A Rush of Blood to the Head: Temporal Dimensions of Retrenchment,
Environment and Turnaround Performance

Abstract

In this work we test the general assumption in the turnaround literature that time is
critical for firm survival, especially during the retrenchment stage. We study three time
dimensions of change at this stage: timing, speed and rhythm. Drawing on the
downward spiral and threat-rigidity perspectives, we posit that the positive impact these
time dimensions have on turnaround performance is highly contingent on two types of
environment. Our findings, based on a sample of 263 declining US firms over a 26-year
period (1983-2009), demonstrate that an early timing of retrenchment has a positive
impact on performance when the environment is munificent. On the contrary, an early
timing has a negative impact when the environment is dynamic. We also note that a fast
pace of retrenchment positively impacts firm performance in dynamic environments.
Finally, we find that declining firms display better performances when following an
irregular rhythm of retrenchment, both in highly munificent and highly dynamic
environments. Our results indicate that, in general, declining firm performance
improves with time-aggressive retrenchment actions in both types of environment. We
discuss the contribution of our research to the turnaround literature, and the downward

spiral and threat-rigidity perspectives.



“(Turnaround) leaders need a fine sense of timing” — Bibeault (1982)

Introduction

The literature has unanimously acknowledged that time is critical to the survival of declining
firms (Arogyaswamy et al., 1995; Hambrick, 1985; Pearce II and Robbins, 1993).
Consequently, “time is of the essence to turnarounds” (Slatter et al., 2006: p. 9; Whitney,
1987: p. 120). Time is especially important for retrenchment. Retrenchment denotes both the
first stage in a turnaround, and the actions carried out during this stage (Pearce II and
Robbins, 1993; Robbins and Pearce, 1992). These actions involve the deliberate reduction of
costs and assets (Pearce II and Robbins, 1993; Trahms et al., 2013). The role retrenchment
plays remains highly controversial because empirical data has been inconsistent (Barker and
Mone, 1994; Pearce Il and Robbins, 1993). In an effort to shed light on these inconsistencies,
the literature has examined factors influencing the effect of retrenchment on turnaround
performance (Lim et al., 2013; Ndofor et al., 2013). Time is one of these factors, perhaps the

most vital (Tangpong et al., 2015).

Time is a complex concept encompassing a range of dimensions: timing, cycle, speed,
rhythm and frequency, among others (Ancona et al., 2001a; Huy, 2001). The decline
literature has clearly recognized two of those dimensions, timing and speed, as being
essential to a successful turnaround (Arogyaswamy et al., 1995; Bibeault, 1982; Grinyer et
al., 1992; Pearce Il and Robbins, 1993). Timing is defined as the moment an event happens or
is planned to happen (Huy, 2001). Speed is defined as the amount of time a firm requires to
achieve a target (Casillas and Acedo, 2013; Chen and Hambrick, 1995). A widespread
assumption and critical pillar to the retrenchment literature is the notion that an early
initiation (i.e., timing) and a fast pace (i.e. ,speed) of retrenchment enhance the chances of

survival (Arogyaswamy et al., 1995; Bibeault, 1982; Pearce II and Robbins, 1993).



The downward spiral perspective (Hambrick and D"Aveni, 1992, 1988) suggests that because
decline is a protracted process which erodes slack resources, troubled firms should act early
and fast to avoid collapse. However, we have very limited evidence of this being the case for
the timing of retrenchment (Tangpong et al., 2015), and no evidence for the speed of
retrenchment. A third important time dimension for retrenchment used in the change
literature is rhythm (Klarner and Raisch, 2013; Vermeulen and Barkema, 2002). Rhythm is
defined as the pattern of variability in the intensity and frequency of activity (Huy, 2001). An
irregular rhythm of retrenchment implies firms execute actions unevenly and with different
degrees of intensity over the retrenchment period. The literature has made no mention of
exactly how central rhythm is to turnaround success or retrenchment. All in all, the study of
time and retrenchment represents a critical but under-researched area in the turnaround

literature (Datta et al., 2010; Pearce II and Robbins, 1993; Tangpong et al., 2015).

The environment, a concept rooted in the downward spiral (Hambrick and D" Aveni, 1988)
and threat-rigidity perspectives (Staw et al., 1981), is yet another critical factor influencing
turnaround outcomes. These two seminal perspectives posit that a munificent environment,
defined as the degree to which the general business environment can support a sustained rate
of growth (Aragon-Correa and Sharma, 2003; Miller et al., 1982), can act as a buffer by
providing slack resources (Hambrick and D"Aveni, 1988; Staw et al., 1981). These
perspectives also argue that high dynamism, representing the rate of change and the degree of
unpredictability and turbulence in the environment (Dess and Beard, 1984; Farjoun, 2010),
can act as a trigger to firm demise (Hambrick and D"Aveni, 1988; Staw et al., 1981). Given
its importance to declining firm performance, the environment can be expected to influence
the impact of temporal dimensions of retrenchment on turnaround performance. In other

words, the impact of early, fast or irregular retrenchment on performance will be moderated



by whether the environment is munificent or dynamic. Hence, we put forth two research
questions: a) How do early timing, a fast pace and an irregular rhythm of retrenchment
impact turnaround performance in munificent environments which provide firms with extra
resources? And, b) How do early timing, a fast pace and an irregular thythm of retrenchment
impact turnaround performance in dynamic environments, characterized by uncertainty and
unpredictability? The focus of our research is, then, to determine just how time-aggressive
declining firms should be in each of these two types of environment. In studying these
questions, our main aim is to respond to the call for more empirical research on the critical
topic of the relationship between time and turnaround success (Tangpong et al., 2015).
Secondly, we mean to validate the influence environment exerts on time and turnaround
performance as suggested by the downward spiral and threat-rigidity perspectives. Figure 1

shows our conceptual model.

INSERT FIGURE 1 ABOUT HERE

We select a panel of US manufacturing firms with over 500 employees in decline between
1983 and 2009 (US SIC 2000-4000) which implemented retrenchment measures. To test our
hypotheses, we choose Tobin’s Q as our dependent variable, a proxy for performance
previously used in the turnaround literature (Latham and Braun, 2009; Morrow et al., 2004;
Norman et al., 2012) and the timing/speed literature (Pacheco-de-Almeida et al., 2015, 2010).
We use the Feasible Generalized Least Squares (FGLS) approach (Wooldridge, 2009) to
estimate the results for our panel. FGLS yields unbiased, consistent, efficient, asymptotically

normal estimators (Kariya and Kurata, 2004).

Our study contributes to the turnaround literature in several ways. First, by including in our

analysis the speed and rhythm of retrenchment, we provide a temporal framework for



analyzing retrenchment decisions beyond timing (Tangpong et al., 2015). Second, we expand
upon the controversial extant literature of factors influencing the effect of retrenchment on
turnaround performance (Lim et al., 2013; Trahms et al., 2013) by including key temporal
dimensions and environments. We find that troubled firms should in general be time-
aggressive in both types of environment. Nevertheless, they should be more time-aggressive
in munificent contexts and less so in dynamic contexts. Third, we also contribute by
extending the downward spiral and threat-rigidity perspectives environmental focus to also

contain the temporal dimensions of retrenchment.

In the next section, we define the three temporal dimensions of retrenchment. Next, we
briefly present and describe the downward spiral and threat-rigidity perspectives used to
support our hypotheses. Then, we develop our hypotheses, which posit the direct effects of
the temporal dimensions of retrenchment on turnaround performance, and the moderating
effects of the type of environment on the relationship between the temporal dimensions of
retrenchment and turnaround performance. After that, we describe our research methods and
present the results of the empirical analysis. Finally, we outline the study’s main
contributions and implications for theory and practice and discuss its limitations and future

research directions.

Conceptual background

Time dimensions of a turnaround

The study of time has recently sparked a surge in change management research (Hawk et al.,
2013; Klarner and Raisch, 2013; Pacheco-de-Almeida et al., 2015). Time has a greater impact
on some change situations than on others (Huy, 2001). In the case of turnarounds, the

traditional literature has consistently argued and assumed that time is critical (Arogyaswamy



et al., 1995; Bibeault, 1982; Pearce II and Robbins, 1993) because it can itself influence the
outcomes of a turnaround (Zimmerman, 1991).If carried out non-temporally it may result in
the collapse of the firm (Tangpong et al., 2015). Moreover, time is one of the two essential

ingredients, together with money, in a successful turnaround (Zimmerman, 1991).

There are several interesting dimensions in time research (Ancona et al., 2001b; Huy, 2001).
Most authors have focused on three dimensions: timing, speed and rhythm of change (Amis
et al., 2004; Gersick, 1994; Huy, 2001; Klarner and Raisch, 2013). Timing is defined as the
moment an event is initiated or is planned to be initiated (Huy, 2001). Events are discrete,
exceptional, discontinuous “happenings” which diverge from the organization’s routine
features (Morgeson, Mitchell, & Liu, 2015: p. 519). Retrenchment is the focal event of our
research! and constitutes a non-routine, exceptional event. The timing of retrenchment

indicates how early retrenchment starts.

Speed is defined as the amount of time that a firm requires to achieve a target (Casillas and
Acedo, 2013; Chen and Hambrick, 1995). Speed is used to quantify the amount of time
employed in a specific action, such as the speed of response to a competitor (Smith et al.,
1991), or in a specific process, for instance the speed of strategic renewal (Volberda et al.,
2001) or the speed of internationalization (Vermeulen and Barkema, 2002). The turnaround
literature has used this process-centered perspective to define the speed of retrenchment as
“the longevity of the retrenchment process” (Pearce II and Robbins, 1993: p. 633). Declining
firms pursue a fast or a slow pace of retrenchment based on whether retrenchment is executed

in a short or a long period of time from the onset of the turnaround.

Rhythm of change is defined as the pattern of variability in the intensity and frequency of

activity (Huy, 2001). A firm following an irregular rthythm of retrenchment carries out

! In the situation of analysis there are actually two salient events: decline and retrenchment. Morgeson et al. (2015) discuss this situation
when they describe how events can form chains of events that affect organizations across time. In our case an initial event (decline) prompts
retrenchment: the focal event of our study.



retrenchment measures unevenly and with a different intensity over the retrenchment period
(Huy, 2001; Vermeulen and Barkema, 2002). Conversely, firms pacing regularly distribute
the intensity of retrenchment evenly over the retrenchment period (Huy, 2001; Vermeulen

and Barkema, 2002). Table 1 below summarizes the temporal dimensions of retrenchment.

INSERT TABLE 1 ABOUT HERE

Also, to help the reader better understand the concepts in our research, Figure 2 depicts the
possible combinations of timing, speed and rhythm of retrenchment. The figure includes eight

sample firms (firms A, B, C, D, E, F, G and H) representing the eight possible combinations.

INSERT FIGURE 2 ABOUT HERE

We have organized Figure 2 by dividing it into two halves based on the timing of
retrenchment. The top half corresponds to firms retrenching early (firms A, B, C and D),
while the bottom half corresponds to firms retrenching late (firms E, F, G and H). Each half
includes the four possible combinations of speed and rhythm of retrenchment. These four
combinations are slow/regular (firms A and E), fast/regular (firms B and F), slow/irregular
(firms C and G), fast/irregular (firms D and H). In our depiction, firms engage in
retrenchment actions over time. The bumps in the illustrations represent these actions. The
retrenchment period is the time lapse between the first retrenchment action (the first bump)

and the last retrenchment action (the last bump).

The top half and the bottom half of Figure 2 are almost identical. The difference is that, in the

bottom half, the bumps are initiated later, indicating a late timing of retrenchment (firms E to
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H). In contrast, in the top half the bumps appear earlier to represent an earlier timing of
retrenchment (firms A to D). Next, we describe the speed and rhythm of retrenchment by
focusing our description on the top half of Figure 2 (firms A to D). This description also
applies to the bottom half (firms E to H)?. In regards to speed, the retrenchment period of
firms B and D is shorter than that of firms A and C. Firms B and D complete retrenchment in
a shorter time lapse. Therefore, the retrenchment pace of firms B and D is faster than that of
firms A and C. Next, we illustrate the rhythm of retrenchment. The height of the bump marks
the intensity of the retrenchment action. The retrenchment actions by firms A and B are
evenly distributed throughout the retrenchment period, and the intensity of those actions is
homogeneous. Thus, firms A and B display a regular pace of retrenchment. Conversely,
retrenchment actions by firms C and D are scattered unevenly throughout the retrenchment
period, and the intensity of those actions varies widely. As a result, firms C and D display an

irregular pace of retrenchment.

Theory and Hypotheses

Theoretical background

We use two perspectives to underpin our arguments regarding the impact of the temporal
dimensions of retrenchment and environment on turnaround success: the downward spiral
(Hambrick and D"Aveni, 1992, 1988) and threat-rigidity perspectives (Staw et al., 1981). The
downward spiral perspective focuses on the process of decline and its effects on the firm. The
threat-rigidity perspective centers on firms’ response to decline. Hence, the two frameworks

complement each other.

2 Each firm in the top half is identical in terms of the speed and rhythm of retrenchment to another firm in the bottom half. Thus, firms A and
E follow an identical speed (slow) and rhythm of retrenchment (regular). Firm B is identical to firm F (fast/regular), firm C to firm G
(slow/irregular) and firm D to firm H (fast/irregular). These pairs of firms differ, however, in their timing of retrenchment (early/late).



The downward spiral perspective posits that firm resources play a fundamental role in the
process of decline. First, the perspective describes decline as a protracted process of resource
erosion (Hambrick and D" Aveni, 1988). Declining firms are more vulnerable to decline under
conditions of scant organizational slack (Hambrick and D"Aveni, 1988). They end up failing
when poor performance erodes these resources (Levinthal, 1991). Erosion also negatively
affects declining firms’ capacity to carry out a successful turnaround (Barker III and
Duhaime, 1997). Second, the environment plays a critical function in their survival given its
role as a resource facilitator (Hambrick and D’Aveni, 1988). As long as the environment
remains munificent, declining firms manage to survive despite resource erosion. In the final
stages of the downward spiral, the environment becomes less munificent. Only those firms
with slack are able to survive such a change in the environment (Hambrick and D" Aveni,
1988). Sudden changes in the environment, combined with low slack levels, exhaust all forms

of slack and seal the firm’s demise.

The threat-rigidity perspective argues that either a threat or a crisis induces managers to
rigidity and a tightening of control (Staw et al., 1981). The process starts when decline results
in managerial stress and anxiety. Managerial stress produces two relevant organizational
responses (Arogyaswamy et al., 1995; Cameron et al., 1987b; Staw et al., 1981). First,
managers step up the search for information, which triggers information overload.
Information overload problems appear when the amount of information to be interpreted is
larger than the amount the unit can adequately process (Huber, 1991). Information overload
reduces a firm’s absorptive capacity (Huber, 1991; Vermeulen and Barkema, 2002)—defined
as the ability to absorb and apply knowledge for commercial use (Cohen and Levinthal,
1990). Second, managers tighten control and shift towards mechanistic structures and

decision-making processes. Finally, Staw et al. (1981) argue that the degree of



dysfunctionality of these responses depends on the conditions under which they occur, such

as the environment (Staw et al., 1981).

Timing of retrenchment

The turnaround literature has argued and shown evidence that the probabilities of a successful
turnaround are higher the earlier the timing of the intervention (Grinyer et al., 1992; Grinyer
and Spender, 1988; Tangpong et al., 2015). First, as the downward spiral perspective argues,
decline acts as a process of resource and performance erosion (Hambrick and D’Aveni,
1988). Decline depletes internal resources by eroding financial, human and reputational
resources (Hambrick and D’Aveni, 1992, 1988; Sutton et al., 1986). Then, underperformance
reduces the availability of external resources by driving off stakeholder support, further
eroding slack (Gilson et al., 1990; Pajunen, 2006). This internal and external deterioration
process accelerates as decline gathers pace (Hambrick and D" Aveni, 1992; Shein, 2013) on
account of decline being a self- reinforcing process (Hambrick and D" Aveni, 1988).
However, the availability of slack internal resources and of stakeholder support are necessary
for a successful turnaround (Arogyaswamy et al., 1995; Love and Nohria, 2005; Whetten,

1987).

Second, the threat-rigidity perspective describes how decline inflicts stress on managers
(Staw et al., 1981). Research shows evidence that stress has a curvilinear relationship
(inverted U-shaped) with performance (Rudolph and Repenning, 2002). Based on this shape,
a moderate amount of stress can be positive for the firm. Notwithstanding, excessive levels of
stress result in a decrease in performance. As a situation of intense decline generates extreme
levels of stress, driving the firm to severe underperformance (Staw et al., 1981; Whetten,

1980), firms should avoid extended periods of decline.
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Therefore, we argue that an early timing of retrenchment, insofar as it halts an extended
period of downward spiral, will prevent the depletion of slack resources (Grinyer et al., 1992;
Tangpong et al., 2015) and avoid excessive levels of stress derived from a threat-rigidity

situation. Therefore, we put forward our hypothesis:

Hypothesis 1a: An earlier timing of retrenchment is associated with higher firm

performance.

Timing of retrenchment and the environment

As the environment becomes more dynamic, an early timing of retrenchment begins to be
more important. First, dynamic environments aggravate the ability to predict the future
because there is an absence of patterns (Dess and Beard, 1984; Sirmon et al., 2007). There are
a number of alternatives to counter dynamism, such as introducing flexibility, experimenting,
managing the firm as a portfolio of real options or simply building and using strong
processing power (Farjoun and Levin, 2011; Morrow Jr. et al., 2007; Siggelkow and Rivkin,
2005). All of these alternatives require slack resources to operate (Cyert and March, 1963;
Love and Nohria, 2005; Meyer, 1982; Siggelkow and Rivkin, 2005; Simsek et al., 2007). An
early timing of retrenchment will mitigate the resource erosion arising from a downward
spiral, and will enable the conservation of resources required to operate under conditions of

dynamism.

Second, we argued earlier that, based on the threat-rigidity perspective, a process of intense
decline generates decline-induced stress (D"Aveni and MacMillan, 1990; Staw et al., 1981;
Whetten, 1980). Dynamism represents an added source of firm stress as executives of firms
operating in unpredictable environments suffer stress and anxiety (Cameron et al., 1987a;

Waldman et al., 2001). A situation that combines both decline and dynamism may generate
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extreme levels of stress, driving the firm to intense underperformance (Rudolph and
Repenning, 2002). An early retrenchment will curtail excessive levels of stress. Third, under
the threat-rigidity perspective, firms respond to decline by shifting to a mechanistic structure
(Staw et al., 1981). Yet there is extensive evidence that, as the environment becomes more
dynamic, organic structures are preferred on account of mechanistic structures being adverse
to dynamic environments (Cameron et al., 1987a; Davis et al., 2009; Sutton and D" Aunno,

1989).

Based on the above reasoning, we expect an early timing of retrenchment to be advantageous
to declining firms under conditions of high dynamism. An early retrenchment will halt the
downward spiral period, conserving resources required to operate under dynamism. It will
also avoid an extreme threat-rigidity situation, avoiding excessive levels of executive stress

and a shift to mechanistic structures. Consequently, we argue:

Hypothesis 1b: Environmental dynamism positively moderates the relationship between an

early timing of retrenchment and firm performance.

An early timing of retrenchment becomes more important as the environment starts to be
more munificent. First, research describes a munificent environment as an environment rich
in opportunities (Dess and Origer, 1987; Keats and Hitt, 1988), able to support high sales
growth (Aragon-Correa and Sharma, 2003; Dess and Beard, 1984) and to provide declining
firms with extra revenues (Boyne and Meier, 2009; Sheppard, 1995). In such an opportunity-
rich environment, declining firms delaying retrenchment will allow the downward spiral to
further erode their internal resources and will possess fewer resources available to pursue

those opportunities.

Second, a situation of decline can originate from internal and from external causes (Argenti,

1976a; Cameron et al., 1988; Davis, 1952; Trahms et al., 2013). External causes are
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environmentally-related and produce a firm’s decline (Arogyaswamy et al., 1995). These
include changes in the macro-environmental conditions, such as alterations in the business
cycle (Balcaen and Ooghe, 2006), in the interest rates (Shein, 2013), in government
regulations (Lawton et al., 2011), in the availability of credit (Balcaen and Ooghe, 2006) or
environmental jolts (Trahms et al., 2013). Other changes covered are in the industry-specific
conditions, such as technological changes (Trahms et al., 2013), the entry of new competitors
with disruptive or more powerful business models (Lawton et al., 2011; Sheppard and
Chowdhury, 2005), adjustments in the industry basis of competition (Burgelman, 1994) or a
shift in consumer demand (Shein, 2013). An important implication is that “external forces
will be more difficult to change, and therefore a company struggling with external causes of
distress—all things being equal—will be a less attractive candidate...” (Shein, 2013: p. 267).
Internal causes are firm-related causes leading to a firm’s decline. The literature agrees that
they are managerial in nature. The most common internal cause is ineffective management?
(Argenti, 1976a; Bruno and Leidecker, 1988; Trahms et al., 2013), which includes
complacent or incompetent management (O’Kane and Cunningham, 2014), an unbalanced
TMT (Slatter, 1984) or a weak finance function (Argenti, 1976b). Internal problems (causes)
“are easier to resolve than external problems” (Hopkins and Hopkins, 2006: p. 9) due to their
being brought about by the firm itself. Hence, the solution is in the firm’s hands as well and
the firm keeps full control of the turnaround process (Hopkins and Hopkins, 2006; Shein,

2013).

The turnaround literature posits that high munificence represents a benevolent environment,
indicating that the firm is less affected by external environmental causes and more affected
by internal causes (Arogyaswamy et al., 1995; Ndofor et al., 2013). This is why the firm will

be able to halt the downward slide process earlier in a munificent environment, avoiding

3 Several studies have estimated the percentage of failures in which ineffective management is the main reason to be as high as 85%
(Bibeault, 1982; Bruno and Leidecker, 1988).
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excessive resource deterioration and extreme levels of managerial stress. Accordingly, we

hypothesize:

Hypothesis 1c: Environmental munificence positively moderates the relationship between an

early timing of retrenchment and firm performance.

Speed of retrenchment

The literature has consistently suggested that turnarounds require a fast pace of action
(Bibeault, 1982; Choe and Roehl, 2007; Dowell et al., 2011; Pearce II and Robbins, 1993;
Slatter et al., 2006), especially during the retrenchment stage (Arogyaswamy et al., 1995).
There are two reasons for this. First, as argued earlier, the downward spiral perspective posits
that decline depletes internal resources and reduces the availability of external resources
(Gilson et al., 1990; Hambrick and D"Aveni, 1992, 1988; Pajunen, 2006; Sutton et al., 1986).
A fast retrenchment process shortens the period of decline, reducing the period of resource
erosion. For example, Lee et al., (2007) argue how the speed of the bankruptcy procedure
improves the odds of survival by protecting the bankrupt firm’s internal resources and

external support.

Second, one of the responses to a threat-rigidity situation is the increase in the use of
mechanistic structures and processes. Nevertheless, retrenchment reduces their use (Sutton
and D"Aunno, 1989). As retrenchment gathers pace, the firm becomes smaller in size. As a
consequence, it begins to be less complex, reduces its need for organization and control, and
becomes less structurally mechanistic (Sutton and D"Aunno, 1989). A less structurally
mechanistic firm is able to achieve faster decision-making (Cascio, 1993) and faster adaptive
action (Sutton and D"Aunno, 1989). So, the faster the firm retrenches, the shorter the period it

will spend operating as an inflexible complex organization. Finally, and also based on the
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threat-rigidity perspective, a fast pace of retrenchment will prevent excessive levels of
managerial stress coming from extreme decline. Based on the above arguments, we posit the

following hypothesis:

Hypothesis 2a: 4 faster pace of retrenchment is associated with higher firm performance.

Speed of retrenchment and the environment

Dynamism influences the effect of a fast pace of retrenchment on turnaround performance.
First, as argued earlier, organizations possessing slack resources adapt better and respond
more effectively to a dynamic environment (Cyert and March, 1963; Meyer, 1982; Simsek et
al., 2007). A fast pace of retrenchment enables a firm to shorten the period of downward
spiral, avoiding resource depletion (Lee et al., 2007). Those resources conserved as a
consequence of a fast pace of retrenchment can then be used to operate more effectively in a

dynamic environment.

Second, as argued by the threat-rigidity perspective, firms respond to decline by increasing
mechanistic structures and processes (Staw et al., 1981). Nonetheless, retrenchment reduces
firm size, complexity and the need for organization and control, and the firm becomes less
structurally mechanistic (Sutton and D’ Aunno, 1989). A less structurally mechanistic firm is
more flexible and agile and thus more effective in dynamic environments (Baum and Wally,
2003; Davis et al., 2009; Siggelkow and Rivkin, 2005). For example, according to Dowell and
Shackle (2011), small boards of distressed firms are more effective under dynamic conditions.
In this type of setting the ability of declining firms to gather additional information is less
valuable than “the ability to move quickly” (Dowell et al., 2011. p. 1028). Based on these

arguments, we posit that a fast pace of retrenchment will produce earlier, more agile and
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flexible organizations which are fit to operate more effectively in dynamic environments

(Sutton and D"Aunno, 1989). For this reason, we argue:

Hypothesis 2b: Environmental dynamism positively moderates the relationship between the

speed of retrenchment and firm performance.

We also expect munificence to influence the performance of a fast pace of retrenchment.
First, a fast pace of retrenchment requires more resources to be executed than does a standard
pace. For example, an employee reduction program requires firms to pay the redundancy
packages in advance. Another example is the sale of firm facilities, which requires hiring
external consultants to seek a potential buyer. Under high munificence, declining firms will
be able to attract more resources (Aragon-Correa and Sharma, 2003; Castrogiovanni, 1991;
Dess and Beard, 1984), which will allow them to pace retrenchment fast. A faster pace of
retrenchment shortens the downward spiral, avoiding resource erosion (Hambrick and
D’Aveni, 1988; Lee et al., 2007) and permits an earlier reduction of firm size and complexity,

and an increase in agility (Chowdhury and Lang, 1996; Sutton and D"Aunno, 1989).

Second, we noted earlier that firms in a highly munificent environment are affected by
internal causes of decline (Arogyaswamy et al., 1995; Ndofor et al., 2013). As a consequence,
the firm does not need to pace retrenchment measures to environmental (external) causes, it
can do so as fast as it wishes. Pacing retrenchment fast will shorten the period of the
downward slide, reducing resource erosion and the levels of stress, and the firm will become

agile sooner. Thus, we posit:

Hypothesis 2¢: Environmental munificence positively moderates the relationship between the

speed of retrenchment and firm performance.
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Rhythm of retrenchment

The literature describes the benefits of a regular rhythm of change (Klarner and Raisch, 2013;
Vermeulen and Barkema, 2002). By combining periods of change and stability with a similar
length and intensity, a regular rhythm of change reduces the risk of information overload
(Klarner and Raisch, 2013; Vermeulen and Barkema, 2002). The periods of stability provide
a pause to assimilate knowledge, increase learning and reduce the negative effects of
diseconomies of time compression (Diericx and Cool, 1989; Klarner and Raisch, 2013).
Conversely, under an irregular thythm of change, the concentration of information exceeds
the amount that any given firm can process. Information overload leads to managerial stress
(Hermann, 1963; Heylighen and Vidal, 2008) and, eventually, to firm underperformance

(Rudolph and Repenning, 2002).

Information overload problems are more pronounced in declining firms (D" Aveni and
MacMillan, 1990; Hermann, 1963; Staw et al., 1981). As noted, under the threat-rigidity
perspective, decline-induced stress is associated with an increase in the search of information,
resulting in information overload (Staw et al., 1981). Opting for an irregular thythm of
retrenchment results in excessive levels of stress, given that stress derives from both an
irregular rhythm of change (Hermann, 1963; Heylighen and Vidal, 2008; Klarner and Raisch,
2013) and a situation of decline (Staw et al., 1981). Thus, firms retrenching irregularly will
underperform under severe levels of stress, while those retrenching regularly will perform

better under moderate levels of stress.

However, there are some arguments supporting the opposite hypothesis: a lower performance
by firms retrenching regularly. Those periods of stability, during which firms pause for
information processing and reduce information overload, are periods of inaction in which the

firm spirals downwardly and its resources are eroded. A type of retrenchment concentrated
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in time and intensity, that is an irregular rhythm of retrenchment, will therefore avoid an
excessive deterioration of resources. As we deem both arguments to be equally strong, we

argue the following two hypotheses:

Hypothesis 3al: An irregular rhythm of retrenchment is associated with higher firm

performance.

Hypothesis 3a2: 4 regular rhythm of retrenchment is associated with higher firm

performance.

Rhythm of retrenchment and the environment

The uncertainty and turbulence originated by dynamism generates stress and anxiety among
executives (Cameron et al., 1987a; Waldman et al., 2001). For those firms retrenching
irregularly, dynamism is then a third source of stress beyond the decline (Staw et al., 1981;
Whetten, 1980) and the irregularity of retrenchment (Klarner and Raisch, 2013). By
retrenching regularly, the periods of stability during which the firm does not retrench will
permit it to reduce the levels of stress and the negative effects of information overload. Thus,
we expect that firms will perform better when they retrench regularly in dynamic

environments.

Still, we can also argue the opposite. Those periods of stability enjoyed by regularly
retrenching firms in dynamic environments will result in resource erosion and we can expect
them to underperform. As we consider both arguments to be equally solid, we posit the

following two hypotheses:

Hypothesis 3b1: Environmental dynamism positively moderates the relationship between an

irregular rhythm of retrenchment and firm performance.
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Hypothesis 3b2: Environmental dynamism positively moderates the relationship between a

regular rhythm of retrenchment and firm performance.

This tradeoff between following a regular or irregular rhythm under dynamism, balances
under munificence toward following an irregular pace of retrenchment. Munificence allows
declining firms to mitigate the downside of an irregular pace and to benefit from the upside of
this pace. First, the major downside of an irregular rhythm is the generation of information
overload. The literature supports that information overload can be reduced with the provision
of slack resources used to process information (Day and Schoemaker, 2004; Edmunds and
Morris, 2000; Koniger and Janowitz, 1995). A munificent environment provides firms with
slack resources to be used for information processing (Boyne and Meier, 2009; Dess and
Beard, 1984; Keats and Hitt, 1988). Second, irregular retrenchment shortens the period of

downward slide and reduces resource erosion. Accordingly, we put forward our hypothesis:

Hypothesis 3c: Environmental munificence positively moderates the relationship between an

irregular rhythm of retrenchment and firm performance.

Methodology

Sample

Our aim was to study companies in a turnaround situation implementing retrenchment
measures. We used data from the Standard & Poor’s Compustat quarterly files to select firms
in decline between 1983 and 2009 which applied retrenchment measures. We chose a
sufficiently ample time period to include periods of expansion and periods of recession
(Morrow et al., 2004). The literature notes that the selection of an appropriate sample of

declining firms is very important for the study of turnarounds (Barker I1I and Duhaime,
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1997). The literature considers declining firms to be firms experiencing a period of decline
(Ndofor et al., 2013). Prior research has measured decline as a period of several consecutive
years of declining performance, preceded by several years of positive performance (Barker
and Mone, 1994; Robbins and Pearce, 1992). Based on the extant literature, we considered a
declining firm to be one which accumulates two years of increasing ROI, followed by three
years of decreasing ROI (Morrow et al., 2004). This criterion eliminates those firms incurring
in a sharp correction due to accounting anomalies rather than actual decline (Ndofor et al.,
2013). Further, the average Altman’s Z-score of our sample was 2.10, denoting a
considerable risk of bankruptcy. Our sample’s average Z-score was well below other
turnaround studies (Chen, 2014; Chen and Hambrick, 2012; Latham and Braun, 2009) and

similar to other bankruptcy studies (Dawley et al., 2002).

In order to exclude small and medium-sized firms, we used only those firms that had more
than 500 employees (Bibeault, 1982; Chen, 2014; Lim et al., 2013). Also, we chose relatively
undiversified firms to avoid an amalgamation between activities. We used the entropy
measure, which uses the relationship between business units sales and total firm sales, to
capture the extent of diversification (Hoskisson et al., 1993). We only included in our sample
those firms with an entropy score equal to zero (Morrow et al., 2004). We just used those
firms operating in the manufacturing industry; that is, firms with US SIC codes between 2000
and 4000* (Dawley et al., 2002; Morrow et al., 2004). This selection procedure yielded a total
of 734 firms. From this subsample, we selected those firms implementing either asset
retrenchment or cost retrenchment. We considered firms undergoing asset retrenchment to be
those reducing total assets by more than 5% during the five years following the first year of
decline in ROI. We regarded firms experiencing cost retrenchment to be those decreasing

SGA (selling, general and administrative) costs by more than 5% during the five years after

# The proportion of firms in our sample in each two-digit US SIC industry matches that of the Compustat dataset. A table comparing both
samples is available from the authors upon request.
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the first year of decline in ROI (Lim et al., 2013; Morrow et al., 2004; Ndofor et al., 2013).

We found 479 firms not involved in retrenchment processes, thus we excluded them from our
sample. Applying the above criteria, our sample was reduced to 263 firms. If a firm met these
requirements more than once over the period, in our analysis we used data from the first time

the requirements were met (Barker and Mone, 1994; Morrow et al., 2004).

The sample constituted an unbalanced panel as a result of some of the firms in our sample
being liquidated, acquired, delisted, etc. The inclusion of those firms in the sample is subject
to survival bias and is one of the major criticisms of sampling turnaround firms (Barker and
Mone, 1994; Ndofor et al., 2013). We performed analyses of the variance (ANOV As)
comparing performance, number of employees and total assets between surviving and non-
surviving firms. We did not find significant differences between both groups in the two-year
period of pre-decline and in the three-year period of decline (Ndofor et al., 2013). We did

find differences however in the post decline period>.

Period of study

Previous turnaround studies have used up to six years starting from the third year of decline.
We used an eight-year period of study. Yet our analysis started the first year of decline. We
wanted to avoid missing the fact that some firms initiated the turnaround during the first three
years of decline. So, in our study we took eight years in total, which included the three-year

period of decline and a post decline period of five years.

Dependent variable

As the choice of a performance variable can be challenging due to the multi-dimensionality
of organizational performance (Miller et al., 2013), we carefully selected our dependent

variable. We used a market variable for our research. First, market variables are common to

5 Results for the ANOVA analyses comparing surviving and non-surviving firms are available upon request.
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both turnaround studies (Chen and Hambrick, 2012; Morrow et al., 2004; Norman et al.,
2012) and time studies (Pacheco-de-Almeida et al., 2015). We used Tobin’s Q as the measure
of return and as our dependent variable. Tobin’s Q has previously been used in time research
(Pacheco-de-Almeida et al., 2015) because the variable captures intangible capabilities
(Dowell et al., 2000), and time capabilities have been previously considered as intangible
(Pacheco-de-Almeida et al., 2015, 2010). Turnaround studies have also used Tobin’s Q as a
measure of the firm’s perceived ability to achieve the returns required by investors (Morrow
et al., 2004). The prior literature has argued that Tobin’s Q is a better measure of firm value
than accounting variables, such as ROA or ROS (Dushnitsky and Lenox, 2006; Yang et al.,
2014), and does not require risk adjustment to compare across firms (Li and Tallman, 2011).
We calculated Tobin’s Q as the sum of a firm’s equity value, its book value of the long term
debt and its net current liabilities, divided by the total assets of the firm (Pacheco-de-Almeida
et al., 2015). Second, we also used a market variable due to the design of our control model.
As we argued earlier, the literature has strongly criticized those turnaround studies which did
not control for the causes of decline (Arogyaswamy et al., 1995; Barker III and Duhaime,
1997). We did include controls for the causes of decline (see below “Control Variables”
section). The variable used to control for the internal causes of decline was based on the
accounting variable Return on Sales. As accounting variables tend to be highly correlated
between each other, and in order to avoid correlation with this important control variable, we
used a market variable as our dependent variable. We lagged our variable to reflect the delay
effects of retrenchment measures on firm performance. We introduced a three-year (twelve
quarters) lag in our analyses (Lim et al., 2013; Morrow et al., 2004), but we used a two-year

(eight quarters) lag for robustness purposes.

Independent and moderating variables
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Our independent variables included three time-related variables (timing, speed and rhythm of
retrenchment) and two external environment variables (munificence and dynamism). We
constructed the time related variables as a derivation of the variable retrenchment. We created
the variable retrenchment as the sum of the standardized score of asset retrenchment and cost
retrenchment. We calculated asset retrenchment as the percent change in the firm total assets
from one quarter to the next. Cost retrenchment was calculated as the percent change in the
cost of SGA from one quarter to the next. Reliability analysis indicated that asset
retrenchment and cost retrenchment had a Cronbach’s Alpha (Cronbach a = 0.74) exceeding
the 0.7 acceptability level (Nunnally, 1978). Therefore, the results were mean centered and
added to form one variable. This variable was used both to generate the three time variables

(timing, speed and rhythm of retrenchment) and as a control variable (retrenchment).

Following other time and change studies (Bridoux et al., 2013; Elfenbein and Knott, 2014),
we measured our three time variables as the number of quarters between the initiation of the
event and the end of the event. We measured the timing of retrenchment as the count of the
number of quarters between the quarter in which decline was initiated and the quarter in
which retrenchment was started. We measured the speed of retrenchment as the number of
quarters between the quarter in which retrenchment was initiated and the quarter in which the
firm completed 90% of the retrenchment program. For robustness purposes, we used different
percentages to calculate the speed of retrenchment. We describe those robustness tests in the
“Robustness Check” section below. Following Vermeulen and Barkema (2002), we
operationalized the rhythm of retrenchment as the kurtosis of the first derivative of the
retrenchment variable over time for the study period. Finally, we reverse coded these four
variables in order to facilitate an interpretation of the results. Greater values of retrenchment
or greater values of the timing, speed or rhythm of retrenchment indicate deeper cuts, an early

initiation of retrenchment, a faster pace of retrenchment or a regular rhythm of retrenchment.
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Finally, these four variables are shown in a mean-centered form given that they derive from
the variable retrenchment, which had been mean centered. Mean centering avoids collinearity

problems in the interaction-effects analyses.

We estimated our external environment variables, dynamism and munificence, using
quarterly data (Patel and Cooper, 2014) to remain consistent with the rest of the variables.
Dynamism was measured by dividing the standard error of the slope coefficient by the mean
value of sales at the 4-digit SIC level for a twenty-quarter period (Boyd, 1990). Munificence
was measured by the slope of the regression of time against total industry sales at the 4-digit

SIC level for a twenty-quarter period divided by the mean value (Boyd, 1990).

Control variables

As cited earlier, one of the major criticisms in turnaround research has been the lack of
control for the causes of decline. There is an extensive literature arguing a strong connection
between external causes of decline and munificence or industry growth (Arogyaswamy et al.,
1995; Barker III and Duhaime, 1997; Carmeli and Schaubroeck, 2008; Weitzel and Jonsson,
1989). This literature also suggests that controlling for those causes should be operationalized
with an industry growth variable (Barker III and Duhaime, 1997). We controlled external
causes with the variable munificence. As a measure for internal causes, we introduced a
variable reflecting the wedge between the average industry performance and the firm’s
performance (Lim et al., 2013). This variable reflects sub-par performance and is consistent
with Argogyaswamy et al.’s (1995: p. 507) idea that internal causes occur when firms
“perform worse than the average firm in the industry”. To calculate this variable, ideally we
could have used ROI for consistency purposes, which is the accounting variable used for
declining firm sample selection. Finally, given the suggestions of other authors on the use of

accounting variables to measure performance (Lim et al., 2013; Trahms et al., 2013), we
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opted for using ROS. We calculated internal causes by subtracting the industry average ROS
from the firm’s ROS. Higher values of internal causes represent internal causes being more

important in the decline of the firm.

Beyond the causes of decline, and as additional control variables we included firm size,
liquidity, leverage, and severity of decline. As discussed earlier, we also included
retrenchment itself as a control variable. We controlled for firm size since evidence has shown
that smaller organizations have higher levels of inertia leading to a lower intensity of
reorganization (Baker and Cullen, 1993; Barker III et al., 2001). We measured firm size as the
number of employees. This variable was log formed. Besides having being used consistently
by the turnaround literature as control variables, declining firm liquidity, leverage and
severity are likely to affect how early, fast or regularly a firm can retrench. Liquidity was
estimated as the current ratio. This variable was calculated by dividing the current assets by
the current liabilities (Morrow et al., 2004; Schmitt and Raisch, 2013). Leverage was
operationalized as the long term debt to asset ratio (Lim et al., 2013). Severity of decline was
operationalized as the Altman’s Z (Barker III et al., 2001). We have described earlier in the
independent variables section the estimation of the variable retrenchment due to our using it

to operationalize the three time variables.

Finally, we introduced two types of time dummies. First, we used four quarterly dummies to
control for seasonality (Bridoux et al., 2013; Elfenbein and Knott, 2014). Second, we
introduced period dummy variables with a view to controlling for the economic cycle in
which decline occurred. Period dummies are common in studies spanning a long time horizon
(Briscoe et al., 2014; Pathak et al., 2013; Whittington et al., 2016). In line with other studies,
we used four decade dummies representing the decade in which the firm obtained the first

loss within the period of decline (Elfenbein and Knott, 2014; Pathak et al., 2013).
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Estimation Method

Given the characteristics of our data, potential problems of heteroscedasticity were likely. The
presence of heteroscedasticity does not violate the consistent assumption of the ordinary least
squares (OLS) estimator, but does violate the efficiency assumption. As a result, OLS was not
the best possible estimator. To handle such problems we used the feasible generalized least
squares (FGLS) approach (Wooldridge, 2009). The FGLS estimator permits the obtaining of
unbiased, consistent, efficient, and asymptotically normal estimators (Kariya and Kurata,

2004).

Results

The descriptive statistics and correlations for all the variables used (excluding time and
quarterly dummies) appear in Table 2. The table includes the variance inflation factors. The
factors denote that multicollinearity is not a problem in our analyses as none of the factors
approaches the threshold of 10 (Aiken and West, 1991). The factor with the highest value is
2.33. In any case, to definitely exclude multicollinearity problems, all the independent
variables were mean centered prior to the creation of the interaction terms (Aiken and West,

1991).

Table 3 presents the empirical results of our panel regression. The models also include time
and quarterly dummy variables to account for the unobservable effects of the business cycle
and seasonality, respectively. Model 1 presents the control model. Model 2 shows the results
for the main effects model (Hypotheses 1a, 2a and 3al/3a2). Model 3 has the results for the
interactions of timing, speed and rhythm of retrenchment with dynamism (Hypotheses 1b, 2b
and 3b1/3b2). Model 4 gives the results for the interactions of timing, speed and rhythm of
retrenchment with munificence (Hypotheses 1c, 2c and 3c).
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Our hypotheses 1a, 2a and 3a2 proposed that an early timing, a fast pace and a regular rhythm
of retrenchment lead to higher firm performance. Our results in Model 2 confirm hypotheses
la and 2a as they show that an early timing (f = 0.031, p <0.001) and a fast pace of
retrenchment ( = 0.064, p < 0.001) influence performance. Model 2 also shows that the
coefficient for the rhythm of retrenchment is positive ( = 0.024, p < 0.001), denoting a
regular rhythm of retrenchment. Thus, our results confirm hypothesis 3a2 which stated a
positive effect of a regular rhythm of retrenchment on firm performance, and reject

hypothesis 3al.

Our hypothesis 1b posited that dynamism strengthens the effects of an early timing of
retrenchment on firm results. Nevertheless, as our results show in Table 3 (f =-0.017, p <
0.01) and as Figure 3a depicts, when dynamism is high, an early timing of retrenchment
brings about the opposite: a lower performance. In contrast, as predicted by our hypothesis 2b
and as shown in Model 3, a fast pace of retrenchment (f = 0.014, p < 0.01) produces higher
firm performance when dynamism is high (Figure 4a). Model 3 also confirms our hypothesis
3b2 which states that, under conditions of high dynamism, an irregular pace of retrenchment
brings about a higher performance (B =-0.052, p < 0.05; the negative coefficient is due to the
coding of the rhythm variable as an irregular thythm for lower values and a regular rhythm

for higher values). Figure 5a portrays this effect.

Hypotheses 1c, 2c and 3¢ proposed that an early timing, a fast speed and an irregular rhythm
of retrenchment result in a higher firm performance under conditions of high munificence.
Our results in Model 4 confirm that in a high munificent environment an early timing of
retrenchment (Hypothesis 1c: f=0.033, p <0.001) engenders higher firm performance
(Figure 3b). Model 4 also confirms our hypothesis that in a highly munificent environment an

irregular rhythm of retrenchment produces a higher performance (Hypothesis 3c: B =-0.141,
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p <0.001; the negative coefficient is again due to the coding of the rhythm variable). Figure
5b depicts this effect. Our results are not able to confirm that a fast pace of retrenchment
results in a greater profitability in a highly munificent environment (Hypothesis 2¢). In
relation to our control model, the results show that most of the variables are significant for all
the models. Specifically liquidity, leverage, firm size and severity are significant for all the
models. The results of our control model are in line with the results obtained in the existing
turnaround literature (Barker III et al., 2001; Morrow et al., 2004; Ndofor et al., 2013;
Schmitt and Raisch, 2013) and the time literature (Hawk et al., 2013; Pacheco-de-Almeida et

al., 2015).

INSERT TABLES 2 AND 3 ABOUT HERE

Robustness check

To increase the reliability of our results, we used a quadratic specification for our timing,
speed and rhythm of retrenchment since the literature has argued in favor of a quadratic
relationship for retrenchment (Schmitt and Raisch, 2013). Second, we re-estimated the
models using two-year lags (eight quarters) of the dependent variable, consistent with
research by some turnaround studies (Morrow et al., 2004). Finally, we re-estimated our
models by calculating the speed of retrenchment based on 75% and 80% of the retrenchment
completion, instead of the 90% criterion used in our study. In all these three cases, the results
are highly consistent with those reported here. These additional tests increase our confidence

in the validity of our results®.

¢ The results for these three sets of analyses are available upon request.
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Discussion

The turnaround literature has consistently argued (Arogyaswamy et al., 1995; Bibeault, 1982;
Grinyer and Spender, 1988; Slatter et al., 2006) but has showed scant evidence (Tangpong et
al., 2015) that time issues are critical. We extend the study of time to the influence of the
external environment. Applying the downward spiral and the threat-rigidity perspectives, we
posit and find that the influence of the temporal dimensions of retrenchment on turnaround
success is highly contingent on the type of environment the firm operates in. Our results
indicate that an early timing of retrenchment results in lower returns in dynamic
environments and higher returns in munificent environments. We also find that under high
dynamism a fast pace and an irregular rhythm of retrenchment produce superior returns.
Finally, we observe that under high munificence an irregular rhythm of retrenchment leads to

a higher likelihood of turnaround.

Our research indicates that, with exceptions based on the type of environment, the general
rule is that declining firms should be more time aggressive when executing retrenchment
measures. Yet they should be more time aggressive in munificent environments than in
dynamic environments. To illustrate our findings, we have provided a description of the
restructuring actions over time executed by two companies in our sample: one that is
successful and another one which is unsuccessful in their turnaround efforts, operating in the

type of environment of our study (see Exhibit 1).

INSERT EXHIBIT 1 ABOUT HERE

Theoretical implications
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Our research contributes and expands the turnaround literature in several ways. First, it adds
to the scant but important literature confirming the importance of time to turnarounds
(Tangpong et al., 2015). Recent studies have showed evidence of the importance of the
timing to retrenchment (Tangpong et al., 2015) and to downsizing (Brauer and Laamanen,
2014). We contribute to those discussions by extending the temporal framework to two other
important variables: the speed and rhythm of retrenchment. We find that in the study of time
and turnarounds not only the “when” of retrenchment (timing) is important (Tangpong et al.,
2015), but also the “how” of retrenchment. That is, “how” fast or slow (the speed of
retrenchment) and “how” regular or irregular (the rhythm of retrenchment) its execution

should be.

Second, turnaround studies have shown contradictory evidence on the value of retrenchment
(Barker and Mone, 1994; Robbins and Pearce, 1992; Trahms et al., 2013). Nonetheless, those
studies have not taken into account the time dimension, which appears as a long discussed but
hardly researched critical factor. Our evidence confirms the sparse but growing literature
showing evidence that “without such temporal considerations, the extant theoretical
perspective on retrenchment and turnarounds is incomplete” (Tangpong et al., 2015: p. 672).
Furthermore, when time considerations are included in the analysis, retrenchment is a
strategy which positively influences turnaround outcomes. Our evidence confirms the
suggestion by the downward slide perspective, and the extensive number of hints by the
turnaround literature, that time is important to turnarounds. This evidence also seems to
confirm the suggestion in the seminal study by Pearce II and Robbins (1993) that time
(duration) is one of the three salient dimensions of retrenchment. As a consequence, it
appears that given its importance, future studies should introduce some form of control for

the time conditions of the declining firms under study.
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Third, in most areas of management there exists an abundant body of research dealing with
the effects of the environment on firm performance. In the case of turnarounds, the
environment has tended to be studied as a secondary topic (Boyne and Meier, 2009) despite
early seminal works pointing to how critical it is for the study of decline (Hambrick and
D’Aveni, 1988; Staw et al., 1981). Also, the recent turnaround and decline literatures have
documented the impact on turnaround outcomes of environmental changes, such as changes
in the industry basis of competition (Burgelman, 1994), the entry of more powerful
competitors (Sheppard and Chowdhury, 2005) and changes in governmental regulations
(Lawton et al., 2011). If the turnaround literature essentially studies the reversal of a
declining firm resource erosion process, and the environment can act as a resource facilitator,
the environment should be a core topic to turnarounds. Our paper is one of the few (Abebe et
al., 2011) which simultaneously research time and the two most studied environment
variables, dynamism and munificence. Furthermore, the causes of decline are the most
numerous, important and well-founded criticisms of turnaround studies (Arogyaswamy et al.,
1995; Barker III and Duhaime, 1997). Studies failing to consider the causes of decline can
lead to a lack of consistent results (Arogyaswamy et al., 1995) or to a wrong attribution of
failure (Boyne and Meier, 2009). Recent studies have opted for dealing with this problem
with the use of environmental variables (Chen, 2014; Tangpong et al., 2015). In our case, the
study of the environment has enabled us to control for the causes of decline and overcome
this major research problem. In a nutshell, our paper contributes to giving the topic of the

environment the importance that it deserves in turnaround research.

Fourth, we extend the downward spiral and threat-rigidity perspectives by linking them to
the study of time and the environment. This extension is natural and produces an excellent fit
because of the longitudinal nature of the downward spiral perspective and the inclusion of the

environment as a key element to both streams. We extend the downward spiral perspective by
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aligning the longitudinal nature of the decline model with the temporal traits of the
retrenchment actions required to reverse decline. Also, we extend the threat-rigidity
perspective by arguing that the firm’s responses to decline predicted by this perspective
influence the “when” and the “how” of retrenchment and time when confronted with a given
type of environment. By using both perspectives, we concur with other decline studies
arguing the need for or use of a multi-pluralistic theory building approach when situations,
such as the study of decline, are complex (Latham and Braun, 2009; McKinley et al., 2014;

Schmitt et al., 2016).

Managerial implications

Our findings also offer key insights for private equity investors, board members, CEOs and
TMT members involved in turnarounds. From a strategy point of view, these actors should be
aware that retrenchment decisions impacting firm strategy (the reduction or elimination of
SKUs, products, business lines, geographic scope, etc.) are subject to important time and
environmental considerations. Consequently, they should align the formulation and
implementation of those decisions to the degree of time aggressiveness based on the type of

environment.

Our findings suggest that in dynamic environments declining firms will improve their results
through an initial thorough gathering of the information and strategic formulation, which will
delay the start of the turnaround. This suggests that investors should seek to form larger and
more diversified boards, outnumbered by non-executive members. First, larger boards
possess a greater potential for bringing multiple perspectives to the formulation of the firm’s

strategy. Also, the choice of more diversified and more externally connected boards will help
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to develop more sophisticated strategies due to their greater potential for information

gathering. Second, non-executive board members are more proactive in pushing firm change.

Our findings also suggest that under dynamism, boards should choose CEOs with greater
experience in turnaround management. Experienced CEOs are able to execute the
retrenchment process faster and in a more concentrated fashion. For these same reasons,
CEOs ought to work, in turn, on structuring smaller but more cohesive and more turnaround
experienced TMTs with decentralized powers. The TMT compensation, including the CEO,
should be linked to milestones connected to the speed and rhythm of retrenchment. Finally,
TMTs should work on speeding up the communication of the strategic changes across the

organization and carrying out a fast and concentrated retrenchment process.

Under munificence, given that our findings suggest that early and concentrated retrenchment
improves results, embarking on thorough strategic analysis will not improve performance.
Quicker initial strategic formulation and early action seems key to firm survival. Then,
investors ought to reduce the number of board members for an early kick start of the
retrenchment process. Also, investors should assure a greater representation of executive
board members because their knowledge of the firm will facilitate an early initiation as well.
Boards should leave the firm’s leadership in the hands of CEOs with greater turnaround
experience. CEOs should in turn reduce the number of TMT members and decentralize
decision making among those members. Compensation of CEO and TMT should be linked to
an early and concentrated retrenchment. Additionally, TMTs should work on an early

dissemination of the strategic changes throughout the organization.

Finally, our results also point to some implications for investor strategy on the choice of
opportunity. In dynamic environments, investors should seek opportunities in industries

which, based on prior investments, they are acquainted with. The capabilities and knowledge
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developed in the industry cost structure, the market for the transfer assets or labor relations
will lead to superior returns by fast and concentrated retrenchment. In munificent
environments, the acquisition of firms in the early stage of the decline cycle will ensure
higher returns through early retrenchment. Also acquisitions in munificent industries

previously invested in could be optimal for early and concentrated successful retrenchment.

Limitations and Future Research

Our work has a number of limitations. The turnaround literature has supported a model of
two stages in which retrenchment precedes recovery. Our study has focused only on
retrenchment, the first stage of a turnaround. Future studies should extend the research of
time and the external environment to the recovery stage. In that case, we suspect the results of
the study will show that munificence offers stronger benefits since firms are more stable

during the recovery stage.

Secondly, to respond to the main criticism in turnaround studies, we have included two
variables to control for the causes of decline. The chosen variables are simplistic, however, as
the literature has identified a great number of causes of decline (Bibeault, 1982; Slatter et al.,
2006). Despite the difficulty this entails, our study would benefit from a more sophisticated

mechanism to control for the different causes of decline.

Conclusions

34



Our study builds on the largely unexplored but critical topic of time in a turnaround setting.
Turnaround research has predominantly focused on the study of retrenchment from a volume
standpoint, whereas this study adopts a time perspective. Little attention has been paid to the
effect of the time dimensions of retrenchment on turnaround performance, and in particular to
how the environment interacts with them. By studying these questions, we provide insights
concerning the degree of time aggressiveness to be exerted in retrenchment processes in
dynamic or munificent environments. We also provide a framework to analyze the time
decisions of declining firms and hope that this will inspire future research to include this key

study topic.
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Table 1
Summary of the temporal dimensions

Time dimension Definition Relevance to retrenchment
Timing The moment an event happens or is planned to happen (Huy, 2001) How early or late retrenchment is initiated
Speed The amount of time that a firm requires to achieve a target (Casillas and ~ How fast or slow retrenchment is executed

Acedo, 2013; Chen and Hambrick, 1995)

Rhythm The pattern of variability in the intensity and frequency of activity (Huy,
2001; Vermeulen and Barkema, 2002)

How regular or irregular retrenchment is executed




Table 2

Descriptive statistics and correlations

Variable Mean S.D. Min Max VIF 1. 2. 3. 4. 5. 6. 7. 8. 9 10 11. 12 13.
1. Tobin’s Q 1.543  0.943 0.362 21.732 1
2. Tobin’s Q (t+3) 1.566  0.854 0.362  8.384 0.54 1
3. Liquidity 2269 1411 0.139 24.987 2.33 -0.06 -0.16 1
4. Leverage 0.241  0.224 0.000 1.908 1.24 -0.00 0.04 -0.16 1
5. Size =0 12.898 29.225 0.005 486 1.06 0.11 0.17 -0.16 -0.00 1
6. Severity 2.104 2.221 -8.083  65.944 1.51 0.56 0.18 0.38 -0.41 -0.03 1
7. Internal causes -1.814 10.255 -194.671 175.292 1.13 -0.07 -0.07  0.00 0.02 0.02 -0.03 1
8. Munificence 10.383 14.731 0.194 141.118 1.50 0.05 0.06 0.03 -0.11 -0.02 0.04 -0.33 1
9. Dynamism 4.950 13.905 0.014 448.726 1.47 -0.01 -0.01  0.02 -0.09 -0.02 0.02 -0.11 0.56 1
10. Retrenchment :EI -0.001 1.530 -30.789  6.160 1.04 0.12 0.02 -0.01 -0.02 -0.02 -0.13  0.00 0.03 0.05 1
11. Timing :El -0.000  1.560 -6.926  1.926 1.11 -0.07 -0.04  0.00 -0.00 -0.01 -0.05 -0.04 0.05 0.01 0.05 1
12 Pace = b -0.002  1.705 -3.009  6.371 1.12 0.06 0.12 -0.06 -0.08 0.01 -0.01 -0.03 0.04 -0.02 0.00 -0.21 1

-0.000  1.000 -4.012  1.107 1.06 -0.08 -0.06 0.02 -0.13 -0.04 -0.01 -0.01 0.04 0.04 0.08 0.06 -0.03 1

—h
13. Rhythm =

N=3.042 . Correlations above | 0.1 | are significant at p<0.05.
— b

0 I
= Log transformed. =— These variables have been constructed with a standardized variables, thus the only information available is in a standardized format.



Table 3

Feasible Generalized Least Squares: Direct effects of timing, pace and rhythm on Tobin’s Q
(t+12q), and interaction effects of munificence and dynamism on timing, pace and rhythm on
Tobin’s Q (t+12q)

1 2 3 4
Control variables
Liquidity -0.179%** -0.167*** -0.164%** -0.156%**
(0.007) (0.007) (0.007) (0.007)
Leverage 0.725%** 0.688%** 0.696%*** 0.700%**
(0.038) (0.043) (0.043) (0.043)
—=b 0.003*** 0.003*** 0.003*** 0.004***
Size =
(0.000) (0.000) (0.000) (0.000)
Severity 0.283%*** 0.123%** 0.123%** 0.126%**
(0.013) (0.006) (0.006) (0.006)
Retrenchment 0.014%* 0.009* 0.007 0.008
(0.004) (0.004) (0.004) (0.004)
Internal causes -0.001 -0.005 -0.006 -0.006+
(0.018) (0.021) (0.021) (0.022)
Main effects
Dynamism -0.001 0.034F 0.020%***
(0.005) (0.017) (0.005)
Munificence 0.016F 0.005 0.017%
(0.009) (0.010) (0.010)
Timing (Hla) 0.031%*** 0.031%*** 0.036%***
(0.004) (0.004) (0.004)
Speed (H2a) 0.064%** 0.066*** 0.065%***
(0.004) (0.004) (0.004)
Rhythm (H3a) 0.024%*** 0.017* -0.004
(0.006) (0.008) (0.008)
Interactions
TimingXDynamism (H1b) -0.017%*
(0.007)
SpeedXDynamism (H2b) 0.014%*
(0.006)
RhythmXDynamism (H3b1&H3b2) -0.052*
(0.020)
TimingXMunificence (H1c) 0.033%%*
(0.008)
PaceXMunificence (H2c) 0.004
(0.005)
RhythmXMunificence (H3c) -0.141%**
(0.016)
Constant 1.969 1.694 1.677 1.663
Time dummies Included Included Included Included
Quarterly dummies Included Included Included Included
Chi-squared statistic 1867.87*** 3349.23%** 4441.75%** 2928.25%**
Number of observations 3042 3042 3042 3042

#55<0.001; #%5p<0.01;%p<0.005;7p<0.1
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