differentiation was regressed on the independent variables decrease in diversification, magnitude of decrease, time since decrease, and the control variables.  One-tailed tests were used to determine the significance of parameter estimates.  The results of the regression analysis are presented in Table 3.

------------------------------------------------------------------------------------------------------------------

Insert Table 3 about here

-------------------------------------------------------------------------------------------------------------------

Hypothesis 1 predicts that decreases in diversification lead to decreases in structural differentiation.  The effect of diversification decreases on the rate of reductions in changes was positive, but not significant.  Thus, the hypothesized relationship that diversification decreases lead to decreases in structural differentiation was not supported.  


Hypothesis 3 predicts that the longer the time elapsed since a decrease in diversification, the less likely that a decrease in structural differential will occur.  The regression results revealed a negative and significant (p<.05) effect for the time elapsed since a decrease in diversification.  This finding supports the proposed relationship and thus Hypothesis 3 is supported.


Hypothesis 5 predicts that the greater the decrease in diversification, the greater the probability of a subsequent decrease in structural differentiation.  In the analysis, the effect of the magnitude of the most recent diversification decreases was positive and significant (p< .05).  Therefore, the results from the analyses provide statistical support for Hypothesis 5.   

Decreases in Structural Differentiation Lead to Decreases in Diversification


In order to test hypotheses 2, 4, and 6, decrease in diversification was regressed on the independent variables decrease in structural differentiation, magnitude of decrease, and time since decrease, and the control variables.  Again, one-tailed tests were also used to determine the significance of parameter estimates in this analysis.  The results of the regression analysis are presented in Table 4.

---------------------------------------------------------------------------------------------------------------------

Insert Table 4 about here

---------------------------------------------------------------------------------------------------------------------

Hypothesis 2 predicts that decreases in structural differentiation increase the likelihood of decreases in diversification.  The effect of decreases in structural differentiation on the rate of decreases in diversification was positive and marginally significant (p<.10).  Thus, the hypothesized relationship that a decrease in structural differentiation leads to decreases in diversification provided directional, but only marginal statistically significant support.  

Hypothesis 4 predicts that the longer the time elapsed since a decrease in structural differentiation the less likely that a decrease in diversification will occur.  The regression results revealed a negative, but not significant effect for the time elapsed since a decrease in structural differentiation.  Therefore, the results from the analyses provide directional, but not statistical support for Hypothesis 4.

Hypothesis 6 predicts that the greater the magnitude of a decrease in structural differentiation, the greater the likelihood of a decrease in diversification.  In the analysis, the effect of the magnitude of the most recent decrease in structural differentiation was positive, but not significant.  Therefore, the results of the analyses failed to support the Hypothesis 6.  

DISCUSSION

The purpose of this study was to examine the relationship between diversification strategy and structure for firms decreasing their levels of product market diversification and structural differentiation.

Decreases in Diversification lead to Decreases in Structural Differentiation

The results from the analyses suggest that the likelihood of a structural change is not impacted by a decrease in diversification.  This runs contrary to the proposed relationship and suggests that firms may not alter their structures following a decrease in diversification.  We suggest two explanations for this finding.

First, it is generally assumed that firms diversify for economic reasons, and when these economic advantages fail to materialize, the firms divest themselves of previous acquisitions (Bergh, 1997; Ravenscraft & Scherer, 1987).  Thus, if firms are efficiency seeking (Roberts & Greenwood, 1998), this finding may indicate that some firms reduce diversification because they have previously been over-diversified.  Previous literature suggests that high levels of diversification create inefficiencies, which then cause performance problems and future decreases in diversification (Hoskisson, Johnson, & Moesel, 1994; Johnson, 1996; Markides, 1995).  As a result, over-diversified firms may reduce diversification to achieve fit with the current structure of the firm.  Hill and Hoskisson (1987) argue that related linked firms are inherently misfit with their current structure because of conflicting control mechanisms necessary to manage a firm characterized by both related and unrelated diversification.  As a result, these firms are likely to either increase or decrease their level of diversification if performance deteriorates.  Thus, the results from this study may also suggest that related linked firms decrease diversification to achieve fit with their current structure, and as a result do not change their structure following a diversification decrease.


Second, contrary to economic justifications for diversification, various writers have suggested that managers are motivated to diversify their firm in order to maximize their own utility and not shareholder’s utility (see Trautwein, 1990 for a review).  Such an empire-building point of view suggests that even though the informational demands on management would allow a reduction in structural differentiation, managers would resist such changes for career reasons.  Reductions in structural differentiation would reduce not only the opportunities for advancement, but also the rewards that come with managing business units.  

The magnitude of the last diversification decrease was, however, found to impact the likelihood a structural differential decrease.  Thus, the larger the last decrease in diversification, the greater the likelihood of a subsequent decrease in structural differentiation.  This finding, coupled with the above results, suggests that while diversification decreases do not necessarily lead to decreases in structural differentiation, large decreases in diversification should lead to such decreases.  This implies that firms making moderate decreases in diversification may not need to alter their structures in order to operate efficiently, or may resist for personal reasons.  However, firms making large decreases in diversification will likely need to make structural changes in order to achieve fit.  For example, related-linked firms decreasing diversification to a related constrained strategy may not need to make structural changes if the current structure before the diversification decrease was M-form cooperative.  However, if a firm with an M-form cooperative structure and a related-linked strategy decreases diversification to that of a single business unit, the current structure will likely need adjustment.  This suggests that while careerism might impact decisions regarding minor strategic changes, major strategic changes that create misfit require action.

As expected, the results suggest that the longer the time elapsed following a diversification decrease, the less likely a decrease in structural differentiation will occur.  This finding indicates that firms decreasing diversification also experience decay in the likelihood of a change in structure following a change in structure.  Thus, the view of Miller (1986) in which firms make changes quickly in order to avoid or minimize disruption time appears to apply to both firms increasing and decreasing diversification.

Decreases in Structural Differentiation lead to Decreases in Diversification

As predicted in the hypotheses, decreases in structural differentiation increased the likelihood of decreases in diversification.  Thus, as firms move from more differentiated structures to less differentiated structures, it is likely that managerial mindsets and skills are impacted in such a way that diversification levels are reduced.  It may be likely that when firms with moderate to high levels of diversification experience poor performance, they seek ways in which to gain better control over performance outcomes.  As firms move from highly differentiated structures to less differentiated structures, they are also likely to move from financial controls to strategic controls, or from strategic controls to strategic planning. Such changes are one possible method for managers to gain a better understanding of why firm performance is lacking.  If managers become more involved, the information processing demands of diversification may drive managers to reduce diversification in order to remain efficient and improve performance (Hill & Hoskisson, 1987).    

Contrary to the hypotheses, the magnitude of the last reduction in structural differentiation did not impact the likelihood of a decrease in diversification.  Thus, the size of the most recent reduction in structural differential does not seem to impact whether or not diversification will be reduced.  It may be that the strategic apex desires to gain control without relinquishing product market niches.  Alternatively, as noted earlier, downscoping may be driven more by ideology (McKinley et. al., 1998), than by economic rational. 

Unexpectedly, the results of this study suggest that the time elapsed following a decrease in structural differentiation does not impact the likelihood of a decrease in diversification.  This result suggests that firms decreasing structural differentiation do not experience decay in the likelihood of a change in diversification following a change in structure.  While contrary to the view of Miller (1986), this finding may be the result of the potential time lag associated with changes in structure leading to changes in diversification.  Managerial views and skill sets may take longer to develop in some firms following an increase in centralization, and thus, some firms may be likely to take longer to make changes in diversification.  Future research may help to determine if managerial mind sets and skills change faster in some situations than others.


The most important finding of this study is the failure to replicate the findings of Amburgey and Dacin (1994) for firms who are downscoping.  Recall that our pilot test had found basic support for their hypotheses with respect to firms that were increasing their level of diversification or structural differentiation.  It is always problematic to interpret null findings.  However, these findings challenge the notion of fit between strategy and structure for firms going “downhill.” Amburgey and Dacin (1994) argued that “strategy and structure do follow one another as the left foot follows the right-but they do not have equal strides” (pp. 1449). We interpret the findings as suggesting that the fit between strategy and structure are more likely to become decoupled for firms downscoping than firms that are growing.  Thus, while strategy and structure follow each other going “uphill,” they do not going “downhill.”  The answer to why unfortunately is beyond the scope of this study but would serve as fertile ground for future research.  

Limitations of the Study and Future Research 

As with any research effort, the present study has certain limitations, and the generalizability of the findings should be viewed in light of these limitations.  The nature of this study influences the amount and availability of data.  While the sample collected in this study was relatively large, the number of observations available for the hypotheses was low.  This occurred because only instances of organizational change in firm strategy or structure were used in the analyses.  Therefore, the actual number of observations available for analyses was unknown until the completion of the data collection process.  The use of previous research to determine firms which have made strategic and structural changes may assist future researchers in gathering a larger sample of firms that have experienced the change process.  

A second limitation involves the use of subjective measures to operationalize strategy and structure.  While, the measures used in this study are widely accepted in the strategic management literature, the use of more objective measures would be valuable to validate the findings from this research project.  For example, the use of the entropy measure may be a viable method of measuring diversification.  Also, the use of survey data may be possible to measure firm structure.

The time frame used in this study, while intentionally selected to reflect the most recent of business activities, may also serve as a limitation.  It was necessary, however, to keep the time frame within an acceptable range for data collection purposes.  Nonetheless, a time frame greater than 14 years would have increased the power of the study by increasing the number of observations in each of the change analyses.  Amburgey and Dacin (1994) collected data on firms from the years 1949 to 1977.  However, much of their data was borrowed from existing research.  Future researchers may wish to collect data on firms for a longer time frame to determine if these results are sensitive to the relatively short time frame.  

In addition to addressing some of the limitations discussed above, future research efforts may also want to utilize qualitative analysis on a small number of firms in order to gain deeper insight into the internal processes of firms during change processes.  By conducting this type of analysis researchers may find explanations as to why differences occur between the growth and downscoping change processes.  

Future research efforts may also want to further explore other variables associated with restructuring process.  For example, studies are needed to determine the impact of diversification and decentralization decreases on CEO and TMT compensation.  This information would be useful to BODs when selecting executives and their compensation packages during restructuring processes.  

Overall, it is hoped that the current study will serve as a point of reference for future studies.  It is also hoped that the findings of this study will give direction to future research efforts involving the strategy/structure relationship, as well as restructuring processes.  

NOTES

1. The literature on downsizing approaches often distinguishes between retrenchment, downscaling, and downscoping.  According to Dewitt (1998), downscoping reduces the complexity of a firm’s product-market-technological position, the need for vertical and horizontal differentiation, and usually combines physical and human resources reductions with simplification of organizational systems.  (See Dewitt, 1998, for detailed descriptions of each).  For convenience, we use the term downscoping to cover these classes of behaviors.

2. Inconsistencies between interpretative and explanatory theories only increase the problem fever of science.  How to resolve these inconsistencies is beyond the scope of this paper.  But the interested reader is referred to Boal and Willis (1983).
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Comparison of the Current Study’s Findings to Amburgey & Dacin (1994) 
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A change in diversification
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increases the probability of a 


p<.001


p<.01
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change in structure

A change in decentralization 
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increases the probability of a
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p<.05

p<.10
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The time since an increase in 

diversification decreases the likelihood
Supported

Supported
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of and increase in decentralization

p<.001


p<.001

p<.05

The time since an increase in 

decentralization decreases the likelihood
Supported

Supported
Not Supported

of and increase in diversification.

p<.001


p<.05

Magnitude of increases in 

diversification impacts the likelihood 
Supported

Not

Supported

of increases in decentralization 

p<.001


Supported
p<.05

Magnitude of increases in 

Decentralization impacts the likelihood 
Supported

Not 

Not 

of increases in diversification


p<.001


Supported
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Table 2

Descriptive Statistics 
_________________________________________________________________________________________________________________________________




     1
     2
    3 
   4
  5             6
    7             8             9          10           11          12          13
   14
15

_________________________________________________________________________________________________________________________________

 1.  Product-market
       
 

      diversification

 2.  Administrative 
   .230*  

      structure

 3.  Diversifying 
                 .151*
   .060    

      decreases

 4.  Decentralization
   .018 
   .278**  .376**
  
  

      decreases

 5.  Time since last
   .030
   .048 
 .473**   -.021 

      diversifying decrease

 6.  Time since last
   .004
   .068
 .213**    .439**  -.016 
  

      structural decrease

 7.  Log of 

   .019
  -.005
 .022        .028
 .112      -.086

      Sales 

 8.  Performance

   .001  
  -.018      .028      -.129†    -.028     -.106        .140*

 9.  Leverage

   .029
   .011
 .076        .014       .022       .007        .014      -.234*

10. Institutional 

  -.093
   .097
 .139†
  .027
 .173*
 .121†
 .254**
 .101
 .006

      Investors

11. Previous Acquisitions     .079       .051
 .153*
  .093
 .193**
 .146*      .221**
 .088
 .080       .160*

12. Structural decreases        .140†    -.137†
-.005        .190**
 .017       .176*      .004      -.013
-.052
.165*
.070

     in the sample   

13. Strategic decreases
  -.075
   .027      .047
 -.124†    .048
-.085
 .039
 .102
 .017
.313**  
.091
 .721**

      in the sample

14. Magnitude of last
   .354**
  -.115†
 .503**     .360**  .145*    -.080      -.057        .048       .060     -.051      -.020
 .018 
-.048

      diversifying decrease 

15. Magnitude of last 
  -.149*
   .214**  .260**    .780**  .066        .189**  -.038       -.118†     .044     -.020
.044
 .021       -.135†
 .387**
              

      structural decrease _________________________________________________________________________________________________________________________________

      Means

   3.77       2.77
  .92
  .57
1.12        .56
7.57         4.15         .79       .49
.48    
6.33         9.48      1.18      .67

      s.d.


   1.22
    .46
  .68
  .55
2.73      1.88
1.18         6.22       3.54
.18         .93 
2.95         3.40      1.01      .74

**p<.01         *p<.05        †p<.10

Table 3

Results of Analysis for the Rate of 

Structural Differentiation Following a Decrease in Diversification
________________________________________________________________________

Variables





(
  
SE(



Control Variables

Log of Sales
-.120**  
.051

Performance
 .003
.009

Institutional Investors
 .001
.409

Previous Acquisitions
 .195**
.080

Leverage


  

         -.001

.001

Structural Changes in the sample
-.014
.020

Industry
 .021
.021

Current Structure
-.118
.136

Current Diversification
-.018
.052

Independent Variables

Decreases in Structural Differentiation
 .526
.486

Decreases in Diversification
 .248
.164

Time since last decrease in structural
-.075
.060

differentiation

Time since last decrease in diversification
-.054*
.026

Magnitude of last decrease in diversification
 .194*
.096

(2=
145.98**

df
14

Number of events
82

________________________________________________________________________

**p < .01

  *p < .05

Table 4

 Results of Analysis for the Rate of 

Decreases in Diversification Following a Decrease in Structural Differentiation 

________________________________________________________________________      

Variables





     (

SE(


 
Control Variables










Log of Sales



   
 
-.153**
.031


Performance 





-.007

.009

Institutional Investors




 .728

.302

Previous Acquisitions




 .054

.049

Leverage





 .001†

.000

Diversifying Changes in the sample
    
    
 .030*

.014




Industry




         
-.003
    
.015

Current Structure



         
-.244**
.074

Current Diversification


         
-.036
   
.039

Independent Variables

Decreases in Structural Differentiation
    
 .495†
   
.340

Decreases in Diversification


   
 .629*
    
.202

Time since last decrease in structural

            -.036
   
.035

differentiation

Time since last decrease in diversification    

 .070*
   
.031

Magnitude of last decrease in structural  
   
 .347
   
.132

differentiation

(2=





        
187.70
**

df






14

Number of events




124

________________________________________________________________________

**p < .01


  *p < .05


  †p < .10
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