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Abstract

This study explores the value creation in relationship banking from the relationship
managers’ perspective. A grounded theory approach (Strauss and Corbin, 1998) is
adopted that theory is derived from data, systematically gathered and analyzed
throughout the research process. This study derives concepts and categories from
primary data and identifies relationships among these theoretical elements. This study
provides a comprehensive picture of relationship banking as a social phenomenon, and
supplies some theoretical and managerial implications. Moreover, this study links the
literature relevant to relationship banking from different disciplines. This is a new way
of looking at the relationship banking phenomenon and relevant literature in an
integrated manner.

This study conducted research to investigate why the case banks establish long-term
relationships with corporate customers? The case banks considered macro conditions
including the advances in technology, financial deregulation, and business
globalisation when they adopted relationship banking. The interviewees perceived that
relationship banking was efficient for managing risk, effective for saving cost and
necessary for cross-selling. Some intervening conditions including customer
information and knowledge, customer needs and customer confidence also influence
the development of relationship banking. This study investigated how the case banks
establish and maintain these relationships and how they organise and motivate
relationship managers? The case banks built a relationship orientated corporate
culture, organised employees around customer relationships and employed customer-
value based performance measurement and incentive-based reward system. The
employees cooperated inside the organisation and communicated with their customers
regularly, exchanged information and provided relationship transactions. This study
also investigated how the case banks and corporate customers get benefits from
relationship banking? The interviewees perceived that the corporate customers gained
benefits including fund availability, product availability, service quality, in-time helg,
and business platform. The case banks gained benefits including reduction of credit
risk, increase in income, sustainable profit, customer satisfaction, employee
satisfaction.

The findings were integrated and linked to some banking, finance, organisation and
marketing literature related to relationship banking phenomenon. The case banks
increased internal service quality through employee relationship management and
improved employee satisfaction. The interviewees perceived that the corporate
customers received benefits in the corporate banking market by customer relationship
management. The increased customer satisfaction resulted in customer retention and
profit to the case banks. The case banks perceived that added shareholder wealth
improved shareholder satisfaction. This study concluded that the case banks, which
had more relationship banking competitive advantages and better relationship
banking, related processing systems were expected to outperform the competing
banks.
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Executive Summary

During the last two decades, the corporate banking market was more and more
competitive because of the environmental changes. More and more bank managers
realized that customer relationship is a fundamental asset and a source of competitive
advantage. Many banks adopted relationship banking as a business strategy to
establish long-term relationships with corporate customers. They exploited customer
relationships to increase income and make stable profits. Moreover, they created a
sustainable competitive advantage through relationship management. However, the
relationship banking literature is very fragmented. There was not a comprehensive
theory related to relationship banking. Moreover, in practice, many managers in banks
and consulting companies had some misunderstandings about relationship banking.
This study explores the value creation in relationship banking from the relationship
managers’ perspective and offers new insights into and a better understanding of
relationship banking. One of the contributions of this study is that it systematically
investigated the structure and process of relationship banking including context,
causal conditions, actions and consequences. This study derives concepts and
categories from primary data and identifies relationships among these theoretical
elements. This study provides a comprehensive picture of relationship banking as a
social phenomenon, and supplies some theoretical and managerial implications.
Another contribution is that this study links the literature relevant to relationship
banking from different disciplines. This is a new way of looking at the relationship

banking phenomenon and relevant literature in an integrated manner.

Because of the nature of the selected social phenomenon and the characteristics of the
research question and purpose, a grounded theory approach (Strauss and Corbin,
1998) is adopted that theory is derived from data, systematically gathered and
analyzed throughout the research process. The researcher interviewed 22 corporate
banking managers in 15 case banks to collect primary data and secondary archival
data was used to complement the first-hand data and cross-check information. The
grounded theory is developed from the data by employing systematic methods of
analysis including open coding, axial coding and selective coding. In this study, the

grounded theory of relationship banking is presented as a paradigm model (Chapter 5,



p88). Case quotes are used throughout these sections to illustrate the elements through
interviewees’ voices and thus grounding the theory explicitly in the case data.
Moreover, relevant literature is integrated into the presentations of data indicated

theoretical elements (Locke, 2001).

The phenomenon of interest in this investigation was relationship banking. The
context of this study was the corporate banking market. The causal macro-conditions
of relationship banking included advances in technology, financial deregulation and
business globalisation. The micro-conditions included effectiveness of risk
management, cost effectiveness and exploration of cross-selling. The intervening

conditions included customer needs and customer confidence.

The interviewees perceived that these macro-conditions increased competition in
corporate banking market and provided opportunities for the case banks. The case
banks adopted a relationship-banking strategy to meet the challenge and exploit the
opportunities. In order to reduce credit risk, the case banks learnt that knowing the
customer and understanding their businesses were essential for making decisions. The
interviewees argued that keeping a customer was more cost effective than acquiring
new customers. Furthermore, establishing long-term relationship with corporate

customers facilitated the case banks to explore cross-selling opportunities.

The case banks thought that the corporate customers wanted to establish long-term
relationships because of the characteristics of customer needs. Corporate customers
would purchase several products and financial services from the banks and some of
these products and services were purchased very often. Furthermore, customer
confidence was very important and expected to be built on long-term relationships.
Every company would have bad times at some points. The case banks perceived that
the corporate customers wanted to make sure that the bank would help them when

they had financial difficulties.

In the case banks the strategic actions/interactions included relationship orientation,
customer-centric organization, customer value based performance measurement,
incentive-based compensation. The ongoing actions/interactions included trust-based

personal communications with customers, internal cooperation within the team and



among divisions, exchange of information with customers and relationship

transactions.

A relationship orientation was a strategic choice of corporate culture that the case
banks treated the customer relationship as a source of competitive advantage.
Customer-centric organizational structures provided a foundation for developing and
implementing this culture. A customer value-based performance measurement and
incentive-based compensation system was also important for relationship banking in
the case banks. The Balance Scorecard was increasingly implemented in the strategic
performance measurement system combining qualitative and quantitative indicators.
Incentive-based compensation motivated relationship managers to build and maintain

these trust-based personal relationships with corporate customers.

The nature of bank-corporate relationship was trust-based personal interactions. The
case banks established personal relationships through multi-level communications.
Customer-centric organizational structure enabled cooperation within the team and
among divisions. The case banks exchanged information through regular contacts with
corporate customers. By having more customer information and knowledge the case
banks identified customer needs and explored cross-selling opportunities and

conducted relationship transactions overtime.

The consequences were divided into customer and bank consequences. The intended
consequences or benefits of relationship banking for the customer included credit
availability, product availability, and service quality, in-time help and business
platform. The intended outcomes for the case banks included reduction of credit risk,
increase in income, sustainable profit, customer satisfaction, and employee

satisfaction.

The interviewees perceived that relationship banking customers were able to get more
funds. Having more information the case banks evaluated credit risk and made quick
decisions. Moreover the relationship managers believed that they developed tailored
solutions and delivered the financial products and services properly. The corporate
customers received in-time help when they had financial difficulties. The relationship

managers also introduced some business opportunities among their customers.



By understanding customers’ business the case banks reduced credit risk and by
gaining more information and knowledge of customers’ business the case banks were
able to quickly respond to their financial requests and explore cross-selling
opportunities. In addition, customer retention was more cost effective than customer
acquisition. Keeping a stable customer base the case banks maintained sustainable
profit. The increase of customer satisfaction enabled the case banks to keep the
customers and explore cross-selling opportunities. The case banks gained sustainable
profitability by increasing employee satisfaction and keeping their good employees
because the employees were a source of sustainable competitive advantage that could

not be duplicated by the competitors.

This study integrated the findings and linked to relevant literature. The value creation
process model (Chapter 9, p209) connected banking, finance, marketing, strategy and
organisational literature. In the organisation the employee relationship management
increased employee satisfaction and therefore the employees established long-term
relationship with corporate customers and provided benefits to corporate customers. In
the corporate banking market, customer relationship management increased customer
satisfaction and gained more profit for the case banks. Consequently the increased
profit increased shareholder wealth in the stock market and therefore improved
shareholder satisfaction. The interviewees perceived that the employees created value
and the value was allocated among employee, customer, shareholder and some other
stakeholders. There was a positive relationship between employee satisfaction,
customer satisfaction and shareholder satisfaction. In the short run relationship
banking needed to balance these stakeholders’ benefits but accepted long-term value

maximisation as the firm’s objective.
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Chapter 1: Introduction

1.1 Introduction

This first chapter introduces the background and problems in corporate banking and
relationship management relevant to this dissertation. The research questions and
research objectives and the structure of the dissertation are proposed. The central

phenomenon, relationship banking, and the key terms in this study are defined.

1.2 Background

During the last two decades, the financial services sector experienced profound
changes in structure and in the nature of competition. Among many others, such
changes have included the extraordinary advances in the use of new communication
and information technologies, a sweeping trend of financial deregulation, the
globalization of financial markets (Lence, 2002). The environmental changes in
financial markets had a major impact on financial institutions. Banks have been
confronted with an ever-increasing competition from capital markets and financial
institutions (Boot, 1999). These are likely to affect the profitability and the riskiness
of banks (Buch, 2000). Empirical research shows that the profitability of traditional
banking activities such as business lending has diminished in the US, Japan and

European countries (Edwards and Mishkin, 1995; Molyneux et al, 2004).

Frame and White (2002) find that banks are intensive users of both IT and financial
technologies. The development in computing and communications has had a dramatic
impact on the financial services industry. Accessing cash through ATMs, transferring
funds, paying bills, and checking interest rates over the phone or through a computer
are readily available services at many banks. Some other banking technologies
include Internet banking, electronic payments technologies, and information
exchanges (Berger, 2003). The development of technology increased the speed and
lowered costs of computing and telecommunications. Financial service providers can
offer a broader array of products and services to larger numbers of clients over wider

geographic areas than ever before (Bauer and Higgins, 2002). On the one hand,



technological advances combined with financial engineering techniques have enabled
service providers to innovate tailored products and services to meet customers’
specific needs. On the other hand, many financial products have been converted into
commodities, characterized by a high degree of standardization and competition
focused on price. Online delivery channels make it possible for out-of market

institutions to compete for customers as well (Claessens, Glaessner and Klingebiel,
2002).

In a number of countries, financial regulatory frameworks have shifted from systems
based on strict regulatory control to systems based more on enhancing efficiency
through competition. For example, in Europe, financial market deregulation has been
shaped both by the abolition of capital account restrictions and the adoption of
common legislative standards. The Single European Act, which was signed in 1986,
formally established the removal of obstacles in order to create an internal market.
The introduction of the euro in 1999 has marked a milestone in the integration of
financial markets in Europe. Molyneux and Ibanez (2002) demonstrate that European
banking markets have become increasingly concentrated and competition appears to
have intensified. In the US, the Gramm-Leach-Bliley (GLB) Financial Modernization
Act went into effect in 1999. The Act establishes a new framework for affiliations
among commercial banks, insurance companies and securities firms through
“financial holding companies” and “financial subsidiaries”, and establishes guidelines
for entry into merchant banking. It moves financial institutions in the United States
towards a system of conglomeration (Shull, 2000). In Japan, the financial system
Reform Act of 1993 allows banks and securities companies to engage in each other’s
areas of activity through wholly owned separately capitalized subsidiaries (Hall,
1998).

Financial liberalization allows intermediaries to choose which activities to engage in
and which products services to supply according to their perceived comparative
advantage. Accordingly, banks will be allowed to sell insurance, securities,
investment trust certificates through their branch networks. At the same time other
non-bank financial institutions are allowed to do traditional banking services. For

example, companies such as GE, Tesco, and Sainsbury successfully provide financial



services. In the new operating environment, public policy is less protective of banks,
exposing them to the same sorts of market pressures that have long confronted non-
financial businesses (Kleinert and Klodt, 2002). This process of regulatory reform in
financial services combined with the effects of advances in technology, innovations
in financial engineering and other developments increased the competition in
financial markets but also gives banks increased flexibility to respond to competitive
impulses (Carter, McNulty, and Verbrugge, 2004; DeYoung, Hunter, and Udell,
2004).

Globalization is in many respects a by-product of technological advances and
deregulation. Technological advances have lowered computing, telecommunicating
and transport costs, while at the same time greatly expanding capacity, making a
global reach economically more feasible. Deregulation, meanwhile, has opened up
many new markets, both in developed and in transition economies. As non-financial
corporations increased the geographic scope of their operations, they created a
demand for intermediaries to provide products and services attuned to the
international nature of their operations (Calomiris and Karceski, 1998). Therefore,
global banking proliferated as a result of a great increase in demand from companies,

governments, and financial institutions (Biles, 2004).

The globalization of capital markets also contributes to the shift from a bank-centered
system to a market-based one. Improvements in information technology, which have
made it easier for households, corporations, and financial institutions to evaluate the
quality of securities, have made it easier for business firms to borrow directly from
the public by issuing securities. Even in countries where securities markets have not
grown, banks have still lost loan business because their best corporate customers have
had increasing access to foreign and offshore capital markets such as the Eurobond
market. The traditional intermediation offered by banks has lost ground to other
companies---financial or non-financial, thus giving rise to the phenomenon of

financial dis-intermediation’ (Canals, 1997). On the liabilities side of banks’ balance

! Financial Dis-intermediation: Withdrawal of funds from a financial institution in
order to invest in them directly. http://www.trading-glossary.com/d0235.asp
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sheets, there has been a substantial outflow of deposits to a wide range of competing

financial products offered by various institutions in different sectors.

To survive product obsolescence, overcome the onslaught of superior competitors,
the only permanent factor is the customer. If banks want to compete more effectively,
they have to focus themselves to meet the needs of the customer more efficiently
(Kohli and Jaworski, 1990). In order to maintain customer loyalty, they have to
develop long-term relationships with their customers—which suggests learning the
preferences of customers and continually meeting their needs over time (Kahn, 1998).
There is evidence to suggest that customers have and value relationships with
financial service providers (Barnes, 1997; Colgate and Lang, 2001; Harrison, 2000).
As a result, financial services providers had to shift from product and transaction
orientation more and more towards relationship orientation and customer focus,
especially in corporate banking (Payne et al, 1998). More and more banks realized
that customer relationships are valuable assets and a source of competitive advantage
(Woodruff, 1997). Many banks choose relationship banking as a way to do business
in corporate banking (Cameron, 2003).

The challenge now is to keep pace with the ever-changing expectations of each
customer since customers are more aware and have more options. Corporate banking
success depends on the banks’ ability to build and maintain loyal and valuable
customer relationships. More and more people realize the importance of strong
customer relationship in building sustainable competitive advantage. According to a
survey by Datamonitor” 80% of bank managers believe that Customer Relationship
Management (CRM) is a key determining future success and three quarters of
financial service firms have a CRM programme. Worldwide expenditures for CRM in
all sectors are expected to reach $148 billion by 2005 (CXO Media®). Global Banking
Industry Outlook” identifies the top-10 issues that banks face in 2004 in which the

2 Datamonitor plc is a business information company specialising in industry
analysis. http://www.datamonitor.com/

* CXO Media Inc. offers the information for top executives across all industries.
http://www.cxo.com/

“The Global Financial Services Industry Outlook series is jointly developed by Global
and U.S. Deloitte & Touche LLP. http://www.deloitte.com
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first one is improving the customer relationship. CIBER> UK partnered with a
specialist wholesale banking consultancy in London, Capital Markets Partners, to
conduct a comprehensive banking relationship survey of corporate financial
executives in the UK in 2005, in which it is found that relationship management is
more important than ever for winning and maintaining profitable business in the

corporate banking market.

A few examples of bank disclosure in their annual reports 2003 about relationship
banking are shown below. “The Right Relationship is everything” — Chase Bank.
“Building successful relationships” --- Royal Bank of Scotland. “At Bank of
Scotland, we solve problems with one simple philosophy --- relationship banking.”
Lloyds TSB, with wholesale banking contributes close to 50% of earnings and over
half of the bank’s assets, shows that: “We offer a unique approach to relationship
banking which allows our customers to use a service tailored to their distinctive
needs. We aim to help them succeed by forging a strong relationship, listening to
their ideas, and working with them to deliver expertise which will support in the
achievement of their business objectives.” “HSBC operates a long-term relationship
management approach to build a full understanding of client financial requirements.
Clients are served by sector-based client service teams that combine relationship
managers and product specialists to develop financial solutions to meet individual

client needs.”
1.3 Problems

However, there are some problems in understanding and implementing relationship

banking. These problems are discussed in the following sections.

The term “relationship banking” is not particularly sharply defined in the literature.
Apart from references to “close bank relationships,” no definition of bank-corporate
relationship is provided (for example, Petersen and Rajan, 1994; Berger and Udell,

1995). Boot (2000) defines relationship banking as the provision of financial services

5 CIBER, Inc. is a international system integration consultancy with value-priced
services for both private and government sector clients. http://www.ciber-uk.com/
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by a financial intermediary that: (1) invests in obtaining customer-specific
information, often proprietary in nature; and (2) evaluates the profitability of these
investments through multiple interactions with the same customer over time and/or
across products. However, this definition does not reflect the nature of the bank-
customer relationship. It focuses on information and profitability from individual
customers and therefore maybe more suitable for Customer Information Management
or Customer Value Management. Moreover, this definition implies that relationship
banking is an investment but relationship-banking concerns the banks’ corporate
culture, organisation structure, and incentive mechanism. The value of bank
relationships has received very little attention in the existing literature (Ongena and
Smith, 1998). Existing work falls short in that it does do not show how relationship
banking create value therefore a sound understanding of how banks create and deliver
value in relationship banking is needed (Boot, 2000). Ulaga (2003) investigates the
value creation in business relationships in the manufacturing industry from the
customer perspective. Because of these gaps in the literature, an empirical study is
needed to investigate the value creation of relationship banking from relationship

managers’ perspective.

In practice, there is still confusion in some banks as to what CRM is all about. In
many organizations, CRM has been “hijacked” by IT companies. CRM has also been
defined as “data driven” or “IT-enabled” marketing. For example, Ryals (2004)
argues that CRM is about how organisations use IT to help manage their relationships
with customers in order to maximise value creation both for the customer and the
company. Target Search® defines CRM as an information industry term for
methodologies, software, and usually Internet capabilities that help an enterprise
manage customer relationships in an organized way. These definitions focus on
information technology, which maybe more suitable for the definition of Customer
Information Management. Furthermore these definitions may be misleading. Many
people think CRM means companies buying expensive technology such as a call
centre, sales automation software, or even Internet-based customer service. For
example, “Many vendors offer modules allowing users to build CRM solutions based

on their specific needs — call centre management, e-commerce, customer support, etc.

® Whatis is an IT encyclopaedia and leaming centre. http://whatis.techtarget.com



(About.com)’™ “The key software components of CRM are data warehouses and the
software systems that manage customer interactions”. These quotations imply that
CRM solutions can be bought and you are doing CRM after installing CRM software.
Nevertheless, “CRM is not something you can buy, and technology is not necessarily

required. Rather, CRM is a business strategy.” (CRMguru.com®).

Relatively few organizations have implemented an integrated approach, which
addresses all the key strategic elements of CRM. There is such a high risk of failure
on implementing a CRM strategy. Research conducted by Cap Gemini Emst &
Young’ reports that 70% of CRM initiatives fail. Another recent research study
conducted by META Group'® reports 90% of enterprises cannot show a positive
return on CRM. Peppers & Rogers'' reports that nearly 80% of CRM projects fail to
show a positive return. Gartner'” research predicts that over 50% of CRM strategies
will continue to fail. Because of the problems in corporate banking CRM practice, a
sound understanding of CRM could help the bank practitioners to improve their

practice.
1.4 Research questions and key terms

The literature indicates that relationship banking is an important phenomenon in
corporate banking. However, there are not many good theories in relationship
banking to help the academics and professionals to understand this phenomenon. This
topic is therefore chosen as a PhD study. The research question for this exploratory

research is as follows:

Main question (MQ): How does relationship banking create value from bank

managers’ perspective?

7 About.com is America’s single largest developer of original content on the web.

¥ CRMGuru.com is the World's Largest CRM Community.

® Cap Gemini Emst & Young offers services that focus on business strategy, operations, and people
and information management. http://www.capgeminigroup.com/

'© META Group provides Custom research and consulting services. www.metagroup.com

"' Peppers and Rogers Group is a business and management consulting firm. http://www.1to1.com/
2 Gartner is a world's leading provider of research and analysis about the global information
technology industry. http://www.gartner.com
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This study explores the bank managers perceived value creation in relationship
banking. The reasons why this study chooses this specific question will be discussed
in Chapter 2 in the literature review. According to the grounded theory approach
chosen, the interview is the main method in this study. The following broad questions

are asked in the interviews.

Q1: Why do banks establish long-term relationships with corporate customers?
Q2: How do banks establish and maintain these close relationships with
corporate customers?

Q3: How do banks measure relationship-banking performance?

Q4: How do banks organise and compensate relationship managers?

Q5: How do banks and corporate customers get benefits from relationship

banking?

“Relationship banking” is a key term in this study, but not well defined in the
literature. The following is a working definition of relationship banking adopted for

this thesis.

This study defines Relationship banking as a business strategy in a financial
institution to establish and exploit long-term relationships with selected

corporate customers.

A selected business strategy concerns the objectives, actions, and processes.
Therefore this study investigates why the case banks choose relationship banking and
what the actions/interactions are and how they achieve their objectives. A full

statement of the definition of relationship banking will be presented in chapter 7.

“Value” is another key term in this study. In the literature, value can be regarded as a
trade-off between benefits and sacrifices (Flint, Woodruff, and Gardial, 1997). Some
define value in business markets monetarily (Anderson and Narus, 1999) whereas
others use a broader value definition, which also includes non-monetary revenues
(Wilson, 1996). This cost-benefit equation is flexible enough to include both tangible

and intangible inputs. Thus value, like beauty, is often in the eye of the beholder.



This study defines the value of relationship banking as relationship managers
perceived benefits for the case banks and corporate customers in relationship

banking.

1.5 Research purposes

The ultimate purpose of this research is to get insights into relationship banking and
gain a better understanding about this important and interesting phenomenon. This
study attempt to bridge the gap between theoretically “uninformed” empirical
research and empirically ‘‘uninformed’’ theory. Contribution to academic knowledge
of relationship banking is an objective. A Grounded Theory approach (Strauss and
Corbin, 1998) is adopted in which theory is derived from data, systematically
gathered and analyzed through the research process (Strauss and Corbin, 1998). By
systematically processing data, this study identifies some categories of relation ship

banking and the relationships between these categories.

This study develops a grounded theory of relationship banking that tells a complex
story about the relations among these theoretical elements and shows how data
fragments fit within them (Locke, 2001).

Another objective is that this study made contribution to practitioners of customer
management in corporate banking. This study investigates the value creation process
in relationship banking and identifies some common themes. Comparing with other
case banks, the practitioners may take actions to improve their customer relationship
management (CRM) in corporate banking. However, the aim of this exploratory study
is to map out what is of potential importance to people involved with relationship
banking and to raise questions for practitioners and theorists rather than to provide

solutions or definitive answers.



1.6 The structure of the dissertation

The structure of this dissertation is outlined as follow. This chapter introduced the
research motivation and research question. The key terms in this study were defined.

The objectives of this study were proposed.

The next chapter examines the present state of knowledge in this field. The literature
in relationship banking is reviewed and critically evaluated. The nature of bank-
corporate relationship will be discussed. The benefits and problems of relationship
banking will be reviewed and evaluated. The measurement of bank-corporate
relationships and performance of relationship banking will also be discussed. The
research questions and research objectives will be discussed through out the literature
review. The literature shows that the different aspect of value sources of relationships
between banks and corporations has received little attention in the existing literature.
The existing work falls short in that it does not explain how relationship banking
create value therefore a sound understanding of how banks create and deliver value in

business relationships is needed.

Chapter 3 discusses the research methodology in this study. It proposes that the
Grounded Theory approach is a suitable method to get insights into relationship
banking. Strauss and Corbin’s (1998) grounded theory approach is adopted in an
attempt to bridge the gap between theoretically ‘‘uninformed’’ empirical research and
empirically ‘‘uninformed’’ theory. Chapter 4 describes how the research is
conducted. The main method to collect data is interview while secondary data such as
annual reports, sectional analyses and web information, supplement the interviews. It
reports how these data was processed and how theory was derived from analyzing

these data.

The following chapters present the findings of this dissertation. Chapter 5 presents the
overview of a grounded theory of relationship banking using a paradigm model and
provides a *“roadmap” to steer through the detailed results of the fieldwork and the
processing of fieldwork data. Chapter 6 discusses the context, macro conditions,

micro conditions and intervening conditions of relationship banking. Chapter 7
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discusses the actions/interactions that the case banks adopted under these conditions.
Chapter 8 discusses the intended consequences of relationship banking. Chapter 6-8

provide interview quotes to illustrate the findings.

Chapter 9 concludes the dissertation. It discusses the theoretical implications and
empirical suggestions, the limitations of the research. It identifies further research
opportunities and proposes hypotheses for further testing using quantitative methods

in a broad research sample.
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Chapter 2 Literature Review

2.1 Introduction

The previous chapter introduced the research question and defined the key terms with
this research area. The research motivation was discussed and the purposes of this
study were outlined. This chapter presents the state of knowledge in this field. It
shows how the literature is fragmented relative to the phenomenon and a complete
theory of relationship banking is needed. In this literature review some problems are
recognized and research opportunities are identified to meet these gaps. The research

questions and objectives are discussed throughout this literature review.

This chapter explores the role of banks in the financial market and bank-corporate
relationships in corporate banking. The concept of relationship banking is discussed.
The benefits and costs of relationship banking are investigated. The measurements of
relationship banking are reviewed and evaluated. This chapter critically reviews the
literature relative to relationship banking and recognizes the problems in conventional
literature and limited field research. It argues that more fieldwork and an integrated

theory are needed.

2.2 Financial market, financial intermediaries and the role of bank

The basic function of a financial market is to channel funds from savers who have an
excess of funds to companies and individuals who have a shortage of funds. The
financial market can do this either through direct finance, in which borrowers borrow
funds directly from lenders by selling them securities, or through indirect finance,
which involves a financial intermediary who helps transfer funds from one to the
other (Mishkin, 2001). Two main models of organisation of the financial system
include the capital-based model and the bank intermediation-based model. Some
countries, like the UK and the US, have market-based systems. Financial markets are
broad and deep and play a primary role in the allocation of resources. In other

countries like Germany and Japan, banks play a much more important role in the
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allocation of resources. These markets do not have many firms listed relatively

speaking and market capitalization relative to GDP is low (Allen, 2004).

In a market-based system, many companies obtain their financing by fixed and
variable yield security issues on the capital markets (Canals, 1997). The financial
securities market is well developed with a high level of competition and institutional
investors play an important role. The stock market has a great ability to allocate
resources to the best investment projects at hand. According to the literature, the
stock market plays a critical role in the development and growth of an economy,
taking into account that the excessive volatility of stock prices must be controlled
through a basic regulatory structure (Dittus, 1996). The intermediation-based model
rests largely on the financial intermediaries. Financial intermediaries are financial
institutions that acquire funds by issuing liabilities and in turn use those funds to
acquire assets by purchasing securities or making loans. The primary function of
financial intermediaries is described as facilitating and deployment of economic
resources (Merton, 1995). Market imperfections that cause inefficiencies in direct
financing are seen as the rationale behind the existence of financial intermediaries
(Williamson, 1975). These imperfections come from the existence of asymmetric
information problems between savers, financial intermediaries, and company
managers (Stiglitz and Weiss, 1981). The existence of asymmetric information leads
to agency problems (Jensen and Meckling, 1976). Financial intermediaries reduce the
transaction costs deriving from asymmetric information between lenders and

borrowers or possible opportunistic behaviour (Canals, 1997).

There is no empirical evidence to suggest which system is to be preferable. Scholtens
(2000) argues that the most important goal would be to build a safe and stable bank
system and simultaneously develop equity markets reasonably fast. Europe has
developed a financial system based on both financial intermediaries and markets
(Allen, 2004). This enables firms to obtain direct funding in addition to bank lending
(Hermes and Lensink, 2000). Diamond (1991) and Hoshi et al. (1993) highlight the
complementarity of bank lending and capital market funding. Hoshi et al. (1993)
show that bank lending exposes borrowers to monitoring, which may serve as a

certification device that facilitates simultaneous capital market funding, Diamond
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(1991) shows that borrowers may want to borrow first from banks in order to
establish sufficient credibility before accessing the capital markets. In this
explanation, there is a sequential complementarity between bank and capital market
funding. In related theoretical work, Chemmanur and Fulghieri (1994) show that the
quality of the bank is of critical importance for its certification role. Empirical
evidence provided by James (1987), Slovin et al. (1988) and Houston and James
(1996) support the certification role of banks.

Boot and Thakor (1997) propose theories to explain the simultaneous existence of
banks and financial markets. Whereas bank lending alleviates moral hazard through
monitoring, they generate less public information. Funding via the capital markets
provides reduced monitoring, but more public information. In a simple separating
equilibrium, companies with good credit prefer accessing the markets, and weak
credit access banks. Rajan (1992) also develops an equilibrium model where
companies with better credit go to the capital markets, and weaker credit borrow from
banks. However, companies acquire funds from both capital market and financial
intermediaries and have their own capital structure. According to Modigliani and
Miller (1958), the choice of capital structure is irrelevant to the value of the firm
under the assumption of perfect markets. Jensen and Mecklin (1976) contributed to
the research by adding the effect of agency cost to the capital structure discussion.
They conclude that agency costs can be mitigated by preferring external debt to
internal finance until the marginal agency cost of the external debt equals the
marginal agency cost of the internal finance. An alternative model of capital structure,
called “the pecking order hypothesis” is based on the characteristics of asymmetric
information (Myers, 1984). The main idea of the model is that firms prefer internal
financing to external financing because the management of the firm is not able to
transfer its private information about investments reliably to investors. Empirically,
managers’ decisions seem to be related to the “pecking order hypothesis™ rather than
focused on maintaining a determined capital structure goal (Pinegar and Wilbricht,
1989).

Greenbaum and Thakor (1995), Bhattacharya and Thakor (1993) show that non-bank

financial intermediaries specialize in brokerage services (like transaction services,
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screening, certification), banks provide more services of qualitative asset
transformation (like monitoring, liquidity creation and claims transformation). Thus,
intermediation by banks differs in two important aspects from intermediation by non-
bank institutional investors:

e On the liability side, banks typically take funds with standard debt contracts,
called deposits, which are not only risk-free for depositors (because of
diversification and deposit insurance), but also highly liquid (because of
liquidity insurance). Non-bank institutional investors take funds with different
risk-sharing contracts (e.g. mutual fund contracts, insurance contracts) and
provide risk diversification, but not liquidity transformation.

e On the asset side, banks typically provide direct loans to firms whom they
screen and monitor, while non-bank institutional investors invest in publicly
traded bonds and shares or in private equity of the firms which they screen

and monitor.

However, financial deregulation has blurred the difference between bank and non-
bank financial institutions during the last two decades. Similar to a securities market
the bank facilitates the movement of funds between savers and borrowers. Moreover,
a bank has also provided liquidity and safety not available through securities markets.
Rajan (1996, 1998) argues this ability to continuously offer liquidity to both

borrowers and savers distinguishes a bank from "arm's-length" securities markets.

Diamond (1984), Ramakrishnan and Thakor (1984), and Boyd and Prescott (1986)
argue that it is a bank's ability to reduce information asymmetries between borrowers
and savers that make a bank unique relative to other financial institutions. Wriston
(1986) points out that the modern function of financial intermediaries is to process
information, offer and gather information, and communicate with informational
operations. Other important studies have also supported the belief that banks actually
generate information (Lummer and McConnell, 1989; Hoshi, Kashyap and
Scharfstein, 1990). Stiglitz and Weiss (1981) argue that credit rationing occurs
because of asymmetric information and hence the problems of adverse selection and
moral hazard. The problems of adverse selection can be mitigated by granting lines of

credit loans to firms (Thakor and Udell, 1987). In lines of credit loans, the lender
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promises credit to the borrower with certain terms in the future. By monitoring the
use of lines of credit, the quality of the firm is more easily verified. Also, problems of
moral hazard have been shown to decrease through monitoring the use of line of
credit (Thakor and Udell, 1987). Fama (1985) shows that the bank is able to receive
“inside” information about its customers through the client-bank relationship. The
following section will discuss the relationships between banks and corporate

customers.

2.3 Bank-corporate relationships and relationship banking

The concept of bank-corporate relationship has long been perceived as important in
the literature. Hodgman (1961) focuses on deposit relationships and hypothesizes that
the value of a deposit relationship arises in response to competition between banks.
Wood (1975) recognizes lending relationships and notes that a bank may find it
profitable to offer easy or low-cost credit in one period in hopes of charging higher
rates to a customer in the future. Relationships also play an important role in other
markets such as syndicated loan markets (Dennis and Mullineaux, 1999), private
equity and private debt markets (Fenn et al., 1997; Carey et al., 1993; Holland, 2001).
Bank relationships do not involve only funding but also includes various other
financial services and therefore banks obtain information by offering multiple
services to the same customer (Degryse and Van Cayseele, 2000). These arguments
focus on the functional aspects of bank-corporate relationships. Some other scholars
understand the relationship from the perspective of time. Ongena and Smith (1998)
define a bank relationship to be the connection between a bank and customer that

goes beyond the execution of simple, anonymous, financial transactions.

Moreover some scholars recognises bank-corporate relationships from “the nature of
relation” point of view. Holland (1993, 1994) argues that relationship types between
an individual firm and bank can vary in character over a range from “close” relations
to “transaction” relations. Close relationships generally involve rich information
flows, regular flow of low margin business, and privileged access to big fee deals.
Transaction relations involve relatively poorer information flows, ad hoc price-

oriented commodity deals, and expectations of transient links between the trading
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partners. Petersen and Rajan (1995) define a firm-bank relationship as the ‘close and
continued interaction’ between a firm and a bank that ‘may provide a lender with
sufficient information about, and voice in, the firm’s affairs’. However, a bank-
customer relationship may extend the usual banking activities of deposit-taking,
lending and related ancillary financial services. For example, a bank can exert direct,
ownership control over a firm by participating in an external supervisory role or by
holding voting equity in the firm (Ongena and Smith, 1998). Relations were also seen
as consisting of a set of inter-organisational or cross-hierarchical social, managerial

and technological links between the two enterprises (Holland, 1993).

These arguments show that scholars understand bank-corporate relationship from
different perspectives. Berlin (1996) notices that practitioners have a different
understanding of the bank-corporate relationship. When bankers speak of building a
relationship with a business customer these days, they usually mean selling the
customer a whole range of financial products such as lock-boxes, letters of credit, and
swaps, in addition to loans. When financial economists speak of relationship lending
between bankers and firms, they mean a close relationship between a firm and its
banker, in which a single banker has intimate knowledge about the firm’s affairs,

built up over years of lending (Berlin, 1996).

Holland (1993) uses case interview and fieldwork research methods similar to
grounded theory to develop bank-corporate relationship concepts as:

e Two way flows of transactions and information

o Two way expectations and commitment

e A set of cross hierarchy relations

¢ A mix of explicit and implicit contracts

e A dynamic bargaining process

e Set in the context of multiple relations

e Subject to change from environmental stimuli and subsequent changes within

the firm or bank

e A major managerial problem of choice and administration

These concepts describe various aspects of the bank-corporate relationship. However,

these concepts were developed from limited fieldwork. Many changes have occurred

17



since this work such as the development of information technology, financial
deregulation and globalisation and therefore these concepts might need to be
developed. Moreover fieldwork research methods need to be developed. It may be
interesting to investigate the nature of bank-corporate relationships and how banks
and customers conduct these relationships. This dissertation conducts research to
investigate how banks establish and maintain these relationships with corporate

customers (Q2).

Because of different bank-corporate relations there are different banking activities.
Banking contracts can be classified as two types: transaction-based and relationship-
based (Boot and Thakor, 1997). Neuberger (2005) defines transaction finance as the
provision of financial services by an investor or lender that

e focuses on a single transaction rather than multiple interactions with the same

contracting partner;

¢ involves only publicly available information.
Individual investors buy stocks or bonds issued by firms on the capital market to
provide transaction finance only on public information. They reduce risk by holding a
diversified portfolio of investments. Institutional investors are investors in financial
markets, which are better informed and diversify their portfolio broadly (Menkhoff,
2002). Banks and non-bank financial intermediaries like mutual funds, pension funds,
Insurance companies or venture capital firms, may involve in transaction finance if

the loans and investments are made at arm’s length.

In contrast to transaction finance, financial intermediaries provide relationship
finance based on information beyond public information that is gathered over time
through multiple interactions with customers and through the provision of multiple
financial services (Berger, 1999). Boot (2000) defined financial intermediation as the
provision of financial services by a financial intermediary that:

e invests in obtaining customer-specific information, often proprietary in nature;

and
e evaluates the profitability of these investments through multiple interactions

with the same customer over time and/or across products.
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Because of the greater familiarity people have with the term “relationship banking”
instead of relationship intermediation, the above statement provides a definition for

relationship banking (Boot, 2000).

However, this definition implies that relationship banking is an investment to obtain
customer information. This may be misleading in that someone may think a financial
institution that acquired a set of information management software and would
therefore be doing relationship banking (Also see Chapter 1 page 5-6). This definition
focuses on individual customers and their profitability. Nevertheless, financial
institutions need to evaluate market share, customer share, profit and risk. For a large
corporate customer or a large project, the financial institutions gain their customer
share and provide funds such as a syndicate loan to share the risk. The profitability is

always relative to risk and therefore it is important to balance risk and return.

Traditionally, the main part of banking is lending. Relationship banking has become
synonymous with relationship lending (Freixas, 2005). Relationship lending is
defined as a long-term implicit contract between a bank and its debtor (Elsas, 2005).
It may be a misunderstanding if relationship banking is defined as a long-term
implicit contract. Today, relationship banking represents a strategic area of business
that may assure a bank significant comparative advantages compared to both
transaction-based banks and other financial institutions (Ferri and Messori, 2000).
Relationship banking is a strategic choice of banks to do business (Cameron, 2003)
instead of an investment or a contract. Because of these problems of the existing
definition a suitable definition of relationship banking is needed to get a better

understanding of the phenomenon13 .

Relationship banking as a strategic issue requires a strong commitment of bank
executives, a clear definition of profit center (customers or transactions), a precise
identification of relationship oriented segments, a decentralization of authorities to
match relationship responsibilities and a stronger coordination between functions and

departments interacting with the firm (Pezzetti, 2004). Therefore this dissertation

'* A definition of relationship banking for this thesis is provided in Chapter 1 and discussed in detail in
Chapter 7.
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conducts research so as to investigate how banks organise and compensate

relationship managers (Q3)?

In the literature, the reasons why firms choose to establish long-term relationships
with financial institutions have not been analysed extensively. Aoki and Dinc (1997)
argue that relationship financing represents an implicit commitment by banks for
additional financing to liquidity-constrained or financially distressed firms. Degryse
and Ongena (2001) noticed that, in a recession, firms might prefer to solve their
expected financial problems privately in a credit relationship, rather than damaging
their reputation on the financial markets. This argument implies that firms expect that
the long-term relationships with banks may help them to resolve financial problems
during bad times. Campbell (1979) mentions that the confidentiality of a bank
relationship may also further facilitate screening and monitoring. The firms value the
screening monitoring function of banks that reduce agency cost and improve
management efficiency. Morover, Yosha (1995), von Rheinbaben and Ruckes (1998)
argues that the close relationship with banks may prevent leakage of firm’s
proprietary information to product market competitors and may encourage investment
in Research and Development (Bhattacharya and Chiesa, 1995). Furthermore most of
the research focuses on the bank relationships of small firms. Berger and Udell
(1995) and Blackwell and Winters (1997) investigates the value of bank relationship
for small firms in the U.S. meanwhile Degryse and Van Cayseele (2000) apply it to
small firms in Europe. Because of gaps in the literature, more research is needed to
investigate the value of bank relationships for the large corporations. This study
investigates these problems by asking the interviewees why banks establish long-

term relationships with corporate customers (Q1).

Nevertheless, some reasons for financial institutions establishing close relationship
with corporate clients were identified in the literature. The subject of informational
asymmetries is the basic reason for the existence of the bank-firm relationship and
financial intermediaries in general (Freixas and Rochet, 1997). It is important for
financial institutions to gather information about the credit worthiness of the
borrower. One of the best ways to obtain this information is the development of long-

term relationships with them. This allows the lender to gather relevant information
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about the prospects and the creditworthiness of the borrower over a considerable time
period (Elyasiani and Goldberg, 2004). The continuous contact between financial
institutions and their corporate customers produce valuable input for the lender in
making decisions on whether to grant funds, how to price loans, and whether to
require collateral or attach other conditions to the loan. However, little study has
been done to investigate how bank managers communicate with corporate
customers and collect information in relationship banking (Holland, 1993, 1994).
Therefore more field research is needed to identify what they are doing in

relationship banking

Moreover, financial intermediation carried out by banks when they lend money to
firms leads financial companies to deploy monitoring and supervisory activities
(Benston and Smith, 1976; Diamond 1984). These functions reduce agency problems
such as conflict of interests (Jensen and Mecklin, 1976). Aoki and Patrick (1994)
argues that information of corporate clients is produced through stages of monitoring.
Monitoring by stage includes: ex ante monitoring (evaluating the risk characteristics
of a borrower’s project before the initial financing); interim monitoring (watching
over the borrowing firms after the initial funding to ensure that the borrowers can
repay their debts); and ex post monitoring (closely examining the borrowing firms
when they show signs of distress and working out a restructuring plan if necessary).
Along with these monitoring stages, a long-term relationship is established.
Nevertheless, Agency Theory (Jensen and Mecklin, 1976) cannot explain the

trust-based long-term relationships between banks and corporate customers.

Furthermore, Holland (1993, 1994, 2001) noticed that close corporate relationships
between firms and their banks were fashioned in a competitive corporate banking
market for a wide range of financial services. It implies that banks establish close
relationships to respond to the increased competition in the market and therefore
greater competition may induce more relationship banking. Aoki and Dinc (1997)
discuss whether or not relationship banking may survive in the increased competition.
Yafeh and Yosha (2001) suggest that increased (potential) competition in the
financial services may strengthen bank-firm relationships. In addition, the banks learn

more through repeated economic exchange between banks and corporate clients and
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this learming can be magnified if the customers used a range of services (Rajan,
1998). Boot and Thakor (1997, 2000), Yosha (1995) and Rajan (1998) argue that
universal banks have information and knowledge advantages in the competition of

underwriting with functionally separate banks.

However, Petersen and Rajan (1995) concerned whether increased competition in the
financial services industry will destroy bank-firm relationships. They promote the
idea that market power is a necessary condition for financial intermediaries to invest
in relationships with their client firms. Without market power, banks would not be
able to extract rents generated by investment in ties with firms, and consequently
there would be little or no relationship banking. Boot and Thakor (2000) argue that an
increase in competition among banks results in more relationship lending, while an
increase in competition in financial markets result in less relationship lending. Boot
(2000) notices that the proliferation of transaction-oriented banking (trading) and
direct funding available in the financial markets has started to seriously challenge
banks’ future as relationship bankers. Yafeh and Yosha (2001) address the same
issues obtaining similar results in a different framework. Ergungor (2005) argues that

competitive pressures will lower the risk-adjusted profitability of relationship loans.

In general, the literature is very fragmented and no theory is comprehensive related to
relationship banking. Some theories such as information asymmetry, agency theory
may explain some items in relationship banking but they are not a complete theory of
relationship banking. Some arguments are even contradictory and therefore more
research is needed and an integrated theory of relationship banking is necessary. This
study investigates the factors that influence the development of relationship banking.
Furthermore, this study investigates how banks mitigate the competition by

relationship banking because this is not well discussed in the literature.
2.4 The benefits of relationship banking
Relationship banking provides benefits to both banks and corporate clients. In the

literature, banks mainly benefit from informational advantages through access to

private, firm-specific information and maximize the profitability of the customer
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relationships over time. The firms benefit mainly from better credit availability and

better terms of credit. The following sections discuss these benefits in detail.

2.4.1 The benefits of relationship banking for firms

Many studies investigate how relationship banking create value for the customers and
what benefits corporate customers gain in relationship banking. Holland (1993)
identifies 10 advantages to companies from relationship banking:
¢ Funds and services available at short notice to take advantage of opportunities
e Funds and services available at “good” prices when credit or other services are
scarce
e Funds and services available when the firm is in distress or has acute needs
e Quick reaction to corporate needs via informal channels which involve less
formal (including legal) mechanisms
¢ Breadth of supply of services especially exotic or unusual services
¢ Better than market rates for some transactions
e Privileged access to rationed (financial transaction) opportunities
¢ Banks as a major source of new ideas, new funding and services sources
e Banks as a source of new treasury ideas and financial engineering skills

o Fair pricing of innovative ideas whenever they arise.

The first benefit that firms gain from relationship banking is funds availability.
Relationship facilitates the exchange of information between the bank and the firm
and thereby help to mitigate some of the inefficiencies associated with single
transactions. The lack of information impedes a firm’s access to funds due to credit
rationing (Stiglitz and Weiss, 1981). Roosa (1951) discusses the effect of the bank-
customer relationship in the context of credit rationing. Relationship banking may be
able to overcome this through the bank’s ability to acquire the necessary information
(Petersen and Rajan, 1994). A borrower might reveal proprietary information to its
bank that it would never have disseminated to the financial markets (Bhattacharya
and Chiesa, 1995). By establishing an intense relationship with borrower, banks may
be able to reduce the extent of information asymmetries and, thus, diminish credit

constraints for borrower. Relationship lending could permit the funding of loans that
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are not profitable for the bank from a short-term perspective but may be profitable if
the relationship with the borrower lasts long enough (Boot 2000). If repeated lending
from a reputable financial institution provides credible certification and control of
managers’ actions, a credit relationship may also bolster the firm's reputation
(Degryse and Ongena, 2001) and therefore facilitate financing in the capital market
(Diamond, 1991).

Berger and Udell (2002) emphasize the link between relationship banking and credit
availability and conclude that current literature do not give us a definitive answer.
Petersen and Rajan (1994) find that a relationship with an institutional lender
increases the availability of financing to a small business. Petersen and Rajan (1995)
find that lenders tend to provide more credit to long-term relationship firms in more
concentrated banking markets., Berger and Udell (1995) suggest that large banks
supply relatively less credit to small “relationship borrowers”. Cole (1998) examines
the effect of relationships on the availability of credit and finds that lenders are more
likely to extend credit if they have a pre-existing relationship with a borrower. Shin
and Kolari (2004) suggest that the Japanese main banks have an advantage in
acquiring information about client firms and providing more relationship loans
relative to other banks. Cole, Goldberg, and White (2004) show that the large banks
(US$ 1 billion or more in assets) are more likely to approve a loan to large companies
with formal financial records. Small banks use a more discretionary approach and
rely more heavily upon appropriate information through pre-existing relationships.
Berger, Miller, Petersen, Rajan, and Stein (2002) find similar result that relationships
appear to be more important for small banks and small businesses. However, Degryse
and Van Cayseele (2000) find a negative correlation between relationship duration

and credit availability.

A special issue that needs to be mentioned is that the contribution of relationship
banking to the development of emerging industry. There are firms with very high
growth potential, often in knowledge-intensive high tech industries, which principally
access the private equity markets for early-phase financing. Because these high risk
firms generally require large injections of external funding relative to insider

financing, have little in the way of tangible assets that may be pledged as collateral,
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and are subject to significant moral hazard opportunities to change projects, they are
ill suited for bank financing and thus tend to have low levels of leverage (Carpenter
and Petersen, 2002). First the return to high-tech investment is skewed and highly
uncertain. Second, high-tech investments are difficult to evaluate and frequently
embody new knowledge, insiders will have much better information than outsiders
about the prospects of firm’s investments. Third, high-tech investments often have
limited collateral value. Venture capital is the form of equity financing that is
currently best suited in the financing of young high-tech companies (Carpenter and
Petersen, 2002). Another powerful technology available to reduce information
problems in these firms’ finance is “relationship lending.” Under relationship lending,
banks acquire information over time through contact with the firm, its owner, and its
local community on a variety of dimensions and use this information in their
decisions about the availability and terms of credit to the firm. Petersen and Rajan
(1994, 1995) find that relationship banking increased availability of funds to “young”
firms because of intertemporal smoothing of contract terms. Recent empirical
evidence provides support for the importance of a bank relationship to small
businesses in terms of both credit availability and credit terms such as loan interest

rates and collateral requirements (Berger and Udell, 2002).

The second benefit is service availability. Relationship banking entails the
development of the expertise and the infrastructure for providing value-enhancing
services to borrowers (Boot and Thakor, 2000). Because of financial deregulation
commercial banks are permitted to undertake investment-banking services, they can
continue to utilize their private information about corporate clients and provide
investment-banking services to them. In a universal banking system as adopted in
Germany and other continental European countries, banks offer a full range of
commercial and investment banking services including underwriting, holding and
trading on their own accounts, brokerage, and securities custody business. They also
sell insurance, mortgages, and investment funds usually through affiliates (Fohlin,
1999). Firms can realize cost savings from relationship banking by bundling their
purchases and dealing with a single supplier. Firms avoid the costs of seeking out and

conveying relevant information to additional intermediaries.
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The third benefit is that the firms may achieve better prices and collateral in
relationship banking. Berger and Udell (2002) argues that lenders may charge higher
rates to borrowers who are less likely to repay loans and require more collateral or
guarantees to improve the terms of the loan for the borrowers. Cole et al. (2004) find
evidence that collateralization has a positive effect on loan availability. Firms may
benefit from a long-term bank relationship to access to capital at a lower cost and/or
with less collateral. Boot and Thakor (1994) predict that, as a relationship matures,
interest rates decrease and collateral requirements decline. However, Rajan (1992),
Sharpe (1990) and Wilson (1993) predict that interest rates will increase as the
relationship lengthens since lenders subsidize the borrowers initially but will be

reimbursed with higher rates later.

The empirical studies also have different results. Bodenhorn (2003) shows that firms
with an extended relationship with a bank achieve lower credit costs. Scott and
Dunkelberg (2003) find that the incidence of collateral is negatively and significantly
related to the length of relationship. Berger and Udell (1995) show that lenders offer
firms with longer relationships lower rates and are less likely to require collateral.
Fernando, Chakraborty and Mallick, (2002) find that the credit limit extended by the
lender increases with the length of the borrower-lender relationship but when the
relationships exceed 5 years, an additional year of relationship adds no statistically
significant benefit in terms of credit limit. Petersen and Rajan (1994, 1995) find that
relationships reduce the cost of borrowing slightly but this effect is statistically
insignificant. However, Blackwell and Winters (1997) study the strength of the bank-
firm relationship show that the length of the relationship is negatively related to the
cost of credit. Degryse and Cayseele (2000), Elsas et al. (2004) report that the breadth
of the relationship, as a measure of strength, is negatively related to the cost of credit.
Elsas and Krahnen (2002) find that in the house bank context relationship banks
actually require more collateral than normal banks. Degryse and van Cayseele (2000),
Machauer and Weber (1998) find that the probability of pledging collateral increases
if the bank is considered as a main bank. Degryse and Cayseele (2000) show that
there is a positive correlation between relationship duration and loan interest rate but
the scope of the relationship is negatively related to the interest rate. Moreover, they

document that relationship scope is a stronger determinant of relationship strength
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than duration, in terms of the cost of credit. Berger and Udell (1995) find that large
banks charge lower loan rates and require less collateral than do small banks. Small
banks that rely more on relationships charge high loan rates and require more

collateral because small banks lend heavily to small firms with high risk.

The fourth benefit to firms is that relationship banking leaves room for flexibility of
lending contracts (Schmeits, 1999) and thereby enables implicit long-term contracting
(von Thadden, 1995). Bank loans are generally easier to renegotiate than bond issues
or other public capital market funding vehicles (Berlin and Mester 1992, Dennis and
Mullineaux 1999). A credit relationship may foster ex-ante flexibility in writing loan
contracts and allow a firm to fulfill its more complex and non-standard credit needs
(Boot and Thakor, 1994; von Thadden, 1995). When firms experience difficulties to
meet the contracted loan payments, relationship banks may reschedule capital
payments through for example overdraft facilities and the possibility of renegotiation
and even new lending (Chemmanur and Fulghieri, 1994). Having a long-term
relationship with the firm, the bank may have the ability to exert control over the

management of firm assets, which may induce managers to take optimal decisions
(Rajan, 1992).

The fifth benefit is that firms receive financial support when they are under financial
distress (Hoshi, Kashyap and Scharfstein 1990; Edwards and Fischer, 1994). Perhaps
the most important benefit from the corporate customer’s viewpoint is the bank’s
implicit commitment to provide ongoing credit and assistance. In effect, this
commitment is an insurance policy, assuring the customer of access to credit during
periods of restricted availability or financial distress (Moriarty et al, 1983). In a
recession, firms may prefer to solve their expected financial problems privately in a
credit relationship, rather than damaging their reputation on the financial markets.
Bodenhorn (2003) shows that firms with an extended relationship with a bank have
loan terms renegotiated during a credit crunch. Hoshi et al. (1990) observe that
relationships bank takes on a crisis intervention role and try to rescue the distressed
firm. Miwa and Ramseyer (2003) investigated the Japanese main bank system figures
and found that the main bank rescued the firm if it fell into financial distress. Using a

special database of credit bureau micro-information covering the pervasive financial
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crisis in Korea experienced during 1997-1998, Ferri et al. (2001) provided substantive
evidence that relationship banking does increase credit availability for SMEs and
such role is even more important during financial crises. Elsas and Krahanan (1998)
find the German house banks do provide liquidity insurance in situations of
unexpected deterioration of borrower ratings. Rajan and Zingales (1998) and Petersen
and Rajan (1995) mention that relationship banks offers an implicit agreement to

provide below-market financing when their corporate customers get into trouble.

2.4.2 The benefits of relationship banking for banks

While a number of theoretical and empirical studies have documented benefits of
relationship banking to firms, not much is known about benefits for banks (Bharath,
Dahiya, Saunders and Srinivasan, 2004). In the literature, information and knowledge
advantages are the main benefits of relationship banking to the banks (Boot, 2000). A
firm might reveal proprietary information to its bank that it would never have
disseminated to the financial markets (Bhattacharya and Chiesa, 1995). Conceptually,
relationship banking is based on private information. Transactional banking, on the
other hand, is considered as “arms length” financing and based on public information.
The role of private, firm-specific information is one of the key issues behind

relationship banking.

Relationship banking facilitates a continuous flow of information between firms and
banks and gives access to private information that tends to remains confidential.
Relationship banking has advantages in gathering/producing information about their
clients. There are economies of scale: the cost of information gathering/production is
reduced by learning through repeated transactions (Nam, 2004). Moreover, there may
be economies of scope: banks can utilize the information obtained through a number

of products and services (Petersen and Rajan, 1994).

Relationship banking provides other benefits for banks include controlling costs,
increased profitability and stable growth (Kalwani and Narakesari, 1995). Banks may
improve profitability by reserving relationship lending for loan for large size
(Stanton, 2002). Kotler and Armstrong (1999) suggest that banks can obtain higher
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sales and earn greater returns from maintaining long-term relationships. Noordewier
et al. (1990) indicate that relationship banking increase the performance outcomes.
Moreover, Ricard and Perrien (1999) found that relationship practices have a direct
impact on customer loyalty. Relationships between banks and borrowers also may
have positive effects on the reputations of the bank because of the increases in
lending and underwriting market share (Colgate and Lang, 2001). Ferri, Kang and
Kim (2001), Hoshi and Patrick (2000) propose that relationship banking reduces
monitoring costs, decreases loss from debt failure, and mitigates conflicts of interest

between the bank and shareholders through the holding of corporate shares.

Moreover, Nam (2004) argues that relationship lenders have a higher probability of
selling future information-sensitive products (e.g. loans, security underwriting, etc.)
to its borrowers compared to a non-relationship lender. Drucker and Puri (2004) and
Yasuda (2005) show that past lending relationships facilitate the banks to win future
investment banking business such as public debt underwriting. Kanatas and Qi (2003)
predict in their model that the benefits of scope economies that arise when a single
institution offers both lending and underwriting services to same customers. Further
benefits of relationship banking are that the relationship banks may charge higher
prices for loans (Rajan, 1992; Sharpe, 1990). However, Sharpe (1990) argues that
banks may not charge higher rates in order to build their reputation as “non-

exploiting” lenders and attract future borrowers.

2.5 The cost of relationship banking

However, the literature also suggests that there are costs associated with relationship
banking. Sharpe (1990), Rajan (1992) and Boot (2000) notice the so-called “hold-up
problem” and “soft budget constraint” associated to relationship banking. The
relationship bank has confidential information about the client firm and this
information monopoly may allow the bank to charge ex post high loan interest rates.
The client firms have switching costs, as the substitution of the relationship bank is a
time consuming and resource consuming process. Moreover, the relationship bank
may not be able to deny additional credit to a customer firm as in the past it has

already loaned money to a firm may well decide to extend further credit to the same
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borrower in the hope of recovering the previous loans. Furthermore, the borrowers
can be induced to exert insufficient efforts in preventing a bad outcome from

happening when they realize that they can easily renegotiate their contract ex post.

The literature shows that the extent to that bank can exploit an information monopoly
is unclear (Farinha and Santos, 2001; Ongena and Smith, 2001). Weinstein and Yafeh
(1998) find that Japanese banks extract rents by charging relatively high interest rates
to firms with which they have a close relationship. Degryse and van Cayseele (2000)
find hold-up problems that bank does not transfer mutual benefits to the firm. Nam
(2004) tests if relationship lending is associated with higher prices of future loans and
services. His results show that relationship loans carry lower costs and equity-
underwriting fees are lower for IPOs. However, he finds that fees for debt
underwriting are higher for relationship borrowers. Angelini, Di Salvo, and Ferri
(1998) find that at Italian banks loan rates tend to increase with the length of
relationship. Degryse and Van Cayseele (2000) find that the loan rate increases with
the length of the relationship but loan rates decline with the scope of the relationship
and the scope effect outweighs the duration effect. The relationship bank rescues the
distressed firm (Hoshi et al., 1990; Miwa and Ramseyer, 2003), or renegotiates the
loan term during a credit crunch (Bodenhorn, 2003), which implies the existence of

soft-budget constraint.

Sharpe (1990) proposes that the bank’s monopoly power can be mitigated by the
bank’s desire to acquire a reputation for refraining from extracting monopoly holdup
rents. Another solution to the holdup problem is that a firm establishes more than one
inside bank relationships and thus have the banks compete away the monopoly rents
(Rajan, 1992; von Thadden, 1998). But this may reduce relationship benefits such as
the availability of credit for the firm (Petersen and Rajan, 1995).

In conclusion, the literature is very fragmented in terms of the benefits of relationship
banking for banks and corporate customers and the empirical findings are
inconclusive. No complete study has been done to systematically investigate the
outcomes of relationship banking. In particular, except the overall information

advantages, the existing work falls short in that it has not identified the precise
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benefits of relationship banking for banks (Boot, 2000). Therefore this study
investigates how banks and corporate customers get benefits from relationship
banking (QS5) from banks’ point of view by interviewing bank relationship

managers?

2.6 Measuring the strength of banking relationship

The literature suggests that stronger relationships may overcome or at least decrease
the problems caused by informational asymmetries, such as adverse selection and
moral hazard. Therefore many studies try to measure the strength of the bank-firm
relationship. Moreover, some empirical studies have tried to link the strength of a
bank-corporate relationship and the added value of relationship banking. The
following section reviews the literature of measuring the strength of bank

relationships in terms of the duration, scope, intensity, and number.

2.6.1 The Duration of relationships

Typically, the strength is measured by the duration of the bank-corporate relationship.
The duration is important because information is accumulated and sharpened through
repeated interactions. Moreover, commitment and reputation are also built and
verified over time. Risk-sharing and other compensatory pricing practices often take
place over the cycles of firm growth and profitability (Nam, 2004). The measure of
duration has generally been criticized because the duration indicates only the length
of the relationship and does not measure strength in terms of the intensity of the

relationship (Elsas and Krahnen 1998, for instance).

Some studies investigate the length of bank-corporate relationship in different areas.
Elsas and Krahnen (1998) estimate the mean duration of a bank relationship in their
sample of German companies to be 20 years, while in Horiuchi, Packer and Fukuda
(1988), the estimate for Japanese firms is between 21 and 30 years. The estimates
from Norway and Sweden are of the same order of magnitude. In contrast, most of
the US estimates of duration are less than ten years. Cole (1998), for example, finds

the mean duration of US firms in his sample to be seven years. Nevertheless, Harhoff
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and Korting (1998) report the average duration of a bank relationship to be around
twelve years, an estimate from the US data. Berger and Udell (1998) use the 1993
National Survey of Small Business Finance (NSSBF) to indicate that the average
length of relationship between small business firms and commercial banks is 7.77
years. Using the same survey data, Cole, Goldberg, and White (2004) find that the
average length of relationship with the bank to which the firm applied for credit was
7.80 years. The inconsistence may be due to the data vary greatly according to the
characteristics of the sample firms and by how duration is estimated (Ongena and
Smith, 1998). These findings are consistent with the idea that Japan and continental
European countries tend to be bank-dominated economies, where relationship-based

financing plays a dominant role (Cable, 1985; Aoki and Patrick, 1994).

The determinants of bank relationship duration include the size, age and other
characters of the firms (Ongena and Smith, 1998). Moreover, the long-standing bank
relationships are more likely to be terminated than shorter relationships (Greenbaum
et al., 1989), which also imply that the value to the bank of a relationship decreases as
the relationship lengthens. Ongena and Smith (1998) report that bank relationships
tend to be shorter for small, young, and relatively high-leveraged firms and suggest
that those firms most in need of bank financing maintain relationships for relatively
shorter periods of time. Furthermore, Ongena and Smith (1998) report that firms that
maintain multiple simultaneous bank relationships end a given bank relationship

sooner than a firm with one bank relationship.

Some studies link the duration of bank-corporate relationships to some relationship
benefits. According to theoretical studies, the duration of the relationship can be
either positively (Boot and Thakor 1994) or negatively (Greenbaum, Kanatas and
Venezia, 1989; Sharpe, 1990; Wilson, 1993) related to the cost of credit. Boot (2000)
asserts that contract terms improve over the length of the relationship with interest
rates and collateral requirements falling, Berger and Udell (1995) and Bodenhorn
(2003) find that duration does appear to positively influence the availability of bank
credit to customers. From a sample of nearly 18,000 loans from one Belgian bank,
Degryse and Van Cayseele (2000) document a positive relation between relationship

length and contract interest rate. Cole (1998) uses surveys to show that credit
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availability increases in the length of the relationship over its first year, but does not
increase thereafter. In addition, firms in longer bank relationships are less likely to
pledge collateral against the loan. Blackwell and Winters (1997) also find in a sample
of small firm loan contracts from 6 U.S. banks that longer relationships lead to lower

monitoring frequency, and lower cost of credit.

However, Elsas and Krahnen (1998), drawing from credit file data from large German
"house" banks and Harhoff and Kérting (1998), using data from a survey of German
firms, find no significant impact of duration on cost of credit. Angelini, Di Salvo and
Ferri (1998) obtain similar results using a small firm survey from Italy. Degryse and
Van Cayseele (2000) are unable to uncover a relation between duration and the
probability of pledging collateral in Belgian firms. Cole et al. (2004) also find no
significant relationship between length of relationship and the probability of loan
approval for all banks, large banks, and small banks. Interestingly, in the European
context, Degryse and Van Cayseele (2000) find the opposite: contract terms

deteriorate with longer duration of the relationship.

2.6.2 The scope of relationships

The strength of a bank relationship may also be measured by its scope at one point in
time. Scope is defined in terms of the breadth of services offered by the bank and
utilized by the firm (Ongena and Smith, 1998). In addition to lending, relationship
banking include deposit and investment activities, check clearing, cash management
and currency exchange services. It also includes investment banking, brokerage,
insurance and other financial services. By providing these financial products and
services, the bank can draw an adequate and reliable picture of the firm's operational
and financial activities, which may assist in deciding on the firm's current or future
loan applications (Rajan, 1998). It also provides the bank with additional contracting
flexibility and allows the bank to set pricing policies across different services because
the fixed cost of producing information about a firm can be spread over multiple

products and services (Ongena and Smith, 1998).
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The empirical studies of relationship scope find that the availability of credit to the
firm if the relationship between the firm and bank includes a broader or more
informative use of the financial services offered by the bank (Berlin and Mester,
1998; Cole 1998). Moreover, the loan rate decreases as the scope dimension offers a
deeper understanding of the essence of the bank-firm relationship (Cole, 1998; Scott
and Dunkelberg, 1999; Degryse and van Cayseele, 2000). In his survey of managers
at top commercial banks, Hodgman (1963) finds that managers consider the quality of
a deposit relationship to be the most important criterion in deciding whether or not to
extend a loan. Petersen and Rajan (1994) control for whether a firm maintains
deposits or purchases other non-lending services from its bank interest cost and credit
availability. They are unable to uncover a relation between the scope variables and
contracted interest costs, but do find that firms that purchase other services from the
bank are less credit constrained. Berlin and Mester (1998) present results to suggest
that banks with strong market power in deposits are more accommodative with
lending. Banks holding a large proportion of a region's core deposits maintain loan
contracts that are less sensitive to economic fluctuations. Degryse and Van Cayseele
(2000) find that the purchase of other information-sensitive services from a bank
lowers the interest rate charged to the customer and Angelini et al. (1998) find that
members of cooperative (mutual) banks obtain easier access to credit at lower interest

rates than non-members.

2.6.3 The distance of relationships

Some studies investigate the physical distance between banks and client firms as a
dimension of the strength of bank-corporate relationships. The distance may be an
important factor in bank-corporate relationships because the collection of soft
information usually requires contact between banks and client firms. The
communicating is facilitated by geographic proximity. The geographically close
banks would incur lower costs in gathering the required information, and therefore
firms would likely receive better terms on loans when they are in close proximity to
the bank (Elyasiani and Goldberg, 2004). However, the development of
communication and information technology makes the distance of relationships less

important than before.
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Several studies examine whether distance between lender and borrower has been
changing over time. Petersen and Rajan (2002) find that distance has increased.
Berger et al. (2002) explain their finding that older firms are located closer to their
banks because when they started their relationship little hard public information was
available about them. Petersen and Rajan (2002), Degryse and Ongena (2005)
document that the distance between the lender and borrower has increased in recent
years and communication between them has become more impersonal. Petersen and
Rajan (2002) analyze whether this impersonal communication can be explained by
the distance between the lender and the borrower. Their results do not support this

argument,

However, in a study of a large Belgian bank, Degryse and Ongena (2005) find that
distance did not increase from 1975 to 1997. Brevoort and Hannan (2004) find for
local borrowers in the US that there has been no discernable increase in distance
between lenders and borrowers. The changes in technology that could give rise to

increasing distances appear to have been adopted only by a small group of banks.

Some theoretical models are developed to analyze the distance of bank-corporate
relationships and link it to funds availability and loan prices. Grossman and Shapiro
(1984) propose that customers buy a product from a particular seller upon becoming
informed of its location through advertising. The advertising itself is not localized.
The sales price in their model exceeds the full information price, by the magnitude of
the transportation cost, as informational differentiation lowers the elasticity of
demand. In addition, consumers in their model, as they are unaware of all sellers, do
not necessarily patronize the closest one. Ellichausen and Wolken (1990) document
that small- and medium-sized firms in the United States are influenced by other
characteristics of the branches (convenience and hours of operation), banks
(reputation, quality, and reliability), and relationships (personal or long-term) when
choosing a particular bank. Hence, firms may not visit the closest bank branch when
another bank’s loan product exhibits other, more preferred characteristics (Pinkse,
Slade, and Brett, 2002). And once borrowers have experienced a good match and

have observed the high quality of the services provided by their current bank, they
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switch to another bank only when it offers a considerably lower price (Tirole, 1988).
Bester and Petrakis (1995) model the advertising of lower price offers. In the absence
of advertising, customers are only informed about local prices. In addition, producers
advertise lower prices to attract customers from more distant locations. Hence, more
distant informed customers are observed to receive lower prices. Hauswald and
Marquez (2003) develop a model in which the precision of the signal about a
borrower’s quality received by a bank decreases with distance. Because banks receive
more precise signals about close borrowers, the informed relationship bank can
charge higher interest rates to closer borrowers. Therefore there is a negative
(positive) relationship between the loan rate and the distance between the borrower
and the relationship bank. Petersen and Rajan (1995) also argue that banks located
closer to borrowing firms enjoy significantly lower transportation and monitoring
costs, to such an extent that if other banks are relatively far, close banks have

considerable market power.

Some empirical studies investigate the correlation between the distance of
relationships and funds availability and contract terms. Degryse and Ongena (2005)
find that credit availability for distant firms has increased over time. Furthermore,
they find that loan rates and distance between the firm and the lending bank are
negatively related. Cole et al. (2004) find that distance is not related to the loan
approval decision. Degryse and Ongena (2005) investigate 15,000 loans at a bank in
Belgium and find that loan rates decrease as distance between lender and borrower
increases. Brevoort and Hannan (2004) empirically estimate the relationship between
distance and commercial lending and find that distance is negatively associated with
the likelihood of a local commercial loan being made. They find no evidence that
distance is becoming less important in the United States in recent years. In fact, the
bulk of the evidence suggests that distance may be of increasing importance in loca!

market lending.

2.6.4 The intensity of relationships

In the literature, the intensity is another dimension to measure the strength of bank-

corporate relationships. The relationships between banks and corporate customers
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maybe more intensive if the communication between a bank and corporate customer
extend beyond banking activities such as the banks hold shares or appoint directors in
the board of client firms or they cross hold equities or share board numbers. Lewis
(1996) argues that a bank can exert direct, ownership type control over a firm by
participating in an external supervisory role or by holding voting equity in the firm.
The literature places particular emphasis on the so-called "main" banks in Japan and
"house" banks in Germany. A Japanese main bank provides debt financing to the
firm, owns some of its equity, and may even place bank executives in top
management positions (Hoshi, Kashyap and Scharfstein, 1990). A German house
bank is defined as the premier lender of a firm, being equipped with more relevant
and, more timely information than any normal, non-house bank (Elsas and Krahnen,
1998). Moreover, Van Ees and Garretsen (1994) find that about half of their sample
firms in Netherlands between 1984 and 1990 share board members with their banks.
Angelini et al (1998) document that Italian local cooperative banks have cooperative
ownership in some firms. Bergléf and Sjogren (1995) find that Swedish banks
indirectly own part of the firms and maintain interlocking directorates. Overall, banks
are often conjectured to play a much less dominant role in corporate finance in the
US, Canada, and UK, than in Continental Europe and Japan (Ongena and Smith,
1998).

A growing literature discuses the merits and drawbacks of intensified bank-corporate
relationships (Macey and Miller, 1995). The winter 1997 issue of the Journal of
Applied Corporate Finance reviews recent published debates on the subject. Kracaw
and Zenner (1998) argue that this provides an extra mechanism for the bank to
facilitate information transfer and control managerial decision-making. This degree of
control may enhance the benefits of the relationship by, for example, strengthening a
bank's commitment to be accommodative during difficult financial times, but may
also accentuate a bank's monopoly power over the firm. In addition, this alleviates
potential conflicts of interest between creditors and equity holders and the associated
problems of asset substitution, and under- or over-investment (Jensen and Meckling,
1976; Myers, 1977). However, Morck and Shivdasani (2000) propose some problems
from these intensified relationships. First, if the client firms of a shareholder-bank

face smaller credit constraints, these soft-budget constraints can lead to investment
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inefficiency. Second, the shareholder bank might use its stronger voice to distort
corporate decisions to protect its own interests as a creditor (by discouraging risky but
firm-value-increasing projects). This is a result of the fact that banks’ equity stakes in
client firms are usually much smaller than their stakes as creditors. Finally, a
shareholder-bank’s power over its client firms can lead to the extraction of increased

rents.

Some empirical studies provide evidences both for the benefits and problems of
holding firm shares and keeping positions in the board. Gorton and Schmid (1996)
find the positive impact of equity-holding banks on the performance of Germans
firms. Elsas and Krahnen (1998) compare the contract terms and credit availability of
house banks versus normal banks in Germany. They find that house banks provide
flexible conditions to customers. Fukuda and Hirota, (1996) find that Japanese main
bank relationships reduce debt capacity constraints. Flath (1993) finds that Japanese
firms with a main bank receive more loans, less collateral, have greater prospects of
growth and spend more on research and development. Lichtenberg and Pushner
(1994) find that the block holding of corporate equity shares by financial institutions
is associated with better corporate performance. Prowse (1995) also finds that banks’
shareholdings are significantly correlated with their lending to the firm especially for
firms operating in relatively risky environments. This complementarity between
equity and debt holding by banks can be interpreted as a result of banks’ attempts to

protect their position as lenders, or the result of mitigated agency problems.

However, according to a survey on cross-shareholding with financial institutions
conducted on Japanese exchange-listed companies, few firms regard the cross-
shareholdings as beneficial in terms of financing (lower borrowing interest rates or
increased availability), but most expect support during financial distress and believe
the cross-shareholding will be continued in the future (Wakasugi, Omura, and
Miyashita, 1994). Kracaw and Zenner (1998) indicate that firms have suffered from
the increased control that the bank has attained. Weinstein and Yafeh (1998) report
that Japanese firms with main bank relationships face higher interest charges and
experience slower growth rates than non-main bank firms. Nitta (2000) finds stable

shareholdings, especially those by banks and cross-shareholdings with non-financial
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companies, have a negative influence on corporate performance. Kracaw and Zenner
(1998) examine the US stock price reactions to banks loans and find that lower price
reactions at the announcement of an interlocked bank loan. They interpret their results

as implying that strong board interlocks intensify hold up problems.

2.6.5 The number of banking relationships

In the relationship banking literature, many studies investigate the number of banking
relationships of firms. Borrowing from a single lender, or loan concentration, is
considered to represent a strong relationship compared with multiple banking
relationships. Because the level of mutual commitment is high and the scope of the
relationship is also likely to be large in a single bank relationship (Rheinbaben and
Ruckes, 2004). Therefore the number of banking relationship may be another

dimension to measure the strength of bank-corporate relationships.

Some scholars explain the existence of single bank relationships and multiple bank
relationships. A single bank relationship arises as the optimal mechanism for
channelling loans from investors to firms when costly information asymmetries exist
between the investors and project insiders (Diamond, 1984). In the presence of hold-
up costs, one bank relationship may no longer be optimal. When a firm maintains
multiple bank relationships, it can improve the terms of its financial contracts by
forcing banks to compete. By inviting competition from other banks, a firm can
reduce the possibility for its incumbent bank to extract monopoly rents. Detragiache
et al. (2000) argue that the optimal choice of number of bank relationships is shown
to be a function of the fragility of a country's banking system and the efficiency of its
bankruptcy process. In a country with a fluctuated economy, firms have an incentive
to insure themselves against a bank loss by investing in more than one bank

relationship.

Some empirical studies investigate the average number of bank relationships across
different countries. For the 20 European countries, Ongena and Smith (1998) find
large variation across data sets although multiple-bank relationships are a common

feature to nearly all of the data sets. Firms in the UK, Norway and Sweden maintain
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relatively few bank relationships - less than three on average -while firms in Italy,
Portugal, Belgium and Spain maintain on average ten or more bank relationships.
Moreover, Small firms tend to maintain fewer bank relationships than studies large
firms. Detragiache, Garella, and Guiso (2000) show that Firms in Italy have greater
number of relationships with banks as compared to the United States. Farinha and
Santos (2000) show that the majority of firms borrow for the first time from a single
bank, but soon afterwards some of them start borrowing from several banks. Firms
with more growth opportunities and more bank debt and less liquidity are more likely
to initiate multiple relationships. Firms with poor performance, too, are more likely to
initiate multiple relationships. Rheinbaben and Ruckes (2004) argue that it is optimal
to have a substantial number of creditors to induce competition among them. In
addition, the highly rated companies tend to deal with many creditors and disclose
little private information. A firm whose initial credit rating is low must disclose a
substantial amount of private information and has small or single number of creditors

to protect information leakage.

The literature covers a debate on the number of bank relationships. Some studies hold
that single bank relationships are more beneficial to the firms. A single-bank
relationship has the benefits of reducing information costs (Diamond, 1984), reducing
borrowing costs, and avoiding the leakage of private information (Padilla and Pagano,
1997). Diamond argues that a single bank is enough to resolve the problem of
information asymmetries. Multiple-bank relationships would merely serve the same
function, but make it less effective or more costly. Fork, Chang and Lee (2004) argue
that the free-rider problem is lower in the case of a single creditor rather than multiple
creditors. A single creditor has a stronger incentive to monitor its borrowers and thus
exert a positive impact on the firm’s performance. These merits of a single-bank
relationship suggest a negative relationship between the number of bank relationships

and firm performance (Fork, Chang and Lee, 2004).

Some empirical studies provide evidence to support that single bank relationships are
better than multiple relationships. Degryse and Ongena (2001) analyse all Norwegian
publicly listed firms for the period 1979-1995, they find that firms with a bilateral

relationship are more profitable. Firms that are more profitable more often maintain a

40



bilateral relationship. Petersen and Rajan (1995) show that borrowing from banks
with large market power facilitates inter-temporal sharing of rent surplus and hence
increases the value of a single relationship, which is crucial for smaller or younger
firms. Ongena and Smith (1998) show that firms with multiple-bank relationships end
a bank relationship sooner than single-bank firms, suggesting that a given bank
relationship is less valuable to multiple-bank firms. Houston and James (1999) show
that the desirability of multiple bank relationships crucially depends on funding
needs. In the case of more modest funding needs, single bank firms are less cash
flow constrained than firms with multiple bank relations are. Cole (1998) finds
multiple-bank firms are denied credit more frequently than single-bank firms and
Harhoff and Kérting (1998) documents lower availability of credit to multiple-bank

firms.

However, some studies find that single bank relationships have negative influence on
the firms. Rajan (1992) and von Thadden (1998) claim, a single bank may have
monopoly power over information about the borrowing firm and exploit the firm. The
information lock-in problem and resulting holdup costs. Houston and James (1999)
find that single-bank firms are more sensitive to investment cash flow constraints,
hold larger stocks of liquid assets and pay lower dividends. They conclude that
single-bank firms are more credit constrained than multiple-bank firms. Houston and
James (1996) demonstrate that, for their sample, a single-bank firm's reliance on bank
debt is negatively correlated with future growth potential, while the relation between
bank debt level and growth for multiple-bank firms is positive. Houston and James
(1999) examine a sample of 250 publicly traded firms and find out that publicly
traded firms that rely on a single bank are significantly more cash flow constrained
than firms that maintain multiple bank relationships or have access to public debt

markets.

Some studies try to explain the existence and discuss the benefits of maintaining
multiple bank relationships. Ongena and Smith (2001) present that the competing
bank relationships reduce the market power of any one bank, making long-term
relationship more valuable. Degryse and Ongena (2005) explain the existence of

multiple banks that the inability to communicate information or coordinate actions
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across banks can be beneficial in inducing optimal behavior on behalf of firm
managers. Specifically, decentralized economies prevent commitment to sink
financing into long-term projects, because dispersed banks with limited capital do not
communicate or coordinate bargaining with each other. Multiple bank relationships
may be beneficial if there exists an exogenous chance that a firm will lose a valuable
bank relationship, firms may invest in establishing multiple bank relationships to
"diversify" the risk of losing its connection to a bank (Detragiache, Garella and
Guiso, 1997). Bolton and Scharfstein (1996) argue that borrowing from multiple
lenders decreases the incentive for a firm manager to strategically default since the
manager must coordinate a restructuring plan with multiple claimants. Bolton and
Scharfstein (1996) also predict that multiple bank relationships decrease the default
risk of the firm. The lack of coordination between bankers may lead firm managers to
diversify the opinions among banks (Dewatripont and Maskin, 1995). Moreover, the
use of multiple lenders may be desirable for borrowers because the removal of credit
from the firm’s only lender may provide a negative signal to the market (Berger and
Udell, 1998).

However, many studies propose the drawbacks of multiple bank relationships.
Ongena and Smith (2000) argue that multiple bank relationships may deteriorate the
availability of credit. The existence of multiple lenders increases price and reduces
the availability of credit (Petersen and Rajan, 1994). The explanation is that, since
each of the banks that a borrower has relationships with is able to obtain less
proprietary information, the value of information acquisition is reduced for each bank
and the bank does not have strong incentives to offer better loan term to borrower.
Thakor (1996) provides a formal theory that the presence of multiple lenders causes
“too much” competition ex post that can discourage lending to young firms (Petersen
and Rajan, 1994). Cole et al. (2004) propose the hypothesis that banks prefer to be the
sole source of financial services, and that this is more important for large banks that
can provide more services. Bolton and Scharfstein (1996) argue that borrowing from
multiple sources increases the cost of negotiation when a firm requires project
refinancing. Since maintaining relationship with heterogeneous borrowers is difficult
and costly, Hauswald and Marquez (2000) argue that banks facing retrenching

decisions that leads to sector specialization with rising competitive pressures. An
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increase in the number of banks may aggravate an adverse selection problem by
enabling lower-quality borrowers to obtain financing, resulting in moral hazard and
credit rationing (Petersen and Rajan, 1995) or a higher interest rate (Broecker, 1990).
Thakor (1996) has introduced a model to examine the effect of multiple relationships.
According to the model, the existence of multiple relationships reduces the value of

information acquisition by any one bank.

Some empirical studies provide evidences that multiple bank relationships have
drawbacks. Cole (1998) and Harhoff and Korting (1998) find that multiple-bank
firms actually have less access to credit than single-bank firms. Petersen and Rajan
(1994) find those firms that maintain multiple-bank relationships face higher interest
payments and are more credit constrained than single-bank firms are. Angelini, Di
Salvo, and Ferri (1998) report a negative effect of the number of bank relationships
for a sample of Italian firms. Foglia, Laviola and Reedtz (1998) show that multiple
banking relationships are associated with a higher riskiness of the borrowers. When a
large number of lenders are involved, monitoring of the borrowers tend to be weaker
and encourage fragility in the firms’ balance sheets. Weinstein and Yafeh (1998) in a
study of performance of main bank clients and independent firms in Japan documem
that main bank clients are less profitable and slower growing than independent firms.
Cole et al. (2004) examine the effect of the number of bank relationships on the
likelihood of loan approval. The effect of multiple relationships is negative and
significant for all banks and for large banks. It is negative but not statistically

significant for small banks.

2.6.6 The value of bank-corporate relationships

Some scholars try to calculate the value of bank-corporate relationships. Holland
(1994) proposes the Net Present Value of the relationships from the perspective of
both banks and firms. He explains the procedure in detail. Firstly, the firm or the bank
can assess the costs and benefits of relationships over time. Secondly, by analogy
with the investment decision and the net present value model, both parties can
discount the net benefits to arrive at a Net Present Value of the relationships. The

discount rate can be arrived by considering the riskiness of the net stream of benefits
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over time. The riskier the net benefits stream, the higher the discount rate and the

lower the value placed on the close relationship (Holland, 1993).

However, there could be some difficulties to employ this method. First, some
important benefits and costs of relationship banking are non-monetary factors. For
example, the managers in the firm and bank could be happy with a trust-based
personal relationship. Second, it is hard to separate the effect of relationship from
some other factors such as innovation, advance in technology, on the net stream of
benefits. Although Holland (1993) proposes that the value of relationship could be
calculated by considering the reduction (if any) in net income and increased
variability in income caused by moving from close banking relationships to
transactions relations and the associated release (if any) of scarce management time

and effort.

Some studies identify the value of bank-corporate relationships by investigating the
change of market value of firms and banks involved in close relationships. In the
early work of James (1987) and Lummer and McConnell (1989), the focus was on the
announcement effect of bank loan agreements on stock prices. In general, this
literature shows that there is a positive announcement effect. This announcement
effect strongly suggests that banks play a special role and points at a benefit of
relationship banking. Similarly, Slovin et al. (1988) show that the announcement of a
commercial paper issue has a significantly positive stock price impact only if backed
by a stand-by letter of credit from a bank. Hori and Takahashi (2001) evaluate the
economic value of Japanese relationship by investigating the stock price reaction
against large-scale bank failures in Japan. Their finding seems to roughly support the
hypothesis that the Japanese bank relationships has an economic value and main bank
failure may cause client firms to incur a large economic loss. Using a large sample of
exogenous events that negative affect Korean banks during the 1997-1998 period,
Bace et al (2002) show that adverse shocks to banks have a negative effect not only on
the value of the bank themselves but also on the value of their client. Djankov et al.
(2000) examine the valuation effect of a bank’s insolvency on client firms, using a
sample of 31 insolvent banks in Indonesia, Korea, and Thailand during 1998-99.

They find that for entire sample, the announcement of a bank closure leads to
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negative abnormal performance of related firms. Their finding suggests that the

continuity of the banking relationship add value to a firm.

However, some other studies provide different results. Ongena et al. (2000) measure
the impact of bank distress announcements on the stock prices of firms maintaining a
relationship with a distressed bank, using the near collapse of the Norwegian banking
system during the 1988-1991 period. They find that the aggregate impact of bank
distress on listed firms is small and statistically insignificant. Schenone (2004)
investigates the effects of pre-IPO banking relationships on a firm's IPO. The results
show that firms with a pre-IPO banking relationship with a prospective underwriter
face about 17% lower underpricing than firms without such banking relationships.
Limpaphayom and Polwitoon, (2004) examines the relation between bank relations
and market performance in Thailand. They find there is a negative relation between
lending relationships and market performance indicating that bank lending may not
always be consistent with value maximization and bank relationships are not always

beneficial to the firm.

There could be some problems in utilizing stock market response to identify the value
of bank-corporate relationships. First, this method assumes that the stock market is
efficient and correctly reflects the change of firm value. Second, it is hard to separate
the influence of bank-corporate relationship and other factors. Third, the stock market
shows the change or the trend of the value of relationships instead of an absolute

figure.

The literature is very fragmented in measuring relationship banking. None of these
methods are complete to measure bank-corporate relationships and relationship
banking performance. This dissertation conducts research to investigate how banks
measure relationship-banking performance (Q4)?

2.7 Conclusion

This chapter reviewed the literature in relationship banking including the role of bank

in financial market and bank-corporate relationship in corporate banking. The
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concepts of bank-corporate relationship were discussed but the nature of bank-
corporate relationship and the relationship banking process are missing in the
literature. Relationship banking is a growing area of research (Elyasiani and
Goldberg, 2004). However, the term relationship banking is not rigorously defined in
the literature (Freixas, 2005). There are misunderstandings of relationship banking.
For instance, Boot’s (2000) definition implies that relationship banking is an
investment to obtain customer information. This may cause a misunderstanding that
relationship banking is only about making investment in customer information
management. Freixas (2005) documents relationship banking as relationship lending
and Elsas (2005) considers relationship banking as a long-term implicit contract
between a bank and its debtor. These studies revealed that the relationship banking is

understood improperly or incompletely.

In practice, relationship banking is a strategic choice of banks to do business with
corporate customers (Cameron, 2003). Relationship banking is employed as a
business strategy to gain competitive advantages (Ferri and Messori, 2000). However,
how banks or financial institutions utilize a relationship-banking strategy to create

competitive advantage has not been systematically researched (Pezzetti, 2004).

The benefits of relationship banking are not systematically discussed in the literature.
In particular, the benefits of relationship banking for banks were not well explored. It
is necessary to investigate the benefits of relationship banking for both banks and
corporate customers. This study more focuses on bank side and therefore the bank

relationship managers are interviewed.

This chapter also reviewed the measurements of the bank-corporate relationship and
relationship banking performance. However, existing work falls short in that 1t has
not measured the precise sources of the added value of relationship banking (Boot,
2000). Moreover, in practice, the proposed theoretical methods were not widely
employed. For example, it is hard to calculate the lifetime value (LTV) of a customer
because the duration of the relationship and the accurate income from the customer

are not easy to predict.
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The high level abstract theories such as information asymmetry and agency theory
can explain some items of relationship banking but they are not comprehensive and
relative to relationship banking. Sometimes there may be conflicts in ideas. For
example both banks and companies need relationship banking to overcome agency
problems, however, trust-based long-term relationships are impossible to be
established because of agency problems. Therefore a grounded theory is needed to
understand the phenomenon in an integrated manner. A grounded theory has own
theoretical categories, key variables and causal links between these theoretical
elements, and provides “saturated” explanation of themes embedded in grounded
phenomena. Grounded theory can act as intermediary between “high” theory and
phenomena and provides an overall map of relationship banking linking all these
themes together. Moreover grounded theory can be used to identify new ‘high’
theory, new empirical literature, for example organisational theory, strategy and
marketing literature, to explain the phenomena. Grounded theory can be seen as a

way of linking and integrating wider literature relevant to relationship banking.

In general, much research is needed in the area of relationship banking. There are
many unanswered questions and there are contradictory answers to many of the
questions already addressed. There are limitations in explaining the phenomenon by
employing conventional banking theories. Therefore an in-depth study is necessary to
explore this phenomenon to get a better understanding of relationship banking.
Furthermore, a grounded theory of relationship banking is needed to integrate and

link the relevant theoretical and empirical studies.

The next chapter will discuss the research methodology and research methods. A
qualitative research is recommended to obtain the intricate details about a specific
phenomenon under investigation. A Grounded Theory (Strauss and Corbin, 1998) is
adopted whereby theory is derived from data, systematically gathered and analysed

through the research process.

47



Chapter 3 Research Methodology

3.1 Introduction

The previous chapter critically reviewed the literature on relationship banking and
discussed the problems and research opportunities. The literature covered the role of
banks in the financial market and the bank-corporate relationship in corporate
banking. The concepts of bank-corporate relationship and relationship banking were
discussed in the literature but there were some limitations of literature. Some of the
benefits and costs of relationship banking were also addressed in the literature but
more research is needed. The chapter also reviewed the measurements of the bank-
corporate relationship and relationship banking performance. However, the existing
work has not measured the precise sources of the added value of relationship banking
(Boot, 2000). Therefore the research opportunities were proposed through out the

literature review.

This chapter discusses the research methodology adopted throughout this research.
The rationale on the selection of the particular methodology is addressed. A
Grounded Theory (Strauss and Corbin, 1998) approach is adopted whereby theory is
derived from data, which is systematically gathered and analysed. The advantages

and limitations stemming from these research choices are also discussed.

3.2 Research methodology

Research methodology refers to the overall approach to the research process, from the
theoretical underpinning to the collection and analysis of the data. Research methods,
on the other hand, refer only to the various means by which data can be collected
and/or analyzed (Hussey and Hussey, 1997). This chapter focuses on the
methodological issues and next chapter will discuss the methods utilized in collecting

data, processing data and writing up the findings in detail.

Research methodology is dependent upon ontology, which in turn is dependent upon

epistemology. Each of these elements is important to this research, and therefore one
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must ask the relevant questions: how do we know the world (epistemology)? What is
the nature of the reality we are exploring? (Ontology) and how might one gain
knowledge of reality through this endeavor? (Methodology). A set of related
assumptions are often termed a way of thinking. The following sections address the
epistemological and ontological positions of this study and discuss the rationale of

these positions adopted in this study.

The selection of research methodology in this study is also discussed. This study
believes that the adoption of research methodology is dependent upon the positions
on ontology, human nature, epistemology, and research question and research
purpose. Epistemology is dependent upon ontology and human nature. In fact human
nature is one part of ontology. Figure 3-1 shows the relationships among them.
Assumptions on ontology, epistemology, and human nature are fundamental and pre-
requisitions for doing research (Laughlin, 1995). Research methodology is a way of
thinking about and studying the social reality (Strauss and Corbin, 1998). Therefore
the selected research methodology guides the research and determines the research

methods in collecting and analysing data.

Figure 3-1 Assumptions and research methodology

Ontology (Reality) Human nature

Epistemology (Knowledge)

Research < Researc?h Questions
Methodology and Objectives

Research ) Research Findings
Methods
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3.2.1 Ontology

Ontology refers to the theory of existence, which asks the fundamental question what
exists. The answer to this question will determine what are accepted as "facts" and
what can be known. A particular theory on what exists and the nature of being can be
called ontology (Saunders et al, 2003). Ontology is the study of the relationships of
the researcher with the thing being researched (Lacey, 1996). Key ontological
questions concern: whether or not social reality exists independently of human
conceptions and interpretations; whether there is a common, shared, social reality or
just multiple context-specific realities; and whether or not social behavior is governed

by “laws” that can be seen as immutable or generalisable (Ritchie and Lewis, 2003).

A realist ontology assumes that external world is made up of hard, tangible and
immutable structures and that the world exists independently of one’s perception of it.
Materialism claims that there is a real world that consists of material independent of
human beings (Kant, 1997). It has been argued that mainstream accountancy and

modern science follow a realist ontology (Birkin, 2000).

By contrast, a subjective or nominalist ontology assumes that there is no “real”
structure. Names and labels are used to negotiate a shared understanding of the
external world. The world, therefore, does not exist independent of observation, but is
a product of individual consciousness. The extreme nominalist position views reality
merely as a projection of human imagination (Morgan and Smircich, 1980). Idealism
asserts that reality is only knowable through the human mind and through socially
constructed meaning (Ritchie and Lewis, 2003). Social constructivism assumes a

nominalist position (Hines, 1988).

Morgan and Smircich (1980) identified six different ontological assumptions from
objective to subjective point of view. Reality as a concrete structure; concrete
process; contextual of information; realm of symbolic discourse; social construction;
projection of human imagination. The transition from one perspective to another must
be seen as a gradual one. It is often the case that the advocates of any given position

may attempt to incorporate insights from others. These positions have been
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continually debated but also modified so that they are understood in less extreme
terms. However it does not mean that one position is better than another. As always,

which is better depends on the research questions.

In this study, the selected phenomenon is relationship banking which is a concept in
social science. Moreover, the researcher concerns with understanding actions not
observed behaviours. Therefore the researcher believes that concepts from natural
sciences are inappropriate for social sciences. Business and management research is
often a mixture between positivistic and interpretive views, perhaps reflecting the

stance of realism (Saunders et al, 2003).

In this research, it is assumed that reality is seen as a social construction (Morgan
and Smircich, 1980). “The social world is a continuous process, created afresh in
each encounter of everyday life as individuals impose themselves on their world to
establish a realm of meaningful definition. They do so through the medium of
language, labels, actions and routines, which constitute symbolic modes of being in
the world. The social reality is embedded in the nature and use of these modes of
symbolic action” (Morgan and Smircich, 1980 page 494). Corporations, banks and
relationship managers construct a common social reality in the market for corporate
banking. The interviewees are believed to have a common, shared understanding,

which is accessible through those representations (Hammersley, 1992).

3.2.2 The Nature of Human Beings

Human nature is the characteristics, tendencies and behaviour of a human being. The
assumption of human nature is one part of ontology that concerns how to treat the
human beings (Saunders et al, 2003). This study investigates the actions of people
and interactions among people. It is essential to make an assumption of human nature.
In the literature there are some theoretical assumption of human nature. Douglas
McGreagor developed a philosophical view of humankind with his Theory X and
Theory Y book “The human side of enterprise” in 1960. These are two opposing

perceptions about how people view human behaviour at work and organizational life.
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Theory X assumes that:
¢ People have an inherent dislike for work and will avoid it whenever possible.
e People must be coerced, controlled, directed, or threatened with punishment in
order to get them to achieve the organizational objectives.
e People prefer to be directed, do not want responsibility, and have little or no
ambition.

e People seek security above all else.

Theory Y assumes that:

e Work is as natural as play and rest.

e People will exercise self-direction if they are committed to the objectives
(they are NOT lazy).

e Commitment to objectives is a function of the rewards associated with their
achievement.

e People learn to accept and seek responsibility.

e Creativity, ingenuity, and imagination are widely distributed among the
population. People are capable of using these abilities to solve an
organizational problem.

e People have potential.

McGregor (1960) sees these two theories as two separate attitudes and realizes that
some of the theories he has put forward are unrealisable in practice. Moreover, recent
studies have questioned the rigidity of the model. However, theory X and theory Y

are still referred to commonly in the management and motivation literature.

Theory Z was developed by William Ouchi, in his book 1981 “Theory Z: How
American management can meet the Japanese Challenge.” Theory Z is often referred
to as the “Japanese” management style, which is essentially what it is. Theory Z
essentially advocates a combination of all that's best about theory Y and modem
Japanese management, which places a large amount of freedom and trust with
workers, and assumes that workers have a strong loyalty and interest in team-working

and the organisation. Theory Z also places more reliance on the attitude and
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responsibilities of the workers, whereas McGregor’s X-Y theory is mainly focused on

management and motivation from the manager’s and organisation’s perspective.

Jensen (1994) believes the innate imperfection of humans that people generally
behave in self-interested ways. However, he argues that self-interest does not mean
that people have no altruistic motives. People do care about failure and success, they
do have emotions and care about honor and self-esteem, and they do feel shame and
pride. Therefore incentive means motivate people. Jensen (1994) emphasize the
explanatory power of REMM, the resourceful, evaluative, maximizing model of
human behavior. “Whether they are politicians, managers, academics, professionals,
philanthropists, or factory workers, individuals are resourceful, evaluative
maximizers. They respond creatively to the opportunities the environment presents to
them, and they work to loosen constraints that prevent them from doing what they
wish to do. They care about not only money, but almost everything—respect, honor,

power, love, and the welfare of others.”

Morgan and Smircich (1980) outlined six assumptions about human nature in the
subject-objective debate within social science including man as pure spirit,
consciousness, being, man as social constructor, the symbol creator, man as an actor,
the symbol user, man as an information processor, man as an adaptor, man as a

responder.

This study recognizes both human dignity and human opportunism. The
researcher believes that trust and authentic relationships can be established between
the relationship managers represented the case banks and financial managers
represented the corporate customers. Moreover, teamwork and inter-group
cooperation can be achieved among people. The researcher believes that the human
beings have an attempt to make work exciting and challenging. Therefore, directions,
controls, rewards and penalties influence the human beings’ effort in full potential. A
set of actions/interactions are essential to accomplish the relationship strategy and
improve the capability of relationship management. The increased interpersonal

competence, inter-group cooperation, flexibility, and the like and should result in
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increases in organisational effectiveness (Argyris, 1993). Hence, consequently, the

intended outcomes may follow the actions/interactions.

In terms of the role of human nature, this study assumes that man is a social
constructor (Morgan and Smircich, 1980). “Human beings create their realities in the
most fundamental ways, in an attempt to make their world intelligible to themselves
and to others. Individuals may work together to create a shared reality but that reality
is still a subjective construction capable of disappearing the moment its members
cease to sustain it as such. Reality appears as real to individuals because of human
acts of conscious or unwitting collusion” (Morgan and Smircich, 1980 page 494).
This study seeks to understand how this world is socially created by investigating the

people involved in the social phenomenon.

3.2.3 Epistemology

Epistemology is the theory of knowledge. Epistemology is concerned with the nature,
derivation, scope, and the reliability of knowledge (Lacey, 1996). It asks the
fundamental question how can we know something or how do we know what we
know. The answer to this question will determine what kind of logic that researchers

will use to derive knowledge.

Positivism implies that knowledge can only be based on observation of what is.
Positivism defines the world as objects and truth is to be found in agreement by
verification (Parker and Roffey, 1997). However many qualitative researchers would
not accept the positivist label as most would differentiate between the natural and the
social world. Furthermore, most theologians would reject the positivistic concept of
knowledge and the distinction between facts and values (Macquarrie and Childress,
1997). An anti-positivist epistemology rejects the objectivity and independence of the
researcher and seeks understanding of the basis and source of “social reality”. Anti-
positivists tend to deny that science can produce objective knowledge (Burrell and
Morgan, 1979).
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Morgan and Smircich (1980) recognize six basic epistemological stances according to
the different assumptions regarding ontology and human nature. From subjective to
objective these epistemological stances include: to obtain phenomenological insight,
revelation; to understand how social reality is created; to understand patterns of
symbolic discourse; to map contexts; to study systems, process, change; to construct a
positivist science. Tomkins and Groves (1983) discuss the six different
epistemological positions for accounting research regarding the six ontological
assumptions proposed by Morgan and Smircich (1980). Tomkins and Groves (1983)
argued that valuable insights can be obtained from different perspectives and called
for more qualitative research. Accounting researchers might, get closer to the
practitioners’ everyday world and focus on the practitioner’s perspective and the
meanings he puts upon events. In order to gain an understanding of the social reality,
the main intention is to answer the question “what is going on here”, to provide
generalisable conclusions for wide segments of society. If individual definitions of
situations and responses do prove to be widespread across locations and time, then

general formal theories may be formulated (Glaser and Strauss, 1967).

An example of an epistemological position between positivism and anti-positivism
would be the position adopted in grounded theory where truth is approximated by the
researchers’ creative engagement with a systematic, iterative data collection, analysis
and validation process (Parker and Roffey, 1997). By contrast to an empiricist
position, rationalists argue that the ideas originating from reason, which are intrinsic
to the mind, are the primary source of knowledge. Rationalists would argue that it is
possible through reason to obtain an “absolute description of the world
uncontaminated by the experience of any observer” (Laughlin, 1995). Kant (1997)
takes a middle view of these issues, stressing that both experience and reason can
generate knowledge. Outhwaite (1983) argues that the entities, structures and
mechanisms, which exist and operate in the world, could be discovered by a mixture

of experimentation and theoretical reasoning.
In this study, reality is seen as a social construction and focuses on analyzing the

specific processes through which reality is created. The researcher argues that reality

resides in the process through which it is created and possible knowledge is confined
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to an understanding of the process. Individuals make sense of their situation, create
and sustain a semblance of reality. The aim of inquiry is to understand the methods
relevant to the production of common-sense knowledge in different areas of everyday
life. The task of epistemology is to demonstrate the methods used in everyday life to

create subjectively an agreed or negotiated social order (Morgan and Smircich, 980).

Therefore, the epistemological stance of this dissertation is to understand how social
reality, which is relationship banking, is created (Morgan and Smircich, 1980).
“The epistemology that views reality as a social construction focuses on analysing the
specific processes through which reality is created. Here, reality resides in the process
through which it is created, and possible knowledge is confined to an understanding
of that process” (Morgan and Smircich, 1980 page 497). This study adopts a position
between positivism and anti-positivism (Parker and Roffey, 1997). The
epistemological stance relevant to the empirical work is that the knowledge can be
obtained from both statistical and various qualitative methods. In social sciences,
a pure quantitative approach may be not always suitable, as some knowledge is based
on the subjective experiences of people. Moreover, this study is particularly relevant
in areas which are not well theorized. Therefore this study aims to get insights to a

phenomenon by investigating the perceptions of participates.

3.2.4 Research questions

The choice of research methodology also depends on research questions and research
objectives. This study answers an exploratory question and aims to develop a
grounded theory and obtain a better understanding of relationship banking. Customer
relationship in corporate banking is chosen as the broad research area in this study

because the literature review indicated that there is scope for research in this area.

The research question selection process in this study can be described using the
analogy of a funnel (Marshall and Rossman, 1995). The wide end of the funnel is
where the general field of study is selected and as the researcher travels further into

the funnel so different issues are considered. Some are rejected in the process, and on
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arriving at the point at the end of the funnel the research question has become

obvious.

Determining the questions is most significant for a topic and gaining some precision
in formulating these questions requires much preparation. The purpose of a literature
review is not only to determine the answers about what is known on a topic but also
to develop sharper and more insightful questions about the topic. A literature review
is a material part of the research process, taking a significant amount of the time and

the energy to be expended on the research degree.

The literature review (Chapter 2) shows that the literature is fragmented and not
comprehensively relative to the phenomenon. An in-depth study is necessary to
explore this phenomenon to get insights into relationship banking. Furthermore, a
grounded theory of relationship banking is needed to link and integrate relevant

literature and obtain a better understanding.

In order to explore the phenomenon and get insight into relationship banking, it is
important to get as close as possible to the place and interview the people involved in
the phenomenon. The main research question for this dissertation is: how does
relationship banking create value from the perspective of relationship managers

in corporate banking?

The literature review recognizes problems and identifies research opportunities to
meet these gaps. The interview questions are proposed and the answers are helpful to
understand these problems. The literature review helps to indicate a suitable problem
to research as well as gives the researcher some idea of the research methods or

approaches that have been traditionally used in this field (Creswell, 1998).
This study explores the value creation process and gets insight into relationship

banking. The objective of the dissertation is to identify categories and the

relationship between theoretical elements identified in interviews.
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3.2.5 Methodology

The combination of ontology, epistemology and research question defines
methodology, which refers to a set of rules and procedures regarding how information
is collected and how analysis is conducted (Hussey and Hussey, 1997). Two overall
paradigms — the qualitative and the quantitative — have roots in 20" centaury
philosophical thinking. The quantitative is termed the traditional, the positivist, the
experimental, or the empiricist paradigm (Smith, 1983). The qualitative paradigm is
termed the constructivist approach or naturalistic (Lincoln and Guba, 2000), or the

interpretative approach (Smith, 1983).

The qualitative and quantitative paradigms have different assumptions based on
ontological, epistemological, and methodological approaches (Lincoln and Guba,
2000). On the ontological issue of what is real, the quantitative researcher views
reality as objective, independent of the researcher. For the qualitative researcher,
reality tends to be seen as constructed by the individuals involved in the research
situation. On the epistemological question, the quantitative approach holds that the
researcher should remain distant and independent of that being researched. The
qualitative stance is that researchers interact with those they study. For the axiological
issue of the role of personal values in a study, the researcher’s values are kept out of
the way of the study in a quantitative project. This feat is accomplished through
entirely omitting statements about values from a written report, using impersonal
language, and reporting the facts closely from the evidence gathered in the study. The
major difference between this approach and that of the qualitative researcher is that
the qualitative investigator admits the value-laden nature of the study and actively
reports his or her values and biases, as well as the value nature of information
gathered from the field, the language of the study may be first person and personal.
Another distinction is the rhetoric, or language of the research. When a quantitative
researcher writes a study, the language should be not only impersonal and formal but

also based on accepted words.

One approaches a quantitative methodology by using a deductive form of logic

wherein theories and hypotheses are tested in a cause-effect order. Concepts,
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variables, and hypotheses are chosen before the study begins and remain fixed
through out the study. This approach has dominated the relationship banking
literature reviewed in Chapter 2. Alternatively, in a qualitative methodology inductive
logic prevails. Categories emerge from informants, rather than are identified a prior
by the researcher. This emergence provides rich context-bound information leading to
patterns or theories that help explain a phenomenon (Creswell, 1998). Holland (1994)

conducts research using this approach in relationship banking.

A traditional role for qualitative research has been to help in devising areas of
questioning for statistical study. This is particularly valuable in studies where the
subject matter under investigation is new or underdeveloped and where qualitative
methods can help to define terminology, concepts or subjects for investigation.
Similarly, preliminary qualitative research can be of value when the subject matter is
complex and where some identification of the underlying constructs is needed before
relevant questions can be structured (Ritchie and Lewis, 2003). It is also of value
when the existing literature displays contradictory result, and lacks a coherent

conceptual framework or theory.

Another developmental use of qualitative research is to generate hypotheses for
statistical testing. Because of its facility for in-depth investigation, qualitative
research can point to possible connections between phenomena that might be difficult
to detect through other means. Preliminary research can therefore help to identify the
relevant variables for inclusion and indicate what kinds of association between them
might be sought. Defining the dimensions of sample segmentation can be another
output of preliminary qualitative research. Developmental research can help to
designate the different groups or locations that exist among the study population and
identify their defining characteristics. If these can then be captured in predefined
questioning, statistical enquiry can measure the size of the sample segments and show

how they distribute in relation to other variables (Ritchie and Lewis, 2003).
Based on a literature review, the problems in the literature were identified and the

research questions were chosen for this study. This is an exploratory study

investigating value creation in relationship banking. The objective of this study is to
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get insights into the phenomenon and get a better understanding. This study aims to

build theories from data to answer the research questions.

This study adopts a qualitative research to explore a complex phenomenon that is new
and not well researched. A qualitative research is suitable to identify concepts and
connections among these categories by collecting and processing data through
structured methods (Ritchie and Lewis, 2003).

3.3 Grounded theory as a research methodology

Grounded theory has been utilised as an important research methodology in the
investigation of complex phenomenon in the accounting and finance field. Straus and
Corbin (1998) define grounded theory as “A qualitative research method that uses a
systematic set of procedures to develop and inductively derive grounded theory about
a phenomenon.” Grounded theory offers a methodology, a way of thinking about and
studying social reality (Strauss and Corbin, 1998). This study adopts a grounded
theory approach to get insight into a complex and not well-researched phenomenon,

relationship banking.

Methodology reflects the ontological and epistemological assumptions of the
researcher (Llewellyn, 1992). Laughlin (1995) argues that it is essential for
researchers to clarify their assumptions concerning the nature of knowledge, of reality
and of human behavior. The grounded theory approach adopted in this dissertation
has “middle range” methodological assumptions. This study can be located between
the subjective and objective approaches in Morgan and Smircich’s (1980) framework
in terms of the assumptions on ontology, human nature and epistemology. This study
secks to understand the perceptions of relationship banking through the
understandings of those involved in the practice. This grounded research is dependent
upon both subjective sensibility of the researcher to the phenomenon researched and

upon a research process.

Laughlin (1995) argues that choices conceming theory, methodology and change.

More specifically they involve choices about the level of prior theoretization. High
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theoretical levels refer to a world, which despite empirical variety has a high level of
generality and order in theory and has been well researched. Low levels assume that
the world is not material, is a projection of our mind, and generalities are impossible.
In terms of Laughlin's (1995) schema the grounded theory approach adopted here has
a medium level of prior theoretization, a medium level of theoretical nature of
research methods, and a medium level of emphasis on 'critique of status quo and need
for change. The grounded theory employed in this study seeks <“skeletal
generalizations”. Laughlin’s “change” dimension is concerned with the extent that
researcher should lead to change in what is researched. In this study, the researcher
could either promote change within the basic phenomena of relationship banking or

just be used to maintain the status.

Grounded theory describes a methodological approach to the discovery and
generation of theory directly from qualitative data (Glaser and Strauss, 1967). A
grounded theory is inductively derived from the study of the phenomenon it
represents. That is, it is discovered, developed and provisionally verified through
systematic data collection and analysis of data pertaining to that phenomenon.
Therefore, data collection, analysis and theory stand in reciprocal relationship with
each other (Strauss and Corbin, 1998). In grounded theory, data collection and theory
generation are considered as "two parts of the same process" (Glaser and Strauss
1967).

The grounded theory is a tool for qualitative investigation. The commonly referenced
forms of data collection are social interaction, field studies, participant observation
and interviews. This study employs interview as a main method to collect qualitative
data. The researcher gets as close as possible to the phenomenon and interviews
people who are involving in the phenomenon. The researcher can interview many
different case banks and relationship managers to find out the variation in theoretical
elements. Because of the problems of time constrain and accessibility interview may
be better than other data collecting methods. In order to assure the creditability of
primary data, secondary data such as annual reports, sectional analyses, published
interviewees is colleted to complement the primary data and to cross-check

information. Employing the concept of “triangulation”, this study uses multiple
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methods to collect data from multiple resources. The term “triangulation” has become
an accepted practice to use some form of triangulation in social research (Blaikie,
1991). Data triangulation (Denzin, 1989) in this study involves using a number of
different data sources and improves the ability of researcher to draw conclusions from
the study (Scandura and Williams (2000).

The grounded theory focuses on the constant comparison of the data leading to
coding and then categorization of the data. Constant comparison focuses on the
simultaneous conceptualization and assessment of the similarities and differences in
search of a core idea that could explain the overall phenomenon and the variability in
relationship banking. Hypothesis formulation occurs before, during and after the
process of data collection. The process of data collection, data analysis and
hypothesis is interrelated and cyclical in that each may influence the other. Once the
core ideal has been identified, new data is sought to confirm and disconfirm the
elaborated concepts and the relationship among them (Wells, 1995). This process is
continued until no new insights into these relationships in terms of the core idea or
dimension are revealed. Theoretical saturation is achieved when no new information
turns up in terms of refining the category or of its property, or of its relationship to

other categories.

Definition of the theory is the final stage of the process. The resulting grounded
theory is intended to be a rich, "powerful and parsimonious explanation" of the
investigated phenomenon (Wells, 1995). As it is a form of inductive reasoning, once
a theory has been arrived at, the process itself is complete and testing of the theory is

not required to confirm its status as a validly grounded (Miller and Fredericks, 1999).

The grounded theory approach (Strauss and Corbin, 1998) adopted in this study
allows use of prior theory and literature, concepts and ideas at the outset of fieldwork.
The theories inform the research in multiple ways. “Literature can be used as an
analytic tool if we are careful to think about it in theoretical terms.” “It can furnish
initial ideas to be used for theoretical sampling.” “Initial interview questions or areas
of observation might be based on concepts derived from literature or experience or,

better still, from preliminary field work.” “Some researches turn to the literature to
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look for a unifying concept that might fit their data. They do this when they ... have
an intuitive sense of what the central idea is but have no name for it.” “This system
helps analysts to locate their findings in the larger body of professional knowledge
and to contribute to further development and refinement of existing concepts in their
field.” “However, the important point for the researcher to remember is that the
literature can hinder creativity if it is allowed to stand between the research and the
data” (Strauss and Corbin, 1998).

The literature in this study accomplishes several purposes. This study uses the
literature to introduce the study and define the area of research, to generate and refine
the research questions. The literature will help to develop a good understanding and
insight into relevant previous research and the trends that have emerged. This
enhances subject knowledge and theoretical sensitivity. This study utilizes literature
to support the findings and compare with the findings. The study provides an actual
evaluation of the strengths and critique of the weaknesses of the literature. The
grounded theory approach can also help to integrate “bits” relative to a phenomenon

from different literature.

In this qualitative research the literature is used in a manner consistent with the
methodological assumptions. It is utilized inductively so that it informs but does not
direct the questions asked by the researcher (Creswell, 1998). Moreover, It describes
related literature in a separate section, and compares with findings. The dissertation
also incorporates the related literature in the final section to compare and contrast

with the result from the study (Locke, 2001).

3.4 Assessing the research method and methodology choices

The following paragraphs attempt to address the strengths and the limitations
associated with the overall research design employed in this study, in an effort to

provide some insights to the logic behind the methodological choices made here.

Every method may have advantages and disadvantages. Yin (2003) lists four criteria

as requirements for good empirical social science research.
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e Construct validity: Establishing correct operational measures for the concepts
studied.

e Internal validity: Establishing causal relationships.

e External validity: establishing the domain to which the findings can be
generalised.

» Reliability: Demonstrating that operations such as data collection and analysis

could be repeated, and show the same result, in a similar case.

Yin’s (2003) relatively objectivist criteria may reflect his greater concern with testing
theory although he excludes internal validity as a criterion for exploratory studies.
However, these criteria provide implications for assessing data, research process and
research findings. For example, this study attempts to increase reliability, validity and
credibility of data. The researcher asked broad questions and did not lead
interviewees towards particular answers. In this study, multiple methods are
employed to collect data from multiple resources. A number of in-depth interviews
are implemented to improve the internal reliability and validity. A greater number of
annual reports, sectional analyses, and published interviews are utilized by means of
increasing external validity. External data also helps to check reliability of interview
data. This study used evidence from three (triangulation) or more different sources
(interview, observation, document analysis) to validate and crosscheck information
(Patton, 1990). Multiple data resources including published observations are used in

terms of reducing subjective bias.

This study mainly use grounded theory criteria to assess the research process and
research findings. However, Yin’s (2003) criteria are used in this study to assess the
quality of data as grounded theory literature mentioned little about assessing data.
Glaser and Strauss (1967) put forward criteria for judging the theory induced by their
grounded theory approach. The theory must closely fit the substantive area in which it
will be used. The categories must be readily applicable to and indicated by the data
under study. The theory must be readily understandable to laymen concerned with
this. A theory must be sufficiently general to be applicable to a multitude of diverse
daily situations within the substantive area. The theory allows the user partial control

over the structure and process of daily situations as they change through time. Locke
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(2001) proposes “pragmatically useful” and “creditability” to evaluate the composed
theory. He employs “pragmatically useful” to discuss Glaser and Strauss (1967)
criteria, which Locke summarizes as fit, understandable, general, and control. A good
theory is one that will be practically useful in the course of daily events, not only to
social scientists, but also to laymen. In order to be practically useful, the theory and
data must dovetail together. The theoretical framework must be understandable and
sharpen people’s sensitivities to the way in which they manage their work and the
ways in which they might work differently. The theoretical framework is relevant to a
number of different conditions and situations in the practice setting. Finally the
theoretical framework must provide to the person using it a degree of control over the
every day situations she is likely to encounter (Locke, 2001). In this study the
composed theory is fed back to the interviewees to check the practical usefulness and

appreciate their participation.

Locke (2001) discusses the credibility of grounded theory in terms of the practice,
rhetorical issues, the relationship between the composed concepts and readers’
experience, and researchers’ own beliefs. “The credibility in term of research practice
is achieved through theoretical sampling of comparison groups in order to extend the
general applicability or analytic generalizability of the theory. The use of comparison
groups simultaneously provides data for rich theoretical sampling and extends the
range of conditions for which the theory is able to account.” Generalization suggests
the necessity of balancing theory abstraction and flexibility in application to ensure
that the theory is "a general guide to multi-conditional, ever changing daily
situations" (Glaser and Strauss 1967). This study collects a lot and a variety of data
observations so as to allow for the comparing that creates rich and generalized
conceptual categories. “The credibility is also a rhetorical achievement in terms of the
quality of the composed theoretical elements and the writing practice of the author.”
The author’s previous working experience and knowledge in corporate banking
encourage the author’s theoretical sensitivity in developing the theoretical categories
and identifying the relationships among them. In order to help the readers to
understand the theoretical framework this dissertation presents an abstract and a road
map in the beginning of the manuscript in chapter 5, and then details the categories

thereafter in chapter 6-8, and finally summaries the findings in chapter 9. The writing
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practice of the grounded theory in this study will be discussed in detail in next

chapter.

Finally, in order to achieve the credibility in terms of the researchers’ own subjective
experience, Glaser and Strauss (1967) suggest that the research need to have achieved
a sense of conviction about theorizing. They point out that this conviction comes
about not only because we have been present in the setting, and have systematically
collected and analyzed data, but also because our emergent, we have in sense lived
out our theorizing in our daily involving in the setting. They outlined the basic
procedures through which researchers might compose theoretical elements and the
research settings from which they derived. These include: giving meaning to
individual and comparative data observations, pursuing meaning expressed in the data
through a flexible data gathering method that punctuate the analytical process, and
holding in abeyance existing theorizing on the topic of interest until the meaning is
assigned to empirical observation. This study follows Strauss and Corbin’s (1998)
structure to process data. The procedure including open coding, axial coding and

selective coding, will be discussed in detail in the next chapter.

3.5 Conclusion

In general, the methodological issues of this research were addressed in this chapter
(Figure 3-2). The underlying philosophical and methodological roots of the study
were thoroughly discussed. Ontology asks what is the nature of the reality we are
exploring. As this research focuses on social phenomena, it is assumed that reality
can be approximated as a contextual field of information where people are continually
processing information, learning, and adapting to their environment (Morgan and
Smircich, 1980). Another assumption in this study is that reality is seen as a social
construction (Morgan and Smircich, 1980). Corporations, banks and relationship
managers construct a common social reality in the market for corporate banking. In
this study human beings are assumed to be trusting and have a strong loyalty and
interest in team working (Ouchi, 1981). Trust, authentic relationship, and inter-group
cooperation are able to develop among people. Because people generally behave in

self-interested ways (Jensen, 1994), directions, controls, rewards and penalties
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influence the human beings’ effort in full potential. Human beings are treated as
social constructors and information processors. Epistemology is the theory of
knowledge (Lacey, 1996). The epistemological stance of this dissertation is both to
understand how social reality, which is relationship banking, is created and to study
the value creating process of relationship banking (Morgan and Smircich, 980). In
this study the researcher believes that both quantitative and qualitative analysis can

generate knowledge (Kant, 1997).

The main purpose of the study is to get insights into a not well-researched
phenomenon. This study adopted a qualitative methodology -- an inductive logic aims
to derive a theory from qualitative data (Creswell, 1994). A grounded theory
approach (Strauss and Corbin, 1998) is a unique form of theory construction (Miller
and Fredericks 1999). In the grounded theory investigation data is systematically
collected and processed. This study employs semi-structured interview as a main
method to collect qualitative data and secondary data is colleted to complement the
primary data. Data triangulation in this study that uses multiple methods to collect
data from multiple resources aimed to improve the reliability and validity of the
results (Scandura and Williams (2000). The concept of theoretical sampling is
pursued to extend the general applicability or analytic generalizability of the theory
(Locke, 2001).

Figure 3-2 The methodological issues

Ontology Human nature | Epistemology Methodology
Reality is a Human dignity | Understand Grounded
social & opportunism | social reality, theory
construction | Man is a social | study process A middle
constructor Quantitative & | range
qualitative thinking
analysis

However, there are some disadvantages that derive from these choices. This study
investigates the relationship managers perceived value creation in relationship

banking. A constraint is the problem of access. Moreover, it is hard to know if the
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interviewees provide valid reflections and thoughts. For example, some interviewees
may be lying or deceiving themselves or repeating marketing sentences. Sometimes
misleading information may arise just because they lack of knowledge and
understanding about their work. This study may involve the researcher’s subjective
bias by imposing his own views and concentrating on some interviews and ignoring
the others. In terms of the generalizations that can be drawn from this research it is

important to recognize that it is problematic to generalize beyond the case data.

Grounded theory study may be time consuming and cause high expenditure because
the research involves field interviews and data processing. Moreover a major problem
involves writing up and interpreting the research results, which is a long and
laborious task. Finally, the experience and practice of researchers are essential in
grounded theory research. Therefore it is a challenge for the novice to adopt this

approach.

The next chapter will report the data collection and process of this study. It discusses
the research methods by which the data was collected and processed in developing
the theoretical framework. The next chapter introduces the procedure of grounded
theory including open coding, axial coding and selective coding. It also discusses the

writing methods employed in this grounded theory research.
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Chapter 4 Research Methods

4.1 Introduction

The previous chapter discussed the research methodology adopted in this study. First,
the ontological and epistemological positions in this study were addressed. Second,
the assumption of human nature in this study was discussed. Third, the research
question was introduced and the suitable methodology was chosen. Finally, the

advantages and limitations of the selected methodology in this study were assessed.

This chapter discusses the research methods used in collecting data, processing data
and writing up the grounded theory for this thesis. The data was systematically
collected and processed according to the grounded theory approach selected in this
study. Interview was employed as a main method to collect qualitative data and
secondary data was colleted to complement the primary data and to cross check
information. The grounded theory (Strauss and Corbin, 1998) approach consists of
open coding, axial coding and selective coding in processing data and developing a
theoretical framework. The chapter also discusses the writing methods employed in

this grounded theory research.
4.2 Methods in collecting data

Llewellyn (1997) argues that methodology reflects the ontological and
epistemological assumptions of the researcher whereas methods are secondary
concerns around techniques used for data collection. In this study grounded theory is
adopted also as a research method to collect data. According to Strauss and Corbin
(1998), grounded theory requires that theory is derived from the data, which is
systematically collected and processed. This section focuses on the data collection but
this does not mean that data collection is separated. Data collection, analysis and
theory formulation are regarded as reciprocally related. The initial data analysis is
used to shape continuing data collection. This also provide the researcher with
opportunities for increasing the "density" and "saturation" of identified categories and

also for unexpected findings.
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4.2.1 Theoretical sampling

In this grounded theory study, data collection is guided by theoretical sampling, or
sampling on the basis of theoretically relevant constructs. Theoretical sampling is
defined by Strauss and Corbin (1998) as: data gathering driven by concepts derived
from the evolving theory and based on the concept of ‘making comparisons,” whose
purpose is to go to places, people, or events that will maximize opportunities to
discover variations among concepts and to densify categories in terms of their

properties and dimensions.

Building grounded theory requires an interactive process of data collection, coding,
analysis, and planning what to study next. The researcher needs to be theoretically
sensitive as they are collecting and coding data to sense where the data is taking them
and what to do next. As this iterative process continues, the researcher may explore
the same group more deeply or in different ways, or may seek out new groups.
Comparison groups are selected based on their theoretical relevance to further the

development of emerging categories perspectives (Glaser and Strauss, 1967).

Theoretical sampling is not statistical sampling. The number of cases is based on
theoretical saturation. The appropriate number of cases is achieved when no
additional data can be found that develops properties of the conceptual categories.
Glaser and Strauss (1967) suggest that in order to reach saturation the researcher
maximizes differences in his groups and the varieties of data bearing on the category,

and thereby develops as many diverse properties of the category as possible.

In this study, the sampling was not planned in detail before the start of the field study.
The researcher conducted 4 pilot studies during the beginning of the study. Pilot
studies refer to mini versions of a full-scale study (also called 'feasibility’ studies)
done in preparation for the major study (Polit et al., 2001). Pilot studies were
conducted to pre-test the importance of selected central phenomenon, the accessibility
of case data, and the particular research instrument -- interview schedule (Baker,
1994). As categories emerge from the data, the sample was added to further increase
diversity in order to strengthen the emerging theory by defining the properties of the

categories. In order to make comparison this study investigates more banks in terms
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of different size, location and management levels. The case sample also depends on

the accessibility and other constrains such as language problems.

Sampling ends when all the categories are saturated in collecting and interpreting data
about a particular category. Theoretical saturation means a category has been
saturated with data. This means no new or relevant data seem to be emerging
regarding a category, the category is well developed in terms of its properties and
dimensions demonstrating variation and the relationships among categories are well
established (Strauss and Corbin, 1998). There was a point of diminishing returns and
eventually the interviews add nothing to a category, its properties, and its relationship
to the core category. This study was very careful to confirm that the theoretical
saturation achieved. In same cases ten or less interviews was sufficient for building a
grounded theory. At the end of the data collection, in this study twenty-two
interviews were conducted with different levels corporate banking directors in fifteen
different case banks in terms of locations and sizes. Table 4-1 illustrates the
interviews conducted in this study. Every interview was given different codes in the

first column. The quotes employed in the later chapters were referred to this table.

Table 4-1 Interviews

Position of
Code Name | Bank Type interviewees Place Time D/M/Y
Director of
Bank commercial 13:30,
ULAD | A UK based large | banking Manchester | 18/06/2004
Bank | UK based Relationship 10:00,
UMBR | Ba multinational manager Glasgow 20/11/2003
Director of
Bank | UK based corporate 9:30,
UMBD | Ba multinational banking London 07/05/2004
Bank Director of 11: 30,
ULBD |Br UK based large | business banking | Glasgow 06/03/2004
Bank | China Based Relationship 20:00,
CMCR | Cb multinational manager Glasgow 02/112003
CEO of
Bank | US based corporate 10:30,
SMCD | Ch multinational banking Shanghai | 25/03/2004
Director of
Bank | US based corporate 11:00,
SMCC | Ci multinational banking Shanghai | 24/03/2004
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Director of
Bank | UK based corporate 10:00,
UMHD |H multinational banking Glasgow 05/12/2003
Bank | UK based Relationship 10:00,
UMHR | H multinational manager Shanghai | 26/03/2004
Head of
Ireland based marketing & 11:30,
IMIH Bank I | Multinational strategy Glasgow 18/06/2004
Bank Relationship 10:30,
ULKR | K UK based large | manager Glasgow 26/07/2002
Director of
Bank corporate 10:30,
ULKD |K UK based large | banking Glasgow 26/07/2002
Bank Chief executive 11:00,
ULKC | K UK based large | officer Glasgow 08/06/2004
Senior
Bank | UK base relationship 10:00,
UMLS |L multinational manager Glasgow 27/11/2003
Bank | Ireland based 15:30,
ILNG No large General manager | Belfast 28/06/2004
Director of
Bank | UK based commercial 15:00,
UMND | Nt multinational banking Glasgow 06/05/2004
Divisional
Bank director 11:00,
ULND | Nw UK based large | commercial Glasgow 23/06/2004
Director of
Bank | UK based corporate 10:30,
UMRDI | R multinational banking 1 Glasgow 11/04/2003
Director of
Bank | UK based corporate 10:30,
UMRD?2 | R multinational banking 2 Edinburgh | 26/02/2004
Bank | UK based Relationship 15:30,
UMRR | R multinational manager Glasgow 08/09/2004
Director of
Bank | UK based corporate 10:00,
UMSD1 | S multinational banking 1 Edinburgh | 20/02/2004
Director of
Bank | UK based corporate 10:00,
UMSD2 | S multinational banking 2 Glasgow 24/07/2002
Bank | UK based Relationship 14:00,
UMSR |S multinational manager Edinburgh | 23/02/2004

The initial sample is likely to be defined by the choice of research situation. This is
because of the convenience and feasibility. The researcher interviewed the director of
corporate banking in four Glasgow local banks in 2002 and 2003 (Table 4-1). This
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helped the researcher to understand the feasibility of the research question and the
accessibility of the case data. The sampling during the beginning of the study was

rather unfocussed, it become more focused as the study progresses.

In this research, during the initial open coding stage, theoretical sampling was done as
wide as possible to enable researchers to be open to discover concepts in the situation.
Besides the initial four case interviews, seven interviews were conducted in year 2003
and 2004, with purposive and systematic procedures, to discover and identify data
which is relevant to the research question. These case banks were located in diferent
places and different in sizes. During axial coding, sampling is done to define the
dimensions and properties of the categories as well as to define the sub-categories and
their relationships to the categories. Six interviews were conducted in early 2004 with
corporate banking directors in different levels in the case banks. The case data was
collected to confirm, elaborate and validate the relationships between categories.
During selective coding, sampling is used to strengthen the theory. Five more
interviews were conducted in 2004, with deliberate and directed selection of

individuals, sites to confirm and verify the core categories and the paradigm model.
4.2.2 Interviews

Case interviews were employed in this study as the main source of primary data. The
use of case data has increased dramatically in recent years, especially in accounting
and management research. Interview is a good way to go to the place and talk with
the actors to collect case data. This allows the researcher get as close as possible to
the people involved in the phenomenon. Case data can be used in developing
grounded theory (Parker and Roffey, 1997).

This research method was adopted in this study because the researcher was trying to
delve into corporate banking directors real worlds, and to investigate their beliefs,
actions and perceptions. Five broad interview questions'* were asked and therefore
the interviewees could freely talk for one hour. The interviews focused on the
verbalized thoughts of the relationship managers based on their understanding of their

daily action. This emphasized the importance of the experiences of interviewees. In

' Five interview questions were introduced in Chapter 1, and discussed throughout the literature
review.
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the study, the case interview data was used as the basis for developing a grounded
theory to understand the phenomenon, which was relationship banking, from the
perception of corporate banking directors. Moreover, the case data was used to
provide short cases and quotes to enliven and illustrate the concepts and categories

identified.

Each participant was contacted and received the broad interview questions before the
interview and they were well prepared to explain their own views in considerable
detail. One of the letters sent to the interviewees was appended in Appendix 1. The
interview questions were designed to allow the participants to interpret and describe
the phenomena in their own way. The research questions were formed after the
literature review and confirmed after the pilot studies. An attempt was made to ensure
that the participants were not focused down on precise questions. The only focus was
the broad area of relationship banking. The interview questions were designed to
investigate the interviewees’ perceptions on why the phenomenon emerged and what
they do around this phenomenon and how they think about this phenomenon. There
were some detailed questions reserved to remind the interviewer if some questions
had not covered by the participants. The researcher timed the interviews and made
sure that every question was allocated with balanced time. There was a sight seeing

around the working places and description about the scenes after the interviews.

At the start of the interview the participants were asked to talk freely about the broad
questions and to discuss them from their own experiences. The interviewees not only
explain what is going on, but also tell the researcher how they view the situation. The
researcher’s main roles were to record the subjective views of the interviewees and to
empathies with interviewees so that a trusting, open atmosphere prevailed. Their
commentary was not disrupted during the interviews. The researcher asked some
specific questions if a major aspect of the research questions had been omitted. The
interviews went very well as the participants were friendly and responsive. There was
a high success rate achieved in securing interview access. They also provided

considerable breadth of coverage in their views on the research questions.

The researcher took notes during the interviews and developed them to themes

afterwards. Moreover, exploratory ideas were noted at this point and added to a
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theoretical memo file later. This file captured the learning by the researcher during
the data collection process. The interviews were tape-recorded and transcribed word-
by-word. This was time consuming but the full transcripts were essential in data
processing. Strauss and Corbin (1998) suggest that writing a theoretical memo
continues in parallel with interview data collection, note-taking and coding. A memo
is a note about an emerged hypothesis, a category or property, and particularly about
relationships between categories. Glaser and Strauss (1967) emphasize the high
priority of writing a memo whenever an idea occurs. Memos help to remember
particular analyses and focus future data collection and coding to explore ideas in the
memos. When a large number of memos have accumulated a theoretical memo might
be developed. A theoretical memo considers possible theories that the data may

support (Strauss and Corbin, 1998).
4.2.3 Secondary data

The grounded approach advocates the use of multiple data sources converging on the
same phenomenon and terms these “slices of data” (Glaser and Strauss, 1967). In
grounded theory, neither one kind of data on a category nor technique for data
collection is necessarily appropriate. Whatever the source, whether interview,
observations, documents, in whatever combination, data is always as good as far as it
goes. These data are used for conceptualization, not for accurate description.
Different kinds of data give the analyst different views to understand a category and
to develop its properties. There is always more data to keep correcting the categories
with more relevant properties (Glaser, 2001). Different types of data can be observed
in various ways in a grounded theory approach. Therefore, this study used interviews

to collect primary data and other techniques to gather secondary data.

The principal archival data source in this study was material in the form of annual
reports, published interviews and presentations, sectional analysis on the case banks’
web sites. These data were extracted in computerised form and collected from public
and semi public domain sources such as e-journals, online newspapers, and website
news releases. Attendance at practitioner events or conferences was a useful way of
collecting material not normally available in the public domain. The researcher

attended the International CRM Forum 2004 in Shanghai to collect some useful
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information. For example, a speaker who represented a best practice award bank gave
an interesting presentation to share their understanding and experience in relationship
banking. It was also a good opportunity to visit the case banks and communicate
with the practitioners. In this study the documentary sources were treated like sets of
field notes. These data provided alternative sources of confirmation or contradiction
of interview data. Three years annual reports and other materials were put together
with the interview transcripts. An example of the case data is enclosed in Appendix 2

to show how these data were organised in this study.

In this study literature was seen as data and the literature review was one of the
methods to collect data. Glaser (2001) argues that it makes sense to access relevant
literature as it becomes relevant. He suggests reaching a wider sample, in effect, by
refining the findings in the light of the literature in slightly different but related fields.
A progressive accessing and reading of relevant literature can become a part of data
collection procedures. Constant comparison with the emerging theory remains a core
process in this study. When there is an apparent disagreement between the emerging
theory and the literature, it does not mean that the emerging theory is wrong. The
comparison is aimed to extend the theory if it fits both the data from this study and

the data from the literature.
4.3 Methods in processing data

Data analysis is central to grounded theory building research. The basic idea of the
grounded theory approach is to read a textual database and discover or label variables,
which are called categories, concepts and properties, and their inter-relationships. The
ability to perceive variables and relationships is termed "theoretical sensitivity" and is
affected by a number of things including one's reading of the literature and one's use
of techniques designed to enhance sensitivity. In this study the researcher took
considerable care with the use of extant literature to sensitize the researcher during

data collection and analysis.

Strauss and Corbin (1998) emphasize the systematic nature of the grounded theory
method in processing data. The theory arises from the data by employing systematic

methods of analysis. A theory is defined by Strauss and Corbin (1998) as “a set of
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well-developed categories (e.g. themes, concepts) that are systematically interrelated
through statements of relationship to form a theoretical framework that explains some
relevant social, psychological, educational, nursing or other phenomenon.” The
systematic data analysis involved generating concepts through the process of coding,
which is the central process by which theories are built from data. Coding is defined
as the analytic process through which data are fractured, conceptualized, and
integrated to form theory (Strauss and Corbin, 1998). Strauss and Corbin identify
three different types of coding to develop a grounded theory: open coding, axial
coding and selective coding. In this study the researcher analyzed data in line with
these methods. However, it does not mean that the researcher followed from open
through axial to selective coding in a strict, consecutive manner. The different types
of coding were doing simultaneously and the division between them was an artificial

way of explaining the process.

In this study an important activity during coding is the writing of memos. Memos are
not simply "ideas." They are involved in the formulation and revision of theory
during the research process. The memos were used to record the researchers own
thoughts as they arose during data collection. Moreover, the memos were also utilized
during data processing. The use of memos helped the research to keep track of all the
categories, properties, hypotheses, and generative questions that evolve from the
analytical process (Strauss and Corbin, 1998). The researcher produced memos for
each case data. Appendix 3 contains an example of memos a case bank data.

Appendix 4 shows the theoretical memo cumulated all memos for all of the case data.
4.3.1 Open Coding

Open Coding is the analytic process through which concepts are identified and their
properties and dimensions are discovered in data (Strauss and Corbin, 1998). To be
able to identify the concepts the researcher has to open up the text and expose the
thoughts, ideas, and meanings contained therein. In this study open coding involved
reading and rereading of the case interview data to line-by-line and paragraph-by-
paragraph to understand an event, action and opinion. Open coding was a part of the
analysis concerned with identifying, naming, categorizing and describing phenomena

found in the text. In this study, each line, sentence, paragraph was read in search of
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the answer to the repeated question “what is this about? What is being referenced

here?”

Data in this study were compared and similar incidents were grouped together and
given the same conceptual label. A concept was seen as an abstract representation of
an event, object, or action/interaction that a researcher identifies as being significant
in the data. For example, the following shows how the researcher understands the
sentences (the words or sentence inside the parentheses) and identify and name the

concepts (bold letters).

“Q: Why do you establish long-term relationships with corporate

customers?

A: We establish long-term relationship with our customers. There are
some reasons behind this. By establishing close relationship we may
know customers well and understanding their business (Understand
customer business, and therefore Customer knowledge), and can see
what we can do for their business (Identify needs, and therefore
business opportunity). We have opportunities to promote (Up
selling) and meet customers’ needs (Customer needs) going forward
(Maintain customer relationship), which will result in additional
products sell (Cross-selling) and hereto incomes from the connections
(Income). Presumably, banking is very similar things (the nature of
banking industry). Customers can choose any banks to do business.
Why they choose us because they know us and we have relationships
and they know we may help them (Customer confidence). Otherwise
they will go somewhere else. We are requiring new customers
(customer acquisition). Actually we still look at your existing
customers (Customer retention). It is far more cost effective than
massive campaign in terms of requiring new customers (cost
effective). It enables us to understand the customer: how more closely
understand their credit reference (Credit rate), understand their

trading record (Credit history), then we will do important decision on
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lending products (Decision making) because you build trust (the
nature of bank-corporate relationship, trust based relationship) over
a number of years (why long-term relationship, the nature of corporate
banking).” ULAD

Once opened up text and got some concepts, the researcher realized that certain
concepts could be grouped under a more abstract concept. For example, the
interviewees perceived that their corporate customers could get benefits from

relationship banking.

“Every company will have a bad time (Financial difficulties). If
things go wrong, we will help them when they get into trouble

(Bank help).” ULND

“Relationship banking means we should support them (Bank help)
through difficult time (Financial difficulties), not just make money

at anytime (Maintain customer relationship)” UMRD1

“If suddenly the profit goes down (Temporary difficulties), we
need to come to see you. We can sort it out perhaps to help them

(Bank help).” UMLS

These sentences mean that the corporate customers are able to get in-time help from
the case banks when they have temporary financial difficulties. This concept was seen

as a benefit of relationship banking for customers and named as “in-time help”.

The process of grouping concepts at a higher, more abstract, level is termed
categorising. Categories emerge from similar concepts that have similar properties.
Properties are characteristics that are common to all the concepts in the category. For
example, in this study, about the measurement of bank-corporate relationship one
might ask about its duration, and its closeness, and its importance to each party. The
categorization of concepts into categories is an abstraction process. For instance, the

following quote shows how the researcher develops a category.
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“The environment in banking industry is more and more competitive
(Outside condition or Macro condition). We establish close
relationships because we want to make important decisions on
lending products (Credit risk). We have opportunities to meet
customers’ needs (Up-selling) and sell additional products (Cross-
selling) and therefore more incomes from the connections. It is far
more cost effective to keep customers than requiring new customers

(Cost effective).” ULAD

The interviewees explain why they choose relationship banking and identify many

reasons. These factors are put together into a category as “Causal conditions”.

The researcher can give names for concepts and categories. The names can also come
from the words of the respondents. It should however be a logical descriptor of what
is going on (Strauss and Corbin, 1998). The categories should be grounded in reality.
Literature may be used to add new categories, but such categories must be verified by
the data, which means also be grounded in reality. The interpretation of events by the
researcher influences the naming of categories (Strauss and Corbin, 1998).
Dimensions represent the location of a property along a continuum or range.
Categories gave us a method for comparing different incidents. Incidents were
compared in terms of properties and dimensions. Categories can be defined into
subcategories that answer questions like what, when, where, who, how, and with what
consequences about categories. The relationships between categories were studied to

form theories.

4.3.2 Axial Coding

Whereas open coding fractures the data into concepts and categories, axial coding
puts those data back together in new ways by making connections between a category
and its sub-categories. Axial coding is defined as the process of relating categories to
their subcategories, termed “axial” because coding occurs around the axis of a

category, linking categories at the level of properties and dimensions. The purpose of
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axial coding is to reassemble data that were fractured during open coding (Strauss and

Corbin 1998). Axial coding refines information about each category or subcategories.

Although axial coding is different in term of purpose from open coding, these are not
necessarily sequential analytic steps; no more than labeling is distinct from open
coding (Strauss and Corbin, 1998). Axial coding looks at how categories crosscut and
link. In axial coding, the analyst is relating categories at a dimensional level. In this
study the case data were read again and again for these larger conceptual categories.
This was the means to collect several micro concepts together and identify a larger
conceptual category. Eventually it was possible to condense the micro concepts into
larger macro concepts. In reading the case data, it was necessary to keep the question
in mind. What is the central core or macro concept that covers the variation in micro
concepts? The micro data were combined around the axes of an aggregate core code
or macro concept. The case data were read to see how the micro concepts were used
in different context. This was the means to collect several micro concepts together
and identify a larger conceptual category. For example, all of the interviewees
emphasized that relationship banking was very much about knowing customers. Did
knowing customer mean different things in different case banks and contexts and was
it repeated in the same way across cases? How was a more general aggregate form of
these concepts used across the cases? Eventually it was possible to condense the

macro concepts into larger macro concepts.

Open coding: many micro concepts occurred in the case banks, concerning knowing
customer.

Knowing Customer
Past..cccooiieiiiii Current.......ooiiviiiiii e, Future

Customer History Customer Product Customer Sale Customer Profit Customer Plan

Axial coding: Asking what is the central core or macro concept that covers this
variation in open code concepts? Recombine the open code around the axes of an

aggregate core code — “Customer information and knowledge”.

Thus in the case banks, many dimensions of customer information and knowledge

were eventually crystallized into a larger conceptual category called “Exchange of

81



information and knowledge”. All of the above micro concepts were identified as
part of larger concept of “Information and knowledge management”. This concept

recurred across all of the cases, but manifest itself in each case.

Axial coding is the process of relating open codes (categories and properties) to each
other. To simplify this process, rather than to look for any and all kind of relations,
this study emphasizes causal relationships, and fit things into a basic frame of generic
relationships. The conditions, actions/ interactions, and consequences associated with
the central phenomenon were identified to describe the context and the process of a
phenomenon. Since a category is a coded form of a phenomenon, it can be seen as a
representation of a pattern of happenings, events, or actions/interactions, which can
be described by conditions, actions/interactions and consequences. In this study,
conditions explain the situation or context in which a phenomenon occurs. Conditions
can be causal, intervening and contextual. Contextual conditions are the specific sets
of conditions (causal and intervening) that intersect dimensionally at this time and
place to create the set of circumstances or problems to which persons respond through
actions/interactions. In this study, actions/interactions were the answers to the
question of how people handle the conditions. Strategic actions were actions tha:
were purposeful in solving a problem and thereby shaped the phenomenon. Ongoing
actions represent every day responses to situations. Both these types of actions need
to be investigated to gain full understanding of how people maintain the social order
(Strauss and Corbin, 1998). Irrespective of whether action is taken in response to a
problem situation or not, there are always consequences. Some of these consequences
are intended and others not. This study more concentrated on intended consequences
or benefits. The consequences and their changing of the phenomenon were described
in order to understand a phenomenon completely. Consequences have properties such

as duration, visibility, impact, predictability and scope.

For example, in this study, the categories including Relationship Orientation,
Customer-centric Organisation, Customer Value Based Performance Measurement
and Incentive-Based = Compensation  were integrated into  Strategic
Actions/Interactions. Moreover, Trust-based Personal Communications, Internal

Cooperation, Exchange of Information and Relationship Transactions are integrated
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into Ongoing Actions/Interaction. Both Strategic Actions/Interactions and Ongoing
Action/Interactions were integrated into a macro category, Actions/Interactions, to

explain how the case banks conducted relationship banking.

Axial coding is about finding relationships between categories and subcategories.
These relationships were validated against the data from the actual incidents to
determine if they can be grounded in reality. Contradictions between reality and the
hypothesis help the researcher to refine the description of the category by refining the

conditions, actions/interactions and consequences of phenomena.
4.3.3 Selective Coding

Selective coding is the process of integrating and refining the theory (Strauss and
Corbin, 1998). Open coding concerns with generating categories and their properties
and dimensions. In axial coding, categories are systematically developed and linked
with subcategories. Categories are only descriptions of data and are not yet a theory.
The major categories need to be integrated to form a larger theoretical scheme that the
research findings take the form of theory. The research findings should be presented
as a set of interrelated concepts, not just a listing of themes. The first step in
integration is deciding on a central category. In this study, selective coding involved
the integration of the categories that have been developed to form the initial
theoretical framework. After a time one category will be found to emerge with high
frequency of mention, and to be connected to many of the other categories which are
emerging. This is the core category that represents the main theme of the research.

Strauss and Corbin (1998) give the following criteria for choosing a central category:

e [t must be central; that is, all other major categories can be related to it.

e It must appear frequently in the data. This means that within all or almost all
cases, there are indicators pointing to that concept.

e The explanation that evolves by relating the categories is logical and
consistent. There is no forcing of data into a grounded theory.

e The name or phrase used to describe the central category should be
sufficiently abstract that it can be used to do research in other substantive

areas, leading to the development of a more general theory.
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e As the concept is refined analytically through the integration with other
concepts, the theory grows in depth and explanatory power.

e The concept is able to explain variation as well as the main point made by the
data; that is, when conditions vary, the explanations still holds, although the
way in which a phenomenon is expressed might look somewhat different. One
also should be able to explain contradictory or alternative cases in terms of

that central idea.

The core category (the central idea, event or happening) is defined as the central
phenomenon. Other categories are then related to this core category according to the
schema. “The core category must be the sun, standing in orderly systematic
relationships to its planets” (Strauss and Corbin, 1998). In this study relationship
banking was selected as the central phenomenon. The axial codes surrounding the
central activity were based on causal conditions, influences, context, intervening
conditions, actions, interaction strategies, and outcomes. In this way a theoretical
structure of connected concepts was constructed with the focal core code at its heart,
linked to the other core or axial (major concepts) codes. Parker and Roffey (1997)
point out that the central activity or phenomenon was placed at the centre of a
flowchart diagram. In this study subsidiary categories were related to the core
category according to the paradigm model (Figure 4-1), the basic purpose of which
was to enable the researcher to think systematically about data and relate them in
complex ways. This paradigm relates structure with process. The structure or
conditions set the stage and create the circumstances in which a phenomenon is
situated. Process denotes the action/interaction over time in response to certain issues.
Combining structure with process helps analysts to get a comprehensive picture.
Process and structure are inextricably linked and therefore in order to understand the
phenomenon one must understand the nature of their relationship. By studying
structure one learns why and by studying process one understands how persons
act/interact. By studying both structure and process one can capture the dynamic and

evolving nature of events.

The basic idea was to propose linkages and look to the data for validation (move

between asking questions, generating propositions and making comparisons). Causal
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conditions are the events that lead to the development of the phenomenon. Context
refers to the particular set of conditions and intervening conditions, the broader set of
conditions, in which the phenomenon is couched. Action/interaction strategies refer
to the actions and responses that occur as the result of the phenomenon and finally,
the outcomes, both intended and unintended, of these actions and responses are
referred to as consequences. The paradigm model of this study is presented in
Chapter S.

Figure 4-1: The Paradigm Model

Causal Conditions

{

Phenomenon

ll

Context

I

Intervening Conditions

!

Action / Interaction Strategies

!

Consequences

Source: Pandit (1996) The creation of theory: a recent application of the grounded
theory method

There are several techniques to determine the central category. These include writing
the storyline, making use of diagrams, and reviewing and sorting memos either by
hand or by computer program. A story is simply a descriptive narrative about the

central phenomenon of study and the story line is the conceptualisation of this story
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(abstracting). When analysed, the story line became the core category. Appendix 5
shows the storyline of this study.

The final theory and report is typically the integration of several theoretical memos.
In this study, when the central category was described, by writing a storyline the gaps
in the theory were exposed. Refining the coding of major categories should fill these
gaps. The aim was to write a story to which incidents in the data can be fitted. The
story only became a grounded theory when data representing incidents in reality were
fitted to the story. Cases that do not fit the storyline were explained in terms of
intervening conditions. Discovering outlying cases and building explanations into the

theory for them increases its generalisability and explanatory power.

In order to validate the theoretical scheme, the researcher went back and compared
the scheme against the raw data. It is important to make sure that the theoretical
scheme fits with the raw data and can explain most of the cases. Moreover, the
findings were sent back to the interviewees to get comment on how well it seems to
fit their cases. The story might not fit every aspect of each case but the interviewees

perceived it as a reasonable explanation of what was going on.
4.4 Methods in writing up the findings

In order to ensure that the researcher has developed a credible theoretical scheme in
terms of the validity and plausibility, it is important to write manuscripts that richly
illustrate the theory. The written work must demonstrate the groundedness of the
theoretical elements and good practice of the analytic operations performed.
Moreover, the written work needs to achieve authenticity and a solid data theory

coupling (Locke, 2001).

To develop authenticity, readers need to be convinced that the researcher understood
the phenomenon from the actors’ point of view. To achieve the solid data theory
coupling, the presentation of grounded theory must take the readers analytically
forward to the developed theoretical elements and back to the data fragments that
instanced the theory. The written work needs to weave together data incidents and
theoretical elements. The data incidents demonstrate that the researcher authentically

were present to and captured the realities of those they studied, while the theoretical
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points underscore that researchers understood the general significance of those

particular incidents (Locke, 2001).

It is important to integrate relevant existing literature into the presentations of data
indicated theoretical elements. Locke (2001) suggests how to use the literature in the
presentation of grounded theory. Writing the literature in grounded theory is
sometimes integrated into the presentation of the model in what is usually the
findings section of the manuscript. Furthermore, the relationship between their
grounded theory frame and a broader literature to which it makes a contribution is
sometimes a problematic issue, because the research questions are not usually framed
in terms of existing theory (Locke, 2001). The literature is employed in this study in
three senses. First the literature is used to establish the phenomenon and problem area
to be investigated. Second, each major results section contains a succinct summary of
the case results within key grounded theory themes or elements and these are both
discussed within relevant literature. Finally, the overall model is discussed within

relevant literature in the conclusion section.

Locke (2001) emphasizes that the written work need to accomplish three things: to
heighten understanding of the approach used and its potential for developing
knowledge, to convince readers that the researchers followed procedures associated
with good scientific practice and to increase the transparency of the actual procedures
followed. First, the nature of the approach needs to be informed. Grounded theory is
an inductive, theory building methodology that allowed the researcher to develop a
theoretical account of the general feature of a topic while simultaneously grounding
the account in empirical observation or data. Second, the particular usefulness of a
grounded theory approach needs to be claimed. For instance, the analysis of
transcripts involved the identification of common themes. Third, in order to increase
transparency of procedures it is necessary to describe how the data documents were
approached to derive conceptual categories. Appendix 3 shows the memo containing

concepts and categories derived from one case data.

Locke (2001) argues that the presentation of grounded theories similarly follows a
format that involves the telling of theoretical elements and the showing of data

fragments that instance them. This format can be outlined to summarize the
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theoretical frame — serially present each theoretical element well illustrated with data
instances — summarized the theoretical frame. In this study, the grounded theory of
relationship banking is presented as a “paradigm model” recommended by Strauss
and Corbin (1998). This is a conceptual analytical device for organizing data and for
integrating structure with process and for summarizing the grounded theory of
relationship banking. The paradigm model reveals how the grounded theory elements
are connected and thus provide a “map” to steer through the ensuring detailed results.
It should however be noted that the paradigm model is an aggregate result of these
detailed results. This abstract of the findings is presented in the next chapter. The
individual categories are presented in detail thereafter in three chapters. Finally, the
summary of theory is presented in the conclusion chapter. Case quotes are used
throughout these sections to illustrate these elements through interviewees’ voices

and thus the theory is grounded explicitly in the case data.

The individual categories are presented employing Locke’s (2001) format. For
example, Chapter 6 presents the causal conditions of relationship banking. The
content was accomplished as follow: An excerpt foreshadows the key points of the
reasons of adopting a relationship-banking strategy. Then the chapter summarizes the
theoretical framework of why the case banks chose relationship banking as their
business strategy. The detailed presentation of each theoretical element is followed.
The theoretical elements are arranged as headings under which the telling of story and
showing of data are integrated. Meanwhile the relevant literature is integrated into the
findings. In addition, figures are utilized to illustrate the relationship among

categories and subcategories.

4.5 The weaknesses of grounded theory methods

Grounded theory research has been criticized by some scholars. This section
discusses some problems of grounded theory and how this study responds to these

criticisms and reduces these weaknesses.

Similar to other qualitative approaches grounded theory research has been criticized

as being too subjective (Bryman, 2004). There are several possible components of

88






