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When firms face declining financial performance, research suggests that cost and asset re-
trenchment can lead to improved performance among poorly performing firms. However, pre-
vious studies have largely focused on firms operating in mature industries. This research
develops and tests arguments that cost and/or asset retrenchment strategies will have differ-
ent effects on firm performance in competitive environments characterized as growing and
declining. In growth industries, asset retrenchment was positively related to performance im-
provement while cost retrenchment was unrelated. In declining industries, cost retrenchment
was positively related to improved performance while asset retrenchment had a negative effect
on firm performance. Implications of these findings for turnaround strategies are discussed.
© 2003 Elsevier Inc. All rights reserved.

Developing an appropriate response to a decline in firm performance is one of the most
important decisions that managers must make (Ketchen & Palmer, 1999). While restructur-
ing strategies associated with corporate-level turnarounds have been examined extensively
(seeJohnson, 1996for a review), comparatively little research has addressed business-level
turnaround strategies. Perhaps the most commonly used yet understudied business-level
turnaround strategy is retrenchment (Bibeault, 1982; Harrigan, 1980, 1988; Hofer, 1980;
O’Neill, 1986; Robbins & Pearce, 1992, 1994). A retrenchment strategy, the reduction of
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costs and/or the elimination of assets as a means of increasing firm efficiency (Robbins &
Pearce, 1992), has been suggested as the foundation upon which firms should develop their
turnaround efforts (Pearce & Robbins, 1993;Schendel, Patton & Riggs, 1976). Indeed, as
firms struggle to respond to poor performance, announcements of plant closings (asset re-
trenchment) and layoffs (cost retrenchment) appear almost daily in the popular press (Carey,
2003; Shirouzu, 2002). However, while firms may frequently use a retrenchment strategy in
the face of poor performance, empirical research in support of the efficacy of this strategy has
generally been limited to a relatively small number of firms operating in mature industries.
Thus, we explore the following research question:Do the effects of cost and asset retrench-
ment on firm performance vary with the nature of the firm’s competitive environment?

Pearce and Robbins (1993)argued that the severity of the decline should be the primary
contingency variable when deciding between cost and asset retrenchment. Our research
takes a different approach by suggesting that the choice between a cost and asset retrench-
ment strategy should be driven in part by the nature of a firm’s competitive environment
and the efficiency of a firm’s strategic factor markets. Under the umbrella of the product life
cycle literature (Anderson & Zeithaml, 1984;Dodge, Fullerton & Robbins, 1994;Rink &
Swan, 1979), we employ theory from competitive dynamics (Chen, 1996;Covin, Slevin &
Covin, 1990;Gimeno, 1999; Grimm & Smith, 1997; Zahra & Bogner, 2000) and strategic
factor markets (Barney, 1986; Dierickx & Cool, 1989) to test the effects of cost and asset
retrenchment on firms operating in growth, mature, and declining environments.

The Strategy of Retrenchment

Since the early research on retrenchment (Hambrick & Schecter, 1983; O’Neill, 1986;
Schendel et al., 1976), the emerging logic has been that cost and asset retrenchment are
positively related to turnarounds and firm performance. Company and industry down-
turns also represent an opportunity to make needed changes in a firm (Whitney, 1987).
Asset retrenchment is defined as a reduction in assets (long-term and short-term) as a
means of mitigating conditions responsible for a financial downturn (Robbins & Pearce,
1992). Specifically, plant closings, layoffs, divestitures (sell-offs, spin-offs and equity carve-
outs), reductions in property and equipment and inventories all fall under the strategy of asset
retrenchment. Consistent with previous research (Barker & Mone, 1994; Robbins & Pearce,
1992) we definedcost retrenchment as a reduction in costs (e.g., selling, general and admin-
istrative expenses, cost of goods sold and interest expenses). Specifically, selling, general
and administrative expenses (SGA) includes advertising expense, bad debt expense, com-
missions, director’s fees, engineering expense, foreign currency adjustments, freight-out
expense, indirect costs, lease expense, marketing expense, administrative services, pension,
retirement, profit sharing, employee insurance, stock-options, R&D, salaries, and interest
expenses.

Several studies have indicated that asset and cost retrenchment should lead to performance
improvements because of increased efficiencies brought about by the reduction of expendi-
tures and the elimination of assets (DeWitt, 1998; Dodge et al., 1994; Hambrick & Schecter,
1983;Miles, Snow & Sharfman, 1993;O’Neill, 1986; Robbins & Pearce, 1992).Pearce
and Robbins (1993)suggested that efficiency or operating recovery strategies offer the best
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prospect for successful turnaround. They explicitly argued “that for firms facing declining
financial performance, the key to a successful turnaround initially rests in the effective and
efficient management of the retrenchment activities” (Pearce and Robbins, 1993: 614). In
making a distinction between the retrenchment phase and the overall turnaround process,
they argued that a retrenchment strategy is the first step in every turnaround process.

However, the findings and arguments ofRobbins and Pearce (1992)have not gone un-
challenged. In using theRobbins and Pearce (1992)sample,Barker and Mone (1994)found
little evidence to support the assertion that retrenchment is an integral part of a turnaround.
More explicitly,Barker and Moneargued that “Robbins and Pearce’s (1992)assertion that
retrenchment leads to more successful turnaround attempts disregards the growing literature
on organizational downsizing suggesting thathow (emphasis in the original) firms down-
size or retrench is very important to the success of the process” (1994: 397). For example,
Harrigan (1980, 1988)identifies two distinct motivations for retrenchment: (1) selectively
shrink the business and (2) milk the investment. The former suggests the firm intends to
remain in the industry while the latter suggests the firm is harvesting the assets with the
intention of exiting the industry. Similarly,DeWitt (1998)argues that retrenchment may
incorporate downscaling and/or downscoping activities. Downscaling refers to a reduction
in the scale of operations while downscoping denotes the sale of entire business units.1

More recently, several studies have reported mixed findings for cost and asset retrenchment
strategies.Michael and Robbins (1998)also found partial support for retrenchment among
small firms. However, in a study of 46 distressed and recently acquired firms,Castrogiovanni
and Bruton (2000)found no retrenchment effects on performance.

In sum, empirical findings have offered limited support and virtually all of this work has
taken place within mature industries. This suggests that serious theoretical and empirical
issues need to be addressed. In particular, the assertion that retrenchment is the critical first
stage in the turnaround process may not be generalizable to poorly performing firms in all
industries (Parker & Keon, 1994; Pearce & Robbins, 1993; Robbins & Pearce, 1992). This
research seeks to contribute to the retrenchment literature by developing stronger theoretical
arguments for retrenchment activity along with testing our hypotheses using a more gener-
alizable sample and a methodology that improves upon earlier empirical shortcomings.

Competitive Environment and Retrenchment

Given that the competitive environment can have a significant impact on member firms
(Covin et al., 1990; Zahra & Bogner, 2000), the nature of the industry environment is
likely to be an important factor when considering a firm’s turnaround strategy (Anderson &
Zeithaml, 1984). Firms competing in mature industries face fundamental differences from
those competing in growth-oriented industries (Porter, 1980). For example, the value of
firms in mature industries is largely based on the present value of anticipated cash flows
(Folta, 1998). However, in growth intensive industries, value is based largely on their future
growth options and their ability to discover, develop and exploit capabilities that others do
not have (Kogut & Zander, 1992). Stated differently, firms in growth industries are likely to
be more concerned with exploration issues whereas firms in mature and declining industries
are likely to be concerned with the exploitation of their most valuable assets.
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These arguments lead us to the position that the competitive nature of an industry will
affect the direction of a firm’s retrenchment strategy. Unfortunately, the retrenchment lit-
erature has not adequately considered cost and asset retrenchment within the context of
different industries. Building from the recent findings that have examined cost and asset re-
trenchment among firms in mature industries, we suggest that insights from the competitive
dynamics literature (Thomas, 1996) are useful in understanding the performance effects of
a cost retrenchment strategy for firms operating in growth, mature, and declining industries.
Further, because of its importance for understanding the exchange of assets, strategic factor
market theory provides a useful tool for probing the effects of asset retrenchment on firm
performance among firms in these same industry environments.

Cost Retrenchment

Competitive dynamics refers to a pattern of actions and responses among firms that
compete within a particular industry environment (Hitt, Ireland & Hoskisson, 2001). This
competitive interaction often influences the competitive outcomes of firms’ business-level
strategies. Thus, the effectiveness of any strategy chosen by a firm is determined not only
by the initial move, but also by anticipating and addressing the moves and countermoves of
the competitors within its industry (Chen, 1996; Grimm & Smith, 1997). Firms within an
industry learn to anticipate and take into account the likely competitive responses of their
industry rivals when formulating strategy (Gimeno, 1999). Researchers have suggested a
wide variety of factors that firms may use to assess competitive dynamics within their in-
dustries. For example, market commonality and resource similarity (Chen, 1996) as well
as market share and market dependence (Gimeno, 1999) are factors that apparently influ-
ence competitive dynamics. More central to this study, stages of industry evolution such
as emerging, growth, maturity, and decline are widely recognized as having a significant
influence on competitive dynamics (Folta, 1998; Grimm & Smith, 1997; Porter, 1980).

A common thread running through this literature is that the growth rate of an industry
regularly influences its competitive dynamics. For example, for firms in growth industries,
dedicating resources to the development of new capabilities, innovation, market research
and marketing approaches are usually critical (Dodge et al., 1994; Folta, 1998). Firms
in growth industries generally have to keep developing and exploiting new product and
market opportunities to fend off existing competitors and new entrants (Tegarden, Hatfield
& Echols, 1999). As the viability of an emerging industry becomes increasingly apparent,
competitors attempt to stake out key portions of the market (Anderson & Zeithaml, 1984)
while new entrants prospect for new opportunities and unexploited niches. All these efforts
usually require substantial investments in R&D, production, and marketing functions in an
effort to keep pace with the industry’s expansion (Herbert & Deresky, 1987).

The above arguments have important implications for reversing the performance decline
of firms in growth industries. In particular, cutting costs, and implementing strict cost con-
trols tend to reduce the level of innovation (Hitt, Hoskisson, Johnson & Moesel, 1996),
yet firm innovation and the development of new capabilities are a central part of compe-
tition in growth industries. Indeed, the nature of competition in growth industries is such
that it is widely thought that firms in this context should take an aggressive competitive
posture (Grimm & Smith, 1997; Porter, 1980). We argue that this is true even when per-
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formance suffers. To reverse declining performance, firms must often increase marketing
efforts within existing markets (Baden-Fuller & Stopford, 1994), redefine niche markets
or invest resources in new technologies and innovations (Barker & Mone, 1994; Hambrick
& Schecter, 1983). This is consistent with research that recently found that when a firm’s
product design became antiquated, investing in and switching to the dominant design sig-
nificantly increased market share and its chances of survival (Tegarden et al., 1999). If
firms with declining performance cut cost while successful competitors areincreasing ex-
penditures, they are likely to fall behind in further innovative developments and lose out
on customer service and markets gains (Herbert & Deresky, 1987). Stated differently, if a
firm in a growth environment engages in a cost retrenchment strategy, it is unlikely that it
will be able to even maintain let alone enhance its competitive position in technological
developments and market presence. Given these competitive dynamics, cost retrenchment
strategies by firms in growth industries may lead to furtherdeclines in performance.

Hypothesis 1a: Cost retrenchment will have a negative effect on performance among
poorly performing firms in growth industries.

Most research on firm retrenchment has occurred in industries with very modest or flat
growth (Hambrick & Schecter, 1983), commonly referred to as a stable or mature stage
(Miles et al., 1993; Rink & Swan, 1979). The transition into this phase is usually represented
by fundamental changes in the firm’s environment that require difficult strategic responses
(Harrigan, 1988; Porter, 1980). Mature industries are often characterized by a high degree of
market saturation, fewer significant product innovations, and experienced buyers who can
understand and compare the product offerings of rival vendors (Harrigan, 1988). As the rate
of growth slowly tapers off, overcapacity may develop. As competition intensifies, firms are
generally pressured to cut costs, emphasize more efficient utilization of critical resources
and limit investment in research and development (Anderson & Zeithaml, 1984;Hambrick,
MacMillan & Day, 1982). For example,Herbert and Deresky (1987)found that firms in the
mature stage of the industry life cycle followed astabilize strategy. The focus of this strategy
is to stabilize performance through cost leadership and efficiency, in part by maximizing
capacity utilization and increasing standardization (Miles et al., 1993; Rink & Swan, 1979).

Competitive dynamics within mature industries may also lead to increased price competi-
tion thereby increasing pressure to cut costs. Indeed, firms facing turnaround situations may
be more inefficient than their competitors because they have not reduced their costs in the
face of increasing price competition. Consistent with past research, we expect firms operat-
ing in mature industries that are facing turnaround situations to engage in cost retrenchment
to increase efficiency and improve firm performance.

Hypothesis 1b: Cost retrenchment will have a positive effect on performance among
poorly performing firms in mature industries.

For firms operating in declining industries, which exhibit a decline in sales over a sustained
period, there are few opportunities and many threats (Miles et al., 1993). However,Harrigan
(1980, 1988)was among the first to suggest that firms are not just limited to divestiture but
they could pursue other alternatives such as “selectively shrinking the business” or “milking
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their investments.” Consistent with this work, our assumption here is that single business
firms primarily engage in selectively shrinking the business (Harrigan, 1980) or downscaling
(DeWitt, 1998). The competitive dynamics in declining industries suggest that firms should
focus on maintaining (rather than increasing) their market position (Harrigan, 1980). This
suggests that firms should seek to control costs by selectively eliminating certain activities
in order to stabilize profits and gain efficiencies (Dodge et al., 1994). Unlike firms in growth
or even mature industries, competitive dynamics in a declining industry suggest that the
ability (or need) to engage in innovations (such as investments in R&D; production process
innovations; or new marketing programs) is severely constrained (Dodge et al., 1994).

Thus, the competitive dynamics within declining industries suggest that these firms may
exhibit a muddling behavior (Lawless & Finch, 1989) in which they merely react to changing
conditions due to their inability to affect the competitive environment (Dodge et al., 1994).
While exit is often discussed as a strategy in declining markets, withdrawing from a market
is not without difficulty. Exit barriers, such as asset-specific investments, customer service
obligations, and the loss of firm recognition, often lead to high rivalry as competitors seek
to utilize excess capacity (Harrigan, 1980). Because of the difficulty in disposing of assets
(discussed in the next section) and the overall decline in industry profitability, managers
of turnaround firms in declining industries should rely more on cost reductions to gain
efficiencies and realize improved performance (Herbert & Deresky, 1987; Parker & Keon,
1994). This is possible in declining industries because the competitive dynamics suggest
that the emphasis of most firms is on increasing efficiency by implementing strict costs
controls as a means of surviving on reduced demand.Herbert and Deresky (1987)termed
these actions as a harvest strategy, where the emphasis is on “winding down” the business
through cost reductions.

Hypothesis 1c: Cost retrenchment will have a positive effect on performance among
poorly performing firms in declining industries.

Asset Retrenchment

The second type of retrenchment that has received substantial attention in the literature
is asset retrenchment (Barker & Mone, 1994; Robbins & Pearce, 1992). The logic with an
asset retrenchment strategy is that by reducing underperforming assets, a firm can halt its
downward slide and hopefully improve performance (DeWitt, 1993; Hoskisson & Johnson,
1992). Because asset retrenchment involves the selling of assets in open markets, we utilize
the theory of strategic factor markets (Barney, 1986) to develop our hypotheses. The strategic
factor market concept has generally been applied to analyze the cost of developing or
acquiring the resources necessary to implement a firm’s product market strategies (Barney,
1986). If the strategic factor market for a given industry is perfectly competitive, the cost
of a resource will approximate its economic value. Firms that utilize the markets to acquire
the resources needed for implementing a given strategy will generally be unable to earn
greater than a normal return from the use of those resources (Barney, 1986; Peteraf, 1993).

We propose that the strategic factor markets concept also sheds new light on understanding
the impact of thesale of assets by poorly performing firms. For example, while many firms
in growth industries are acquiring assets (e.g., property, plant, and equipment) to exploit
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the opportunities that are evolving in the product market, poorly performing firms are likely
to sell assets that they have been unable to utilize efficiently. These assets are likely to
be highly valued in the marketplace because other firms competing in growth industries
are likely to need assets that can be quickly acquired and deployed in order to increase
their capacity to take advantage of growth opportunities. Selling assets that are specific to
a growth industry are likely to be highly valued by those seeking assets, and thus, bring
a premium price in the strategic factor markets (Barney, 1986). For the retrenching firm,
selling unproductive assets enables them to focus on those assets that it can utilize most
efficiently. These arguments lead to the following hypothesis:

Hypothesis 2a: Asset retrenchment will have a positive effect on performance among
poorly performing firms in growth industries.

Harrigan (1988)argued that a resilient resale market for a firm’s assets is normally present
in mature industries.DeWitt (1998)also suggested that firms in mature industries may feel
pressure to increase efficiencies, which can increase economies of scale. Resources in ma-
ture industries are most valuable if they can be sold to other firms in the industry, which
should lead to an active resale market for firm assets that can be readily redeployed. In
a dynamic market for its factors of production, poorly performing firms in mature indus-
tries may engage in extensive asset retrenchment to decrease fixed costs associated with
excess capacity and improve efficiency. Consistent with these theoretical arguments and
past empirical research on asset retrenchment in mature industries (Hambrick & Schecter,
1983; Robbins & Pearce, 1992), firms in mature industries that engage in asset retrenchment
should realize improved performance.

Hypothesis 2b: Asset retrenchment will have a positive effect on performance among
poorly performing firms in mature industries.

Strategic factor markets also offer important insights for asset retrenchment in declining
industries. While firms in declining industries should focus on efforts to increase efficiency
(e.g., cost retrenchment), the efficacy of an asset retrenchment strategy for increasing firm
performance may be hampered if the firm’s resources have limited value outside the firm
(DeWitt, 1998). The aforementioned problems may be exacerbated if industry demand is
declining, because industry-specific assets held by a firm are unlikely to be sought by other
firms either inside or outside of the industry. These industry-specific assets, by definition,
will have very little value outside the industry. Furthermore, if these assets are firm-specific,
they are likely to attract an even lower price in the strategic factor markets.

The concept of barriers to exit from anunattractive industry suggests that if a firm’s
assets are durable, firm-specific and unattractive to potential buyers, they may serve as
a barrier to exit and become a source of competitivedisadvantage (DeWitt, 1998). The
resulting thin resale market for the assets of the business may make successful sales of
these assets particularly difficult (Harrigan, 1981). Given the poor resale market for assets
that are specific to a declining industry, we argue that these assets are likely to already be
deployed in their highest and best use. Thus, the sale price for most of these assets is likely
to beless than the discounted present value of the future cash flows that could be generated
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by the assets in their current use. The sale of such assets would likely further decrease firm
performance (Donaldson, 1990). In fact, research has found that firms forced into selling
assets quickly due to poor firm performance resort to “fire sales” (Donaldson, 1990). Fire
sales generally result in losses from the sale of the assets and drive firm performance lower.
Shleifer and Vishny (1992)found that firms operating in industries that are declining have
low levels of liquidity. These low levels of liquidity require firms to offer a significant
discount to sell assets quickly. They also report that assets are often sold for less than
their market value. In this scenario, buyers might bid so cautiously that sellers will find it
worthwhile to retain the assets (Ravenscraft & Scherer, 1987).

Furthermore, if the sale involves firm-specific investments, profitably exiting a business in
a declining industry becomes highly improbable. These assets usually have specialized and
on-going functions (Dyer, 1996), which are not easy to redeploy (Kochhar, 1996). Given the
nature of human-specific investments that are often linked to these assets, scale economies
associated with their acquisition are likely to be very difficult to transfer (DeWitt, 1998).
Therefore, the sale of highly specific assets may limit their applicability to other firms
(Kochhar, 1996), thereby reducing the number of potential bidders and simultaneously
lowering the potential asset resale value in the market (Sicherman & Pettway, 1992). Be-
cause of a poor resale market due to asset specificity, problems with redeploying assets,
and the short-time frame managers must operate within, we expect asset retrenchment to
be negatively related to performance improvement in firms operating in declining indus-
tries.

Hypothesis 2c: Asset retrenchment will have a negative effect on performance among
poorly performing firms in declining industries.

Methods

Sample

The sample for this study consisted of all single-business manufacturing firms listed on
the Compustat tapes (SIC codes 2000–4000) between 1980 and 1995. Single business firms
were identified using the entropy measure of diversification and the Compustat Segment
Data tapes. Firms with an entropy score of zero (only one business segment) during the initial
performance decline and retrenchment phase were included in the sample. The entropy
measure has been widely used for such purposes and has been shown to be a valid and
reliable indicator of both the level of product diversification and strategy category (cf.
Chatterjee & Blocher, 1992;Hoskisson, Hitt, Johnson & Moesel, 1993). Diversified firms
were removed because they have multiple business segments, do not report sufficient data
to allow calculation of retrenchment for each business segment, and are likely to restructure
through multiple divestitures when performance declines (cf.Johnson, 1996). A random
sample of 1500 firms was then drawn from the population of 2,876 single-business firms
operating in the industrial manufacturing segment during the time period of the study. The
time period between 1980 and 1995 encompasses periods of both growth and recession,
thus allowing for greater generalizability.
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Turnaround Classification

Consistent with previous studies (e.g.,Barker & Mone, 1994; Hambrick & Schecter, 1983;
Robbins & Pearce, 1992, 1994), firms had to meet the following criteria to be included in
the study: (1) The firm had to experience at least three years of declining performance (ROI)
preceded by two years of successive increases in firm performance, and (2) the firm had to
engage in some form of cost or asset retrenchment.2 In addition to the above criteria, the
firm had to announce the use of retrenchment techniques such as cost cutting, plant closings,
asset sales, employee layoffs etc. in order to be sure decreases in costs and assets were due
to retrenchment. Searches of articles relating to retrenchment were conducted usingDow
Jones News Retrieval, The Wall Street Journal and the popular business press. Lastly, if a
firm exhibited more than one three-year period of decline we used the first period of decline
in the analysis because subsequent declines may be a result of the strategies used during the
initial downturn. A total of 439 firms met the requirements outlined above. Missing data
reduced the sample size to 417.

Time Period

The underlying assumption behind the model is that the effects of retrenchment take
time to evolve. Previous research has tended to assume that retrenchment occurs after
the year of steepest performance decline (SPD) and that retrenchment takes roughly two
years to impact performance (Barker & Mone, 1994; Robbins & Pearce, 1992). However,
corporate restructurings have been found to last for several years (Hoskisson, Johnson &
Moesel, 1994). Accordingly, data for the independent and control variables were collected
for a period of six years from the onset of the initial performance decline and data for the
dependent variable (performance) were collected to reflect a lag of two years relative to the
independent and control variables. This six-year time period was used because it allowed
sufficient time to track firms through the decline and retrenchment process as opposed to
the relatively arbitrary period after the year of steepest performance decline.

Industry Classification

The 4-digit industry in which the firms compete was classified as mature, growth or de-
cline by examining inflation adjusted sales growth over the six years starting with the
initial performance decline of the firm in question. Classifying industries during each
firm’s turnaround period allows a more accurate classification (as opposed to assuming
that industries were growing, stable or declining for the entire fifteen year period of the
study). A two-stage clustering procedure was then used to identify industry clusters (cf.
Hoskisson et al., 1993) based on industry growth rates. To overcome problems inherent in
clustering procedures (Ketchen & Shook, 1996), we used a combination of hierarchical and
non-hierarchical clustering procedures (Milligan, 1980). The first step was to utilize a hier-
archical agglomerative clustering procedure using average linkage to determine how many
clusters should be used (Aldenderfer & Blashfield, 1984). Examination of the dendogram,
changes in the clustering coefficient, icicle plots, and the plot of the clustering coefficient vs.
the number of clusters suggested a four-cluster solution was most appropriate. In the second
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Table 1
Results of the cluster analysis using inflation-adjusted industry sales growth ratesa

Cluster name # of 4-digit industries # of firms in cluster Mean S.D. Range

Growth 15 61 13.27 5.09 10.22–17.72
Mature 111 253 3.50 2.84 .01–9.15
Decline 47 98 −3.88 2.56 −12.55 to−.83
Hyper-growth 5 5 33.41 5.65 21.83–38.62

N = 178, 4-digit SIC codes or different industries.
a Pooled for reporting purposes.

step, we used a non-hierarchical clustering procedure based on the seed points identified
in the hierarchical procedure and a four-cluster solution (Hair, Anderson, Tatham & Black,
1992).

Results using a combination of these two clustering procedures suggested a four-cluster
solution, which is presented inTable 1. The four clusters were labeled hyper-growth, growth,
mature and decline. The five firms that were classified as operating in hyper-growth indus-
tries were removed from subsequent analysis due to the small number of firms in this
industry category. Of the 412 firms in the final sample, 253 were classified as operating in
mature industries, 98 in declining industries and 61 in growth industries.

The industry classifications derived from cluster analysis are very similar to those reported
byMiles et al. (1993). Miles and his colleagues used industry sales data fromU.S. Industrial
Outlook and classified mature industries as those 4-digit SIC codes experiencing 1–10
percent growth, growth industries as those 4-digit SIC codes with greater than 10 percent
sales growth and declining industries as those 4-digit SIC codes with negative sales growth.

Measures

Dependent variable. The dependent variable in most previous retrenchment research
has been operationalized as the change in return on investment (ROI) from one period to
the next. This approach has been criticized because it does not measure the actual level
of performance achieved by retrenching firms (Barker & Mone, 1994). In other words,
by looking only at a change in ROI, firms could improve their performance but still be
performing poorly. In this study, we used industry adjusted return on investment (ROI).
Industry adjusted ROI was operationalized as firm ROI minus industry average ROI at
the 4-digit SIC code level (Hoskisson et al., 1994) for each of the six years examined. In
addition to controlling for industry effects, research byMeindl, Ehrlich and Dukerich (1985)
suggests that managers as well as board members compare firm performance to average
industry performance when evaluating strategies and the need for change. Thus, declines
in performance relative to industry averages may be an important indicator of the need for
action and the effectiveness of retrenchment.

This study also utilized two additional measures of performance: Tobin’sQ and the
market-to-book ratio. Based on previous research (Chung & Pruitt, 1994; Thomas & Waring,
1999) we operationalizedTobin’s Q as the sum of the market value of equity, the book value
of debt, and deferred taxes divided by the book value of total assets minus intangible assets.
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Tobin’s Q measures the ratio of the market value of a company’s debt and equity to the
replacement cost of its assets. Themarket-to-book ratio is operationalized as the fiscal
year-end stock price divided by the book value per share. For our purposes, book value per
share is equal to common shareholder equity divided by common shares outstanding. Both
of these measures compare the market value of the firm with its corresponding book value.
These types of measures are an appropriate indicator of the perceived ability of the firm’s
strategy to achieve the required returns of investors (Woo, Willard & Daellenbach, 1992).
As above, these data were calculated yearly for the six years used in the study.

Independent variables. Two independent variables were used in the study: (1) cost
retrenchment and (2) asset retrenchment. Consistent with previous research (Barker &
Mone, 1994; Robbins & Pearce, 1992), the firm’s cost base was calculated yearly as selling,
general and administrative expenses plus interest expenses (where selling, general and
administrative expense is equal to sales minus cost of goods sold minus operating income)
during the six years starting with the initial performance downturn. Cost retrenchment
(change in the firm’s cost base) was then calculated through orthonormalized contrasts
during the repeated measures analysis. The firm’s asset base was calculated yearly as the
sum of cash and cash equivalents, accounts receivable, inventories and gross property, plant,
and equipment (Robbins & Pearce, 1992) for each of the six years starting with the initial
performance downturn. As above, asset retrenchment (change in the firm’s asset base) was
calculated during the repeated measures regression analysis through the use of contrasts.

Control variables. We controlled for four different factors that may lead to changes
in firm performance during turnaround situations: (1) firm size, (2) firm slack, (3) firm
current ratio and (4) the severity of performance decline. Firm size has been shown to
affect the ability of managers to make necessary changes in the face of environmental
threats (Tushman & Romanelli, 1985). Firm size was operationalized as the log of total firm
employees. Previous research suggests that the level of firm slack may affect the likelihood
of a successful turnaround (Hambrick & D’Aveni, 1988). The firm’s equity-to-debt ratio was
used to operationalize firm slack. The equity-to-debt ratio represents the unused borrowing
capacity available to the firm and is analogous to the concept of unabsorbed slack or excess
uncommitted resources (Singh, 1986). Firm current ratio (current assets/current liabilities)
was used to control for the availability of liquid or nearly liquid resources to cover short-term
obligations. Lastly, previous research (Bibeault, 1982; Hofer, 1980) has suggested that the
severity of the performance decline may influence the type of retrenchment strategies used.
Specifically, the more severe the performance decline, the more likely asset retrenchment
will be used. We therefore used a dummy variable coded as “0” if the firm is performing
above the industry average during a given year of the retrenchment effort and “1” if the
firm was performing below the industry average during any given year. All control variables
were computed for each of the six years starting with the initial performance downturn.

Analysis

Repeated measures regression analysis was used to test the hypotheses. As noted byBergh
(1995), repeated measures analysis transforms the repeated measures of each variable into
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Table 2
Means, standard deviations, and intercorrelations for variables used in the studya,b,c

Variables Means S.D. 1 2 3 4 5 6 7

1. Industry adjusted ROI −1.86 7.06
2. Tobin’sQ 1.26 14.06 .08
3. Cost base 65.63 221.46 −.09 .02
4. Asset base 373.86 1187.92 −.13 .03 .26
5. Firm size 2.59 1.61 −.11 −.06 −.01 .24
6. Firm slack 12.24 16.29 .12 .05 .03 .10 −.11
7. Current ratio 2.21 2.78 .13 .01 −.03 .11 .05 .03
8. Severityd .43 .12 −.27 −.09 −.12 .03 .09 −.20 −.38

N = 2,472 (412 cases multiplied by six years).
a Values are pooled for reporting purposes.
b Correlations greater than .05 are significant at thep < .05 level.
c Correlations reported reflect the correlations of the principal components of the variables and not the change

calculated through orthonormalized contrasts.
d Spearman rank correlations are reported where ordinal data is used.

orthonormalized contrasts and then tests whether the contrasts are related to each other. This
procedure overcomes problems associated with change scores and serial autocorrelation.
Hypothesis testing involved regressing changes in firm performance on changes in cost and
asset retrenchment for each industry category.

Results

Table 2reports means, standard deviations and correlations for the dependent, indepen-
dent, and control variables used in the study. AsTable 2indicates, intercorrelations among
independent variables were generally low thereby minimizing the problem of unstable co-
efficients in the linear regression models. Of the 412 firms in the final sample, 237 firms
engaged in both cost and asset retrenchment, 107 engaged in asset retrenchment only, and 68
firms engaged in cost retrenchment only. The average percentage of cost and asset retrench-
ment in growth industries was 3.42 and 6.49 percent, respectively, in mature industries 7.84
and 3.61 percent and in declining industries 4.61 and 4.05 percent, respectively. Results
of a Bonferroni multiple comparison indicates that the percentage of asset retrenchment
is significantly larger in growth industries as opposed to declining industries (t = 2.51,
p < .05). Furthermore, the percentage of cost retrenchment is significantly larger in de-
clining industries than it is in growth industries (t= 2.15,p < .05). Lastly, a Bonferroni
test indicated that significant differences existed across the three industry categories with
respect to the total decline in performance. Subsequentt-tests indicate that firms in growth
industries exhibited significantly smaller declines in performance than firms operating in
declining industries (t= 2.46,p < .05).

Results of the hypotheses tests are presented inTable 3. A total of three different models
were estimated: (1) growth industries (model 1), (2) mature industries (model 2) and (3)
declining industries (model 3). Two repeated measures regressions were estimated within
each model to allow an examination of the effect of retrenchment on both accounting-based

 at UNIV OF OKLAHOMA on January 20, 2016jom.sagepub.comDownloaded from 

http://jom.sagepub.com/


J.L. Morrow Jr. et al. / Journal of Management 2004 30(2) 189–208 201

Table 3
Results of the repeated measures regression analysis

Model 1 Model 2 Model 3

Growth industry Mature industry Declining industry

ROI Tobin’sQ ROI Tobin’sQ ROI Tobin’sQ

Dependent variable
Control variables

Firm size −.22∗ −.19† −.27∗∗ −.23∗ −.12 −.18†

Firm slack .17 .13 .21† .11 .19† .09

Current ratio .31∗∗ .24∗ .20† .22∗ .10 .19†

Severity −.15 −.18† −.24∗∗ −.25∗∗ −.36∗∗∗ −.23∗

Independent variables
Cost retrenchment −.11 .01 .23∗ .20∗ .33∗∗ .13
Asset retrenchment .30∗∗ .26∗∗ .32∗∗ .28∗∗ −.22∗ −.02

Wilk’s lambda .83 .85 .77 .79 .80 .89
F-statistic 2.60∗∗ 2.57∗∗ 3.23∗∗∗ 3.13∗∗∗ 2.66∗∗ 2.20∗
N (firms× 6 years) 366 366 1518 1518 588 588

† p < .10.
∗ p < .05.
∗∗ p < .01.
∗∗∗ p < .001.

and market-based performance measures. Results of the Mauchly’sW tests for the presence
of variance homogeneity between repeated measures in each model were significant thereby
indicating symmetry conditions were violated and the variances were significantly different
(seeBergh, 1995). We used an epsilon modification process (Bergh, 1995) to adjust the
degrees of freedom based on Greenhouse–Geisser epsilon values.

Test results for the growth industry hypotheses are presented in Model 1.Hypothesis 1a
was not supported. Cost retrenchment was negatively but not significantly related to changes
in ROI in growth industries. Similarly, cost retrenchment was not significantly related to
changes in Tobin’sQ in growth industries. However, asset retrenchment was positively and
significantly related to performance in growth industries using both ROI and Tobin’sQ,
which supportsHypothesis 2a.

Results of the mature industry hypotheses are presented in Model 2.Hypothesis 1b
predicted that cost retrenchment would have a positive effect on firm performance in mature
industries. Results suggest support forHypothesis 1bin that cost retrenchment has a positive
impact on both accounting (ROI) and market-based (Tobin’sQ) performance. Similarly,
Hypothesis 2bsuggested asset retrenchment would be positively related to firm performance
in mature industries. As above, asset retrenchment was positively related to both accounting
and market-based performance thereby providing support forHypothesis 2b.

Model 3 presents hypotheses tests for declining industries. Cost retrenchment was pos-
itively and significantly related to performance improvement. However, cost retrenchment
was unrelated to Tobin’sQ. Therefore,Hypothesis 1creceived support with respect to
accounting performance but not market-based performance. Asset retrenchment was nega-
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tively and significantly related to performance when ROI was used but was unrelated when
Tobin’s Q was used as the dependent variable. Thus,Hypothesis 2cwas supported with
respect to accounting performance but not market performance.

We also tested all three sets of industries using the market to book measures of perfor-
mance. However, the results are virtually identical to the reported results using Tobin’sQ.
Upon further analysis, we found Tobin’sQ and market to book measures of performance
to be highly correlated (r= .83). In light of this high correlation and given that previous
research has used market to book ratios as a proxy for Tobin’sQ, we opted to use Tobin’s
Q as our market-based measure of performance.

Lastly, several of the control variables were consistently significant. Firm size was consis-
tently negatively related to firm performance using both accounting and market measures.
Slack was consistently positive but was not significantly related to performance in growth
industries or when market measures of performance were used. The current ratio was also
consistently positive. The severity of performance decline was consistently significant and
negatively related to firm performance although this relationship was not significant in
growth industries.

Discussion

Despite being a very popular turnaround strategy among practicing managers, retrench-
ment has been an understudied topic in the strategic management literature. Indeed, much of
the systematic research on cost and asset retrenchment was based solely on firms operating
in mature industries (Hambrick & Schecter, 1983; Robbins & Pearce, 1992). These studies,
and the widespread use of retrenchment by practitioners, have lead some to suggest that the
benefits from retrenchment may be generalized to all firms (e.g.,Pearce & Robbins, 1993).
Barker and Mone (1994)were among the first to question the generalizability of a retrench-
ment strategy, and they also criticized previous retrenchment research on methodological
grounds. This study sought to address these issues by separately examining the effects of
cost and asset retrenchment in different competitive environments (growth, mature and de-
cline). We also improved on prior research by only including firms in the sample that had
actuallyannounced a retrenchment strategy and by using a repeated measures design, which
can overcome concerns that have been expressed regarding the use of change scores and
serial autocorrelation in past research.

Prior studies had found that poorly performing firms operating in mature industries re-
alized improved performance after implementing a cost and/or asset retrenchment strat-
egy (Hambrick & Schecter, 1983; Robbins & Pearce, 1992, 1994). Our research vali-
dated these studies using a sample of 253 firms representing 111 four-digit industries.
Furthermore, both cost and asset retrenchment had a positive impact on our market-based
measures of performance (Tobins’Q and the market-to-book ratio). These findings are
important because they provide evidence that the performance effects of retrenchment
strategies can be generalized beyond the textile industry across multiple mature indus-
tries and to both market-based and accounting-based performance. Thus, mounting em-
pirical evidence supports the theoretical arguments that when performance suffers, firms
operating in mature industries should reduce unnecessary costs and assets as a means
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of increasing short-term performance and positioning the firm for a return to normal
growth.

Strategy research has long argued that the nature of a firm’s competitive environment is an
important factor in strategy formulation (DeWitt, 1998; Folta, 1998; Gimeno, 1999; Zahra
& Bogner, 2000). The findings of this study provide substantial support suggesting that
firms should tailor their retrenchment strategy according to the nature of their competitive
environments. Specifically, firms operating in declining competitive environments should
focus their retrenchment efforts on moves to gain efficiencies by reducing costs. Efforts by
firms in declining environments to increase their performance by reducing their asset base
appear to have a negative effect on firm performance, presumably because of the very thin
resale market for assets that are specific to an industry that is in decline (DeWitt, 1998). The
lack of a relationship between cost and asset retrenchment on Tobin’sQ suggests that these
strategies may not be as viable in declining industries as they are in mature industries. In
order to examine these findings further we conducted an event study to examine the impact of
the announcement of retrenchment on firm returns. We measured stock market return using
the standard event study methodology, whereby a Cumulative Abnormal Return (CAR) was
computed for the days surrounding the restructuring announcement. The standard event
study approach estimates a market model for each firm and then calculates a cumulative
abnormal return for the event. Specifically, the CARs were estimated using the following
equation:

ARit = Rit − (ai + biRmt)

whereai andbi are the ordinary least squares (OLS) parameter estimates obtained for the
regression ofRit on Rmt over an estimation period (T) preceding the event; ARit is daily
abnormal returns,Rit is the rate of return on the share price of firmi on dayt andRmt is the
rate of return on the S&P 500 on dayt. The parameter estimates were based on an estimation
period of 250 days (−300 to−50) before the retrenchment announcement. Abnormal returns
were cumulated over the 2-day window surrounding the announcement date. This particular
window length is recommended, as opposed to a longer one, as it lowers the probability
of bias from confounding events (McWilliams & Siegel, 1997). Unfortunately, roughly
60% of our firms used both cost and asset retrenchment in their turnaround effort. This
reduced the number of firms using either cost or asset retrenchment to levels within each
industry group that did not allow individual assessments of announcement effects. We
therefore examined the announcement effect for retrenchment strategies for each industry
group. Results of this analysis indicate that the announcement of retrenchment in declining
industries resulted in a gain of .4 percent but this change was not significantly different from
market average. Conversely, CARs to firms announcing retrenchment in growth industries
were positive and significant (1.6 percent,t = 2.20,p < .05) as were CARs surrounding
the announcement of retrenchment in mature industries (1.34 percent,t = 2.01,p < .05).
Combining the results of the event study with the non-significant findings using Tobin’sQ
and market to book measures for firms in declining industries suggests market expectations
with respect to the future expected value of firm assets are low. It may be that the market
anticipated the announcement of cost retrenchment in these declining industries and given
the declining nature of the industry, firm assets are discounted by the market. Thus while
cost retrenchment in a declining industry improves accounting performance (a short-run
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measure), market-based measures which estimate the future expected value of the assets (a
longer-term measure) are not so affected. This result suggests that tactical moves associated
with cost-cutting are not viewed by the market as a strategic change that is designed to alter
firm strategy.

On the other hand, for firms operating in growth industries, retrenchment efforts that focus
on reducing assets resulted in improved performance, arguably because of a very competitive
resale market for these assets. However,Hypothesis 1a, which was not supported, predicted a
negative relationship between cost retrenchment and performance improvement in growth
industries. Results suggest that cost retrenchment is unrelated to performance change in
growth industries. We suspect that the lack of support for this hypothesis indicates that
firms in growth industries may not engage in extensive cost retrenchment because doing so
may hinder the firm’s future competitive prospects. We used an ANOVA model to examine
whether the degree of cost retrenchment differed across industry categories. Results indicate
that significant differences are present (F= 5.37, p < .005). A Bonferroni multiple
comparison of the means across industries indicated that the degree of cost retrenchment in
growth industries was significantly less than the degree of cost retrenchment in declining
industries at thep < .05 level. Thus, managers of firms operating in growth industries may
not find cost retrenchment strategies desirable. Another explanation may be that the firms
cut costs in areas that do not affect the viability of the firm (e.g., non-critical expenditures).
For example, due to the nature of the industry, turnaround firms in growth industries may
not cut R&D expenses. In fact, while firms in the combined sample significantly reduced
R&D intensity during cost retrenchment (t = 2.36,p = .02), turnaround firms in growth
industries did not cut R&D intensity significantly (t = 1.36,p = .17). Further examination
of the results indicates that when firms in growth industries reduced R&D intensity they
reduced this expenditure down to industry average levels.

Both asset and cost retrenchment are popular strategies among practitioners because
they are widely viewed as leading to an improvement in firm performance. This research
challenges this view with a new perspective that suggests managers of firms in growing and
declining industry environments should be cautious about the type of retrenchment strategy
they choose. Managers face immense pressure to turnaround poorly performing firms and
retrenchment appears to offer many managers the prospect of a “quick fix.” However, this
research provides a broader viewpoint that suggests strategy formulation that is contingent
on the nature of the firm’s competitive environment may be critical for turnaround success.

It has been suggested that the turnaround process consists of two distinct stages (Hambrick
& Schecter, 1983; Hofer, 1980; Pearce & Robbins, 1993), sometimes described as “stop
the bleeding” and “return to growth or recovery.” This research addresses the first of these
two stages. Whether cost and/or asset retrenchment strengthens a firm’s position for the
second stage (or whether a second stage actually exists) is a question for future research. In
particular, if a firm eliminates valuable strategic resources during the retrenchment phase,
its ability to thrive (or even survive) in a second phase may be in doubt. While selling off
assets, even at a premium price, may generate cash in the short run, such actions could
stifle the firm’s ability to position itself for successfully competing in the long run. On the
other hand, if the assets that were sold were unnecessary or perhaps burdensome in light
of the firm’s future strategy, then the elimination of these assets may enhance the firm’s
long term prospects. Similar arguments can also be made on the cost retrenchment side.
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Whether reducing costs to realize improved performance in the short run helps or hurts
future performance depends in part on what type of costs were reduced, the size of these
reductions and the strategy that a firm chooses to pursue in the future.

Conclusion

Understanding the strategies that lead to improved performance among poorly performing
firms has important implications for both scholars and practicing managers.Robbins and
Pearce (1994)contend that retrenchment serves as the foundation for turnaround success.
Our research generally supports this assertion but offers an important qualification to the
notion that both cost and asset retrenchment are appropriate turnaround strategies regardless
of the nature of the firm’s competitive environment. Practitioners in growth and declining
industries should carefully consider their options when choosing between cost and asset
retrenchment.

Notes

1. DeWitt’s (1998)arguments are based on large diversified firms (the largest 21 firms
that were publicly traded between 1957 and 1987). In this context, both downscaling
and downscoping are feasible. With single business firms, the option of downscoping
is not feasible, short of going out of business. Thus, DeWitt’s downscaling category
is appropriate for single business firms. Similarly, Harrigan presents two options: (1)
selectively shrinking the business and (2) milking the investment. For single business
firms, harvesting strategies are problematic given that the firm operates in only one
industry. Therefore, selectively shrinking the business is more likely.

2. Examinations of the SIC industry codes for firms in our sample over the time period of
the study suggests that firms did not move to different industries nor did they sell off
entire units such that their SIC codes changed. This lack of change provides support
for our assertion that the goal of the retrenchment strategy in single-business firms is
to selectively shrink the business and/or downscale operations.
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