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Abstract

In spite of decades of research into corporate turnaround strategies, corporate
failures persist. Knowledge of remedies appears to be a necessary but insufficient
condition for turnaround. There exists yet a serious gap in extant knowledge on what
motivates managers to choose or avoid well-documented restructuring strategies.
Further, extant research has focused predominantly on severely distressed firms.
Though contributing immensely to corporate management out of a crisis, it throws
little light in the direction of management to avoid a crisis, and thus avoidance of
economic value destruction. Also, no large sample analysis has properly tested the
general effectiveness of prescribed turnaround strategies.

This research attempts to fill these empirical gaps by exploring three key

research questions:
1. What are the determinants of restructuring strategy choice in response to

performance decline?

2. How effective are the prescribed turnaround strategies in contributing to
corporate turnaround from performance decline?

3. Are the turnaround strategies equally applicable and effective to both poorly
performing and financially distressed firms?

We integrate the disparate studies to date and devise a coherent framework for
performance decline research and corporate restructuring. We also design a
comprehensive strategy determinants framework for explaining the firm strategy
selection process, incorporating the impact of lenders, owners, corporate governance
structure and control factors. We employ the standard event study methodology to
examine effectiveness of strategies. We then separate implementation success from
other sources of strategy effectiveness - choice, timing and intensity of restructuring
strategies. We also explore differences in the determinants and effectiveness of
strategies between two samples comprising nearly 300 poorly performing and 200
financially distressed firms, as a function of the extent of firms’ performance decline.

Our results show that turnaround strategy choices are significantly influenced
by the complex interplay of the ownership structure, corporate governance and lender
monitoring of the firms in decline. While there 1s agreement among stakeholders on
certain strategies there 1s also evidence of conflict of interests. The results also show
the somewhat detrimental effects of dominance by certain stakeholder groups.
However, no support for managerial inaction as a contributor to non-recovery from
performance decline 1s found. Instead of being paralysed by inertia, managers of non-
recovery firms appear to take vigorous and intensive restructuring actions. Our results
suggest the root cause of non-recovery 1s bad implementation of restructuring
strategies. Although pursuing similar strategies, non-recovery firms’ managers are
perceived by the market to be far less effective in their implementations than those of
recovery firms. Comparative analysis of poorly performing and financially distressed
firms reveals a striking similarity in determinants of strategy choice but some
differences in the impact of restructuring strategies on corporate turnaround.

XVI



RESEARCH OBJECTIVES

Chapter 1.

1.1 Introduction

The research theme in turnaround or distress studies has shifted from
decade to decade. The focus in the 1960's, was on accounting measures of firm
performance and failure prediction models (e.g. Beaver, 1966, and Altman, 1968),
in the 1970's on more sophisticated failure prediction models and turnaround

strategies (e.g. Argenti, 1976, Schendel, Patton and Riggs, 1976), in the 1980's on
more strategic management research (e.g. Hambrick and Schecter, 1984; Slatter,
1984) and some financial economics-based work (e.g. Gilson, 1989), and in the

1990s to specific study of corporate restructuring actions in response to financial
distress (e.g. Gilson, 1990; Robbins and Pearce II, 1992; Ofek, 1993).

Although the literature prescribes a range of corporate restructuring
strategies, few studies to date have explored comprehensively and empirically the
determinants of corporate restructuring strategy choice. Although organisational
resistance to deep cuts in costs and assets is noted by strategy researchers
(Bibeault, 1982; Sloma 1985), and firms able to overcome such resistance are
found to be better positioned to achieve a turnaround (Slatter, 1984), few strategy
researchers have empirically explored the motivations and compulsions behind
managers’ restructuring strategy choices. The failure to appreciate why managers
choose or avoid particular strategies may have contributed to the persistence of

corporate failures, despite the voluminous turnaround research to date.

The choice of tumaround strategies is contingent upon a number of factors.

]



Firms’ choice of turnaround strategies 1s primarily influenced by the firm’s major
stakeholders such as managers, shareholders and lenders. Since different strategies
may have different, and often conflicting, welfare implications for managers,
shareholders and lenders, the choice of any strategy can only be made as a trade
off among these contending stakeholders. The restraints on any single stakeholder
eroup such as managers maximising their own self-interest to the detriment of
other stakeholders is a function of the governance structure and the mechanics of

agency monitoring in a firm (Gilson, 1990). Thus, an understanding of the nature
and sources of these restraints 1s necessary to make the appropriate turnaround

strategy choices.

Most of the restructuring strategies prescribed in the turnaround literature

are largely based on small samples or case-study-based analyses. The general

applicability of these generic and specific strategies has not yet been tested on a
large, multi-industry sample. Further, no large scale cross-sectional analysis has
been conducted to test the general effectiveness of these turnaround strategies.

Corporates’ downward spiral to failure 1s attnibuted by past researchers (e.g.
Schendel et al., 1976; Hofer, 1980; Hambrick and Schecter, 1983, Hoffman, 1989,
Weitzel and Jonsson, 1989; Barker and Mone, 1993) to managerial inaction, and
poor timing, lack of intensity and poor implementation of turnaround strategies.
Again, empirical evidence on the factors underlying the effectiveness of strategies,
based on large scale analysts, 1s limited.

Moreover, extant studies in corporate turnarounds have invariably focused



on firms with severe distress - firms that have sunk into crists after a number of
years of declining performance. Though extant research in corporate turnarounds
contributes significantly to successful management of crisis, 1t throws only scant
light on how corporate management should act to avoid a crisis. Turnaround
strategies are not relevant only to severely distressed firms. They are equally
applicable to firms suffering from poor performance and to those aiming to
achieve improved financial or competitive performance (Slatter, 1984). Poor
performance firms do not wait to become severely distressed and destroy
economic value along the way, before taking any action. Instead, management
often seek to ‘stop the bleeding' and nmip the problem in the bud through
restructuring. However, only a few studies have examined firms' actions in
response to poor performance short of distress. Interesting but unanswered
empirical questions remain: (1) Do poor performance firms recover or sink into
severe distress? (2) Do firms that recover adopt restructuring strategies different
from those that decline into severe distress, (3) What determines management's
choice of restructuring strategies that may be instrumental in corporate recovery?
and (4) How effective are these strategies in contributing to a tumaround from
performance decline?

Ofek (1993), Robbins and Pearce II (1992) and Pant (1986) shift the focus
away from predominantly severely distressed firms and investigate how firms
respond to poor performance. However, these studies suffer from weak definitions

of poor performance and use of incomplete strategy determinant models.



Ofek (1993) defines poor performance as a situation where a firm
experiences a sharp decline in stock market returns ranking, i.e. it falls from the
top 67% in one year to the bottom 10% in the subsequent year. Ofek's definition
may incorporate firms lingering below average performance for many years prior
to decline to bottom 10%. Robbins and Pearce 11 (1992) define a poor performance
firm as one with two successive years of increasing ROI (return on investment)
and ROS (return on sales) followed by an absolute decline in both ROI and ROS
for a minimum of two years, the rate of decline exceeding the industry average
rates. However, Robbins and Pearce II’s definition is flawed as firms that have
rising ROI and ROS for two years may still end up with returns ranking below
industry average (bottom 50% rank), whilst firms that have declining ROI and

ROS for two years may still have returns ranking above industry average (top 50%

rank). Pant (1986) defines a poor performing firm as one that remains in the
bottom 25% of firms in its industry, in terms of ROA, for a period of two years.
However, Pant does not specify that a firm has to exhibit superior performance
(i.e. be in top 50%) prior to reporting a drop to the 25% rank. This definition
ignores the exact timing of decline and can include firms that may have under-
performed their industry for a number of years prior to decline to the bottom 25%
rank.

Ofek’s (1993) study is the only research that empirically examines the
determinants of firms’ actions in response to poor performance. His results support

Jensen's (1989) contention that high leverage and associated high lender



monitoring induce speedy firm actions to remedy poor performance. Greater
going-concern value is therefore preserved by highly geared firms than by less
geared firms. However, Ofek finds block sharcholder monitoring to be
insignificantly related to corporate actions, contrary to subsequent findings by
Bethel and Liebeskind (1993).

Ofek's findings, and particularly the findings of past turnaround studies,
need to be interpreted with caution as they do not apply a comprehensive strategy
determinants framework. The comprehensive strategy determinants framework
devised in this research includes firm specific factors such as lender monitoring,
block shareholder influence, board structure, managenal shareholding, severity of
decline, cause of decline, firm size, and external economic and industry

conditions. The exclusion of board monitoring variables and the external

environment in past studies may have resulted in potentially flawed results caused
by omitted variables.

However, the conceptual strategy determinants framework we develop does
not relate every agency or control variable to every restructuring strategy. To this
extent some of the empirical work in this research 1s exploratory. In this respect,

the thesis not only contributes UK evidence to confirm existing theories but also

provides new empirical evidence to substantiate new concepts, such as the role of
firms’ governing board during the critical period of performance decline.

Although past turnaround researchers have examined the issue of what

strategies are instrumental to corporate turnaround, they have not tested the



effectiveness of strategies on a proper basis. Past studies such as by Schendel and
Patton (1976) and Robbins and Pearce II (1993) suffer from two fundamental
methodological deficiencies. First, they confound proxies for strategies with the
criteria for tumaround, for example cost reduction as a strategy and improvement
in profit margin as a turnaround performance measure. Second, proxies for cost

reduction strategies such as lower cost of sales, may be impacted by various other

specific strategies such as operational restructuring, asset sales, investment in new
plant and machinery or acquisition of new businesses, or financial restructuring
which gives rise to lower interests cost. In other words, the accounting proxy often
merely measures the end result of a strategy and not the strategy itself. Hence, the

question, whether declining firms’ chosen restructuring strategies are effective or

not in accomplishing turnaround, remains largely unanswered.

1.2  Alternative perspectives on financial performance

In this study, we examine corporate responses to performance decline
measured in two different ways: (1) The decline in relative stock returns
performance and (2) The decline to financial distress, reflected in bankruptcy risk
and measured by the conventional Z score. Whereas the first financial measure
of performance decline is based on an explicit perspective of shareholder value
maximisation, as a corporate objective, the second 1s an explicit measure of the
potential bankruptcy risk. We believe that both perspectives are important 1n

evaluating corporate responses to performance decline.



The conceptual premise of this study 1s that managers respond to
performance decline reflected in both stock returns and accounting performance
terms. However, managerial responses to the two types of decline may differ in
terms of speed, scope and effectiveness. These responses may also differ in the
factors which trigger or moderate them eg. Lender monitoring or share ownership
structure. Arguably, bankruptcy risk, proxied by the Z score, represents a more
stringent measure of performance decline, and 1s relevant to a much wider

stakeholder community than stock returns.

1.3  Corporate restructuring framework
Consequent upon performance decline, management may respond by

adopting various restructuring actions to regain the firm’s financial health. This

study employs a comprehensive corporate restructuring framework, synthesising
both the strategic management and finance literatures. It covers the generic
strategies of managerial, operational, asset and financial restructuring.

Managerial restructuring which entails the removal of top management
responsible for the corporate decline is quoted widely as a prerequisite of
corporate turnarounds. Restoring management credibility in the eyes of employees,
lenders, and shareholders is so vital that replacing managers irrespective of their
share of the blame for decline, may be seen as imperative.

One of the remedies most prescribed for poor performance is operational

restructuring aimed at cutting costs, improving margins, productivity and profits.



Corporate managers wield the axe on costs via headcount reductions, overhead
cuts, consolidation and termination of certain operational facilities.

Where operational restructuring is an inadequate remedy, due, for instance,
to the existence of loss-making subsidiaries or where cash is required to fund
restructuring, asset sales may be instigated.

Often, capital expenditure and acquisitions may be necessary to improve
operational efficiency and productivity if the current state of operations is
critically under-equipped due to past low investments or change in technologies.
Also, once the operations are successfully rationalised and survival is assured,

investments to rebuild and grow become a priority.

Frequently, a firm’s finances are in need of surgery to resolve or avoid a
financial distress. Financial distress 1s a situation where there is insufficient

liquidity in the firm to meet current obligations. The commonest financial strategy
then is to cut dividends drastically or omit them entirely. Next, negotiations may
be initiated with lenders to rewrite covenants, where a breach is expected or has
occurred, and refinance the firm on a committed and/or long term basis.
Shareholders are also frequently asked to stump up more cash to keep the firm

afloat by way of subscribing to fresh equity issues.

1.4 Determinants of restructuring strategy choice
The strategy and finance literatures abound in remedies for performance

decline. Despite the proliferation of these remedies, corporate failures stubbornly



persist. Corporates’ downward spiral to failure is widely claimed to stem from
management inertia in the wake of performance decline. The question is ‘Why do
corporate managers fail to practise the ‘wisdom’ of past turnaround research?’.
The answer may lie in the ‘soft element’ of corporate strategy - what
determines managers’ choice of strategy? The agency paradigm predicts managers
can act in their own self interest. They may also act for the benefit of lenders to
the detriment of shareholders, or vice-versa. However, managers do not have a free
hand in choosing restructuring strategies, especially at moments of financial
distress. Other key stakeholders such as lenders, owners and the governing board
have their own motivation and preferences and hence influence the choice of

strategy.
The role of corporate governance in the UK has undoubtedly been put in

the limelight by the Cadbury Committee’s report on corporate governance in
December 1992 titled ‘The Financial Aspects of Corporate Governance: The Code
of Best Practice’. The report stresses the importance of division of power at the
top so that no one person has unfettered powers of decision, and highlights the

significant role played by non-executive directors'. The impact of governance
structure on restructuring strategics has not been recognised in most previous

studies such as Ofek (1993). We plug this serious empirical gap by incorporating

'Post-Cadbury, two other committees have been set up to further the work initiated by the
‘Cadbury Committee’. The ‘Greenbury Committee’, set up in January 1995 and chaired by Sir
Richard Greenbury, has examined and reported on good practice in determining and accounting
for directors’ remuneration. The successor to the ‘Greenbury Committee’ is the ‘Hampel
Committee’, set up in 1996, to extend the Cadbury and Greenbury Committees’ work.
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board leadership and composition variables into our strategy determinants
framework.

The choice of strategy is, therefore, ultimately, dependent on a complex
interplay of power and influence among managers, lenders, owners and the
governing board. Certain uncontroversial strategies may be adopted easily. Others,

such as asset sales to raise cash to pay lenders, may benefit lenders at the expense

of shareholders who lose the option value of the assets sold and, may, therefore,

be resisted by the disadvantaged group. Potentially, the downward spiral to

corporate failure may be driven by the selfish power plays of stakeholders.

1.5 Effectiveness of restructuring strategies and corporate turnarounds
Given that managers, under the influence of stakeholders, decide to adopt

a range of strategies to combat financial performance decline, do they succeed in
their endeavours, and manage to turn around their firms’ declining performance?
Is faithful adoption of the generic turnaround strategies a guarantee of a success?

As described earlier, past turnaround studies have applied flawed
methodologies in their investigation of strategy effectiveness. A proper approach
to examining strategy effectiveness should directly test the impact and
effectiveness of specific strategies and avoid using proxies for effectiveness which
may be affected by a range of strategies or factors. Since the long term effect of
a specific strategy is inherently incapable of direct measurement, two appropriate

approaches to measuring such effects are the event study and econometric
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regression methodologies. Event study methodology can be used to capture the
shareholder wealth effects of strategy announcements reflecting the perceived
effectiveness of strategies, at least from the stock market perspective. The
regression approach is based on testing the association between restructuring
strategies and the extent of corporate recovery from performance decline. If a
restructuring strategy is effective, it will register a strong positive association with
recovery from performance decline.

We also contend that the choice of apparently appropriate strategy and the
speed and intensity of its application are a necessary but inadequate condition for
turnaround success. The key to successful turnaround lies in effective
implementation. The best strategy is futile if implemented badly, indiscriminately

or half heartedly. In this research, effective implementation is measured in terms

of achieving a benchmark performance. This benchmark is defined later in

Chapter 5.

1.6 Research objectives and contribution
We aim to fill the empirical gap by extending and improving on existing

studies. The unique contributions of this study lie in a more comprehensive

conceptual framework, in improved empirical methodology and in the examination
of a wider range of 1ssues relating to the choice and effectiveness of turnaround
strategies than in the extant literature.

The key objective of this research is to examine empirically three related
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research questions. First, what are the determinants of corporate restructuring
strategies in response to performance decline? Second, how effective are the
various corporate restructuring strategies in contributing to firm recovery from
performance decline? Third, what are the differences, if any, in the determinants
and effectiveness of restructuring strategies between merely poorly performing and
financially distressed firms?

We apply a comprehensive strategy determinants framework, incorporating
the agency perspective which is generally missing from decline-related research
in finance as well as strategy literature. This framework integrates approaches in
the strategic management literature with the finance-based agency theory widely

researched by financial economists. An integrated strategy determinants
framework enables managers seeking turnaround strategies to understand the

complex forces impacting on strategy choice, gather support from various
stakeholders, and enhance the effectiveness of chosen strategies. Managerial
failure to take into account the complex interplay of influences may accentuate
conflict of interests amongst contending stakeholders and thereby impede
recovery.

In terms of methodology, we formulate a practical and simplified

framework for performance decline research by integrating, and putting into
perspective, the disparate studies of distress to date. The framework classifies
sample firms by their severity of performance decline, i.e. non-distress and

distress. The simplified framework is conceptually easier to understand and

12



operationalise for empirical analysis.

Also, instead of looking at restructuring strategies piecemeal, we formulate
a comprehensive framework which integrates the 'gestalt' of turnaround strategies
found in the strategic management literature and the corporate restructuring
strategies examined in the financial economics literature. This framework
encompasses managerial, operational, asset and financial restructuring. The
comprehensive framework provides corporate managers with a range of strategic
choices and the possibility of maximising recovery prospects through employing
an integrated, rather than, a piecemeal approach to corporate turnaround.

In addition, we employ a longitudinal analysis of corporate restructuring
strategies for three years from the year of performance decline. This significantly

improves on Ofek's one year study of the determinants of strategy choice, and thus

allows for a longer tracking of firm actions following the year of performance
decline, leading to recovery or severe distress.

We also employ improved methodologies to test for the effectiveness of
restructuring strategies. We use shareholder wealth effects of strategy
announcements to proxy for perceived strategy effectiveness. These wealth effects

are measured using standard event-study methodology. In addition, we apply

econometric models to examine the impact of restructuring strategies on recovery
from performance decline.

To ensure the robustness of our results, we choose to examine two samples

of firms, rather than one. They are non-distressed but poorly performing firms, and
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financially distressed firms. The aim is to compare and contrast the determinants
and effectiveness of restructuring strategies for firms experiencing different
degrees of performance decline. We can gain insights into the forces impacting on

firms’ strategy choices, the general applicability and relative effectiveness of
restructuring strategies, for these two turnaround situations. The results would be

of immense interest to corporate managers, lenders and investors alike.

1.7  Outline of thesis

Chapter 2 reviews the literature for alternative perspectives on financial
performance measures, from performance decline to financial distress. The review
highlights the attractiveness and criticisms of popular measures based on
accounting returns, cash flows and stock returns. Based on synthesising extant
studies a performance decline research framework 1s formulated. The choice of
performance measures used in this study to define the poorly performing and
financially distressed samples is discussed.

Chapter 3 reviews the finance and strategic management literature on
restructuring or turnaround strategies. A comprehensive corporate restructuring
framework encapsulating the four generic strategies identified in the literature is
devised. The generic strategies are managerial, operational, asset and financial
restructuring.

Chapter 4 reviews the literature on determinants of restructuring strategy

choice. The existing evidence on the impact of firms’ agency monitoring
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mechanism and other internal and external factors on strategy choice are
discussed. This exercise reveals a serious lack of evidence, particularly in the UK,
on what determines firms’ choice of restructuring strategy, in a turnaround
context. Resulting from the review, an overall strategy determinants framework
is designed representing the complex forces impacting on strategy choice, but
which have been largely ignored in past studies.

In Chapter 5, we discuss the deficiencies of extant turnaround strategy
effectiveness measures, propose improved methodologies and support them with
evidence from a review of wealth effects of strategy announcements
predominantly from the finance literature. The aftermath of decline and the factors
contributing to corporate turnaround are also discussed.

Chapter 6 outlines the methodology for measuring poor performance and
financial distress and the sampling criteria. The logistic regression equations used
to investigate the impact of determinants of agency and control variables on
restructuring strategy choice are discussed. Also, the methodology to assess the
effectiveness of strategies is presented. The definitions of dependent and
independent variables are presented and the characteristics of both poor
performance and financial distress samples are described in the chapter.

Chapter 7 presents the results of stakeholder dominance and logistic
regressions of restructuring strategies on agency and control variables for the
poorly performing sample. The separate impact and joint impact of explanatory

variables on restructuring strategy choice are i1dentified and their economic
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meaning 15 discussed.

Chapter 8 reports and discusses the empirical results on effectiveness of
restructuring strategies for the poorly performing sample. The results from event
study analysis, and logistic and ordinary least squares (OLS) regressions of
corporate recovery from poor performance on restructuring strategies and control
factors are discussed.

Chapter 9 reports and discusses the empirical results on the determinants
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