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ABSTRACT 

This thesis examines the operating performance of a sample of UK non-financial firms 

that announced different forms of corporate restructuring during 1990-2000. Several 

issues related to restructuring and corporate governance have been examined and 

empirically tested around the year of restructuring. The findings of this thesis suggest 

that poor firm performance, high financial leverage and excessive diversification are the 

main determinants of corporate restructuring. Poor management, agency problems, 

competition and economic recession are the main causes of these problems. In addition, 

new evidence is provided on the role of internal and external control systems. It is 

apparent that these systems work together to ensure that managerial behaviour is 

consistent with the maxi'zation of shareholder wealth. 

The findings show that following restructuring there is an improvement in operating 

performance, financial leverage, labour productivity and firms are more focused. This 

suggests that restructuring is likely to result in the rectification of inadequate governance 

patterns, which in turn will create a more focused diversification strategy, increase 

strategic control, reduce reliance on bureaucratic control th rough reduced corporate 

staff, and increase the performance of the firm and shareholder wealth. In addition, a 
decision to refocus on core businesses may reflect management's termination of 

negative NPV projects. However, this increase in efficiency is not homogenous to all 
firr. -is. 

With reference to the market reaction to announcements of corporate restructuring, the 
findings show that the market reacts negatively to announcements of corporate layoffs, 

dividend cuts, and CEO turnover, but reacts positively to asset sales. Further analysis 

shows that, in general, it is difficult to generalize about whether restructuring is 

associated witli positive or negative stock prices. This is because restructuring is a 

complex and multidimensional phenomenon and involves a lot of activities, some of 

which are interdependent and occur in tandem (Hall, 1994; and Peel, 1995). Secondly, 

with information disclosure, managers face the challenge of disclosing useful 
information to investors and analysts that they can use to value restructuring more 

accurately. However, managers are often limited in what they can disclose publicly 
because some of die information could benefit their firm's competitors. Information 



problems arise when corporate managers have private information about their firm's 

investment opportunities (Nfyers and Nlajluf, 1984), and either cannot credibly convey 

that information to dispersed investors or can do so only by disclosing proprietary 

information to competitors (Healy and Palepu, 1995). 

0 



TABLE OF CONTENTS 

COPYRIGHT ................................... 

ACKNOWLEDGMENT 

DEDICATION 

ABSTRACT ........................................................................................................................................... 
IV 

TABLE OF CONTENTS .................................................................................................................... 
VI 

LIST OF TABLES 

LIST OF FIGURES .......................................................................................................................... XIV 

LIST OF ABBREVIATIONS USED ................................................................................................. 
xv 

CHAPTER ONE: INTRODUCTION AND MOTIVATION 1 

1.1 IN*lltODUC`IlON 
................................................................. ....... 

1 

1.2 Hlgl'ORICAI, BACKGROUND 01 " CORPOR. ATE RE51RUCI'URING 4 

1.3 CORIIOIZiVI'E-RE91'RUCI'URINGRESr-AIZCIIIN'I'IILUK 

1.4 IS, ýUl-'SIN%'L-: 91IGiVIEDIN'1'111STIJESIS 
1.4.1 117hal are thefaclors thalmrolivale managers lo undeffake reslivcfudtýýg? ........................................ 

11 

1.4.2 1 Fhal is themarket reactiog to announcements of rest, 71clilling events? ........................................... 
12 

1.4.3 117bat is theperfoavance consepellce ofres1l7lellifii, 
1.4.4 Are corporafe mala 

ýý? ** .............................................................. 
13 

ýg? .......................................... 
j4 grs,, jj1jq9 lunwillin ýý to underiake resintcturitý 

1.5 EXIIECI'I: DCON'IIZIBU'I'IONS, SCopi-OF'n[E'iFUDYi%NDItE-Sl-: ARCIISII,, vl. EGY ........................ 14 
1.6 0RGANlZiVl'lONOFTllr.. Timsjs 

.............................................................................................. 15 

CHAPTER TWO: LITERATURE REVIEW .............................................................................. 17 

2.1 IN'IRODUCIION .................................................................................................................. 17 
2.2 CORPORATL RE91RUCIWING ............................................................................................ . 

17 
2.3 AssL.: TsAjr. s ....................................................................................................................... . 

21 
2.4 DIVIDEND CUTS ................................................................................................................. . 26 
2.5 CORPORATE LAYOFFS ......................................................................................................... 

30 
2.6 CEO TURNONT'It ................................................................................ ................................. 

34 
2.7 CONCLUSION ..................................................................................................................... . 

38 

CHAPTER THREE: DATA, METHODOLOGY AND VARIABLE DEFINITIONS ........... 39 

3.1 INIRODUMICIN ....................................................................................................................... 
39 

3.2 SAMPLE. CON91RUC711CIN .......................................................................................................... 
39 

3.2.1 Asset sales ........................................................................................................................ 
39 

3.2.2 Dividend culs .................................................................................................................... 
41 

3.2.3 Corporate layoffs 
................................................................................................................ 

42 
3.2.4 CEO turnover .................................................................................................................. 

44 
3.2.4.1 Identifying CEO turnover ...................................................................................................... . 44 
3.2.4.2 Identifying forced and normal CEO turnover ........................................................................ . 45 

3.2.5 Covibinedrazzple .............................................................................................................. 
46 

3.3 METHODOLOGY ................................................................................................................. 
46 

3.3.1 Operaliq perfoi7wance ........................................................................................................ 
47 

3.3.1.1 Matched firm selection ........................................................................................................... . 47 
3.3.1.2 performance measurement: industry-adjusted ........................................................................ . 47 
3.3.1.3 performance measurement: matching firms ............................................................................ . 48 
3.3.1.4 Statistical tests for abnormal operating performance .............................................................. . 48 
3.3.1.5 Crozs-sectional model ............................................................................................................ . 49 

3.3.2 Stock returns ..................................................................................................................... 
50 

3.3-2.1 Short-term market reactions ................................................................................................... . 51 
3.3.2.1.1 Sbare rettirlis .................................................................................................................. . 51 



3.3.2.1.2 il farket returns ................................................................................................................. 
52 

3.3.2.1.3 Abnotwalreturns .......................................................................................................... ... 
52 

3.3.2.2 Long run stock returns ........................................................................................................ ... 
54 

3.3.2.2.1 Tesis ofsi 
, 
gntfuance ......................................................................................................... ... 

55 

3.4 VARIABLE DEFIN111ONS ...................................................................................................... 
58 

3.5 SUMMARY AND CONCLUSION .............................................................................................. 
60 

CHAPTER FOUR: ASSET SALES 
................................................................................................ 

66 

4.1 INTRODUMION 
.................................................................................................................. 

66 

4.2 ......................................................................................... 
67 

4.3 EMPIRICAL RESULTS ............................................................................................................ 
74 

43.1 Sample rbaracletiffics ......................................................................................................... .. 
74 

4.3.2 Pre-asset sale operalingperfom7ance .................................................................................... .. 
75 

4.3.2.1 Financial performance ......................................................................................................... ... 
75 

4.3.2.2 Restructuring, market disciplinary activities and asset sales ................................................... ... 
77 

4.3.2.3 Cross-sectional analysis ........................................................................................................ ... 
78 

4.3.3 Post-asset sale op eraling p erfo imance .................................................................................... .. 
80 

4.3.3.1 Financial performance ......................................................................................................... ... 
80 

4.3.3.2 Sensitivity clieck .................................................................................................................. ... 
82 

4.3.3.3 Changes in corporate focus following asset sales ..................................................................... 
82 

4.3.4 Stock returns ................................................................................................................. .. 
83 

4.3.4.1 Afarket response to asset sale announcements ......................................................................... 
83 

4.3.4.2 Relation between operating performance and stock returns ...................................................... 
84 

4.3.4.3 Long run stock returns .................................. 
85 

4.4 SUMMARY AND CONCLUSION 
............................................................................................. .. 

87 

CHAPTER FIVE: DIVIDEND CUTS 
...................................................................................... . 

104 

5.1 INIRODUCTION 
..................................................................................................................... 

104 

5.2 DL\'E-1.01', Nll---. NTOFIIYPar[IESI-S 
....................................................................................... 

106 

5.3 EMPIRICAL RESULTS 
.......................................................................................................... 

III 

5.3.1 Sample d5araderistics 
........................................................................................................ 

ill 

5.3.2 Pre-diridend att operaliqperformance ................................................................................. 
112 

5.3.2.1 Financial performance ..................................................................................................... 
112 

5.3.2.2 Market disciplinary activities and dividend cuts ................................................................ 
114 

5.3.2.3 Cross-sectional analysis ......................................................................................................... 
114 

5.3.3 Post-dividend ait operaiiii 
, 
gperforwance ................................................................................ 

117 

5.3.3.1 Financial performance .......................................................................................................... 
117 

5.3.3.2 Dividend decreases and omissions .................................................................................... 
119 

5.3.3.3 Dividend increases and initiations 
.................................................................................... 

119 

5.3.3.4 Sensitivity analysis ........................................................................................................... 
120 

5.3.3.5 I. abour productivity ......................................................................................................... 
121 

5.3.4 Stock retums .................................................................................................................. 
121 

5.3.4.1 Market reaction to announcements of dividend cuts .............................................................. 
121 

5.3.4.2 The relation between dividend information and firm performance .................................... 
122 

5.3.4.3 Jong run stock returns ..................................................................................................... 
124 

5.4 SUMMARY AND CONCLUSION 
................................................................................................. 

124 

CHAPTER SIX: CORPORATE IAYOFFS ........................................................................... 142 

6.1 INTRODUCIION ................................................................................................................ 
142 

6.2 DE VI, 1,01IMENTOF1 IYPOTJ It, SES ....................................................................................... 
143 

6.3 EmPIRICAL RESULTS ................ .......................................................................................... 150 
6.3.1 Sample diaracteiisfics 

........................................................................................................ 
150 

6.3.2 Rm-lagoffperfonwance 
........................................................................................................ 

151 
6.3.2.1 Financial performance ........................................................................................................... 151 
6.3.2.2 INfarket disciplinary activities and layoffs 

................................................................................. 
152 

6.3.2.3 Cross-sectional analysis .......................................................................................................... 153 
6.3.3 Post-layoffper formance 

...................................................................................................... 
154 

6.3.3.1 Financial performance ........................................................................................................... 
154 

6.3.3.2 Sensitivity check .................................................................................................................... 
156 

vii 



6.3.3.3 Changes in corporate focus following layoffs ......................................................................... 157 
6.3.4 Corborate lagoffs andflixy cbaracteristics ............................................................................ ... 

157 
6.3.4.1 Financial performance and stated reasons for layoffs .......................................................... .... 157 
6.3.4.2 Labour productivity and stated reasons for layoffs 

............................................................. .... 158 
6.3.4.3 Cross-sectional analysis ...................................................................................................... .... 159 

6.3.5 Stock returns ................................................................................................................ ... 
160 

6.3.5.1 Market reaction to announcements of layoffs 
..................................................................... .... 160 

6.3.5.2 Relation between stock returns and the determinants of layoffi; 
.......................................... .... 163 

6.3.5.3 Long run stock returns ......................................................................................................... 164 
6.4 SUMMARY AND CONCLUSION ......................................................................................... ... 

165 

CHAPTERSEVEN: CEO TURNOVER 
................................................................................ .... 182 

7.1 INTRODUMON ............................................................................................................. ... 
182 

7.2 DEVELOPME NTOF I MIOTI IESES .................................................................................... ... 
185 

7.3 EmPIRICAL RESULIS ....................................................................................................... ... 
189 

7.3.1 Sample characteristics ..................................................................................................... ... 
189 

7.3.2 Pre-CEO iiinioperfiiiaiiiialperfor7)iatice ............................................................................... 
190 

7.3.2.1 Financial performance ...................................................................................................... 
190 

7.3.2.2 Cross-sectional analysis ......................................................................................................... 192 
7.3.3 Post-CEO tunzover operaliq perfon)vance .......................................................................... ... 

195 
7.3.3.1 Financial performance ...................................................................................................... 195 
7.3.3.2 Turnover-performance relation over time ......................................................................... 

196 
7.3.3.2 llost-turnover restructuring activities ............................................................................ ... 

199 
7.3.3.3 Sensitivity analysis ......................................................................................................... ... 

200 
7.3.4 Stock retunis .................................................................................................................. 

200 
7.3.4.1 INfarket response to CEO turnover announcements ....................................................... ... 201 
7.3.4.2 Long run stock returns .................................................................................................. ... 201 

7.4 SUMNIARY AND CONCLUSION ......................................................................................... ... 
202 

CHAPTER EIGHT: CORPORATE RESTRUCTURING ............................................................ 219 

8.1 INTRODUC11ON 
................................................................................................................ 

219 
8.2 Di., vE. 1,0111MUNT OF HYPOTHESES ....................................................................................... 

221 
8.3 EmPIRICAL RESULTS .......................................................................................................... 

228 
8.3.1 Sample ebaracteristics ...................................................................................................... .. 

228 
8.3.2 Compaiyfijiaiicialcharacteristiesrttnvitlidiiýg corporate restr7tauriq ........................................ .. 

228 
8.3.4 Financialperformance sunvunding cor porate restnictining decisions 

........................................... .. 
230 

8.3.4.1 Univariate analysis of sample and control firms 
................................................................... ... 

230 
8.3.4.2 Operating performance and financial leverage surrounding corporate restructuring ............. ... 

232 
8.3.4.3 Operating performance and different combination of restructuring events per year . ............ ... 

234 
8.3.4.4 Nfultivariate analysis of the determinants of corporate restructuring .................................... ... 

235 
8.3.5 Stock remms ................................................................................................................. .. 

238 
8.3.5.1 Market reaction to announcements of restructuring ............................................................ ... 

239 
8.3.5.2 Long run stock returns ...................................................................................................... ... 241 

8.4 SUINENIARYAND CONCLUSION ............................................................................................ 
242 

CHAPTER NINE: CONCLUSIONS AND IMPLICATIONS FOR FUTURE RESEARCH ... 
259 

9.1 INIRODUCHON 
.................................................................................................................... 

259 
9.2 SUMMARY OFMAIN RESEARCI I FINDINGS ........................................................................ .. 

260 
9.2.1 Assetsales 

...................... 
260 

9.2.2 Dividendails 
................................................................................................................. .. 

261 
9.2.3 Corporate 1q)-offs 

............................................................................................................ .. 
261 

9.2.4 CEO turnorer ................................................................................................. 
I 
.............. .. 

262 
9.2.5 Corporate restructuriký. g .................................................................................................... .. 

263 
9.3 CONIRIBUTION Of-1'11IST11FSl. S ........................................................................................... .. 

264 
9.4 LIMITA711ONS, IMPLICATIONS FOR FUTUREI RESEARCH AND CONCLUDING REMARKS ............. .. 

265 
9.4.1 Problezvs and k., nitalions .................................................................................................. .. 

265 
9.4.2 Imolicalionsforfuture researeb .......................................................................................... .. 

266 
9.4.3 Conclitdiq remarks ........................................................................................................ .. 

267 

viii 



REFERENCES ...................................................................... *'**** ...................................................... 268 

ix 



LIST OF TABLES 

Table 3-1: Descriptive statistics for asset sales firms 61 

Table 3-2: Descriptive statistics for dividend cuts firms 62 

Table 3-3: Descriptive statistics for layoff firms 63 

Table 3-4: Descriptive statistics for CEO turnover firms 64 

Table 3-5: Descriptive statistics for restructuring firms 65 

Table 4-1: Descriptive statistics for sample versus control firms sale year 89 

Table 4-2- Changes in operating performance prior to asset sales 90 

Table 4-3: Changes in financial leverage prior to asset sales 91 

Ta ble 4-4: Changes in interest coverage ratio prior to asset sales 92 

Table 4-5: Pre-asset sales restructuring and corporate control activities 93 

Table 4-6: Logit regression results of the deterriiinants of asset sales 94 

Table 4-7: Logit regression results on the basis of stated reasons and use of asset 

sale proceeds 95 

Table 4-8: Changes in operating performance in the post-asset sale period 96 

Table 4-9: Changes of debt ratio over the years following asset sales 97 

Table 4-10: Changes in interest coverage ratio over the years following asset sales 
98 

Table 4-11: Control firm matched operating performance for sample firms by 

reasons of asset sale 99 

Table 4-12: Change in sample firm's focus following asset sales 100 

Table 4-13: Abnormal returns around asset sale announcements . 101 

Table 4-14: Relation between operating performance and stock returns 102 

Table 4-15: Long run stock returns followingasset sales 103 

Table 5-1: Median percentage changes in total assets, sales, and number of 

employees 127 

Table 5-2: Descriptive statistics for sample versus control firms in the pre-dividend 

cut year 128 

Table 5-3: Operating performance, financial leverage, capital expenditure ratio, and 

cash ratio prior to announcements of dividend cuts 129 

Table 5-4: Corporate control activities and dividend cuts 131 

Table 5-5: Cross-sectional determinants of dividend cuts 132 

x 



Table 5-6: Changes in operating performance, financial leverage, capital 

expenditure ratio, and cash ratio following dividend cuts 133 

Table 5-7: Changes in operating performance surrounding dividend decreases a nd 

ornissions 135 

Table 5-8: Changes in operating performance surrounding dividend increases and 

initiations 136 

Table 5-9: Control firm matched changes in operating performance for sample 

firms 137 

Table 5-10: Changes in labour productivity following dividend cuts 138 

Table 5-11: Abnormal returns surrounding dividend cut announcements 138 

Ta ble 5-12: Relation between dividend information and firm performance 139 

Table 5-13: Long run stock returns following dividend cuts 140 

Table 6-1: Median percentag e changes in total assets, sales, and number of 

employees 167 

Table 6-2: Descriptive statistics for sample versus control firms in the pre-layoff 

year 168 

Table 6-3: Operating performance, financial leverage, and labour productivity o ver 

the years prior to corporate layoffs 169 

Table 6-4: Corporate control activities and corporate layoffs 170 

Table 6-5: Cross-sectional determinants of corporate layoffs 171 

Table 6-6: Changes in operating performance, financial leverage, and labour 

productivity in the post-layoff period 172 

Table 6-7: Control firm matched changes in operating performance for sample 

firms 173 

Table 6-8: Change in sample firm's focus following layoffs 174 

Table 6-9: Operating performance and financial leverage over the years prior to and 

post-corporate layoffs 175 

Table 6-10: Changes in labour productivity over the years prior to and following 

corporate layoffs 176 

Table 6-11: Cross-sectional determinants of layoffs on the basis of the stated reasons 

for layoffs 177 

Table 6-12: Abnormal returns surrounding layoff announcements 178 

xi 



Table 6-13: Abnormal stock returns surrounding layoff announcements on the basis 

of layoff siZe and number of announcements 179 

Table 6-14: Relation between stock return prices and operating performance 180. 

Table 6-15: Long run stock returns following layoff announcements 181 

Table 7-1: Median percentage changes in total assets, sales, and number of 

employees 204 

Table 7-2: Descriptive statistics for sample versus control in the pre-CEO turnover 

year 205 

Table 7-3: Operating performance and financial leverage over the years prior to 

CEO turnover 207 

Table 7-4- Cross-sectional determinants of CEO turnover 209 

Table 7-5: Changes in operating performance and financial leverage over the period 
following CEO turnover 210 

Table 7-6: Changes in operating performance: alternative benchmark 212 

Table 7-7: Turnover-performance relation over time 213 

Table 7-8: Cross-sectional determinants of CEO turnover on the basis of time 

period 214 

Table 7-9: Post-turnover restructuring activities 215 

Table 7-10: Operating performance post-forced CEO turnover on the basis of 

mergers and acquisitions 216 

Table 7-11: Abnormal returns surrounding CEO turnover announcements 217 

Table 7-12: Long run stock returns following CEO turnover 218 

Table 8-1: Financ ial characteristics of corporate restructuring firms in the years 

surrounding announcements 245 

Table 8-2: Measures of Investment, R&D, Cost of Sales, Labour Productivity, a nd 
Industrial Diversification in sample period 247 

Table 8-3: Univariate analysis of sample versus control firms in the pre-corporate 

restructuring year 248 

Table 8-4: Changes in operating performance surrounding corporate restructuri ng 
250 

Table 8-5: Changes in financial leverage surrounding corporate restructuring 251 

Table 8-6: Changes in interest coverage surrounding corporate restructuring 252 

xii 



Table 8-7: Changes in operating performance surrounding pairs of different 

corporate restructuring events 253 

Table 8-8: Logistic regressions of the determinants of corporate restructuring 254 

Table 8-9: Correlation matrix of the determinants of corporate restructuring 255 

Table 8-10: Stock returns to announcements of corporate restructuring events 256 

xiii 



LIST OF FIGURES 

Figure 5-1: Returns on assets of a sample of UK non-financial firms that announced 
dividend cuts during 1993-2000 141 

]Figure 5-2: 

Figure 8-1: 

Figure 8-2: 

Figure 8-3: 

Return on assets of a sample of UK non-financial firms that announced 
dividend changes during 1993-2000 

Return on assets surrounding corporate restructuring 
Debt surrounding corporate restructuring 
Sales per employee surrounding corporate restructuring 

141 

257 

257 

257 

x1v 



List of Abbreviations Used 

AAR Average Abnormal Returns 

ABRAR - Average buy-and-hold abnormal return 

BHAR - Buy - and - hold abnormal return 

CAP - Capital expenditure 

CAPM - Capital Asset Pricing 1\1odel 

CAR Cumulative Abnormal Return 

CEO - Chief Executive Officer 

CTRL - Control variables 

DEBT - Debt ratio 

DR - Director's ownership 

DSTRS - Financial distress 

EBITDA Earnings before interest, tax, depreciation and amortization 

IT - Financial Times 

FTSE - Financial Times Stock Exchange 

HI - Herfindahl. Index 

HNIL - High minus low 

ICOV - Interest coverage ratio 

INST - Institutional h oldings 
LN (1\IV) - Natural logarithm of the market value of equity 

NPV - Net Present Value 

OPE - Operating profit per employee 
ODR - Other director's ownership 
R&D - Research and Development 

ROA - Return on Assets 

SEGS - Number of segments 
SENIP - Sales per employee 
STNIB - Small minus big 

TKV - Takeover approach 

xv 



Cl-lAPTER ONE: INTRODUCTION AND MOTIVATION 

-I-his thesis examines the operating performance over seven years around a year of 

announcements of corporate restructuring. The findings of this thesis suggest that poor 

operating performance, high financial leverage and excessive diversification are the main 

determinants of corporate restructuring. In addition, the market for corporate control 

plays an important role on the restructuring decision. 

The findings In this thesis show that following corporate restructuring there is an 

improvement in operating performance, financial leverage and firms are more focused. 

This suggests that restructuring increases the firm's efficiency, investment opportunities 

and resources are efficiently relocated. However, the increase 'in efficiency following 

restructuring is not homogenous to all firms. With reference to the market reaction to 

announcements of corporate restructuring, the findings show that the market reacts 

negatively to announcements of corporate layoffs, dividend cuts, and Chief Executive 

Officer (CEO) turnover, but reacts positively to asset sales. 

The remainder of the chapter is organized as follows: Section 1.1 provides an 
introduction to corporate restructuring. Section 1.2 presents the historical background 

of restructuring. Section 1.3 summariscs corporate restructuring research in the UK. 

Section 1.4 covers issues investigated in this thesis. Section 1.5 briefly outlines the 

expected contribution and the scope of the thesis as well as theresearch strategy. 
Section 1.6 presents the organization of the thesis. 

1.1 Introduction 

According to Jensen and Meckling (1976), a firm is viewed as a collection of contracting 

relationships among individuals (a nexits of conlracls). These contracts represent claims on 

the cash flows generated by the firm's assets and operations. Sometimes contracts are 

restructured through a process of negotiation; at other times firms unilaterally 

restructure their contracts. Economically, restructuring affects the level and timing of 

the firm's cash flows; it also affects how these cash flows are apportioned among the 

firm's claimholders. The list of claimholders who can be affected by restructuring is 

long; it includes shareholders, creditors, managers, employees, suppliers and customers. 

I 



'Die contractual relationship between these claimholders: and the firm can either be 

explicit or implicit' (Gilson, 1998). 

Following the above, corporate restructuring is therefore defined as the process by 

which firms change the contracting relationships among individuals. The phrase 

cccorporate restructuring" is a broad one, encompassing a variety of actions, both 

financial and operational. Mergers and acquisitions, asset sales, management buyouts, 

dividend policy changes, refocusing, corporate layoffs, management turnover, plant 

closures, share repurchases and debt administration all fall under the general term of 

(restructuring. ' 

The incentive to restructure often arises because the firm's market value falls 

significantly below its full potential or intrinsic value. Important causes of this 'value 

gap' include the following factors. First, for some firms, restructuring is a way to address 

losses in market value caused by poor performance or financial distress. Such losses may 

or may not be the fault of management. Nianagement may have over-diversified into too 

many businesses or borrowed too aggressively. On the other hand, the firm's problems 

could be caused by an economic recession or adverse change in current exchange rates. 

Empirical evidence shows that voluntary or pre-emptive restructuring can, for some 
firms, generate more value than restructuring carried out under the threat of a hostile 

takeover or bankruptcy (Donaldson, 1994). 

A second reason for firms restructuring is to take advantage of a new strategic, or 
business opportunity. A firm may have been managing its business perfectly well, but to 

exploit the opportunity it must first restructure a contract with some claimholder. An 

obvious example is a company that has the opportunity to make a profitable investment 

in a new factory, but the capital expenditure would violate a bank loan covenant 
(Gilson, 2001). A third goal of restructuring is to correct a mistake in how investors 

value the firm. At any point in time, investors may significantly undervalue or overvalue 

the business. Managers may be unwilling to eliminate such discrepancies by publicly 
disclosing more information, since this could benefit their competitors. Valuation errors 

I An example of an implicit contract is an informal unwritten promise by a company to its workers that it 
-, vill employ them on a long-term basis, or grant them regular annual wage increases. 

4 
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could be quite large for diversified conglomerates, for example. Shareholders of these 

firms may understand only a subset of the firms' activities. A corporate spin-off or 

tracking stock issue can reduce the number of such errors by making the performance 

of the separate business divisions more transparent and easier to value (Gilson, 2001). 

Closing the value gap potentially benefits the entire firm's clairnholders and 

stakeholders, provided they can agree on how to share the gains. 

Agency theory and environment explanations offer more insights into why a firm 

should undertake restructuring. According to Jensen's (1986) ftee cash flow hypothesis, 

top managemenC in firms with free cash flow invest in over-diversification and 

organizational inefficiencies. Agency theorists argue that restructuring is a correction for 

over-expansion and over-diversification made by self-serving corporate managers when 

they increase the size and scope of firms without increasing their value Uensen, 1986, 

1991). According to agency theory, managers have incentives to expand and diversiý, 

even when doing so does not increase the market value of the firm, because their 

personal wealth is linked more to firm size and risk of bankruptcy than. to firm 

performance (Atnihud and Lev, 1981;. and Jensen and Murphy, 1990). Consequently, 

restructuring will occur only when the threat of acquisition or activism by shareholders 
forces managers to reorganize (Shleifer and Vishny, 1986; and Jensen, 1991). 3 

The environmental explanation for restructuring suggests that it is a response to major 

changes in the business environment, such as relaxation in the enforcement of antitrust 
legislation, changes in tax laws, innovations in external capital markets, and changes in 

competition (Bhide, 1990; Bowman and Singlý, 1990; and Shleifer and Vishny, 1990). 

Another environmental explanation for corporate restructuring is the bandwagon effect. 
According to this argument, a small number of firms may undertake restructuring (for 

whatever reason), and other firms follow suit as a result of managers' tendencies to 

mýimic the actions of other managers (DiNlaggio and Powell, 1983). 

2A top management is defined in this thesis as the set of individuals holding the titles of CEO, president, 
or chairman of the board (see also Berger and Ofek, 1999). 
3 Prior studies also document that corporate restructuring programmes often result from external control 
pressures (Berger and Ofek, 1999; and Denis el al., 1997a). 
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Corporate restructuring can be undertaken by both poorly-perforn-ýing and healthy firms 

and is a continuous process. Weston (1970) argues that an acquirer may sell a target for 

several reasons that do not involve poor performance. For example, an acquirer may sell 

a business in which it has improved performance or a business that no longer fits with 

the core strategy. In both cases, the shareholders' value can be increased. In addition, 

Brickley andVan Drunen (1990) also show that restructuring is normally carried out to 

obtain more gains that appear to come from information about investment 

opportunities and increases in efficiency. 

Managers face many challenges in the process of restructuring. For example, a firm that 

wants to restructure because of financial distress faces three challenges. Restructuring 

can be done through out-of-court procedures, by merging into another firm or through 

formal legal proceedings. Another challenge facing managers in the process of 

restructuring is, for example, if they want to restructure equity. Should they either 

restructure through spin-offs, equity-outs, or by tracking stock offerings? Setting a 

timetable for layoffs also presents management with hard choices. Implementing the 

plan too quickly may result in too many people or the wrong people being laid off 
(ccutting muscle rather than fat"). On the other hand, prolonging the process and 
leavihg people in uncertainty about their future can be devastating to die organization. 

1.2 Historical background of corporate restructuring 
Corporate restructuring is an area of great interest to corporate strategy, finance, and 

organizational scholars. Aspects of restructuring have been central to each field; for 

instance, the competitive implication of changes in the firm's business portfolio has 

been central to research in corporate strategy, while the effectiveness of organizational 

structure changes has been addressed in organization theory. Despite considerable 

research on aspects of restructuring, the effects, benefits, and costs of corporate 

restructuring on a firm are unclear. A plausible explanation for this lack of consensus is 

that restructuring is a complex and multidimensional phenomenon. 

An interesting question on restructuring is whedier it increases the firm's value or 

efficiency. Theories of incentives/monitoring costs, information/signalling, and 
i 

transaction costs shed light on this question. Alchian and Demsetz (1972) suggest that 
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tile essence of a firm is team production where the joint production of the firm's assets 

exceeds the feasible output of the assets in separate uses. In such a setting, the 

Monitoring of inputs is important and is performed by the residual claimants of the 

firm, i. e. the shareholders. An important monitoring function is assessing the 

performance of the firm's management. 

Jensen and Meckling (1976) offer a similar model of a firm that incorporates the 

interaction among managers, stockholders and bondholders. In their model, the 

monitoring and bonding costs of writing contracts among these interacting parties 

determine the optimal scale of the firm. This suggests that restructuring improves 

managerial incentives or, better, enables shareholders to monitor managerial 

performance; also, separating a corporation into different pieces can improve the 

efficiency of operations and thereby increase the combined value of assets. 

Another body of research considers the importance of information in corporate 

valuation. Myers and Nlajluf (1984) point out that in the modern corporation, managers 

often know more about a firm's investment opportunities than outside investors do. In 

this setting of asymmetric information, management actions regarding financing or 

restructuring can convey information about firm value to investors. Nanda (1991) 

extends the model of Myers and Majluf (1984) to a particular form of restructuring - an 

equity carve-out. Nanda notes that equity carve-outs have two aspects. Carve-outs create 

a new public entity but also raise money for the parent. Nanda (1991) suggests that 

carve-outs also convey the further piece of information that the parent firm has chosen 

not to raise money by issuing its own shares. Nanda (1991) predicts that the 

announcement of an equity carve-out would convey positive information to the market 

about the parent firm's value. This evidence suggests that information revelation is a 

plausible source of wealth creation ftom restructuring. 

In addition to addressing why restructuring has wealth implications, related theoretical 

research provides a framework to assess why restructuring takes place at all. Coase 

(1937) modelle d the choice to a contract within a firm or across a market as a function 

of transaction costs. An implication of his model is that restructuring will occur when 

5 



change forces such as technology alter the relative costs of using the market vis-ý-Vis 

operating within a firm. 

'nie preceding theories suggest that corporate restructuring increases efficiency and also 

creates value. Existing empirical evidence supports this observation. Kaplan (1989), 

Smith (1990) and Wruck (1990) show that restructuring carried out because of financial 

leverage leads to improvement in operating performance. In addition, Wruck (1990) 

shows that financial distress frees resources to move to higher-valued uses by forcing 

managers and directors to reduce capacity and to rethink operating policies and strategy 

decisions. Furthermore, Gilson (1989,1990) documents changes in top management 

and boards of directors following financial distress. TIiis evidence is consistent with the 

idea that leverage acts as a catalyst for organization change. Poor stock-price 

performance is not enough to remove incompetent managers, but financial distress 

provides a mechanism to initiate top-management changes. The preceding evidence 

suggests that apart from cost, financial distress can also result in beneficial outcomes. 

Empirical evidence on corporate restructuring in the form of asset sales shows that 

following asset sales, firms are more focused, have lower financial leverage, and 

experience increases in operating performance Gohn et al., 1992; John and Ofek, 1995; 

Markides, 1995; and Denis and Shome, 2005). Case studies of individual companies also 

show that asset sales increase the firm's efficiency. Kaiser and Stouraitis (2001) analysed 
Thorn EIVII during 1992-1996, and show that restructuring of the company transformed 

a diversified conglomerate, trading at a diversification discount, into a focused company 

that creates a considerable value for shareholders! 5 Evidence on corporate layoffs also 

shows that a decision to reduce the number of employees reverses a declining trend of 

poor performance (Chen el al., 2001). Layoffs increase efficiency, a firni becomes more 

competitive, and in the long term the firm's productivity improves. 

4 It should be noted that the corporate refocusing movement does not mean that all diversified firms have 
terminated their diversification strategy altogether. Nlarkides (1994) shows that there exists an optimal 
level of diversification; and some firms mýight have over-diversified (above the optimal level), while others 
might be below their optimal diversification level. Assuming the profit-maxiinizing behaviour of these 
firms, the author finds that the "under-diversified" firms would increase the degree of their business 
diversity, while the "over-diversified" firms would decrease the degree of their business diversity. 
5 Donaldson (1990) also presented the same view for General Mills. 
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Several studies have examined corporate restructuring. However, these studies have 

been challenged in several ways. First, a serious problem with many of these studies is 

that they are not precise enough about what they mean by "restructuring", thus 

inconclusive generalizations are made. A researcher needs to look at different forms of 

restructuring separately if any generalizations are to be made (Markides, 1995 

The preceding argument is consistent with the work of Peel (1995), who shows that, in 

general, when one form of restructuring activity is increasing (decreasing) the other 

forms of restructuring transactions are also increasing (decreasing) in tandem. In 

addition, Hall (1994) finds that many corporate restructuring actions occur 

simultaneously, because they are sometimes performed more easily together. The author 

also argues that a change in ownership may be accompanied by the sale of lines of 

business to finance the purchase, or by the retirement of equity and issuance of debt to 

restructure the balance sheet. The findings by Hall (1994), Markides (1995) and Peel 

(1995) suggest that an analysis of one form of corporate restructuring does not offer 

conclusive findings on the effects of restructuring on the firm's performance. 

Secondly, most of the evidence on corporate restructuring is based on studies 

conducted in the US. The literature on other markets has lagged behind corresponding 

US studies. For example, while the UK and US corporate environments are 

characterized by market-based institutions, important institutional' differences do exist 

(Antoniou el al., 2002 and Hither et al., 2006). First, the ability of external shareholders in 

the US, particularly institutions, to co-ordinate effective corporate governance action is 

severely constrained by legal and regulatory restrictions, while far fewer restrictions are 

placed in the UK. Second, the US institutions are deterred from coalition practices. 

They are required to disclose formation of any shareholding group - formal or informal, 

7 owning 5% or more stock. In contrast, UK insti. tutions are not faced with such 

restrictions - they can form informal coalition, ' and jointly monitor firms and/or 

6 EX, -s, and investment 
. jMpleS of these institutions ire: pension funds, insurance Companies, bank 

companies. 
7 Black and Roe (1991) argue that financial institutions in the US face excess regulation which raises the 
cost of participation in corporate governance. 
8 'flliS is mainly due to the fact that the nature of the City of London means that institutional shareholders 
are in physical close proximity to each other, which aids the formulation of informal coalition (ShoEt and 
Keasey, 1999). 
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managers. In addition, UK institutions prefer the private 'behind the scenes' form of 

intervention - therefore, the degree of intervention by institutional shareholders is 

greater than what is reported in the public (Short and Keascy, 1999). In general, UK 

institutions are thought to be more active than their US counterparts (Black and Coffee, 

1994). Third, the US corporate managements are largely protected from external 

corporate control mechanisms compared to the UK. Finally, the level of mistitutional 

ownership in the UK companies is considerably higher than it is in the US firms. Short 

and Keasey (1999) discover that the institutional ownership of US companies is two- 

thirds the level of that in the UK. Furthermore, the US has the largest percentage of 

shareholders in the form of households. These institutional differences motivated this 

study to examine the detern-dnants and outcomes of corporate restructuring using the 

UK data. 

Thirdly, while much of the research examines the consequences of restructuring, there is 

little evidence on what motivates managers to undertake restructuring. Finally, many 

previous studies on restructuring have a methodological bias. Most of these studies 

examine long run stock returns following the different restructuring events. Very few 

studies have examined operating performance following these forms of restructuring. 

Fafna (1998) asserts that most studies on long run stock returns that follow different 

restructuring events are subjected to methodological problems covering the model and 

misspecification of significance tests. Following this challenge, one of the plausible 

solutions to this problem is for these studies to use accounting measures. 

Consistent with the above argument, Brick-ley and Van Drunen (1990) posit that stock 

returns are not useful for examining the timing of any changes in performance following 

restructuring because, on average, in an efficient market the expected returns in the 

post-restructuring sample would be normal. The authors also show that earnings figures 

do not capitalize expected future cash flows and contain information about both 

anticipated and unanticipated performance. In addition, Franks el al (2001) find that 
board turnover is more sensitive to earning losses than contemporaneous abnormal 

share price returns; also; management and shareholders regard earnings losses as a more 

serious sign of managerial failure than abnormal returns. In similar vein, Hermalin and 
Weisbach (2003) believe that accounting measures are better predictors of management 
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turnover than stock price performance. Earnings numbers therefore have the potential 

to provide additional insights into the performance of firms at various points in time, 

including after restructuring (Conyon and Florou, 2002). 9 

1.3 Corporate restructuring research in the UK 

As noted earlier, the empirical research into UK corporate restructuring has lagged 

behind corresponding US studies. Despite the differences between the UK and the US 

corporate environments, the two markets share some fundamental similarities (Franks 

and Mayer, 1997), in terms of corporate legal environment, corporate ownership and so 

forth. The similarities, as weH as the differences between the two markets, make the UK 

a good market for studying and expanding knowledge about different issues regarding 

corporate restructuring. 

Lasfer el al. (1996), using UK data, exarnine the different market reactions of the stock 

market to announcements of assets sales of financially leveraged and healthy firms. The 

authors find significant positive excess returns at the time of sell-off announcements for 

financially leveraged firms and conclude that the main benefit from divestitures comes 
from the resolution of financial leverage. Afshar el al. (1992) and Clubb el al. (2002) also 

examine the market reactions to announcements of asset sales in the UK and encounter 

the same findings. This evidence is consistent with die argument that managerial 
decisions aim at the maximization of shareholder wealth. 

Haynes el al. (2000,2002) examine the determinants of corporate divestment and die 

impact of divestment on firm performance in the UK. The authors show that 
divestment is significantly positively related to leverage, firm size, change in 

management-and diversification, but negatively related to concentration, among other 
factors. They fail to find a significant firm performance effect. They also document 

performance improvement in the post-divestm. ent period. However, the study. of 
Haynes el al. (2000,2002) is focused on large companies. 

' It should be noted, however, that earnings figures have their own set' of problems as measures of 
performance. In particular, they arc subject, at least to some degree, to management control. I 
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Benito and Young (2003), Dhanani (2005) and Vivian (2006) are recent UK studies that 

examirie dividends. Benito and Young discern that financial characteristics: cash flow, 

leverage, investment opportunities, investment and company size are variables that 

-ey approach, Dhanani (2005) 
account 

for di., idend cuts among UK firms.. Using a sur% 

discovers findings that support dividend hypotheses relating to signalling and ownership 

structure. Using cross-sectional analysis, Vivian (2006) discerns that dividend growth is 

not positively' associated with future earnings growth. This is entirely contrary to the 

view that dividends signal future earnings. In addition, Lonie el al. (1996) examine stock 

price responses to announcements of dividend changes, and find that the market reacts 

positively to firms that have increased dividends and earnings, and negatively to those 

that have decreased dividends and earnings. However, to the best of my knowledge, no 

published study in the UK has examined the performance consequences following 

dividend changes. 

Ile studies of Collett (2002) and McKnight et al (2002) are the only published studies 
in the UK that have examined stock price responses to announcements of layoffs. They 

reported die negative market reaction to announcements of layoffs. Nevertheless, no 

single published study in the UK. has examined performance changes following 

corporate layoffs. Unlike asset sales, dividend cuts, and layoffs, there are relatively many 

studies in the UK that have exarnMed top management changes. Dahya et al. (1998) 

examine the ownership structure, firm performance and top executive changes for a 

sample of 271 UK firms that announced top management changes during the 1989 to 
1992 period. The authors find that the ownership structure of a firm plays an important 

role in determining the effectiveness of internal managerial control mechanisms. 

The work of Dedman (2003) and Dedman and Iýn (2002) are also UK studies that have 

examined top management changes. Dedman (2003) finds that firm performance, CEO 

ownership and institutional ownership are significantly related to the probability of 
forced top management changes. Dedman and Lin (2002) examine the shareholder 
wealth effects of CEO departures in the UK and find that the market reacts negatively 
to announcements of top management changes. Finally, Short and Keasey (1999) extend 
the Us corporate governance research to the UK and find, among other things, that 
management should become entrenched at higher levels of ownership in the UK. 
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From tile preceding restructuring research in the UK, it is clear that the UK is a 

relatively unexplored market and further analysis is required to provide a greater insight 

into the effect of restructuring on the firm's performance. This thesis attempts to fill 

this gap. 

1.4 issues investigated in this Thesis 

Following the above evidence and discussion, this thesis examines four main empirical 

issues concerning corporate restructuring programmes in the UK: ` 

1. What are the factors that motivate managers to undertake restructuring? 

2. What is the. market reaction to announcements of restructuring events? 

3. What is die performance consequence of restructuring? 

4. Are corporate managers willing / unwilling to undertake restructuring? 

This section provides a brief summary of the above issues. 

1.4.1 What are the factors that motivate managers to undertake restructuring? 

Several studies have examined the determinants of restructuring. Many of these studies 
find poor performance to be the main determinant of restructuring. For example, there 

is a general consensus that there is an inverse relation between poor performance and 

the likelihood of the top management turnover (Warner el al.., 1988; Weisbach, 1988; 

Denis and Denis, 1995; and Huson et al., 2004). In addition, DeAngelo (1990) finds that 

poor performance is the single factor that determines dividend cuts. Furthermore, 

studies on asset sales show that the - need to refocus on core activities motivates 

corporate managers to restructure their assets sales Uohn and Ofek, 1995; Berger and 
Ofek, 1999; and Denis and Shome, 2005). 

This thesis attempts to extend earlier efforts of this research and examines the 

determinants of corporate restructuring. Apart from operating performance, the thesis 

also examines other factors, such as financial leverage, excessive diversification, and the 

10 In addition to these issues, each individual empirical chapter in this thesis examines its own specific 
issues. 
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market for corporate control activities. Unlike prior studies that exainine, these factors in 

a univariate analysis, this thesis, in addition to univariate analysis, also employs a 

multivatiate analysis in order to capture die joint effects of these factors. 

The thesis finds that poor performance, high financial leverage and excessive 

diversification constitute most. of the determinants of corporate restructuring. There is 

also evidence that the active market for corporat& control plays an important role in 

restructuring decisions. 

1.4.2 What is the market reaction to announcements of restructuring events? 

'Diis thesis also examines the market reaction to announcements of different forms of 

restructuring. Ile important function of this analysis is that it helps to relay information 

signals of these events to the market. Following the market efficiency hypothesis, if the 

market perceives the information to be good news, stock prices win increase following 

this [good] information. However, if the market perceives the information to be bad 

news, then stock prices will fall. 

The substantive literature on corporate restructuring has documented contradicting 

finýlings on. the market reaction to announcements of different forms of restructuring. 

For example, whether the market reacts negatively or positively to announcements of 

CEO turnover is unclear. Weisbach (1988), Denis el al (1995), and Huson el al (2001) 

report positive abnormal share price r eturns to announcements of forced CEO 

turnover. By contrast, Warner el al (1988) find no signýificant abnormal return for forced 

top management turnover. In the UK, Dahya el al. (1998) find positive abnormal returns 
for forced top executive changes and insignificantly negative returns for voluntary 

turnover announcements. Dedman and Lin (2002) find that the market reaction to CEO 

turnover is significantly negative for all turnover announcements. 

In this thesis, I find that the market reacts, on the whole, in a negative fashion to 

announcements of restructuring, dividend cuts, corporate layoffs, and all CEO 

announcements turnover, but reacts positively to announcements of asset sales. 
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1.4.3 What is the performance consequence of restructuring? 

If corporate managers undertake restructuring with the aim. of maximizing shareholder 

wealth, as the theories of corporate finance assume, then there should be performance 

improvement following restructuring. However, theories are far from empirical 

evidence. Empirical evidence on asset sales, dividend cuts, and corporate layoffs shows 

that there is improved operating performance following these forms Gohn and Ofek, 

1995; Chen et al., 200; Denis and Shome, 2005; and Lie, 2005). - 

However, empirical findings on top management changes arc mixed concerning 

whether there is performance improvement following CEO turnover. Dennis ei 71. 

(1995), Kang and Sliivdasani (1995), and Huson et al (2004) document improvement in 

operating performance following CEO turnover. The evidence on operating 

performance changes following CEO turnover in the UK, in general, shows no 

operating performance improvement following CEO turnover (Dahya el al., 1998; and 

Dcdman el al., 2002). 

This thesis establishes that there is a significant improvement in operating performance 

fol-lowing restructuring. The improvement is very strong for those firms that undertake 

restructuring in the form of asset sales, dividend cuts, and forced CEO turnover. 

However, there is weak evidence that operating performance improves following 

layoffs. 'ne evidence that does exist shows that labour productivity improves fol-lowing 

layoffs. 

Finally, whilst much of the substantive literature examines the performance 

consequences of restructuring, there is little evidence on financial leverage following 

restructuring. Denis and Shome (2005) show that following large scale asset sales there 
is an insignificant reduction in debt ratios. Grullon el al. (2002) and Lie (2005) show that 
firms that cut dividends have lower debt ratios than their industry peers over die years 
following dividend cuts. The findings of this thesis show that financial leverage 

improves following restructuring. However, this improvement is limited to those firms 

that undertake restructuring in the form of asset sales, dividend cuts, and forced CEO 

turnover. 
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1.4.4 Are corporate managers willing /unwilling to undertake restructuring? 

Research shows that corporate managers do not undertake restructuring programmes 

willingly (Fama, 1980; Fatna and Jensen, 1983; Franks el al., 2001; and Denis and Kruse, 

2005), among others. Harris and Raviv (1990) discern that, in general, managers do not 

'always behave in the best interests of their investors and therefore need to be 

disciplined. This is consistent with the view that internal and external monitoring 

systems work together to ensure that managers' behaviour is consistent with the 

maximization of shareholder wealth. 

This thesis attempts to extend earlier research and examines the incidence of external 

corporate control activity within corporate restructuring firms. Specifically, the thesis 

examines whether there was an incidence of a takeover approach and/or financial 

distress over the year prior to corporate restructuring. It is found that external 

monitoring systems play an important role in corporate restructuring. Thus, discipline 

from lenders, takeover threats and product markets are important factors 'in the decision 

to restructure the firm. 

1.5 Expected contributions, scope of the study and research strategy 
To investigate the factors that motivate managers to undertake restructuring and to 

consider whether restructuring increases a firm's efficiency, this thesis makes the 
following contribution to the body of evidence on restructuring. First, I focus on firms 

from a market that is relatively unexplored in the context of corporate restructuring. In 

a narrower sense, this is one-of the first studies to examine restructuring outside the US 

market. The second contribution of this thesis is that I simultaneously examine different 

forms of restructuring. One of the hmitations of previous studies on corporate 

restructuring is that they examine only one form of restructurin g and arrive at a general 
conclusion that restructuring creates value. The evidence by Han (1994) and Peel (1995) 

shows that firms in the process of restructuring undertake more than one form of 
restructuring simultaneously, and therefore before generalizations are made, a researcher 
needs to analyse these forms separately (Markides, 1995). 

T'lle third primary contribution of this thesis is that I directly examine the different 
factors that motivate managers to undertake restructuring. I use both univariate and 
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multivariate analyses to examine these factors over the period prior to announcements 

of restructuring. Many previous studies have examined some of these factors in a 

univariate setting. Very few studies have examined them in a multivariate setting. 

Fourthly, this thesis provides evidence as to whether restructuring increases a firm's 

efficiency. Tliesc findings have implications for the firm's investors, particularly 

shareholders, because if restructuring increases efficiency, it then shows that managers 

are taking decisions that are consistent with the maximization of shareholders' value. 

11-ie fifth contribution of this study is that I examine the stock market reaction on days 

surrounding restructuring announcements. Examination of the market reaction on 

corporate restructuring offers more insights into information signals of restructuring to 

the market. 

The scope of this study is Emited to the examination of operating performance centred 

on the year of announcements of corporate restructuring events. Forms of corporate 

restructuring examined in this thesis are asset sales, dividend cuts, corporate layoffs and 

CEO turnover. However, there are other forms of corporate restructuring, such as share 

repurchases, mergers and acquisitions, management buyouts, takeovers, bankruptcy, 

debt restructuring and business break-ups. These are reserved for further research. 

1.6 Organization of the Thesis 

nie remaining part of the thesis is organized as foRows: Chapter 2 provides the 

literature review on corporate restructuring as a whole and the different forms of 

restructuring examined by diis thesis. Chapter 3 provides a description of the nature and 

sources of data used in this thesis. Since this thesis examines different forms of 

restructuring, there is a description of the nature and sources of data for each of these 
forms. The chapter also contains a discussion of the methodologies used in this thesis 

and definitions of different variables. 

Chapters 4 through 8 present a discussion of the empirical fmdings of this thesis. 
SpecificaRy, chap ter 4 covers asset sales, chapter 5 reports dividend cuts, chapter 6 

accounts for corporate layoffs, chapter 7 covers CEO turnover, and chapter 8 reports 
the empirical fmdings of all four forms of corporate restructuring examined in this 

chapter. Finally, chapter 9 provides a summary of the key findings of the study and 
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draws conclusions in line with the objectives outlined in this chapter. 'Flie chapter also 

contains a discussion about some important implications of the findings, and highlights 

sorne potential areas for further research. 
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cf-JAPTER TWO: LITERATURE REVIEW 

2.1 Introduction 

This chapter reviews the literature on corporate restructuring as a whole and the 

different forms of restructuring that are examined in this thesis, namely, asset sales, 

dividend cuts, corporate layoffs and CEO turnover. 

2.2 Corporate restructuring 

In recent years, interest has, centred upon efficient ways through which firms can 

respond to adverse economic conditions. The most general approach to this issue is to 

undertake restructuring which encompasses a variety of actions that are justified on 

financial, portfolio or organizational grounds (Bowman etal., 1993). 

The definition of corporate restructuring is influenced mostly by the work of Jensen and 

Meckling (1976). Jensen and Meckling argue that a company can be viewed as a 

collection of contracting relationships among individuals -a nexus of contracts. 'Mese 

contracts are what make it possible for the company to conduct business. The parties to 

these contracts include shareholders, creditors, managers, employees, suppliers and 

customers. Restructuring can be viewed as the process by which firms change these 

contracts. Following this definition, this thesis aims to answer the question: why should 

companies change these contracts by undertaking a restructuring process? Gilson (2001) 

formulates three reasons why companies restructure: (i) in response to poor 

performance (ii) to pursue strategic opportunities, and (iii) to correct valuation errors. 

Firms undertake restructuring as a way to address losses in market value caused by poor 

performance Or financial distress. Such losses may or may not be the fault of 

management. Management may have over-diversified into too many businesses or have 

borrowed too aggressively. On the other hand, the firm)s problems could have been 

caused by an economic recession or adverse change in currency exchange rates Gohn et 

al., 1992). John el al. (1992), Kang and Shivdasani (1997) and Denis and Kruse (2000) 

examine companies that restructure in response to poor performance or performance 
decline. Mostly, the findings of these studies show that there is an improvement in 

performance over the years following a performance decline. Secondly, firms restructure 
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order to take advantage of new strategies or business opportunities. A wefl- 

performing firm might want to exploit such opportunities but to do so it must first 

restructure a contract with some claimholder. An example of this is a company that has 

the opportunity to make a profitable investment in a new factory, but that capital 

expenditure would violate a bank loan covenant. 

Environmental changes can also explain why corporate managers should restructure 

their companies. Restructuring may be undertaken as a response to major changes in the 

business environment, such as relaxation in the enforcement of antitrust legislation, 

changes in tax la ws, innovations in external capital markets and changes in competition 
(Bethel and Liebeskind, 1993). 

Finally, a firm undertakes restructuring in order to correct a mistake in how investors 

value the firm. Investors rely on information collected from different sources to value 

the firm and in the process they may significantly over or undervalue the business. 

Managers may be unwilling to eliminate such discrepancies by publicly disclosing more 
information, since this could benefit their competitors. Valuation errors, for example, 

could be quite large for diversified firms. Shareholders of these firms may understand 

only a subset of the Cirms' activities. A corporate spin-off or tracking stock issue can 

reduce the number of such errors by making the performance of the separate business 

divisions more transparent and easier to value. In addition, corporate managers also 

undertake share repurchases, when, among other things, it is believed that the firm's 

shares are undervalued (Lie, 2005). 

As the foregoing discussion makes clear, there are different forms of corporate 

restructuring. John et al. (1992) believe that companies respond to poor performance in 

different ways. They classiýy these responses into three broad groups: first, contraction 

policies (which represent policies that shrink the size of the firm or its control of 

resources) that include sell-offs, layoffs, plant closure, debt reduction and so on; second, 

expansion policies (Nvhich increase the size of the firm or its control over resources) that 
include diversification, acquisition, the issuance of new securities, entry 'into new 

markets, and so on; finally, change in marketing or pricing, change In production 

methods or management structure, and other responses. John et al. (1992) believe that 
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contraction policies are the predominant responses; for example, they find that asset 

sales represent 63% of the total observations of their sample. 

Restructuring can also be explained from the agency theory point of view Gensen, 

1986). According to Jensen's (1986) free cash flow hypothesis, top management in firms 

with free cash flow (in excess of that required to fund all projects with positive net 

present values) invest in over-diversification. and organintional inefficiencies. As the 

agency costs associated with the misuse of free cash flow increase, the threat of hostile 

takeover increases, forcing management to restructure the company. 

The speed with which management responds to restructuring programmes depends on 

many factors and one of them is managerial ownership. As managerial ownership 

increases, there is a greater incentive for managers to act in ways that improve the firm's 

performance. This evidence, in other words, suggests that managers tend to undertake 

value-destroying projects when their incentives arc less closely aligned with those of 

shareholders, and when their strategic decisions are less subject to shareholder oversight 
(Bethel and Liebeskind, 1993; Denis el al, 1997a; and Berger and Ofek, 1999). 

Extant literature on corporate restructuring empirically examines two hypotheses: first, 

why restructuring should take place, and secondly, whether restructuring creates value. 
In the previous chapter, it was explained that the reasons why restructuring takes place 

are many because it is a complex and multidimensional phenomenon. Nevertheless, 

much of the substantive literature posits that management undertakes restructuring in 

response to poor performance and financial distress q, ' Cang and Shivdasani, 1997; Denis 

and Kruse, 2000; and Denis and Shome, 2005), among others. In addition, Ofek (1993), 

Kang and Shivdasani (1997), and Denis and Kruse (2000) find that firms that undertook 

restructuring in response to a substantial decline in operating performance undertake a 

number of restructuring activities, such as asset sales, plant closures, employee layoffs, 

dividend cuts, and debt restructuring. There is also evidence that restructuring involves 

several activities, some happening simultaneously (Hall, 1994; and Peel, 19.95). 

The literature provides support for the view that restructuring is done in order to 

correct over-expansion and over-diversification programmes undertaken by self-serving 
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managers, who at one point in time had free cash flow and had decided to use it for 

expansion and diversification against value-destroying projects (Gibbs, 1993; Bethel and 

Liebeskind, 1993; Jensen, 1986). " Diversification may benefit managers because it 

brings growth which increases power, prestige Uensen, 1986; and S tulz, 1990) and 

compensation Gensen and Murphy, 1990). Moreover, diversification reduces the risk of 

the manager's undiversified personal wealth portfolio (Amiliud and Lev, 1981) and 

increases shareholders' dependence on their knowledge of the mix of businesses 

operated by the firm (Shleifer and NTishny, 1989). As. a result, managers may pursue 

diversification even if doing so reduces shareholder wealth. 

There is another school of thought which suggests that restructuring is carried out in 

response to major changes in the business environment, such as changes in tax law, 

innovations in external capital markets, and changes in competition (Bhide, 1990; 

Bowman and Singh, 1990; Shleifer and Vishny, 1990). Managers also undertake 

restructuring pre-eviplivejI where they possibly anticipate a crisis, or they seek to take 

advantage of a strategic opportunity. 

A branch of the literature also examines whether restructuring creates value. Gilson 

(2001) uses case studies to examine bankruptcies, buyouts and break-ups and shows that 

restructuring creates value. Brickley and Van Drunen (1990) investigate internal 

corporate restructuring and maintain that firms that alter their divisional configurations 

on average increase shareholder wealth and gains appear to come from information 

about investment opportunities and increases in efficiency. These findings suggest that 

gains derived from restructuring are associated with an increase in efficiency, investment 

opportunities, and resources are efficiently re-located. 

The literature reviewed on corporate restructuring suggests that several studies have 

examined issues related to corporate restructuring. However, as noted in previous 

sections, there are issues which are not well understood and need further investigation. 

First, a serious problem of these studies is that they are not precise enough about what 
is meant by "corporate restructuring". Does corporate restructuring refer to a single 

It -NI-anagers value investment because their perquisites increase with investment, even wben the firm 
invests in negative NPV projects. 
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event, say asset sales or multiple events? The present study proposes that corporate 

restructuring is a complex and multidimensional phenomenon, and therefore an 

examination of one restructuring event does not offer conclusive findings. To fill this 

gap, the study simultaneously examines four independent corporate restructuring events: 

asset sales, dividend cuts, corporate layoffs, and CEO turnover; and provides evidence 

related to the determinants and outcomes of corporate restructuring. 

Secondly, the literature reviewed also shows that most of the evidence on corporate 

restructuring is based on studies conducted in the US. Given 'institutional differences 

between the US and the UK (as discussed in Chapter 1), the question to ask is does the 

existing evidence on restructuring hold for a different system of corporate governance; 

namely, the UK? The author of this study believes that exan-unation of issues related to 

corporate restructuring on different markets will place previous findings within tl-, Lis area 
in perspective. To address this problem, the study examines the issues related to 

corporate restructuring using data from UK firms. Finally, while much of the research 

examines the consequences of restructuring, there is little evidence on what motivates 

corporate managers to undertake corporate restructuring. This study addresses this 

problem by using univariate and multivariate analyses to examine the determinants and 

outcomes of corporate restructuring. 

Following the discussion in this section, it appears that a broader understanding of 

restructuring, with its causes and gains, is better explained when there is a separate 

analysis of different forms of restructuring. In the following sections, therefore, the 
literature on the four different forms of restructuring examined in this thesis is 

reviewed. 

2.3' Asset sales 
An asset sale is defined as the disposal by the selling firm of subsidiaries, divisions or 

other combinations of fixed assets of a firm through direct transfer of ownership from 

one corporate entity to another, in exchange for cash or equity. In an asset sale, the 

transferred subsidiary or division is absorbed within the organizational structure of the 
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buying firm (Weston el al., 2004). " Several hypotheses have been proposed regarding 

why firms may choose to sell assets instead of some other form of corporate 

restructuring. The conventional view is that firms sell assets when either the buying firm 

has a better use for that asset or when the asset is interfering with the existing 

operations of the selling firm (Hite el al., 1987). 'Fhis proposition, which is based upon 

market efficiency, implicitly views managerial activity as being value-maximizing. 

On the other hand, Shleifer and Vishny (1992) suggest that a firm that does not have 

enough cash to meet its interest payments, or is nearing that condition, has several 

options. It can reschedule its debt, it can raise cash by issuing new debt or equity or it 

can sell assets. Shleifer and Vishny (1992) find that all of these options are costly. 
Therefore, asset sales sometimes become the most attractive choice in order to avoid 

the problems that pla gue debt rescheduling and new security issues. First, proceeds 
from asset sales are typically used to repay debt. In fact, bond covenants often require 

that proceeds from the sale of assets be used to pay off debt (Smith and Warner, 1979). 

As a result, asset sales alleviate the asset substitution problem, since creditors receive 

cash promptly, rather than waiting and fully exposing themselves to the riskiness of the 

firm ý-ang et al., 1995). 

I 
Second, because proceeds from asset sales are not only a substitute for fresh credit but 

also reduce creditors' exposure, creditors do not have to worry as much about the 

quality of the management or of its projects. Hence, the asymmetric information 

problem which plagues new security issues and debt rescheduling is also less severe. A 

key advantage of asset sales over other ways of obtainii. -ig cash or credit in financial 

distress is that the informational asymmetries are likely to be much smaller when dealing 

with informed industry insiders. 

11 This discussion does not cover the other forms of divestiture: equity carve-out and spin-off. An equity 
carve-out is defined as the offering of a full or partial interest in a subsidiary to the investment public. 
Ibis creates a new, publicly-traded company with partial or complete autonomy from the parent firm. A 
spin-off is defined as a pro rata distribution of shares in a subsidiary to the existing shareholders of the 
parent. In other words, a spin-off is a stock dividend in a subsidiary. No cash is generated under the spin- 
off, and a new, publicly-traded company that is completely separate from the former parent firm is 
created through the spin-off. 

22 



Third, because control over the assets is turned over to the buyers when assets are sold, 

these buyers, unlike the buyers of new securities, do not have to worry as much about 

agency problems in die management of assets. Fourth, when asset sales generate 

substantial proceeds and some debt is repaid, the need for extracting concessions from 

many dispersed creditors is eliminated. Also, the number of creditors, and therefore the 

number of conflicts between creditors, usually fialls. In this way also, asset sales might be 

preferred to rescheduling. Finally, when a firm sells assets that are valuable, although 

these do not generate a current cash flow, it can relieve its debt burden without 

sacrificing its current income, or its ability to service other debt In the near future. Such 

assets might include businesses that are temporarily losing money, as well as growth 

businesses. 

In some cases, then, asset sales can lessen conflicts between creditors, reduce the asset 

substitution problem, control agency costs, and alleviate the informational asymmetry 

between the firm and outsiders, all without sacrificing die firm's ability to survive in the 

future. Denis and Shome (2005) examine large asset downsizings and suggest that they 

are most often accomplished by selling assets. Denis and Shome'find that the decision 

to downsize is negatively related to operating performance and positively related to 

financial leverage and level of diversification. They further suggest that following 

downsizings, firms are more focused, have lower debt ratios and experience increases in 

operating performance. 11iis would suggest that large downsizings are efficient 

responses to declining business fortunes. 

Companies also sell their assets in response to excessive diversification. According to 
Jensen's (1986) free cash flow hypothesis, top management in firms with free cash flow 

invest in over-divcrsification and organizational inefficiencies. Agency theorists argue 

that restructuring through asset sales is a correction for over-expansion and over- 
diversification made by self-serving corporate managers when they increase the size and 

scope of firms without increasing their value Uenscn, 1986,199 1). In addition, John and 
Ofek (1995) find that asset sales lead to an improvement in the operating performance 
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of the seller's remaining assets in each of the 3 years following the asset sale and this 

improvement in performance occurs primarily in the firms that increase their focus. " 

Recent research has also argued that asset sales, and corporate restructuring in general, 

may arise as a result of a reduction in agency conflicts between company managers and 

shareholders. In particular, this hypothesis rests upon asset sales occurring in response 

to some form of managerial disciplinary event. Outside of such an event, managers will 

be reluctant to sell assets owing to the private benefits that accrue from presiding over a 

larger firm Gensen, 1986; and Stulz, 1990). In addition, Weisbach (1995) suggests that 

managers will be reluctant to dispose of poorly performing assets that they had 

previously invested in. Such a sale would provide a signal of the low quality of the 

managers to the market. " Finally, Makismovic and Phillips (2001) used plant level data 

for manufacturing firms to analyse the productivity effects of asset transfers between 

corporations and find an increase in productivity following asset transfers. Alakismovic 

and Phillips then conclude that the market for corporate assets facilitates the 

redeployment of assets from firms with a lower ability to exploit them to firms with a 

higher ability. These results are consistent with a neoclassical model of profit 

maximization. 

As the foregoing discussion suggests, there are many reasons and benefits for managers 

to sell assets. The next question to ask is whether asset sales create value. In other 

words, is the decision to engage in an asset sale a positive NPV project? Much of the 

previous research provides evidence related to these queries. The findings come mostly 
from event studies at the time of the announcement of the asset sale. The general 

consensus is that the asset sale announcement is associated with positive abnormal stock 

returns Uain, 1985; K'lein, 1986; Hite el al., 1987; and Lasfer el al., 1996). This finding 

suggests that asset sales create wealth for shareholders.. 

There are plausible reasons for the asset sale announcement to be associated with the 

positive stock return. First, asset sales are associated Nvidi the movernent of resources to 

13 See Denis et al. (1997a) and Berger and Ofek (1999) for more details on diversification. 
" Weisbach (1995) also points out that newly appointed managers may have a strong incentive to dispose 
of such assets. Any accounting write-downs on the disposal of poorly performing assets will lower the 
benchmark against which future performance is evaluated, potentially increasing the size of any future 
performancc-related compensation payments. 
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higher valued uses (Hite el al., 1987). Secondly, the asset sale provides funds that 

management uses to repay debt and therefore reduces the likelihood of bankruptcy 

(Lasfer el al, 1996). Highly-lcvered firms may find it too expensive to have further 

equity or debt issues and, as a result, other sources of financing must be pursued 

(ShIcifer and Vishny, 1992; and Lang el al., 1995). 'niirdly, asset sales increase the firm's 

focus on core activities and therefore the firm's resources are efficiently allocated Gohn 

and Ofek, 1995; Denis el al., 1997a; and Berger and Ofek, 1999). 

Finally, concerning the use of proceeds from asset sales, Lang el al. (1995) find that the 

market reacts positively to announcements of firms that announced a distribution of 

proceeds, but reacts negatively to those announcements associated with die 

reinvestment of asset sales' proceeds. 17his evidence is consistent xvidi Jensen's (1986) 

free cash hypothesis, which states that top management in firms with free cash flow 

invest in value-destroying projects. The distribution of proceeds from asset sales is 

therefore perceived by the market as one way of reducing free cash flow available to 

managers. 

Following the literature reviewed on asset sales, it appears that relative to the UK, there 

are a considerable number of studies that have examined issues related to asset sales in 

the US Gohn and Ofek, 1995; Berger and Ofek, 1999; and Denis and Shome, 2005), 

among others. 11iis study extends the US based literature in two important ways: First, 

the analysis is extended to the UK where there are important differences as compared to 

the US, the governance systems. Secondly, there are also important differences between 

the US and the UK on the issues related to asset sales. In Chapter 1, institutional 

differences between the US and the UK were discussed. In this section differences 

between the US and the UK on issues related to asset sales are discussed. 

Unlike US markets, where spin-offs and equity carve outs comprise a larger fraction of 

overall asset downsizings, disposals represent the predominant form of asset 
divestments by UK firms (Afshar el al., 1992). This study is interested in the role of the 
UK institutional framework for motivating asset disposals. Secondly, Berger and Ofek 

(1999) and Denis and Shome (2005) discern the role played by markets for corporate 

controls, product market competition, and markets for managerial labour in corporate 
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downsizing decisions by US firms. However, such fmdings do not necessarily apply to 

the UK. Finally, since asset sales are commonly used as a means of refocusing on core 

operating activities, different levels of corporate diversification across US and UK 

would lead to different levels and valuation effects between the countries. It is believed 

that in 1992,38% of UK firms were diversified compared with 26% of US firms at the 

same point in time (Lins and Servaes, 1999). As such, a higher level of refocusing of 

asset sales in the sample of this thesis is expected, especially as managers and investors 

become more aware of the value losses from corporate diversification. " 

The preceding discussion suggests the existing evidence on assets sales from US firms 

might not also apply to UK firms. In the UK, this study is perhaps closest in spirit to 

that of Lee and Lin (2004), who examine disclosure of intended use of sell-off proceeds 

and long-run return performance for UK firms. They examine 655 announcements that 

disclose the intended use of sell-off proceeds over the period 1993-1997. There is 

overlap between their sample period and mine. It is also possible that the firms they 

examined are the same firms this study examines because they use the same source of 
data as my study. Nevertheless, the focus of this study is broader than that of Lee and 
Lin (2004). First, Lee and Lin (2004) focus on the intended use of sell-off proceeds. In 

addition to the intended use of sell-off proceeds, the present study also examines the 

reasons for sell-offs. Secondly, whilst Lee and Lin investigate the long-run return 

performance, this study examines both. long-run return and operating performance 
following sell-offs. Finally, Lee and Lin (2004) do not explicitly examine the causes and 

outcomes of sell-off decisions for the UK firms, the present study does. In a more 

narrow sense, this is one of the first studies in the UK to examine operating 

performance following asset sales. 

2.4 Dividend cuts 
The theory of dividend policy goes back to 1956 when John Lintner conducted a classic 

series of interviews with corporate managers about their dividend policies; he asserts 
that firms tend to increase dividends only when there is a high probability that cash flow 

in the future would be sufficient to support the higher rate of payment. This argument 
implies that if management's expectations of future earnings affect their decision abo ut 

" See Hillier et al (2006) for more discussions on asset sales and the UK institutional framewoik. 
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current dividend payouts, then changes in dividends convey information to the market 

about future earnings. This notion is labelled as "the information content of dividends" 

(Bhattacharya, 1979,1980; John and Williams, 1985; and Miller and Rock, 1985). The 

idea can be divided in two ways: first, dividends are used as an ex-ante signal of future 

cash flow, and, second, dividends provide information about earnings as a description 

of the sources -and uses of funds. 'ne latter argument suggests that the fact that 

dividends convey information does not necessary imply that they are being used as a 

signal. 

The signalling hypotheses of dividend policy contain three important implications that 

have been tested empiricaUy: (i) dividend changes should be followed by subsequent 

earnings changes in the same direction, (ii) unanticipated changes in dividends should be 

followed by revisions in the market's expectations of future earnings in the same 
direction as the dividend change, and (iii) unanticipated dividend changes should be 

accompanied by stock price changes in the same direction. However, despite the 

preceding evidence, die empirical evidence is far from conclusive. Watts (1973) and 
Gonedes (1978) find that unexpected dividend changes communicate no information 

beyond that reflected in other contemporaneous variables, such as earnings. In addition, 
Kalay (1980) believes that if managers cannot pay dividends because of a binding 

dividend constraint, this forced reduction is not at their discretion, and therefore 

dividend changes cannot convey information concerning their expectations -about future 

eamings. 

The preceding arguments suggest that dividend change information cannot help to 

predict the firm's future profitability. Subsequent studies (DeAngelo el al., 1996; 

Benartzi el al., 1997; and Grullon et al., 2002) add credence to this argument. However, 

Nissim and Ziv (2001) find that, when seeking to control the earnings' levels at the end 

of the event year and other variables likely to affect future earnings, the earnings arc 

abnormally high during the subsequent two years for firms that increase dividends, 

while subsequent earnings are normal for firms that decrease earnings. Grullon et al. 
(2005) ascertain that the Nissim and Zi-,, 's (2001) findings are surprising and spurious. In 

addition, Vivian (2006) discerns that dividend growth is not positively associated with 
future earnings growth. This is entirely contrary to signaling hypotheses. 
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Wily should dividend decisions not be able to predict the firm's future earnings? Lintner 

(1956) develops a-model that suggests that the dividend depends in part on the firm's 

current earnings and in part on the dividend for the previous year, w1lich in turn 

depends on that year's earnings and the dividend in the year before. This model implies 

that there is a direct relationship between dividend decisions and current earnings. I'lle 

probability of an increase in the dividend rate should be greatest when current earnings 

have increased, and vice versa. Following the implication of Linter's (1956) model, 

Miller (1987) discovers that dividends are better described as lagging earnings, rather 

than as leading earnings. It can also be deduced from Lintner's (1956) model that there 

is no compelling evidence that corporate dividend decisions are made to signal future 

profitability. " Thus, although dividends are used to signal, there are concerns other than 

signalling that dominate corporate dividend policy. 

The preceding argument can be interpreted in another way in that firms cut dividends in 

response to adverse economic conditions or after a long period of poor performance 
(Grullon et al., 2005). This is consistent with Ofek (1993) who believes that firms cut 
dividends in response to poor performance. This evidence is also consistent with that of 
DeAngelo et al. (1990,1992), Benartzi et aZ (1997), Grullon et al. (2002), and Lie (2005), 

who find that a high incidence of poor performance precedes dividend cuts. Benito and 
Young (2003) also discover that financial characteristics are the variables that contribute 

to dividend cuts for UK firms. 

Jensen (1989) argues that highly-leveraged firms will respond to a decline in firm value 
flaster than their less-leveraged counterparts because a small decline in value can lead to 
default. In support of Jensen's (1989) argument, Ofek (1993) contends that leverage 

increases the probability of dividend cuts in poorly performing firms. Furthermore, 

DeAngelo el al. (1990) find that 97.5% of financially-distressed firms cut or omit their 
dividends. In addition, debt covenants may restrict dividend payments, as noted by 

Smith and \Varner (1979). Thus, following die preceding argument, firms cut their 
dividends in response to high financial leverage. 

" Grullon et al (2005) discern that firm profitability is not positively associated -, vith past changes in 
dividends. Ihey discovered that dividend changes are negatively correlated xvith future changes in ROA. 
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, ýIjother potential reason that might lead firms to cut dividends is that their investment 

opportunities are improving, thus they require more funds to invest in value-enhancing 

projects (Lie; 2005). This view is also consistent with the pecking order hypothesis 

(I\Iycrs, 1984; and Myers and Nlajluf, 1984), which suggests that firms prefer the use of 

internally generated funds rather than external finance. This preference could be a 

strategy of a firm's management to avoid the disciplining Influence of the securities 

market. " It is also possible that a firm has borrowing constraints and finds it optimal to 

finance the project internally (Christie, 1994). 

Firms can also cut dividends owing to a shortage of and/or a need to conserve cash 

flow. Lie (2005) finds that a too low cash flow motivates managers to cut dividends, 

This argument is consistent with the view that a dividend cut is a proactive strategy to 

alleviate future cash flow shortages. It is also possible that a firm currently faces a tight 

financial situation that prevents it from paying out any funds, probably because of the 

cumulative result of poor cash flow in recent periods. Grullon el al (2002) also 
document incidence of a low cash ratio associated with dividend cuts for US firms. 

Concerning the market reaction to announcements of dividend policy changes, the 

extant literature shows that the market reacts positively to dividend increase 

announcements, but negatively to dividend cuts announcements (Healy and Palepu, 

1988; Michaely el al, 1995; Eaton, 1999; and Lie, 2005). These results reflect the 
improving performance of firms that increase dividends, and the deteriorating 

performance of firms that cut their dividends. 

The literature reviewed in this study shows that much of the prior research into 

dividend policy is, however, predominantly US based and UK firms are relatively under- 

researched. Despite similar market structures, country-specific differences in culture, 
information disclosure patterns, taxation, and ownership structure may influence 

corporate dividend policy in the two countries. Indeed UK companies have traditionally 

exhibited higher payout levels than their US counterparts (Antoniou ef al., 2002). 

17Donaldson (1961) believes that internal equity is preferred because firms want to avoid the flotation 
costs that usually accompany external finance. 
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in general, there are empirical issues which are not well understood outside the US 

market. First, if managers are extremely reluctant to cut dividends for fear of sending a 

negative signal, what then influences them to cut dividends? Second, if managers are 

reluctant to ornit dividends altogether because a dividend omission would tarnish their 

reputations, why then ornit dividends? Third, does a need for investment funds 

influence managers to cut dividends? Fourth, does the information content of dividend 

change help identify a firm's future profitability? Fifth, does firm performance improve 

following dividend cuts? Finally, what are the perceptions of investors to 

th exi ti tu announcements of dividend cuts? The present study contributes to es ng litera re 

by examining the determinants and outcomes of dividend cuts in the UK market. The 

present study contributes to the existing literature by examining the determinants and 

outcomes of dividend cuts in the UK market. 

2.5 Corporate layoffs 

Layoffs are defined as a termination. of a significant number of employees from the 

payroll of an organization. There are a variety of reasons for managers to lay off their 

employees. First, firms exiting unrelated and unprofitable lines of business and 

selectively focusing on the core business might be forced to reduce the number of their 

employees in unrelated businesses. Second, when a firm realizes that its production is no 

longer at minimum cost, layoffs then possibly become economical in order to cut costs 

OLin and Rozeff, 1993). This strategy is designed to make the firm compete more 

efficiently. 

Third, lower machinery costs may lead a firm to build a more efficient plant, and in 

shifting the old production to the new facility they lay off workers and close the old 

plant in the process (Lin and Rozeff, 1993). Plant closures can also occur when a firm 

realizes that it has excess capacity, or that it can produce some of its products offshore. 
One of the indicators of excess capacity is a fall in demand for a firm's products or 

services. A plant closure strategy aims to bring the supply of the firms' products in line 

with demand (DeWitt, 1998; and Chalos and Chen, 2002). Fourth, managers undertake 
layoffs as. a strategy or a plan that anticipates the direction of the competitive 

environment (Worrell el al., 1991). This strategy aims at maintaining competitiveness, or 

correcting performance downturns before they become severe. Finally, managers lay off 
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their workers in order to ensure sufficient cash flow to senice their debts. This occurs 

when firms are saddled with more debts and it is costly to raise funds from other 

sources, such as borrowing (ShIcifer and Vishny, 1992), issuing new securities (Myers 

and Majluf, 1984), or selling assets (Schlingemann el al., 2002). 

Previous studies put the motives for layoffs into two main groups: reactive and 

proactive (Palmon et al, 1997; Kashefi et al., 2002; McKrlight el al., 2002; and Hahn et al., 

2004). '8 Reactive layoffs are defined as layoffs that are a direct response to financial 

distress and/or poor performance. Proactive layoffs are layoffs that are part of a strategy 

or a plan that anticipates the direction of the competitive environment (Worrell et al., 

1991). Therefore, all corporate layoffs that aim to turn around firms with poor 

performance - such as loss making, plant closure and falls in demand - fall into the 

reactive strategy group. On the other hand, layoffs that aim to maintain competitiveness 

or to correct performance downturn (such as cost cutting and reorganization) before 

they become too severe, fall into the proactive strategy group. 

Layoff programmes represent a major attempt to change company cost structures. 
Typically, the company is recognizing a threat to its financial position, particularly its 

earnings, and is responding by trying to improve its cost/income ratio (Collett, 2002). 

This is consistent with the view that layoffs represent changes of sub-optimal contracts 
in response to changes in the external and internal environments Gensen and Nfeckling, 

1976). Theoretically, layoffs should have a positive impact on firm performance and 

survival Oensen, 1993); however this may be deferred as a result of layoff payments 
(Collett, 2002). Nevertheless, in the UK a liberal regulatory and tax policy towards 

redundancy payments means that the negative financial effects should be short-term, 

provided the company suffers no further losses on the revenue side (Begg, 1991). 

If managers act in the best interests of shareholders then they will make layoffs when 

the present value of the expected net cash savings from those layoffs exceeds the 

present value of the cash benefits from continuing to employ the staff. Thus, when 
layoffs are seen to produce positive net present values, one would expect a positive 

market reaction to the announcement. The market would presumably judge that 

" 'nie assumption of this classification is that the announcement of layoffs is mutually exclusive 
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reductions in costs should lead to productivity benefits or risk reductions, which would 
justiý, a share value higher than would odierwise be the case. 

A company that holds output constant whilst cutting costs improves profits and 
increases shareholder value. This argument has been characterized as the "efficiency 

hypothesis" (Lin and Rozeff, 1993; and Elayan et al., 1998). In add ition, Cascio (1993) 

suggests that the anticipated economic benefits of layoffs should lead to lower expense 

ratios, enhanced profits, an increased return on investment, and higher stock prices. 

There is also another view that suggests that announcement s of layoffs signal to the 

market that the company's investment or growth opportunities are not as good as 

previously thought; or they can also signal that a layoff firm's financial problems are real 
(Worrell et al., 1991). This argument has been formalized as the "declining investment 

opportunities" hypotheses of layoffs qin and Rozeff, 1993; and Elayan et al, 1998). The 

market is expected to react negatively to layoff announcements that signal the declining 

investment opportunities. 

The hypothesis of implied changes in net operating cash flows (SrrLith, 1986) provides 

an alternative way of predicting the announcement period effects of layoffs. Smith 

argues that announcements that increase sources of funds or reduce uses of funds - 

such as increased financing, cuts in investment, and cuts in dividends are associated with 

negative stock returns. Hence, given that layoffs reduce operating costs (a use of funds); 

layoff announcements should therefore be associated with negative revaluations of stock 

prices. 

There are several potential reasons for the increase M post-layoff performance. First, 

layoffs make the firm more efficient and competitive, and therefore, in the long run the 

firm's resources are efficiently utilized towards achieving the firm's goals. Second, 

layoffs maintain the firm's product scope, and provide a focus on productivity gains and 

cost reduction. Re-engineering processes, streamlining operations, and reducing 

redundant activities may improve productivity. Finally, layoffs reduce/remove middle- 
level managers, and allow for less bureaucracy and faster decision making. With fewer 

layers Of middle managers to filter information, communication is smoother and more 

accurate, the entrepreneurs flourish and hence productivity improves (Cascio, 1993). 
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Despite a wide coverage of layoff announcements in the press, few studies examine the 

determinants and effect of layoffs on the firm's performance. Ang and Keys (2002) 

suggest different reasons for there being little literature on corporate layoffs relative to 

other forms of corporate restructuring. First, there is no readily available and reliable 

source that contains layoff announcements reported in a consistent manner. Thus, most 

of the data is collected manually, which, apart from being time- consurniing, might lead 

to the omission of some of the observations. 

Second, there is no established procedure for the public announcement of layoffs. For 

example, the timing of newspaper accounts and the actual carrying-out of corporate 

layoffs vary. Some revelations of employee layoffs occur on the same day that 

employees are dismissed, while other revelations are made years in advance of the 

planned layoffs, and some are even made after the fact. Third, the details of the layoff 

are sometimes vague, and phrases such as "thousands will. be laid off" are used. The 

reason for the layoff and information on when the layoff is to occur, whether the layoff 

is temporary or permanent, and even the number of employees who are affected, may 

be obscure or even omitted. One must be careful to ascertain whether the quoted 

percentage of employees affected applies to one unit of the company, its domestic 

workforce only, or to its entire workforce worldwide. 

Finally, huge layoffs associated Nvith a massive restructuring may be announced and 
followed by multiple announcements of smaller layoffs over a longer period of time, 

some of which are a subset of the original planned cutback and others that are 

unexpected. Also, employers may have designed layoffs to occur in phases, instead of 
implementing large one-time layoffs as a way of avoiding legislation that requires a 
longer advance-notice period (Addison and Black-burn, 1994). Any or all of these 

concerns may be contributing factors as to why there are few large sample cross- 

sectional analyses of layoffs. 

Many of the existing studies examine US firms (Worrell et al., 1991; Lin and Rozeff, 

1993; Palmon et al., 1997; Elayan et al., 1998; and Chen el al., 2001). To the best of my 
knowledge, there are only two studies that have examined layoffs using the UK data: 
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Collett (2002) and McIýnight el al. (2002). Both of these examine layoff announcements 

and shareholder wealth. Lee (1997) conducts a comparative analysis of layoff 

announcements in the US and Japan. There is a consistent finding that the market 

responds negatively to the announcement of layoffs (Worrell el al., 1991; Lin and 

Rozeff, 1993; Elayan et al., 1998; and Chen el al., 2001). The main reason attributable to 

this behaviour is declining investment opportunities. This suggests that the layoff 

announcement signals that the company's investment or growth opportunities are not as 

good as previously thought, or that financial problems are real. 

The literature reviewed on corporate layoffs shows that the evidence on issues related to 

layoffs in the UK is relatively scarce in comparison to the US. As discussed in Chapter 1 

that there are institutional differences between the UK and the US, the existing evidence 

on corporate layoffs (which is mainly drawn from US firms) raises a concern as to 

whether this evidence is market-specific or not. To resolve this problem, the present 

study examines operating performance over seven years surrounding the year of 

announcements of layoffs using UK data. This investigation provi des evidence on the 

determinants and outcomes of corporate layoffs. 

2.6 CEO turnover 

Boards of directors and blockholders undertake different corporate decisions in order to 

improve a firm's performance. However, the decision to replace a CEO is arguably 

among the mostimportant decisions made by the board of directors. It has long-term 

implications for a firm's investment, operating, and financing decisions. 'Fhe success or 
failure of a firm depends on many factors and one of them is management's ability to 

control factors of production and respond to environmental shocks. Since managers are 
human beings, they also have personal interests. Intuitively, a manager joins a company 
because of his personal interests and because they are compensated for their human 

capital, it is presumed that their personal interests should always be secondary to 

corporate objectives. Nevertheless, it is not always the case that managers take decisions 

which aini at maximizing shareholders' wealth. 

There are two mam ways to ensure that the behaviour of managers is consistent with 

the maximization of shareholders' wealth. One of these is to increase managerial 
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ownership. In such circumstances the fact that top executives are large shareholders in 

their own companies should help remove conflicts of interest and align the interests of 

managers and shareholders. Jensen and Meckling (1976) firid that shareholdings by 

managers help to align their interests with shareholders, and have characterized this 

evidence as the "convergence of interests" hypothesis. " By contrast, Morck el al. (1989), 

Denis et al. (1997b), Dahya et al (1998) and Franks et al. (2001) document that higher 

equity ownership insulates managers from internal monitoring efforts and makes it 

difficult to remove them if they are performing poorly. Nlorck et al. characterize this 

strong security of tenure which results from such stakeholding as "managerial 

entrenchment". 

The preceding evidence suggests that because higher managerial ownership (or 

managerial entrenchment) insulates top managers from internal monitoring efforts, then 

this is likely to have an adverse impact on the value of the firm which. will diminish 

shareholder wealth (Dahya et al, 1998). Gibbs (1993) suggests that entrenched 

management is pressured into restructuring the corporation through the role of the 

market for corporate control. The second way of increasing management's commitment 

to the firm's objective is to rely on internal and external monitoring mechanisms to help 

ensure their behaviour is consistent with maximization of shareholders' wealth. Boards 

of directors normally carry out the internal monitoring systems. On the other hand, 

external controlling mechanisms include capital markets, legal/political/regulatory 

systems, product and factor markets, the market for corporate control and the 

managerial labour market. 

Managers acquire powers over time that enables them to resist their dismissals. If a 

manager holds a substantial number of the firm's shares, as explained above, it would 

then bevery difficult to remove him as a result of poor performance. In addition, 
behavioural theorists argue that board decisions are outcomes of an influence process 

managed by CEOs who dominate the board and proxy machinery and thereby ensure 

their continued rule (Gibbs, 1993; and Hermalin and Weisbach, 2003). 

11 The hypothesis states that as managerial ownership in a firm increases, a firm's performance increases 
correspondingly, as managers are less inclined to divert resources away from value maximization. 
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As the preceding discussion makes clear, the internal control systems within companies 

are sometimes not so effective in. disciplining poorly performing managers. These 

systems have two main faults: they react too late, and take too long to effect major 

change Gensen, 1993). The weak internal control systems pave the way for external 

changes that are generally accomplished quickly (Fama, 1980; Jenscn, 1993; and Conyon 

and Florou, 2002). In addition, Mikkelson and Partch (1997) find evidence that the 

rclation betwcen firm performance and CEO turnover is weaker during periods when 

the threat of takeover is low. This evidence suggests that top managers face reduced 
disciplinary pressure in periods where there is less takeover activity. It follows, therefore, 

that the market for corporate control provides a more efficient way of reallocating 

control of corporate resources Gensen, 1993; and Dedman, 2003). 

Empirical evidence as to whether the takeover' activity can help remove poorly 

performing managers is mixed. Whilst Denis and Denis (1995) find that forced 

resignations are often caused by external factors, such as takeover attempts, Huson el al. 
(2001) do not find a relation between turnover rates and takeover activity. In the UK, 

Franks el al. (2001) find that legal barriers to large shareholdings and an infrequent use 

of anti-takeover provisions have created a market where takeovers and block 

shareholders have been found not to play an important role in managerial discipline. 

Previous studies also provide mixed results on the consequences of forced managerial 

replacement decisions. Dennis el al. (1995), Kang and Shivdasani (1995), and Huson el 

al. (2004) document improvement in operating performance following CEO turnover. 

The evidence on firm performance following CEO turnover in the UK, in general, 

shows that no operating performance improvement followed a CEO turnover (Dahya el 
.I al., 1998 and Dedman el al, 2002). 

There are two, theories that explain why should there be improved operating 

performance following CEO turnover: the scapegoat hypothesis' and improved 

management. 21 The improved management hypothesis states that forced management 

turnover tends to increase managerial quality and, dierefore, an improvement in the 

expected firm performance. That is, if the departing top manager is accountable for the 

See Khanna and Poulsen (1995) for more details. 
See Huson, Afalatesta, and Parrino (2004) for more details. 
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fIrm's Performance, a trend of declining performance should be reversed following 

CEO turnover (Huson el al., 2004). On the other hand, the scapegoat hypothesis holds 

that poor performance arises from chance alone, rather than low managerial quafity. In 

other words, according to 1ý, hanna and Poulse n (1995), poor performance results from 

bad luck, not bad management. Following the scapegoat hypothesis, if poor 

performance is the result of bad lack and not managerial problems, the improved 

operating performance following CEO turnover should be associated with mean 

reversion, rather than the increased quality of the incorrdng CEO (Huson et al, 2004). 

'ne last issue that previous studies have examined with regard to top management 

changes is the market reaction to announcements of CEO turnover, and these produce 

mixed results. Weisbach (1988), Denis et al. (1995) and Huson et al. (2001) report 

positive share price responses to announcements of forced CEO turnover. By contrast, 
Warner et al. (1988) find no significant abnormal return for forced top management 

changes. Borstadt (1985), Sant (1988) and Furtado (1985) find a negative price effect 
following CEO resignation announcements. 22 In the UK, Dahya el al. (1998) find 

positive abnormal returns for forced CEO turnover and insignificantly negative stock 

returns for voluntary turnover announcements. Dedman and Lin (2002) find that the 

market reaction to CEO turnover is significantly negative to all turnover 

announcements. 

To summarise, the preceding literature shows that, unlike the other forms of corporate 

restructuring this thesis is examining, CEO turnover has been relatively widely 

examined. Nevertheless, there are several issues that are still unclear and need further 

investigation. First, whilst there is a general consensus that poor performance 

contributes mostly to CEO turnover, the other factors are not exhaustively investigated. 

It has been shown that an increase in financial distress leads to CEO turnover (Gilson, 

1989), but this evidence is not well documented by much of the previous research on 

corporate governance. Second, inconsistency findings on (i) whether operating 

performance improves, following CEO turnover; (ii) whether takeover attempts 
influence a decision on CEO turnover; and (iii) whether the market reaction to 

announcements of CEO turnover is significant or not call for a further re-exarnination 

' Cited in Furtado and Karan (1990) 
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of the effect of CEO turnover on the firm's performance. This study, which uses data 

from the UK, provides answers to the issues raised above. 

2.7 Conclusion 

This chapter reviews literature on corporate restructuring as a whole, and on asset sales, 

dividend cuts, layoffs and CEO turnover in detail. The literature reviewed above shows 

that the evidence regarding the effect of corporate restructuring on the firm's 

performance is unclear. First, most of the available evidence is drawn from US findings. 

Second, previous studies on corporate restructuring do not examine clearly what 

motivates managers to restructure their companies. Third, there is also incomplete 

evidence on the market reaction to announcements of restructuring. Finally, findings on 

the consequences of restructuring on the firm's performance are mixed. This thesis, 

therefore will attempt to fill these gaps. The next chapter provides a description of the 

nature and sources of data used in this thesis. It also discusses the methodology used for 

data analysis in this study. 
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CHAPTER THREE: DATA, METHODOLOGY AND VARIABLE 

DEFINITIONS 

3.1 Introduction 

This chapter provides a discussion of the data sample used in this thesis. It begins with a 

description of how the sample has been constructed, and then moves on to describe the 

metho dology used for data analysis. The chapter also provides descriptions of the 

sample data of the four different forms of corporate restructuring examined in this 

thesis. Finally, the chapter provides definitions of the different variables used in this 

study. 

The remainder of the chapter is organized as follows. Section 3.2 describes the nature 

and sources of data used in this study. The section covers description data for asset 

sales, dividend cuts, corporate layoffs, CEO turnover and the combined sample. Section 

3.3 discusses the methodology used in this thesis. Section 3.4 provides definitions of 
different variables. Finally, section 3.5 provides a summary and conclusion. 

3.2 Sample construction 

The data used in this thesis tracks corporate announcements of different restructuring 

events for a sample of UK non-financial firms from 1990-2000. To be included in the 

sample a firm should have announced at least one of the following events: asset sales, 
dividend cuts, corporate layoffs and CEO turnover over the same period of time. 

In the following sections, I provide descriptions of how I collected data of the different 

forms of corporate restructuring examined in this thesis. 

3.2.1 Asset sales 
The initial sample of 697 firm-observations was drawn from the FI' Extel cards 

database and verified by Financial Times archive news articles. Details of asset sales 

were taken from official announcements made by companies to the London Stock 

Exchange. I arrive at the final sample according to the following criteria: first, a firm 

should be a UK non-financial listed company. Second, the firm should have traded for 

at least one year following the asset sale announcement. Third, the firm should have 
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made only one sell-off announcement in any one year. Fourth, the firm should disclose 

a selling price of a divested asset and the price should be a minimum of k5.0m. These 

requirements produced a final sample of 399 firm-observations from January 1,1993 to 

December 31,2000, and there are 253 individual companies. The choice of the time 

period is limited by the requirement that data from at least 3 years be available after and 
before the asset sale announcement period. Returns and accounting data are collecte d 

from Datastream. 

Table 3-1, panel A presents descriptive statistics of sample firms in the 1993 to 2000 

period. Panel B reports characteristics of sample firms by the selling price of the sold 

assets (, f millions); sample firms' equity values before (year-end) the asset sales (, C 

millions); and the ratio of the asset sale value to sample firms' equity values before the 

asset sale. The average value of the asset sale is ý58.71 million and the median is ý1 8.00 

million'. In many cases the divested asset is a substantial part of the seller's total assets. 
On average, the value of the asset sold is 19.45% of the sample firms' equity value 
before the asset sale (the median is 6.0%). 24 

Table 34, panel C presents the distribution of stated reasons for the asset sales as given 
by the firm at the sell-off announcement. In general, the reasons are not mutually 

exclusive because several firms announce more than one explanation to the market. 
Consistent with previous studies in the UK and the US, poor performance (68.90/6), a 
desire to refocus business operations (67.2%) and the need to improve the firm's 

financial condition (49.6%) are the primary reasons for the asset sales. In addition, 

18.3% of the events are associated with no reason at all. The stated reasons for the asset 

sale are consistent with those of US firms Oohn and Ofek, 1995; and Denis and Shome, 

2005). 

23 Using data on UK firms, Clubb et al. (2002) have the mean sening price of 'C81m (median f25m). On 
US firmsjohn and Ofek (1995) have the mean selling price of $368m (median $236m). 

11 The corresponding figures from Clubb el al. (2002) and John and Ofek (1995) are 14% (5%) and 40% 
(15%) respectively. 
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irms by use of asset sale proceeds. Table 3-1, panel C also provides data on the sample f 25 

Debt repayment, the need for investment, and financing day-to-day activities are the 

most important uses of proceeds. Managers of 128 (or 32.1%) firm-events indicate that 

servicing debt was the main objective, followed by new investment, (55 (or 13.80/0) 

events). Financing activities, (18 (or 4.59/6) events) and extraordinary dividends, (4 (or 

1.0%) events) are the other uses of sell-off funds. However, the majority, 239 (or 59.9%) 

events), provide noteasons for the use of proceeds. 

3.2.2 Dividend cuts 

The initial sample data of 650 events of dividend cuts is drawn from the FT Extel cards 
database and verified by Financial Times archive news articles. Details of dividend cuts 

were taken from official announcements made by companies to the London Stock 

Exchange. My use of annual rather than quarterly data is consistent -with the focus of 

prior dividend studies (Watts, 1973; DeAngelo el al. (1992); and Grullon el al 2002), 

among others. In addition, according to Watts (1973) and Lintner's (1956) survey of 

managers' views of dividend policy, it is revealed that dividends are uniforn-Ay 

considered in terms of annual periods. 26 

The final sample satisfied the following criteria: first, the firm should be a UK non- 
financial company and listed on the London Stock Exchange. Second, only one 

announcement per firm per year is included in the sample. Third, for a dividend 

decrease firm, the percentage change in dividends is between 12.5% and 99%. The 

lower bound of 12.5% ensures that only economically significant dividend changes arc 
included, and the upper bound eliminates outliers. 27 

In addition, eliminating small dividend changes means that only unusual dividend 

changes arc Mcludcd. Fourth, for a dividend omission firm, I include those firms that 

omit the cash dividend for the first time, following a series of at least three consecutive 

cash dividend payments. Finally, other non-dividend distribution events such as stock 

splits, stock dividends, and so on, arc excluded. 'Mese requirements produced a final 

23 The total across all categories exceeds sample size because some firms mention multiple uses of 
proceeds. 
26 However, Le (2005) believes that annual data conceal any deterioration in performance that occurs 
during the quarters immediately after the announcements. 
27 ' 

. L\ly sampling procedure is comparable to Grullon el al. (2002). 
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sample of 442 dividend-cut events by 386 firms during the period 1993-2000. This data 

includes 277 (or 62.7%) dividend-decrease and 165 (or 37.3%) diVidend-ornission 

events. Returns and accounting data of sample firms are collected from Datastream. 

Table 3-2, panel A provides descriptive statistics of sample firms during the period 
1993-2000. As would be expected, dividend-dccreasing firms have more observations 

than omissions. This is probably caused by the view that managers prefer dividend 

decreases to omissions because omissions tarnish their reputations (DeAngelo el al., 
1990). Panel B reports cash dividends (per share) paid in the year prior to and the year 

of dividend change announcements . 
28 In the year prior to dividend changes, the mean 

(median) cash dividend paid by the dividend-decreasing firms is L722p (L541p) per 

share. The corresponding values of the dividend-omitting firms are C315p ('C150p) per 

share. The dividend-decreasing firms paid higher cash dividends than die dividend- 

omitting firms in the year prior to the dividend change. For dividend decreases, the 

mean (median) decline in dividends from year -1 to 0 is 49.0% (56.4%). 

Finally, panel C of Table 3-2 reports the market value of equity, assets, sales and die 

number of employees over the year prior to dividend changes. The mean (median) 

market value (Nf\ý of equity over die year prior to dividend changes of dividend 

decrease firms is L342.1m (ý26.2rn). The corresponding values of dividend ornission 
firms are C49.51m (, C12.09m). The mean (median) assets, *sales, and number of 

emp loyees for decrease firms are L606.7m (ý595.6rn), C561. Om (ý803m), and L6,790 

(ý1,090), respectively. The corresponding values for dividend ornission firms are 

, Cl03. Om (, f29.7m), C125m g36.4m) and L1,720 (ý520), respectively. In general, this 
data shows that dividend-omitting firms were generally firms that were smaller than the 
dividend-decreasing firms. '9 

3.2.3 Corporate layoffs 

The data of 550 layoff events is drawn from a variety of sources, as no one 

comprchensive database was available. Primarily, I consulted newspaper databases and 

28 There are no year 0 diNidends for dividend-ornitting firins. 
29 Lie (2004) also presents the same Niew. 
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the Extel Company Research database. " The variety of data sources ensured as wide a 

coverage of announcements as possible. These data sources gave many repeat 

observations; however, this ensured I had as many of the details of layoffs that it was 

possible to have access to. 

The final sample satisfied the following criteria: first, the firm should be a UK non- 
financial listed company. Second, only one announcement per firm per year was 
included in the sample. 'nird, a layoff has to be for permanent employees. Finally, to 

avoid including small observations, the size of layoff should at least be 0.1% of layoffs 

divided by the total number of employees at the end of the year prior to layoffs, or as a 

percentage of layoffs, if given. 'Mese requirements produced a final sample of 322 layoff 

events by 175 firms from over the period 1990-2000. " The choice of the time period is 

limited by the requirement that at least 3 years of data be available before and after the 

layoff announcement period. I collected firms' returns and accounting data from 

Datastream. 

Table 3-3, panel A presents descriptive statistics of sample firms. Panel B provides the 

size of layoffs and summary statistics for layoffs of the sample firms. The mean size of 
layoffs, which is the ratio of layoffs to total employees in the year prior to layoffs, or a 

percentage of layoffs if given, is 7.2% and the median is 4.1%. In addition, there are 
369,617 total employees laid off, and the mean (median) is 1147 (450) redundancies per 
layoff announcement. 32 

panel C of Table 3-3 reports the distribution of stated reasons for layoffs, as given by 

the firm at the layoff announcement. The most frequent reason for layoffs is 

restructuring (or rationalization or reorganization), (135 (or 41.9%) events) followed by 

plant closure, (87 (or 27.0%) events). The next most important stated reasons for layoff 

are poor performance, (67 (or 20.8%) events); fall in demand, (42 (or 13.0%) events) 

3" The newspapers consulted were The Financial Times, The Herald, The Independent, The Observer, 
The Scotsman and The Sunday Times. 
31 It was explained in the previous chapter why the sample period of layoffs is greater than that of the 
other forms of restructuring examined in this thesis. 
32 Chen el al. (2001) had a mean (median) percentage of workforce turnover involved in layoff of 8.74% 
(4.559/6) and the number of employees involved in layoff of 1701 (500). Neither of the two studies 
conducted in the UK, Collett (2002) and McKnight el al. (2002) provide this information. 
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and cost cutting, (42 or (13.0%) events). The other stated reasons for layoffs that have 

observations accounting for less than 10% of the total sample arc merger and 

acquisition, takeover and events that are associated with no reason at all. 33 The stated 

reasons for layoffs of the sample firms of this study are consistent with those reported 
for US firms (Dc\Vitt, 1997; Chen el al., 2001; and Chalos el al., 2002). 

3.2.4 CEO tumover 

The data used in this thesis is collected from all UK companies that announced CEO 

turnover over the period 1993-2000. Initially, I collected 1200 CEO turnover events 
from The Finandal Times, reports from the UK Regiilafog I\Tens Semice provided by FF 

ExIel Now Reporls, McGidly's News Infomialion Senice, Lexis-Ne. %*, and annual company 

reports. 

Consistent with other corporate restructuring forms examined by this thesis, the final 

sample satisfied the following three conditions: first, the firm should be a UK non- 
financial listed company. Second, only one announcement per firm per year was 
included in the sample. Third, the CEO should be the top officer of a company. These 

requirements produced a final sample of 705 CEO turnover events by 511 firms during 

the period 1993-2000. This data includes 394 (or 55.9%) forced CEO turnovers and 311 

(or 44.1%) normal CEO turnover events. The choice of the time period is limited by the 

requirement that at least 3 years of data be available before and after the layoff 

announcement period. I collected firms' returns and accounting data from Datastream. 

3.2.4.1 Identifying CEO turnover 

To determine CEO turnover two means were used: first, with corporate 

announcements, companies over time announce a change of CEOs and sometimes give 

reasons why die CEO is leaving. Company announcements were obtained from The 

Finandal Tiives, reports from the UK Re gAW. I 'glilalo 
Te s Semice provided by 1-7 Extel Neu's 

Reporls, McCaaly's News Iifionvafion Senice and L. 4%is-Nexis. Second, since not all 

companies publicly announce CEO departures, the names of top management are 

compared from year to year over the time period 1992- 2000. For each company, the 

33 'ne total across all categories exceeds the sample size because some firms mentioned multiple reasons 
for layoffs. 
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top executive is identified as the individual with the title of CEO or Executive 

Chairman. If the name of the top executive changes between successive years, that is 

classified as a turnover in the top executive. The author does not count as turnover the 

event in which the position of Executive Chairman is split into the positions of CEO 

and chairman of the board. " 

3.2.4.2 Identifying forced and normal CEO turnover 

Turnover is further identified as being 'forced' and 'normal' through an exanuination of 

articles imn Tbe Fiiialidal Uives, reports from the UK Rýgulalog Alms Senice provided by FF 

Extel Neus Re porls, McCarll? y's News Iiifonvatioli Senice and Le, %is-Ne. xis. Turnover is 
labelled 'forced' when a news article states the following: fired, resigned, policy 
disagreement, failed acquisition and shake-ups, or when an article indicates that the 

company was experiencing poor p erformance. On the other hand, the turnover is 

'normal' when a news article states that the CEO is leaving because of retirement, 

sickness or when taking a position elsewhere. 

Unlike previous studies, this study does not regard A retirements as normal changes. A 

thorough analysis of this type of change is undertaken, the firm's performance is 

examined and note is taken of the departing CEO's age. If the firm was experiencing 
35 

poor performance and/or the age of the outgoing CEO is below 60 years, this 

turnover is then classified as 'forced'. On the other hand, if a news article does not 

r eport the reason for departure at A and when the age of departing CEO is below 60 

years, the study classifies this departure as 'forced'. 

Table 3-4, panel A reports the distribution of a sample of UK non-financial firms that 

announced CEO turnover over the period 1993-2000. Panel B reports the ownership 

characteris tics of sample firms. The table shows that the mean (median) CEO 

ownership of the whole sample is: 4.07% (0.200/o); institutional holdings, 27.6% 

(25.850/o); and other directors' ownersliip, 1.09% (0.40%). ne corresponding values for 

forced and normal changes are: 2.56% (0.10%), 28.16% (27.3%) and 1.03% (0.400/o); 

34 'I'lle procedure of identifying the CEO turnover is closely related to that used by Conyon and Florou 
(2002) and Dahya ef al (2002). 
35 Influenced by Dahya el al (2002) 
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and 5.91% (0.40'/o), 27.04% (25.600/o), and 1.16% (0.600/o), respectively. It is apparent 
from this data that 'forced' CEOs had fewer stakes than 'normal' CEOs. 

3.2.5 Combined sample 

The initial sample of 1805 corporate restructuring events is drawn from the four 

different forms of corporate restructuring: asset sales, dividend cuts, corporate layoffs 

and CEO turnover examined by this thesis, and as explained in previous sections. In 

this section I examine in detail the descriptive statistics of these firms combining 

together. First, in order to avoid double counting I identify events per firm per year. It is 

found that 1386 (or 76.8%) observations had one event per year; 344 (or 19.19/6) two 

events; 71 (or 3.9%) three events; and 4 (or 0.29/6) four events per year. " It is obvious 
from this categorization that the majority of observations exanuined in this thesis 

announced one event per year. Secondly, in order to include only one observation per 

year I form three sub-samples: one-cvent (1386 observations), two-event (171 

observations), and three-event (23 observations) over the period 1993-2000. Thirdly, 

because of insufficient number of observations, I do not examine observations that had 

four events per year. Table 3-5, panel A reports distribution of sample firms by years 

and number of events per year. Panel B presents distribution of sample firms by 

different forms of corporate restructuring. 

3.3 Methodology 

The main methodological approach of this thesis is an event study that employs 

accounting-bascd measures of operating performance. I use operating performance, as 

opposed to stocks returns, as my performance metric, because share prices incorporate 

markets expectations of the value of restructuring following corporate restructuring. 
The operating performance or profitability is measured by return on assets (ROA). 

ROA is defined as the operating income before depreciation and amortization 
(EBITDA) scaled by the book value of total assets. 

This measure of operating performance is preferable to return on equity, ROE, or other 

scaled-earnings variables in several dimensions. First, ROE is sensitive to changes In 

capital structure while ROA is not (since ROA is measured using EBITDA and not net 

36'njiS sample excludes 62 layoff events during the period 1990-1992. 
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income). Second, the ROA is not affected by factors such as special items (that is, 

unusual and nonrecurring items reported before taxes), accounting for minority interest, 

and income taxes that usually obscure the ROE. Indeed, using simulation analysis 
Barber and Lyon (1996) show that ROA is the best available measure to detect 

abnormal operating performance under most circumstances. On the market reaction to 

announcements of restructuring events, the study uses the standard event study 

methodology. Finally, on long run stock returns following restructuring, the thesis uses 

the buy-and-hold strategy ( the last two methods are discussed later in this chapter). 

3.3.1 Operating performance 

In this section, the methodology that employs accounting-based measures of 

performance is described. 

3.3.1.1 Matched firm selection 

To assess whether a firm is performing unusually well or poorly, there is a need to 

specify the performance to be expected in the absence of an event in order to provide a 
benchmark against which sample firms can be compared. In this study, two benchmarks 

were constructed and used: (i) the median industry, and (ii) control firms for measuring 

the expected operating performance. Industry-matching assumes that some of the cross- 

sectional variation in operating performance can be explained by an industry 

benchmark. On the other hand, the control firms help to control for mean reversion in 

earnings (Barber and Lyon, 1996). 

3.3.1.2 Performance measurement: industry-adjusted 

A firm's industry-adjusted performance is computed by subtracting the median 

performance of the industry com . panson group from each firm's performance. More 

formaUy, Pi, is denoted as the performance of firm i in yeart. The industry comparison 

group for firm i in year t is PIj, . That is, 

E(ý-, ) = PIj,: 

where E(. ) is an expectation operator. 
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One drawback in using the level of an industry comparison group to measure expected 

performance (without any pre-event performance matching) is that it ignores the history 

of the firm relative to the benchmark. To circumvent this problem, a benchmark 

constructed on the basis of matching firms (Nvhich is explained below) is used. 

3.3.1.3 
, 

Performance measurement: matching firms 

To measure performance relative to matching firms, a matching firm is constructed on 

the basis of industry and pre-event performance. More specifically, a firm is selected as a 

control firm" if it is from the same industry (based on the FTSE Level 4 industry 

classification) and with, ROA within +/- 10% of the sample firm's performance at the 

end of the year, prior to any announcement of restructuring activity. Where no match 

exists, control firms are selected on the basis of level 3 industrial codes. If there is still 

no match, level 2 industrial codes are used, and finally, if there is still no match, then 

industry is ignored and the sample firm is matched only on the basis of performance in 

the year prior to corporate restructuring. 

In the event that the original control firm does not survive for the entire period over 

which performance is measured for the sample firm, then a second control firm is 

selected on the basis of the steps described above, and the performance is spliced from 

the year of delisting of the original control firm. This procedure is repeated until all 
firms are matched to a series of control firms with enough available data in order to 

compute the control group's adjusted performance for up to 3 years following 

restructuring. 

3.3.1.4 Statistical tests for abnormal operating performance 

The abnormal performance of firm i in year t, APj, is defined as realized 

performance, P,,, less expected performance, E(Pi, ): 

APi, = Pi, - E(Pi, ) (3.2) 

" Control firms are firms that are not sample firms. For example, when examining asset sales, the control 
firm is a non-asset sale firm, and so on. Also, for the combined sample, control firms are those firms that 
do not undertake any of the four forms of corporate restructuring this thesis examines. 
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where performance is measured using return on assets, and expected performance is 

based on industry medians and/or control firms. To test the null hypothesis, in which 

mean abnormal performance is equal to zero for a sample of size, n, a patametric test 

statistic is employed: 

AP 
t=- 

u(APj, )1Vn 
(3.3) 

where AP is the sample average and o7(APi, )is the cross-sectional sample standard 

deviation of abnormal performance for the sample of n firms. This test statistic follows 

a Sliidenl's t-distlibillion under the null hypothesis if the sample is drawn randomly from a 

normal distribution. 

A nonparametric Eilcoxon si:, giied-rank test statistic is also considered. The Eilcoxon si , glied- 

rank- left, a z-statistic, is computed for the hypothesis that the distributions of event 

security and non-event security medians are identical. 

The z-statistic is calculated as: 

T- E(TYCT 
z 

(3.4) 

ll(ll+l) In(n + 1)(2n + 1) 
where Tis test statistic; E(T) =4; and UT V 24 . Under the null 

hypothesis that the event and non-event security's performance is drawn from the same 
distribution, z follows a unit normal distribution. 

3.3.1.5 Cross-sectional model 

In addition to univariate analyses, 'this thesis also uses cross-sectional model to 

investigate the joint effects of different factors that potentially influence corporate 

managers to undertake corporate restructuring programmes. IvIostly, these factors are 

examined in a multivariate setting. Logistic regressions are estimated to quantiýy the 

association between the potential factors affecting the restructuring decision and the 

probability of restructuring. 
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'Me general specification of the logistic regression model 
iS: 38 

P(CR) = f(xb) = exp(x% 
(I + exp(xb)) 

(3.5) 

where, P(CR) is the probability of corporate restructuring, x is a vector of explanatory 

variables, and b is a parameter vector. 'ne vector of variables includes: changes in 

operating performance, debt ratio, business focus, corporate control activities and firm 

size. 39 ne method of maximum likelihood to estimate the log form specification of 

equation (3.5) is used: 

In 
P(CR) 80 +A [ROA]-,, o +, 62[DEBT]-, +, 63[HI]-, +, 84[CTRL]-I, o 

(I 

- P(CR)) = 

jq5 [ SIZE ] 
-I 

(3.6) 

where, the dependent variable is equal to 1 for the sample restructuring firms and 0 for 

control firms. [ROA]-,. o is change in operating performance from year -t to year 0; 

t 3,2, or 1. [DEBT]-, is debt ratio in year -1. [HI]-, is the Hetfindahl Index in year - 

1. [CTRL]-I, o is equal to 1 for firms with control activity in years -1 or 0, and zero 

otherwise. [SIZE]-, is firm size measured as the natural logarithm of the market value 

of a firm's equity in year -1. 

Following the discussion of the factors likely to influence the decision to undertake 

corporate restructuring in Chapter 2, it is hypothesized that: Ac: ý 0) 182 >0)A "ý 05 

ß4 > 0, and ß, > 0. 

3.3.2 Stock returns 
This study also examines the market reaction to announcements of different corporate 

restructuring events that are examined in this thesis. A standard event study 

methodology is employed to determine the average abnormal returns (AARs) and 

cumulative abnormal returns (CARs) over the days surrounding the announcement of 

38 See Denis and Shome (2005) for more details on this model. 
39 It should be noted that this is a general model and additional to these variables, each empirical chapter 
has its own individual variables as appropriate. 
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these events. In addition, to the market reaction to announcements of restructuring 

events, the study also examines in brief the long run return performance following 

announcements of these events; and uses the buy-and-hold strategy. 

3.3.2.1 
. 

Short-term market reactions 
This study uses the market adjusted model to measure abnormal returns. This model is 

preferred mainly because sample firms were drawn fromall UK non-financial firms and 

therefore is assumed that e-N: anle expected returns are the same for all securities and 

therefore equal in any period to the expected market return. The model also takes 'into 

account the market-wide movements which occur at the same time that the sample 

security experienced the event. The market-adjusted returns model is also consistent 

with the Asset Pricin g model if all securities have systematic risk of unity. 

The choice of this model is also influenced by the work of Strong (1992), who believes 

that accuracy of event dates is likely to be more important than sophistication in 

modelling or statistical techniques. However, for robustness check, the abnormal 

returns arc also computed using the market model as well as the mean adjusted model. 
If the results are not statistically different among these models, then the results of the 

market adjusted model are only reported, otherwise the results of all models are 

presented. 

Sbare relunis 

Daily returns are calculated as follows: 

Rjt =, Iog[(Pj, +D jyp" 
II d J- 

(3.7) 

where R is the share return of firm j on day t; P. is the share price of firm j on it J1 

day t; Dj, is the cash dividend paid of firm i on ex-dividend day t; Pj, 
-, 

is the share 

price . of firm j on day t-1. The above variables are all based on a per share basis and 

are adjusted for capitafization. ' 

10 Share returns can also be calculated as discrete returns: 
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3.3.2.1.2 Market relunis 
Daily logarithmic market returns are calculated as follows: 

FTAY R,, = log[ F FT: 4I, 
-, 

] 

where FTAI, is the Financial Times AH-Share index on day t. 

3.3.2.1.3 Abnonval relitnis 

(3.9) 

The description of how to calculate the abnormal returns is drawn from the works by 

I Brown and Warner (1980,1985) and Strong (1992), among others. A security Js 

abnormal performance In period t, ARj,, is calculated as: 

ARjt = Rj, - E(Rj, ) (3.10) 

where, Rj, is the actual share returns of firm j on day t and E(Rj, ) is the expected 

(or normal) return corresponding to period t. 

The average abnormal return for day t is defined as: 

I N, 

AR =-E ARj, (3.11) 
N, j=l 

where N is the number of firms. 

The test statistic for event day t is given by: 

P,, +D -P Rj, j, j'-I (3.8) 
Pil-I 

There are both theoretical and empirical reasons for preferring logarithmic returns. Theoretically, 
logarithmic returns are analytically more tractable when linking together sub-period returns to from 
returns over longer intervals (simply add up the sub-period returns). Empirically, logarithmic returns are 
more likely to be normally distributed and so conform to the assumptions of standard statistical 
techniques (Strong, 1992). 
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Ya(AR 

jYýN 
(3.12) 

where, AR is the average abnormal return and or(ARj, ) is the cross-sectional sample 

standard deviation of abnormal returns for the sample of n firms. If AR is 

independent, identically distributed and normal, the test statistic is distributed Sludeid -I 

under the nuU hypothesis. 

This is a fairly strong assumption. However, it does not affect my findings, since I also 

use the market model to compute a t-statistic that avoids that assumption. The t-statistic 
for the market model is computed as: 

t 
ýj-R, Z 

(3.13) IS(ARt) 

where 

(AR, - 
AR)2 

9(AR, ) = 

(1=-250 V24 

0 (3.14) 

AR AR, (3.15) 
N t=-250 

where N, is the number of sample securities whose abnormal returns are available at 

day t. If the AR, are independent, and identically distributed, and normal, the test 

statistic is distributed Sludent-1 under the null hypothesis. " A 240-day estimation period 

(i. e., a period between day -250 and day -11) is used . 
42 aj and ýj are estimated during 

the same estimation period. Using this approach avoids the cross-sectional 
independence assumption. However, the results are similar whether using the market 

model or market adjusted model. As a result, I stick with the market adjusted abnormal 

returns and t-statistics that use equation (3.12). 

41 'Mis test statistic is adopted from Brown and Warner (1985), pp 7-8. 
42 The number of observations used in practice has varied widely. For example, Brown and %X"arner (1985) 
used 238 observations, while Dedman and Lin (2002) used 150 observations. 
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To measure abnormal returns over a specific interval for firmj, the abnormal returns 

are summed to give the cumulative abnormal returns (CAR), that is: 

T2 
i 

CARi ARit (3.16) 

where T and T are firm - specific event dates (e. g. the press and outcome dates). For U 2i 

a sýmple of N securities the mean cumulative abnormal returns is given by: 

N 

CAR CARV, (3.17) ]Nv 
j=l 

3.3.2.2 Long run stock returns 

Following the argument on which method to use to measure long run stock returns 
following corporate eN rents, it has been advised that the choice between CAR and 
BFIAR approaches should largely depend upon the implicit trading strategy that is being 

assumed (Gompers and Lemer, 2003). The objective of this study is to assess the return 

to investors who buy-and-hold shares of restructuring firms. Consequently, the choice 

of BHARs over CARs here is also to reflect the assumed strategy. However, it is also 
important to point out that BHARs have also some problems; for example, they are 

normally positively skewed. On measures of expected returns, this study uses matching- 
based measures of expected returns as recommended in Barber and Lyon (1997). The 

authors argued that the use of a broad market index as a reference portfolio should be 

discouraged because of the biases it introduces to the abnormal performance. 'Die use 

of matching firms rather than broader market index also helps in mitigating the biases in 

calculating BHARs, particularly the new listing and rebalances biases. 

The buy-and-hold abnormal return is calculated as: 

bb 
BHARj, Q+ Rj, ) - (1 + E(Rj, )) (3.18) 

I=a t=a 
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where, BHARj, is the buy - and - hold abnormal return for firm j at time t. Ri, is the 

return for obsenration firm j on month t. E(Rj, ) is the expected or normal return 

for the event security. 

The averages buy - and - hold abnormal return for a portfolio of n stocks is given by: 

In 
ABHAR, , BHARjr (3.19), 

j=l 

3.3.2.2.1 Tests of siTnýficance 

The t-statistics for the ABHAR in period t across N securities is given as: 

tABHAR, _ 
ABHAR,., fN 

(3.20) 
UBIIAR 

where, N is the number of observations in period t, and ABHAR, and U(BIIA&) arc 

the cross-secdonal mean and standard deviation of the BHAR for the sample of N 

securities. 

The fraction of the samplewith negative BHAR is tested for significance as: 

P-P 

jp(l 
- P)IN 

(3.21) 

which is approximately normal for Np and N(I - p) greater than 5. b is the fraction 

of negative ABFIARs estimated from the sample, p is 50%, and N is the number of 

observations. 

The binomial sign test serxýes as a check of the robustness of the difference of means 

test. It determines whether the percentage of negative BHAR is significantly different 

from the expected percentage of negative returns (in this case 509/6): 
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(x - lip) (3.22) ro 
- P)np 

where, x is the number of negative BHAR observations; p is the expected fraction of 

negative BHAR ( in this case, 509/6); and n is the total number of non-zero BHAR 

obsen, ations. 

One of the first studies to use the BHAR model is Ritter (1991), and thereafter the 

BHAR model is the most popular estimator of long-term abnormal performance. 
Barber and Lyon (1997) believe that die BHAR is the appropriate estimator because it 

(precisely measures investor experience'. However, Barber and Lyon (1997) and Kot hari 

and Warner (1997) provide simulation evidence showing that common estimation 

procedures can produce biased BF 1AR estimates. In particular, biases arise from new 
listings, rebalancing of benchmark portfolios, and skewness of multiyear abnormal 

returns. Ikenberry el al. (1995) propose that carefully constructing inferences via a 
bootstrapping procedure correct these problems. 

Fama (1998) argues against the BHAR methodology because the systematic errors that 

anse with imperfect expected return proxies - the bad 'model problem - arc 

compounded with long-horizon returns. In addition, Mitchell and Stafford (2000) point 

out that BMRs can give false impressions of the speed of price adjustment to an event. 
The reason is that BHARs can grow with the return horizon even when there is no 

abnormal return after the first period. By contrast, Lyon el al. (1999) and Loughran and 
Ritter (2000) prefer the BHAR methodology. 

Fama (1998) believes that CAR performs well when used to estimate long run abnormal 

returns. Though not supporting the CAR model, Barber and Lyon (1997) did tests that 

show that inferences are less problematic for average monthly returns (that is, AARs 

and CARs). In a follow-up paper, Lyon el al. (1999) develop techniques for correcting 

some of the inference problems of BHARs. But they acknowledge that their improved 

methods for BHARs produce inferences no more reliable than simpler methods applied 

to monthly AARs or CARs. A main criticism of the CAR approach is that an average 

monthly return does not accurately measure the return to an investor who holds a 

security for a long post-event period. Long-term investor experience is better captured 
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by compounding short-term returns to obtain long-term buy-and-hold returns. Much of 

the recent literature tests BHARs (,, vlllch is discussed below) for periods up to five years 

after an event. 

Another method for calculating long run abnormal returns is Tbe Fallia-Frelleb's (1.9p3) 

Ibree-fador niodel Fama and French (1993) develop the 'three-fiactor model' that explains 

the relationship between common stock returns and the market risk premium, size, and 
book-to-market ratio factors. For the event securityj, the excess returns arc regressed 

on the three factors known to affect cross-sectional returns: 

Rjj - Rfi = aj +, 8j (R,,,, - Rfi) + sj SMB, + hj HML, + cj, (3.23) 

where, R,,, is the simple monthly return on event security j. The aj,, 6j, sj, and hj, 

are the regression parameters and ejt is the error term. Rjt -Rft and RI-R. are, 

respectively, the post-cvent monthly excess return on the event security and the market 

factor, where R,,,, is the raw return on a broadly based market portfolio, such as the 

value-weighted FT-All Share Price index and R. is the one-, or three-month Treasury 

Bill rate. The size factor, SMB, is defined as the difference between return on a 

portfolio of small firms and return on a portfolio of big firms. The book-to-market 

factor, HML, . is defined as the difference between the return on a portfolio of highest 

book-to-market ratio firms and the return on a portfolio of the lowest book-to-market 

ratio firms. 

The use of Fama-French model alleviates the pre-data requirement problem in other 

models as the estimates of the model's variables uses portfolio of listed companies. The 

model is renowned for its risk control. One of the concerns of the Fama-French model 
is that the model requires a researcher to estimate the regression . parameters based on 

pre event data similar to the implementation of the market model. This poses a problem 

of pre-event data requirement. 

However, since the long run stock return performance following restructuring is not the 

main focus of my study, I do not explore these issues further. 
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3.4 Variable definitions 

In this section variables that are used across all empirical chapters in this thesis are 
defined. Nevertheless, some variables are specifically used in certain empirical chapters 

and will be defined in their respective chapters as appropriate. 

(i) Return on assets 
Following Barber and Lyon (1996), return on assets (ROA) based on earnings before 

interest, tax, depreciation and amortization (EBITDA) in order to measure a firm's 

profitability is used. ne return on assets is defined as the ratio of EBITDA to total 

assets. The abnormal change in return on assets is computed by subtracting the change 

in ROA of the industry median or control firms from that of the sample firms. The 

abnormal change in ROA is a measure of the firm-specific change in ROA and controls 

for any systematic change in profitability across similar firms. 

(ii) Financial Leverage 

Two variables are used to measure financial leverage: debt ratio and interest coverage 

ratio. According to Rajan and Zingales (1995), a more appropriate definition of financial 

leverage is provided by the ratio of debt (both short term and long term) to total assets. 
A measure of the firm's ability to meet its fixed payments (or financial distress) is 

interest coverage ratio (Rajan and Zingales, 1995). Interest coverage ratio is defined as 

the ratio of pre-tax profits and interest charges to interest charges. The abnormal or 
(matching firm) adjusted leverage is computed using the same criteria as that used to 

compute abnormal changes in ROA. 

(iii) Business focus 

Two measures are used to examine business focus. The first measure is the number of 

different lines of business the firm reports. Ile second measure used is the sales-based 

Herfindahl index, H. This index is calculated across n business segments as the sum of 

the squares of each segment i's sales, Si, as a proportion of total assets: 
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yl si 

H=x 
. si 

(3.31) 

H takes values between zero and one. The closer His to one, the more concentrated are 

the firm's sales within a few of its segments, and hence the more focused its 

operations. " 

(iv) Labour productivity 
Two measures are used to examine labour productivity: operating profit per employee 

and sales per employee. Operating profit per employee measures the contribution of an 

employee to the profitability of the firm. It is defined as the ratio of operating profit to a 

number of employees. Sales per employees measure the contribution of the employee to 

total sales. -It is defined as the total annual sales divided by the total number of 

employees. The abnormal or (matching firm) adjusted labour productivity is computed 

using the same criteria as those used to compute abnormal changes in ROA. 

(v) Market for corporate control activity 
Following the previous studies (Fama, 1980; Fama and Jensen, 1983; Franks el al., 2001; 

and Denis and Shome, 2005), there is a possibility that managers do not undertake 

restructuring willingly; sometimes there is a pressure from. o utside the firm. This is 

consistent with the view that internal and external monitoring systems work together to 

ensure that managers' behaviour is consistent with the maximization of shareholder 

wealth. To examine whether sample firms undertook restructuring because of external 

influence, two dummies are used: takeover pressure and financial distress. A dummy 

takes on a value of one if a firm, experienced a takeover pressure and/or financial 

distress over the 12 months prior to restructuring, and has a value of zero otherwise. 

To investigate whether there was an external influence to the restructuring decision 

and/or all other restructuring events this thesis examines, the UK Rýglflalog News Service 

provided by FT ExlelNews Reporls, Tbe Financial Tillies and Acquisilions Afonlblyjourlial was 

searched over the years -1 and 0 for each sample, as were control firm and record 

43 See Comment andjarrell (1995) for more details 
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incidences of the following events: an actual or proposed takeover bid, a change in the 

identity of the chief executive officer, ' and indications of financial distress. Financial 

distress is defined here as the inability of a firm to meet the fixed payment obligations 

on its debt. Within a given firm-year, a firm is financially distressed if it is in default on 
its debt, bankrupt, or is privately restructuring its debt to avoid bankruptcy (Gilson, 

1989). However, it is difficult to ascertain under what conditions the firm is really 
financially distressed. For example, non-payment of interest charges is one of the signs 

of financial distress. Berger and Ofck (1999) also instance a decision to cut dividends as 

a sign of financial distress. In addition, in the UK, firms' loans are in the form of bank 

loans which are not all disclosed to the public. To avoid confusion on what financial 

distress really means, cases where there is public information that a firm reorganizes its 

capital and/or where it undertakes debt. restructuring arc investigated. A takeover 

attempt is dcfined here as any attempt to bid for a firm, whether successful or not. . 

3.5 Summary and conclusion 

In this chapter, the main data source and methodologies used in assessing operating 

performance, the market reaction to announcements of restructuring and long run stock 

returns following various restructuring events were described. In the next chapters, 4 

through 8, the thesis presents empirical results. 

44 CEO turnover is defined here by Conyon and Florou (2002). 
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Table 3-1: Descriptive statistics for asset sales firms 

This table reports descriptive statistics for a sample of 399 UK non-financial firms that 

announced asset sales during 1993-2000. Panel A reports the distribution of sample 

firms by years. - Panel B reports the characteristics of sample firms by selling price of 

divested assets, firms' market value of equity over the financial year end prior to asset 

sales, and the ratio of sell-off value to a firm's market value of equity prior to asset sales. 

Panel C reports the stated reasons for asset sales and the uses of asset sale procceds. 

Panel A: Distribution of sample firms by years 
Year N Fraction C/o) Year N Fraction (/o) 
1993 41 10.3 1998 75 18.8 
1994 47 11.8 1999 27 6.8 
1995 72 18.0 2000 79 19.8 
1996 26 6.5 Total 399 100.0 
1997 32 8.0 
Panel B: Selling price of divested assets, market value of eqwty, and raUo ot seU- 

off value to market value of equitv prior to sell-off 
Quartiles 

Characteristics N INIcan Mcclian ist 3 rd Std 
Dev. 

Selling price of divested assets gm) 399 58.71 18-00 9.05 48.80 113.18 
Market value of equity (, Cm) 399 1929 399 111 1586 4590 
Ratio of sell-off value to market 
value of equity prior to asset sales 'I 

399 
I 

0.1945 
I 

0.06 0.019 
II 

0.1885 
I 

0.3917 

Panel C: Stated reasons for asset sales and uses of asset sale proceeds 
Stated reasons for asset sales Uses of asset sale pro eerie. 
Reason N % Use N % 
Loss making 275 68.9 Debt repayment 128 32.1 
Focus' g 268 67.2 Investment 55 13.8 
Highly-leveraged 198 49.6 Financing 18 4.5 
Reason not given 73 18.3 Pay to shareholders 4 1.0 

Use not given 239 59.9 
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Table 3-2: Descriptive statistics for dividend cuts firms 

The table presents descriptive statistics for a sample of UK non-financial firms that 

announced dividend cuts during 1993-2000. Panel A shows a number of obsenations 
by years and dividend change type. Panel B reports the distribution of cash dividends 

paid in over the year -1 (year 0) of dividend change. Panel C reports the market value 
(NRO of equity, the total assets, sales and number of employees over the year -1. 
Panel A: Number of observations by years and dividend change type: 1993-2000 

Whole sample Dividend decreases Dividend omissions 
Year Number Fraction 

No) 
Number Fraction 

No) 
Number Fraction Clo) 

1993 102 23.3 76 27.7 26 15.8 
1994 34 7.7 21 7.6 13 7.9 
1995 21 4.7 15 5.4 6 3.6 
1996 33 7.4 21 7.6 12 7.3 
1997 42 9.5 24 8.6 18 10.9 
1998 60 13.5 38 . 13.7 22 13.3 
1999 85 19.2 48 17.3 37 22.4 
2000 1 65 1 14.7 1 34 1 12.2 31 18.8 
Total 1 442 1 100.0 1 277 1 100.0 165 100.0 
Panel B: Cash dividend paid in the year -1 (0) - numbers are in ýp per share' 

Variable Decreases Omissions 
Nican 722(368) 315 
Median 541 (236) 150 
25 th 

perccndle 311 (105) 69 
75 th 

percentile 922(485) 350 
a- no cash dividend in year 0 for dividend omission firms 
Panel C: NfXT of equity, total assets, sales and number of employees over the year -1 

Variable 
Whole sample 

(N = 442) 
Dividend decreases 

(N 277) 
Dividend ornissions 

(N = 165) 
Mean Median Mean Median Mean Median 

MV of equity 232.9 18.2 342.1 26.2 49.51 12.09 
Assets (&? dMon) 423.7 466.6 606.7 595.6 103.0 29.7 
Sales (ktnillion) 402.9 645.9 561.0 803.8 125.7 36.4 
Number of 
employees (000s) 

4.96 0.82 6.79 1.09 1.72 0.52 
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Table 3-3: Descriptive statistics for layoff finns 

'nie table reports the descriptive statistics for a sample of 322 UK non-fmancial firms 

that announced layoffs during 1990-2000. Panel A reports the distribution of sample 

firms by years. Panel B reports the size of layoffs and the summary statistics for sample 

firms. The size of layoffs is d efined as the ratio of layoffs divided by the number of 

employees at the financial year-end prior to layoffs, or a percentage of layoff, if given. 

Panel C reports the stated reasons for layoffs as collected from public announcements. 

Panel A: Distribution of sample firms by years 

Year N % Year N % Year N % Year N % 
1990 19 5.9 1993 25 7.8 1996 31 9.6 1999 35 10.9 
1991 21 6.5 1994 26 8.1 1997 32 9.9 2000 37 11.5 
1992 22 6.8 1995 37 11.5 1998 37 11.5 Total 322 100 
Panel B: Sample firms' size of lavoffs and summarv statistics of lavoffs 

Size of Layoffs Summary statistics 
Variable Fraction Variable Fraction number 
Mean 0.07198 Number of observations 322 
Median 0.04100 Number of individual companies 175 
Minimum 0.00100 Total number of layoffs 369617 
Maximurn 0.87000 Mean number of layoffs 1147 
25th Percentile 0.01400 Median number of layoffs 450 
75th Percentile 0.08825 Smallest 13 

Largest 40000 
Panel C: Stated reasons for layoffs 
Reason N %, Reason N % 
Reorganization 135 41.9 Poor performance 67 20.8 
Plant closure 87 27.0 Mergers and Takeover 13 4.0 
Fall in demand 42 13.0 No reason 17 5.3 
Cost cutting 42 13.0 

the sum of ratios is more than 100% as several firms announced more than -one reason for layoffs. 
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Table 3-4: Descriptive statistics for CEO turnover firms 

This table reports the descriptive statistics for a sample of 705 UK non-financial firms 

that announced CEO turnover during 1993-2000. Panel A reports the distribution of 

sample firms by years. Panel B reports die ownership characteristics of sample firms. 

Ownership characteristics are taken from annual reports and corporate registers while 

other financial information is taken from Datastream. Financial information is reported 

over die year prior to CEO turnover 

Panel A: Distribution of sample firms bv vears 
All changes Non-routine changes Normal changes 

Year N Fraction N Fraction N Fraction 

1993 94 13.3 41 10.4 53 17.0 
1994 92 13.0 36 9.1 56 18.0 
1995 104 14.8 39 9.9 65 20.9 
1996 87 12.3 43 10.9 44 14.1 
1997 104 14.8 59 15.0 45 1 4.5 
1998 73 10.4 48 12.2 25 _ 8.0 
1999 72 10.2 58 14.7 14 4.5 
2000 79 11.2 70 17.8 9 2.9 
Total 705 100.0 394 100.0 311 100.0 
Panel A: Ownership characteristics 

Whole changes 
[N = 371 

Non-routine CEO 
[N = 3491 

Normal CEO 
[N = 2881 

Variable Mean Xledian Mean 1ýledian Mean Median 
CEO ownership % 4.07 0.200 2.56 0.10 5.91 0.40 
Institutional holdings % 27.6 25.85 28.16 27.3 27.04 25.60 
Other directors' ownership % 19 0.40 1.03 0.40 1.16 0.60 
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Table 3-5: Descriptive statistics for restructuring firms 

The table reports descriptive statistics for a sample of UK non-fmancial firms that 

announced different corporate restructuring events over the period 1993-2000. Panel A 

reports distribution of firms by years and number of events per year. Panel B presents 
distribution of sample firms by different forms of corporate restructuring as per number 

of events. One, two, three, and four events denote firms that announced one, two, 

three, and four events per year, respectively. 

Panel A: Distribution of samvle firms bv vears and number of events per vear 
Year One Event Two Events Three 

Events 
Four Events Total % 

1993 194 60 9 0 263 14.6 
1994 146 48 6 0 200 11.1 
1995 170 50 15 0 235 13.0 
1996 139 32 5 0 176 9.8 
1997 168 32 6 4 210 11.6 
1998 177 52 15 0 244 13.5 
1999 189 36 6 0 231 12.8 
2000 203 34 9 0 246 L3.6j 

Total 1386 344 71 4 1805 100.0 

. 
Panel B: Distribution of sample firms bv different forms of corporate festructurinLy 
Event One Event Two Events Three Events Four Events Total % 
Asset Sales. 304 76 18 1 399 22.1 
CEO 551 131 21 1 704 39.0 
Dividend Cuts 351 75 15 1 442 24.5 
Layoffs 180 62 17 1 260 14.4 
Total 1386 344 711 4 1805 100.0 
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CIIAPTER FOUR: ASSET SALES 

4.1 Introduction 

Ilic reasons why firms may choose to sell assets instead of adopting some other forms 

of corporate restructuring are discussed in Chapter 2. In this chapter the determinants 

and outcomes of asset sale decisions arc empirically investigated. The analysis in this 

study provides evidence related to three primary hypotheses: first, what factors motivate 

corporate managers to undertake asset sales? Second, what is the market reaction to 

announcements of asset sales? Finally, does a firm's efficiency improve following the 

asset sale? 

The managers' motivations to undertake asset sales are addressed here in two ways. 
First, the managers' own explanations for their firm's asset sales, which have been taken 

from public announcements, are given. Second, a comparison is made of sample firms 

to a control group of companies in the same industry that provide ex-post evidence on 

the factors that influence the likelihood of asset sales. The results suggest that the most 
important factors in the decision to undertake asset sales are poor operating 

performance, high financial leverage, and a need to refocus on core activities. Asset sales 

proceeds were utilised to service debt obligations, new investments, and for day-to-day 

activities within the firm. 

Following asset sales, a significant performance improvement in return on assets over 

the 3 years following an asset sale is shown. Further, evidence is found that firm 

performance improves when proceeds are used for servicing debt and for financing 

working capital requirements over the three years following the asset sale. However, 

consistent with the financing hypothesis of Lang et al. (1995), there is no evidence of 
increased performance when asset sale proceeds are used for further investment. Finally, 

a significant positive one-day reaction in abnormal share price returns is recorded in 

response to asset sale announcements. This is positively related to the level of operating 

performance subsequent to the sell-off. The study suggests that, for the UK at least, 

managers undertake sell-off decisions in the interest of company shareholders. 
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However, it is also apparent that managers may have been under pressure to sell assets 

as a result of discipline from lenders and from external labour and product markets. 

The chapter proceeds as follows: Section 4.2 develops hypotheses to be tested in this 

chapter. Empirical results are presented in Section 4.3. Section 4.4 summarizes and 

concludes the chapter. 

4.2 Development of hypotheses 

In addition to the general h)Totheses discussed in Chapter 1, this section bricfly 

discusses the individual hypotheses to be tested in this chapter. 

John et al. (1992) find that companies respond to performance declines by undertaking 

three different policies: contraction, expansion and change in marketing or pricing 

pohcies. Furthermore, John el al. observe that contraction policies are the predominant 

responses. In support of the latter evidence, John el al. (1992) find that asset sales 

represent 63% of total observations in their sample. In addition, Ofek (1993), Kang and 
Shivdasani (1997), and Denis and Kruse (2000) find that firms respond to performance 
declines by undertaking a number of restructuring activities including asset sales, among 

others. It is apparent from this evidence that the decision to sel-l assets is negatively 

related to previous operating performance. This is consistent with the findings of Denis 

and Shome (2005), who together report a high incidence of asset sales following poor 

performance. 

'I'lic preceding discussion suggests that managers seH assets in response to performance 
declines. It is also suggested here that poor performance, or a need to improve 

performance, motivates magagers to seU assets. FoHoxving this proposition, it is 

hypothesized that: 

H4-1: Poor performance or a need to improve performance motivates managers to seU 

assets. 

John el al. (1992) document that divestitures are a common response to poor product 

market performance, and Ofek (1993) finds that this response is particularly common if 
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the poor performance leads to financial distress. In addition, Jensen (1989) argues that 

highly-leveraged firms will respond faster to a decline in value than their less-leveraged 

counterparts because a small decline in value can lead to default. In support of Jensen's 

(1989) argument, Ofek (1993) claims that higher leverage significantly increases the 

probability that certain specific operational actions, such as asset restructuring and 

employee layoffs, will be taken when performance deteriorates. 

A further line of research has reported that corporate divestment activity my be at least 

partly related to corporate financial distress, either at the level of the company as a 

whole and/or in respect of the divested subsidiary or line of business (Peel, 1995). For 

example, in a study of 436 divestments by large US corporations, Ravenscraft and 
Scherer (1987) 4' discovered that the key managerial rationale for divestments was the 

unsatisfactory profit performance of divested businesses. The authors document further 

that poor and declining profitability at the line of business or company level, or both 

characteristically preceded sell-off, and sell-off was, on average, a manifestation of 
financial distress. 

The preceding discussion suggests that the probability of asset sales in a poorly- 

performing firm increases with the firm's leverage. One explanation of this observation 
is that firms are forced to sell assets or divest businesses to raise cash to meet debt 

repayments. This mostly happens when a highly-levered firm finds it difficult to raise 

additional funds through issuing new securities (Shleifer and Vishny, 1992). This is 

consistent with the view that management would like to repay the debt in order to avoid 
bankruptcy, which in turn could lead to management losing its perquisites (Gilson, 

1989). In addition, theoretical evidence shows that creditors often insist on the 

divestiture of certain assets as a condition for restructuring firms with high financial 

leverage (Gilson, 1990). 

The preceding argument suggests that firms sell assets in response to high financial 

leverage. It is therefore hypothesized here that: 

H4-2: High fmancial leverage leads to asset sales 

15 Cited in Peel (1995) 
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Companies also sell their assets in response to excessive divcrsification. According to 

Jensen's (1986) free cash flow hypothesis, top management in firms with free cash flow 

invest in over-diversification and organizational incfficicncics. Agency theorists argue 

that restructuring through asset sales is a correction for over-expansion and over- 
diversification made by self-serving corporate managers when they had increased the 

size and scope of fn-rns without Increasing their value Gensen, 1986,1991). 

Denis et al (1997a) argues that corporate diversification has both benefits and costs for 

shareholders. Empirical evidence suggests that, on average, the costs of diversification 

outweigh the benefits. Berger and Ofek (1995), Servaes (1995), Denis el al. (1997a) and 
Berger and Ofek (1999) document significant value losses associated with corporate 
diversification strategies. In addition, Comment and Jarrell (1995) and John and Ofek 

(1995) identiý, a trend towards increased corporate focus in the 1980s for US firms and 

report that this increase in focus is asso ciated with significant increases in shareholder 

value. 

Furthermore, firms are quickest to refocus in response to immediate performance 

problems and, by implication, to inefficient cross-subsidization (Berger and Ofek, 1999). 

'nis observation is consistent with the view that internal capital markets, which are 

mostly associated with diversified firms, have proved to be inefficient. Following this 

discussion, it is argued here that corporate managers undertake asset sale programmes in 

order to correct over-diversification and to re-focus on core activities. 'flierefore: 

H-1-3: A need to correct over-diversification and re-focusing on core businesses 

motivates managers to undertake asset sales. 

It has been hypothesized that firms undertake asset sales in response to declining 

operating performance (hypothesis 4-1). 'ne next question is: do such sales lead to 

improved performance? Motives for asset sales provide a hint as to whether there 

should be performance improvement following the asset sale. For example, if a 

subsidiary or division were experiencing poor operating performance, then by disposing 

of it the operating performance of remaining assets should be improved following the 
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sale Uohn and Ofek, 1995). In other cases, management sell assets following the 'lack of 
fit' between the parent and its subsidiary or division (Hite el al., 1987). This trims 

operations to a narrower set of activities and eliminates diseconomies of decision 

management and decision control inherent In diverse lines of business. In the process, 

management efficiently allocates resources and ultimately firm performance improves 

following asset sales. 

In general, the foregoing discussion suggests that the asset sale decision is based upon 

market efficiency, and implicitly views managerial activity as being value-max=zing. It 

follows, then, that if an asset sale is a value-maximizing programme, there should be 

performance improvement following the asset sale. This observation forms the basis for 

the following hypothesis: 

H-4-4: There is an operating performance improvement following the asset sale. 

It also follows that if a firm sells assets because of, among other things, high financial 

leverage, then it should be expected to lower its debt levels following asset sales. In 

support of this observation, Ofek (1993) documents that highly-leveraged firms are 
forced to sell their assets in order to service their debt obligations following poor 

performance. In additional, Denis and Shome (2005) find that their sample firms 

significantly reduce their debt ratios over the period following downsizing. Lee and Lin 

(2004) also discern that sell-offs firms lower their level of financial distress over the 2 

years f6llowing the sell-off for UK firms. In general, this evidence suggests that the 

financial position of the firm improves following asset sales. Hence: 

F14-5: The financial position of a firm improves following the asset sale. 

Following the hypothesis 4-3, if an asset sale aims to correct over-expansion and over- 
diversification programmes undertaken by self-serving managers, who at one point in 

time had free cash flow and decided to use it for expansion and diversification in value- 
destroying projects Gensen, 1986; and Bethel et al., 1993), then firms should be more 
focused following the asset sale. This observation is consistent with the findings of John 

and Ofek (1995), N. 1arkides (1995), Denis el al. (1997a) and Berger and Ofek (1999). 
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However, this issue has not been empirically tested relatively outside the US market. A 

study carried out in other markets, suchas the UK would put the idea in perspective. 

There are differences in institutional frameworks between the US and the UK. Unlike 

the US where corporate divestment can be achieved through other means such as spin- 

offs and equity carve-outs, sell-offs are the pre-don-, Linant divestment approach for UK 

companies (Afshar et al., 1992). Institutional stock ownership in the UK is also 

significantly higher than the US (Short and Keasey, 1999), potentially leading to higher 

activity since institutional shareholders are generally opposed to the use of defensive 

takeover measures (Black and Coffee, 1994). Using UK data, allows for useful 

comparisons to be made with prior US research, for example, is asset sale activity aims 

to reduce over-diversification? Following this discussion, it is thus conjectured here that 

there is a reduction in a firm's diversification following asset sales. Therefore: 

H4-6: Firms are more focused following the asset sale 

Several studies have examined market reactions to the announcements of asset sales. 
The general consensus is that the asset sale announcement is associated with positive 

abnormal returns on the asset sale announcement date Gain, 1985; Hite et al., 1987; 

Lasfer et al., 1996; and Clubb et al., 2002, among others). This finding suggests an asset 

sale is a value-maxirnýing programme. The positive share price response to the asset 

sale announcement is mostly associated witli the reasons and use of asset sale proceeds. 
Managers may sell their assets in order to dispose of a poorly performing subsidiary or 
division and also to refocus on core activities. The market, therefore, views the asset sale 

announcement as a value-max=zing decision and hence there are positive market 

reactions. 

In light of the above discussion, a positive market reaction to announcements of asset 

sales should thus be expected. Therefore: 

H-1-7: An asset sale announcement is associated with a positive market share price 

reaction 

71 



Corporate managers sell assets mainly in response to one of three factors: poor 

performance, high financial leverage and excessive diversification. By selling a poorly 

performing subsidiary or division, firms increase the efficiency of remaining assets and 

also obtain proceeds for different uses Gohn and Ofek, 1995). Alexander et al (1984) 

and Jain (1995) find evidence that sell-off announcements are preceded by a period of 

significant negative returns for sellers, which suggests that the sellers, on average, 

.. performed poorly prior to their sell-off activities. If firms undertake sell-offs in order to 

reverse poor performance, then investors would perceive the asset sale as a way for the 

firm to take actions aimed at improving firm performance. It is therefore conjectured 
here that the market reacts positively to the asset sale announcement when is related to 

loss making. 

F14-8: The market reacts positively to announcements of asset sales related to loss 

making. 

A sell-off is also undertaken in order to re-focus on core activities Oohn and Ofek, 1995 

and Berger and Ofek, 1999). The decision is undertaken to reduce the scope of a firm's 

activities in order to concentrate on the "core" businesses. At any point in time a firm 

has a limit on the extent to which it can diversiý,. This limit is a function of the firm's 

resources and its external environment. Optimal diversification is a point where the 

marginal benefits of diversification are equal to marginal costs (Markides, 1995). Many 

firms have diversified beyond this limit for a variety of reasons. As a result, their 

profitability and rnarket value have suffered. Thus, focusing restores value that has been 

dissipated through excess diversification'6. 

The available evidence shows that firms operating in multiple lines of business tend to 

have lower values than a portfolio of similarly focused firms (Lang and Stulz, 1994; 

Berger and Ofek, 1995; and Servaes, 1996, among others). This evidence suggests that a 
firm sells its assets in order to reduce the degree of diversification. Because asset sales 

correct over-expansion and the over-diversification programmes undertaken by self- 

serving managers, one should expect a significant and positive market reaction to 

46 See Alarkides (1995) for more details. 
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announcements of asset sales that are related to refocusing on core businesses. 

Therefore: 

H-1-9: The market reacts positively to announcements of asset sales related to the 

reduction of excessivc diversification. 

Finally, the other reason for undertaking a sell-off is financial distress. To resolve a 

financial crisis, a financially distressed firm can take several actions, inter alia, asset sales 

(Ofek, 1993). Wruck (1990) documents three problems a financially distressed firm 

might face: first, it loses the right to make certain decisions without legal approval. 

Second, financial distress can reduce demand for the firm's product(s) and thus 

increases its production costs. Demand falls if the value of the product to consumers 

depends on the firm's future performance, and financial distress threatens the firm's 

ability to negotiate favourable input prices or credit runs. Third, management spends 

considerable time resolving financial distress. 

The preceding evidence is consistent with the findings of Lasfer et al. (1996), who report 

that excess returns at the time of the sell-off announcement are significantly positive for 

financially distressed firms. Therefore, these higher returns appear to be an adjustment 

for the reduction in financial distress costs. Following these results, it is argued here that 

the benefit of asset sales comes from the resolution of financial distress. If the latter 

argument is true, one should expect significant -and positive share price responses to 

announcements of asset sales that are related to the resolution of financial distress costs. 

Therefore: 

H4-10: The market reacts positively to announcements of asset sales related to the 

resolution of financial distress costs. 

The last hypothesis is drawn from the study of Lang el al. (1995), who find that the 

stock market discounts asset sales' proceeds retained by the selling firms and that the 

average stock-price reaction to asset sales are positive only when the proceeds are paid 

out. The market may interpret the information that the use of proceeds from asset sales 

in order to refinance debt reflects the firm's future cash flow problems. On the other 
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hand, the market may also interpret news of proceeds to finance a new project as a 

signal of possible increases in future profitability, and be one that could potentially lead 

to increases in dividends and capital gains. Third, funds from the asset sale contribute to 

increased free cash flow of a firm. According to the free cash flow hypothesis Gensen, 

1986), investors will be concerned that the funds may not be used for a profitable 
investment, but will instead be invested in value-destroying projects that serve the 

private benefits of management. Finally, previous studies suggest that even with the 

funds used to finance investments, there will be differences in the market reaction 
between funds used for the company's internal projects, such as capital expenditure 

projects, and funds used to finance external projects, such as takeovers (Trueman, 1985; 

and Suzuki, 2000). 

Given the preceding mixed evidence on how the market views the use of proceeds from 

asset sales, it is apparent that investors' perceptions of announcements of asset sales on 

the basis of the use of proceeds depends mainly on the information disclosed by 

corporate managers. However, managers are often limited in what they can disclose 

publicly because some of the information could benefit the firm's competitors (Gilson, 

2001). This suggests that it is very difficult to predict investors' perceptions of 

announcements on the uses of asset sale proceeds. Following this observation, the 

following hypothesis is examined: 

H-, 
-,,: 

The market reacts significantly to announcements on the different uses of asset 

sales' proceeds. 

4.3 Empirical results 
4.3.1 Sample characteristics 
To examine the above discussed- hypotheses, I use a UK sample of corporate sell-off 

announcements over the period 1993-2000. The sample of 399 events was drawn from 

the Fr Extel cards database and verified by Financial Times. archive news articles. 
Details of asset sales were taken from official announcements made by companies to the 

London Stock Exchange. I include in the sample a UK non-financial listed company 

that have traded for at least one year following the asset sale announcement. In addition, 

the firm should have made only one sell-off announcement in any one year, and it 
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should disclose a selling price of a divested asset and the price should be a minimum of 
ý5.0m. More details on sample firms used in this chapter are provided in Chapter 3. 

4.3.2 Pre-asset sale operating performance 

In this section the results on financial performance, market disciplinary activities and 

cross sectional analysis are reported. 

4.3.2.1 Financial performance 
Table 4-1 compares sample firms with control firms along a number of different 

dimensions underlying the sell-off decision. Since the control firm selection criterion is 

based upon the same pre-event performance, there is naturally an insignificant 

difference in return on assets (ROA) between the sample and control firms. However, 

the data indicate that firms that sell assets tend to have higher debt ratios. This is also 

supported by the interest coverage ratio, which shows that the sample firms had fewer 

ratios relative to control firms; the difference is significantly negative at the 1% level of 

significance. Table 4-1 also shows that sample firms operate in more lines of business 

than control firms, ivith a median of three lines compared with two for the control 
firms. In addition, the median Herfindahl index shows that sample firms were 

significantly less focused than control firms; the difference is significantly negative at the 

1% level. 

Collectively, the information in Table 4-1 suggests that firms that sold off assets during 

the period 1993-2000 were more diversified and had a higher leverage in relation to a 

control sample of firms. Thus, the findings to date suggest that an important role exists 
for corporate re-focusing and lender monitoring in asset sale decisions. 'n-lese findings 

are broadly consistent With past empirical research by John and Ofek (1995), Lasfer el al 
(1996), and Denis and Shome (2005) on the reasons for companies selling assets. 

Table 4-2 reports the industry-adjusted changes in ROA for different periods in the 3 

years prior to asset sales. The results generally show that sample firms exhibited a 
decline in ROA prior to an asset sale, which is statistically sigilificant at the 5% level. An 

analysis of sample firms on the basis of the stated reasons for the asset sale shows that 

loss making, re-focusing and leveraged firms all experienced significantly negative ROA 
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in almost all the periods of the analysis. However, when one examines operating 

performance prior to asset sales in relation to the reported use of proceeds, the results 

are not so strong. Evidence is found of a decline in performance over the 3 years prior 

to the asset sale amongst companies that announced debt repayment as the intended use 

of asset sale proceeds. However, there is no significant evidence of poor performance 

amongst companies that intended to invest the proceeds or to use them for financing 

working capital requirements. In general, die results in Table 4-2 suggest that asset sales 

tend to be associated with a trend of declining performance that goes back at least 3 

years, rather than just with poor performance in the year immediately preceding the 

asset sale. 

Table 4-3, reports the industry-adjusted changes in debt ratio over the 3-year period 

prior to the asset sale year. Sample firms, in general, experienced a marginal increase in 

financial leverage in the period between year -3 and 0. The analysis of financial leverage 

on the basis of the stated reasons for sell-offs shows that loss making and re-focusing 
firms all experienced significantly positive financial leverage in almost all the 3-year 

periods prior to asset sales. As would be expected, the leveraged firms experienced 

significantly positive industry-adjusted changes in debt ratios in each of the 3 years prior 

to the asset sale. An analysis of the differences between samples disaggregated with 

regard to how asset sale proceeds were utilised leads to mixed conclusions. The debt 

repayment sub-sample exhibits significantly positive industry-adjusted changes in debt 

ratios in some of the periods prior to the asset sale. However, on the other hand, the 

investment and financing sub-samples experienced insignificantly negative industry- 

adjusted changes in debt ratios prior to the asset sale. 

Table 4-4 reports results on the industry-adjusted changes in interest coverage ratio over 

the 3-year period prior to the asset sale year. The results are almost similar to those of 

the industry-adjusted changes in debt ratios (reported in Table 4-3). Together with debt 

ratios, these results, therefore, in general, suggest that firms that sold assets over the 

period 1993-2000 experienced financial leverage problems over the 3-year period prior 

to the asset sale year. 
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4.3.2.2 Restructuring, market disciplinary activities and asset sales 

In this section, the market for corporate activities which sample firms undertook prior 

to asset sales and the different kinds of restructuring undertaken are investigated. 

Specifically, CEO turnover, dividend cuts and corporate layoffs are examined as being 

different forms of restructuring activities which an asset sale firm would undertake in 

response to poor performance. High financial leverage is also examined. Second, whilst 

corporate managers rarely admit external threats as reasons for asset sales, empirical 

evidence shows that the market for corporate control often plays an important role in 

firms' restructuring decisions. " On the market for corporate control, an investigation is 

conducted into whether sample firms were subjected to takeover pressures (actual or 

potential), and also into financial distress prior to asset sales. Chapter 3 explains how 

data on market disciplinary activities are collected in this thesis. 

In Table 4-5 pre-asset sale restructuring and the market for corporate activities for asset 

sale firms and matched firms over the year preceding the asset sale are reported. About 

23.6% of sample firms had CEO turnover, compared to 13.0% for control firms over 

the year preceding the asset sale. In addition, sell-off firms experienced more forced 

CEO changes than their control counterparts. This is consistent with the view that new 

managers may have been specifically appointed to reverse the poorly performing 

business strategy of their predecessors (Weisbach, 1995; and Haynes et al., 2000). 

It is interesting to note that both sets of firms experienced the same amount of dividend 

cuts in the year preceding the asset sale. It is also found that 16.5% of sell-off firms 

reduced their number of employees, compared with 3.8% for control firms. In general, 

the results on pre-asset sale restructuring activities suggest that firms undertake other 

activities in response to poor performance and high financial leverage. Concerning 

external threats, 11.8% of sample firms were subjected to takeover pressure compared 

to 3.0% for control firms. In addition, 4.3% of sell-off firms experienced financial 

distress, while the figure was 1.0% for control firms. 

47 The incidence of top Management turnover is significantly higher preceding asset sales carried out in 

response to over-diversification (Berger and Ofek, 1999); and asset sales (Haynes et aZ, 2000; and Denis 

and Shome, 2005). Berger and Ofek (1999) and Denis et al. (1997a) find that sell-offs that increase the 
focus of their operations experience a marked disciplinary event in the year preceding the increase. Denis 

and Shome (2005) find that external threats pressurise managers into downsizing their assets in response 
to poor performance and fmancial leverage. 
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Taken as a whole, these fmdings suggest that the decision to undertake asset sales is also 

activated by lender monitoring and the market for corporate control activity. Thus, 

external and internal monitoring systems work together to ensure that corporate 

managers take decisions which are consistent with shareholder wealth maximization 
Penis and Denis, 1993; Denis el al, 1997a; Berger and Ofek, 1999; and Denis and 
Shome, 2005). 

4.3.2.3 Cross-sectional analysis 

The results so far show that operating performance, the desire to focus operations, the 

financial condition of the firm, and the market for corporate control all influence the 

decision to sell off assets. These factors are now examined within a multivariate setting 

and logistic regressions are carried out to assess the likelihood of a fmn undertaking an 

asset sale. To investigate this, the firm's market value of equity to control for size effects 
is also included. The cross-sectional model which is described in Chapter 3 (equation 

(3.6)) is used. CEO turnover is added in this model. 

In this model a dependent variable that takes on the value of one for asset sale firms and 

zero for control firms. CEO is a binary variable set equal to one where the company 

experienced a change in CEO in the year prior the asset sale, and zero otherwise. " All 

other variables are as discussed in equation (3.6). 

The results of the logistic regressions are presented in Table 4-6. There are four models. 

The first two models differ in the way the firm's focus is measured. The first uses the 

Herfindahl index to measure the focus and the second model uses the number of 

business lines in which a firm operates. In addition, with regard to how die focus is 

measured, Models 3 and 4 contain information on CEO turnover, as well as the market 

for corporate control activity. Except for interest coverage ratio, which is insignificant in 

all four regressions, all other factors are sigificant and with the expected sign. 

The decision to sell assets is negatively related to firm perfonnance., Tbis is consistent 

witli the findings of Denis and Kruse (2000) and Denis and Shome (2005), who 

48 CEO turnover is defined here by Conyon and Florou (2002). 
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together report a high incidence of asset sales following poor performance. While 

Jensen (1993) is critical of. product market discipline as being at best a blunt instrument 

in managerial discipline, it is apparent from the results that declining performance has 

been an important contributory factor in the sample firms' decisions to sell assets. 
However, these results may be reconciled with the argument of Jensen (1993) if poor 

performance has increased the expected costs of financial distress and the resulting 

lender monitoring from debt (Gilson, 1989; and Ofek, 1993). 

It is also found in this study that the likelihood of asset sales increases the level of 
financial leverage in the firm. This is consistent with the view that management would 
like to repay the debt in order to avoid bankruptcy, which in turn could lead to 

management losing its perquisites (Gilson, 1989). In addition, theoretical evidence 

shows that creditors often insist on the divestiture of certain assets as a condition for 

restructuring firms with high financial leverage (Gilson, 1990). Ofek (1993) also shows 

that highly-leveraged firms are forced to sell their assets in order to service their debt 

obligations following poor performance. Furthermore, it is found that die decision to 

sell assets is negatively related to the level of business focus in the firm. This arises when 

asset sales provide a strategy that allows firms to re-focus on their core activities by 

selling off non-core business areas, perhaps to reduce previously poorly performing 
diversification strategies (Denis et al., 1997,, i; and Berger and Ofek, 1999). 

It can also be seen from Table 4-6 that the asset sale decision is positively related to the 

incidence of CEO turnover. This is consistent witli the research done by Weisbach 

(1995), who finds that recently appointed CEOs are more willing to divest poorly 

performing business assets than the previous incumbent CEO. Finally, even after 

controlling (for) other factors, it appears that an asset sale is significantly more likely to 

occur with an external push from the control market. This fmding, which is consistent 

with those of Denis and Shome (2005), is interesting because corporate managers rarely 
declare external threats as reasons for an asset sale. 

In Table 4-7 logistic regressions results for sample firms by the stated reasons for asset 

sales and the uses of proceeds from asset sales are reported. The results are not so 

strong as those of the whole sample, although they show that poor performance, high 
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financial leverage and the need to refocus on core activities are the main reasons for 

undertaking asset sales. Except for the uses of asset sale proceeds sub-samples, where 

there were no observations of CEO turnover and external threats, there is evidence that 

CEO turnover and external threats play a significant role in asset sales related to loss 

making, financial leverage and refocusing. 

Overall, the logistic results are consistent with the managers' statements that they 

undertake asset sales following poor performance, high leverage and excessive 
diversification. The findings with regard to CEO turnover also indicate that new 

managers may have been specifically appointed to reverse the poorly performing 
business strategy of their predecessors. The evidence on the external push from the 

market for corporate control activity suggests that external, as well as internal 

monitoring systems, work; together to discipline the managers. of die poorly performing 
firms. 

Therefore, it is apparent that managers are motivated to sell assets by some combination 

of threats from the managerial labour market (Fama, 1980), lender monitoring (Harris 

and Raviv, 1990), corporate control activity Oensen and Ruback, 1983) and product 

market competition (Hart, 1983). 

4.3.3 Post-asset sale operating performance 

In this section the results over the period following asset sales are presented. 

4.3.3.1 Financial performance 

Consistent with previous research Uohn and Ofek, 1995; and Dems and Shome, 2005), 

the performance of sample firms' remaining assets are measured by comparing 

operating returns In the asset sale year with those in subsequent years. ne results are 

reported in Table 4-8. The firm performance increases in the 3-year period f6flowing the 

asset sale, thus reversing the poor performance in the years before the sale. The 

performance improvements are significantly positive in each of the 3 years after the sale. 
However, these results are restricted only to the sub-samples that 

-indicate 
poor 

performance and high leverage as a motivation for the asset sale. It is apparent that 
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corporate re-focusing asset sales do not consistently lead to improvements M the 

operating performance of die firm's remaining assets. 

Some evidence is also found of improvements in operating performance for firms that 

used asset sale proceeds for debt repayment and financing working capital requirements. 

In addition, firms that used asset sale proceeds for investment experienced a 

significantly negative operating performance over the year following the asset, and an 
insignificantly negative performance for the rest of the period. 

The findings are mixed in relation to those of previous studies in this area. For asset. 

sales in the US between 1986 and 1988, John and Ofek (1995) documented an 
improvement in the operating performance of the seller's remaining assets in each of 

the three years following an asset sale. However, both John and Ofek (1995) and 
Markides (1995) report that for US firms, refocusing divestment is associated with 
improved operating performance. Kang and Shivdasani (1997) produce similar results 

for Japanese firms following a large decline in operating performance. In the present 

study, it is found that re-focusing divestment announcements do not generally lead to an 
increase in operating performance. 

These results also support the free cash flow hypothesis that views the use of proceeds 
for reinvestment as akin to undertaking value-destroying projects and thus serve the 

private benefits of the management Gensen, 1986). These results are also comparable 

with those of Lang et al. (1995), who find that stock price returns upon the 

announcement of an asset sale are discounted when the proceeds are retained for future 

investment. This arises from the agency costs of managerial discretion (Stulz, 1990). 

In Table 4-9 the results of the industry-adjusted changes in debt ratio following asset 

sales are reported. Generally, the results show that the sample firms experienced a very 

slight decline in debt ratios in the years following asset sales. For the stated uses of 

proceeds sub-samples, the industry-adjusted changes In debt ratios are significantly 

negative for the debt repayment sub-sample. The financing sub-sample experiences a 

marginal industry-adjusted change in debt ratios which decline over the 3 years post- 

asset sale. It is interesting to note that the investment sub-sample exhibits a significant 
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increase in industry-adjusted change in debt ratios over some of the 3 years post-asset 

sale. This suggests that, amongst these firms at least, asset sales are part of a wider 

process of raising finance for future investment. 

In Table 4-10 the results of the industry-adjusted changes in interest coverage ratio over 

the years following the asset sale are reported. In general, the results are similar to 

industry-adjusted changes in debt ratios. There is a marginal improvement in interest 

coverage ratio for the sample firms in the years following" asset sales. It is also found 

that, for the stated uses of proceeds sub-samples, the industry-adjusted changes in 

interest coverage ratio are significantly positive for the debt repayment sub-sample. The 

leverage results are consistent with the findings of Denis and Shome (2005), who show 

that asset-downsizing firms in the US have higher debt ratios than their industry 

counterparts in the years prior to asset sales. Denis and Shome also report an 
insignificant decline in debt ratios over the three years following asset sales. 

4.3.3.2 Sensitivity check 

It has been shown-, in general, that there is performance improvement following an asset 

sale. Are these findings attributable to asset sales or simply due to a mean reversion in 

earnings? To investigate this, a sensitivity check is conducted by comparing the return 

on assets for control firms against those of sell-off firms. Barber and Lyon (1996) show 

that matching sample firms to firms with similar performance before an event help to 

control the mcan-reversion tendency of a performance measure. Chapter 3 explains how 

control firms are constructed in this thesis. The results are presented in Table 4-11. The 

first column displays performance improvements over various time periods for the asset 

sale firms, with the second column displaying similar information for the control 

sample. The last column lists the p-values for a test of differences between samples. On 

average, the results show that the observed performance improvements are attributable 

to asset sales and not to mean reversion in earnings. 

4.3.3.3 Changes in corporate focus following asset sales 

I also MVestigate whether asset sales lead to a more focused business entity, and find 

that firms tend to become more focused over the year following the asset sale in relation 

to the year prior to asset sales (Table 4-12). Specifically, I report that the median fines of 
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business of sample firms decrease from 3.0 from the year -1 to 2.5 in the year +1. The 

median difference is significantly at the 1% level of significance. In addition, the median 

Herfindahl index increases from 0.62 in the year before the sale to 0.66 in the year 

afterwards, which is significant at the 1% level of significance. Tlius, while re-focusing 

has not been found to correlate with improved operating performance, it is apparent 

that it still provides an important motivation for asset sales by UK companies. 

4.3.4 Stock returns 
In this section the results of abnormal stock returns for sample firms that announced a 

sale of assets during the period 1993-2000 are reported. In the first part, the results of 

abnormal stock returns surrounding the announcements of asset sales are gAren. 

Secondly, the results in relation to the operating performance and stock returns are 

presented. Finally, the results on long run stock returns following asset sales are 

reported. 

4.3.4.1 Market response to asset sale announcements 
Abnormal stock returns surrounding asset sale announcements are defined as the 

difference between firms' daily returns and daily returns on the FT All Shares index. The 

FT All Shares index is used as the proxy to the market portfolio. " The analysis is 
divided into three main areas: all asset sale announcements; the stated reasons for asset 

sales; and the uses of asset sale proceeds. 

(a) All asset sale announcements 
Average abnormal returns on a day of the asset sale announcements and mean 

cumulative abnormal returns in various periods surrounding the asset sale 

announcements are presented in Table 4-13, panel A. The mean cumulative abnormal 

returns in the period (-l, 1) are 0.75% (p-value = 0.001). These results suggest that the 

announcement of a corporate asset sale conveys positive information to the market. The 

positive market reaction suggests that investors perceive the asset sale as a way for the 
firm to take actions aimed at improving performance, in particular through the 

reduction of financial leverage or excessive diversification. 

49 Abnormal returns were also computed using the market model and the mean adjusted methods. The 
results are not significantly different. 
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(b) Stated reasons for asset sales 
Panel B of Table 4-13 reports results on the market reaction to announcements of asset 

sales on the basis of the different stated reasons for asset sales. The results of the 

sample firms by the stated reasons for the asset sale are similar across classifications. All 

sub-samples experience significantly positive abnormal returns in the periods 

surrounding the asset sale announcement. 

These results -are generally consistent with those of John and Ofek (1995) and Lasfer et 

al (1996). However, unlike John and Ofek (1995), there is evidence that the positive 

abnormal returns are also associated with firms that sell assets in response to poor 

performance and high financial leverage. In addition, Lasfer el al (1996), who examine 
UK asset sell-offs, report that sigiiificantly higher returns are associated with higher 

levels of debt, especially in the case of distressed firms. They conclude that in the UK 

the main benefit from divestitures comes from the resolution of financial distress. 

Unlike Lasfer el al. (1996), there is evidence that reversing a trend of declining 

performance and a reduction in excessive diversification are also benefits from 

divestitures for those UK firms that announced asset sales. 

(c) Uses of asset sale proceeds 
The abnormal stock returns for sample firms on the basis of the uses of asset sale 

proceeds are reported in panel C of Table 4-13. The market is seen to react positively to 

firms which state that they are using the proceeds to service debt, but there is little 

evidence that stock prices are significant upon the announcement of asset sales that are 

used to finance either investment or working capital requirements. The use of asset sale 

proceeds results of debt repayment and investment sub-samples are consistent witli the 

financing hypothesis of Lang el al. (1995), which predicts that asset sale proceeds will be 

, 
discounted by investors when retained by the selling firms, owing to the agency costs of 

managerial discretion Oensen, 1986; and Stulz, 1990). 

4.3.4.2 Relation between operating performance and stock returns 
In addition to the abnormal stock returns surrounding asset sale announcements, this 

stud), also examines the cross-sectional determinants of the announcement period of the 
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abnormal stock price returns. John and Ofek (1995) argue that in an efficient capital 

market, the positive stock price reaction to an announcement of asset sales will reflect 

an increase in expected cash flows ftom the seller's remaining assets. Therefore, one 

would expect a positive correlation between the stock price reaction to the-asset sale and 

subsequent changes in operating performance. In addition, Lasfer el al. (1996) find that 

the main benefit from asset sales by UK companies arises as a result of the resolution of 
financial distress. Therefore, die role of leverage following asset sales is examiined. To 

examine this, I control for pre-asset sales performance, debt ratio and diversification; 

and, in addition, for post-divestiture diversification and the firm's size as being the 

natural logarithm of the market value of the selling firm's equity at the financial year-end 

prior to the sale. 

The results are reported in Table 4-14. There are two models that differ on how 

diversification is measured. Nlodel 1 measures diversification by using the Herfindahl 

index and Model 2 uses the number of segments in which firms operated. All variables 

except the market value of equity are adjusted for industry effects. The results show that 

stock price responses to asset sale announcements are positively correlated with 

subsequent improvements in operating performance. This arises where a positive stock 

price reaction reflects rational anticipation by investors of later improvements in 

operating performance. Furthermore, it is also found that the stock price reaction to 

asset sales is inversely related to the post-sale industry-adjusted change in the sample 
firm's debt ratio. It thus appears that the stock price reaction to asset sale's by UK 

companies is positive and contingent upon lender monitoring as part of the process of 

resolving financial distress. Finally, and unexpectedly, I find a positive relation between 

the stock price reaction to asset sales and pre-sale industry-adjusted change in debt ratio. 
This suggests that managers do not disclose all firms' information to the public (Myers 

and Nlajluf, 1984). 

4.3.4.3 Long run stock returns 
As a final test, the long run stock returns following asset sales are examined in this 

section. In the previous section, it has been seen that the market reacts positively to 

asset sale announcements and that there is a positive relation between abnormal returns 

and post-asset sale operating performance. This raises the obvious question of whether 
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the initial market reactions are reversed over time. Using the buy-and-hold strategy, " the 

excess returns are measured following asset sales against the matching firms constructed 

on the basis of size and industry at the financial year-end prior to the sale. 

The results are presented in Table 4-15. 'Me firms' -long run stock returns are 
insignificantly different from those of control firms over the year following the asset 

sale. However, over the 2nd and 3rd years, the sample firms under-performed when 

compared to the control firms. The underperformance is significant at the 5% level of 

significance. When sample firms are examined on the basis of the stated reasons for 

asset sales (panel B of Table 4-15), the observed underperformance is strong for 

leveraged and loss-making sub-samples; also the refocusing sub-sample does not under- 

perform when compared to control firms in years 1 and 2 following die sale. The 

significant underperformance for this sub-sample is observed in year 3. 

Furthermore, the results of long run stock returns of the sample firms on the basis of 

use of asset sale proceeds are mixed (panel C of Table 4-15). The firms that used 

proceeds to repay debts under-performed in comparison to the control firms in years 2 

and 3 post-sale. These results are consistent widi those of Lee and Lin (2004). However, 

there is an insignificant underperformance for firms that used the proceeds for re- 
investment as well as for financing working capital needs. However, Lee and Lin (2004) 

document positive long-run return performance for the re-investment sub-sample. My 

findings suggest that a positive market reaction to the asset sale announcement lacks a 

permanent revaluation (Afshar el al., 1992 ). It is apparent, therefore, that the market 
benefit of asset sales is short-lived. However, due to problems with the findings on long 

run stock returns following different corporate events, these results need to be 

interpreted witli care. 

Barber and Lyon (1997), Kothari and Warner (1997) and Lyon el al (1999), among 

others, suggest that the findings of long - run stock returns of firms can be sensitive to 

the procedures used. However, the authors could not find a better methodology for 

examining the long run stock returns. Fama (1998) notes that tests of market efficiency 

50 See Chapter 3 on this methodology 
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are always contaminated by a bad-model problem. " To the best of my knowledge, this 
is the first study to examine the long run stock returns following asset sales; therefore, I 

have at least provided a basis for future research. 52 

4.4 Summary and conclusion 

The performance changes of 399 UK non-financial firms that announced asset sales 

over the period 1993-2000 are examined. TI-iis study is distinctive in three ways: first, 

data from a market that is relatively unexplored - the UK - is examined. Second, the 

sample firms' performance in the years prior to, and post-asset sale is appraised. An 

analysis of this type provides insights not only into the reasons why firms undertake 

asset sales, but also as to whether selling assets is an effective strategy. Third, focus is 

placed on firms that announced asset sales, for whatever reason. This departs from 

previous studies that examine asset sales on the basis of refocusing (Berger and Ofek, 

1999; John and Ofek, 1995; and Markides, 1995); large asset downsizing (Haynes el al., 
2000,2002; and Denis and Shorne, 2005); financial distress (Lasfer, 1996); and in 

response to poor performance (Kang and Shivdasani, 1997; and Denis and Kruse, 

2000). 

Consistent with the findings of most previous studies, evidence is provided that asset 

sales are preceded by poor performance, high levels of financial leverage, low liquidity, 

and occur in relatively diversified firms. It is also apparent, however, that companies 

may have been forced to sell assets owing to pressure from lenders, and from external 

product, corporate and labour markets. Following asset sales, the operating performance 

of firms tends to improve. There is also a reduction in financial leverage, and firms 

become more focused. 

There are several potential reasons for the increase in post-asset sale performance. One 

explanation is related to the factors underlying the asset sale itself. Asset sales reverse 
the trend of declining performance in firms and thus business operations are more likely 

to be rendered economically viable after a disposal of under-performing assets. Asset 

51 See Fama (1998) for more details. 
51 Exceptional to this is the study by Lee and Lin (2004), who examine the long-run return performance 
folloNving sell-off announcements of UK companies that apply the proceeds either for debt reduction or 
investment. 
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sales may also raise cash for servicing debt, which in turn reduces bankruptcy costs; and 

reducing the likelihood of bankruptcy brings about more investment opportunities. In 

addition, the threat caused by a failure to make debt service payments serves as an 

effective motivating force to make organizations more efficient Gensen, 1986; and Stulz, 

1990). 

Ile findings in this chapter provide evidence that managers pursue asset restructuring 

strategy in response to discipline from lender monitoring, product and corporate 

markets, and markets for managerial labour. However, it is unclear whether managers 

under this 'forced sell-offs' receive reserve price for their assets. This is the nature of the 

problem further research in this area would consider in the future. 

In the next Chapter the thesis investigates another form of corporate restructuring that 

relates to financial actions, dividend cuts. The decision to cut dividends affects bodi the 

value of claims and the cash flow distribution of the firm's owners. 
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Table 4-1: Descriptive statistics for sample versus control firms prior to asset 

sale year 

The table reports the mean [median] for selected financial variables at the financial-end 

prior to asset sales for a sample of 399 UK non-financial firms that announced a sale of 

non-financial assets over the period 1993-2000. ROA is defined as earnings before 

interest, tax, depreciation, and amortization divided by total assets. Debt ratio is the 

ratio of total debt to total assets. Interest coverage ratio is defined as the ratio of pre-tax 

profit, plus total interest charges divided by total interest charges. The number of 

segments relates to the number of reported 3-cligit SIC lines of business that sample 
firms operated in. The Herfindahl Index is calculated as the sum of segments' sales 

squared divided by total sales squared, where sales are defined as the 3-digit SIC level. P- 
I 

values of a two-tailed Sludent's 1-lest for the means and a two-tailed Irlilcoxon sz:, gned rank 

test for the medians are reported in parenthesis. 

Variable Sample firms Control firms Difference 
(1) (2) (3) (4) = (2) - (3) 

Observations 399 399 399 
ROA 0.1074 (0.000) 0.1118 (0.000) -0.0044 (0.050) 

[0.1250 (0.000)] [0.1300 (0.000)] [0.000 (0.131)] 
Debt ratio 0.2514 (0.000) 0.1777 (0.000) 0.0738 (0.000) 

[0.2250 (0.000)] [0.1650 (0.000)] [0.0600 (0.000)] 
Interest coverage 7.22 (0.000) 15.64 (0.000) -9.42 (0.027) 

[4.940 (0.000)] [6.935 (0.000)] [-1.665 (0.001)] 
Number of segments 2.9396 (0.000) 1.9917 (0.000) 0.9800 (0.000) 

[3.000 (0.000)] [2.000 (0.000)] [1.000 (0.000)] 
Herfindahl index 0.5943 (0.000) 0.7418 (0.000) -0.1501 (0.000) 

[0.597 (0.000)] [0.7503 (0.000)] [-0.1598 (0.000)] 
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Table 4-2: Changes in operating performance prior to asset sales 

The table reports mean [median] changes in the industry-adjusted return on assets 
(ROA) prior to asset sales for a sample of 399 UK non-financial firms that announced a 

sale of a non-financial asset during the period 1993-2000. ROA is defined as earnings 
before interest, tax, depreciation and amortization (EB11DA), divided by total assets. 
The fractions of all changes that are positive are reported below the medians. 
Cumulative is defined as the difference between year 0 and the median of year -1, -2, 
and -3. P-values of a two-tailed Sludenis Nesl for the means and a two-tailed Eilcoxoli 

si , glied rank lest for the medians are reported in parenthesis. 

Windows Whole sample Loss making Focusing Leveraged 
[N = 3911 [N = 2751 [N = 2651 [N = 1981 

A-3 TO 0 -0.023 (0.232) -0.045(0.094) 
_ 

-0.010 (0.512) -0.040 (0.005) 
[-0.010 (0.033)] [-0.031 (0.000)] f-0.014 (0.011)] [-0.032 (0.000)] 

46.4 37.3 43.1 37.8 
A-2 TO 0 -0.025 (0.114) -0.049 (0.025) -0.012 (0.207) -0.035 (0.005) 

[-0.009 (0.030)] f-0.027 (0.000)] [-0.010 (0.042)] [-0.024 (0.000)] 
45.4 33.9 43.4 35.9 

A-1 TO 0 -0.008 (0.561) -0.028 (0.154) 0.004 (0.691) -0.034 (0-009) 
[-0.004 (0.293)] [-0.026 (0.000)] [-0.004 (0.420)] [-0.029 (0.000)] 

45.2 28.1 43.4 31.5 
Cumulative -0.031 (0.049) -0.056 (0.010) -0.018 (0.037) -0.045 (0.000) 

[-0.011 (0.002)] [-0.030 (0.000)] [-0.012 (0.006)] [-0.029 (0.000)] 
43.5 30.2 41.9 32.3 

(Continued) 

Windows Debt repayment Investment Financing 
[N 128] [N 551 

A-3 TO 0 -0.035 (0.060) 0.061 (0.319) -0.009 (0.689) 
[-0.018 (0.044)] [0.012 (0.380)] [-0.002 (0.862)] 

43.2 59.3 50.0 
A-2 TO 0 -0.023 (0.170) 0.026 (0.121) 0.001 (0.967) 

[-0.009 (0.325)] [0.007 (0.317)] [0.002 (0.794)] 
46.9 58.2 55.6 

A-1 TO 0 0.001 (0.953) 0.028 (0.082) 0.001 (0.958) 
[-0.005 (0.574)] [0.011 (0.140)] [0.003 (0.862)] 

45.3 58.2 44.4 
Cumulative -0.032 (0.054) 0.017 (0.280) -0.008 (0.685) 

[-0.016 (0.022)] [0.007 (0.397)] [-0.001 (1.000)] 
41.4 56.4 55.6 
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Table 4-3: Changes in financial leverage prior to asset sales 

The table reports mean [median] changes in industry-adjusted debt ratio prior to asset 

sales for a sample of 399 UK non-financial firms that announced a sale of a non- 
financial asset during the period 1993-2000. The debt ratio is defined as the ratio of total 

debt to total assets. The fractions of all changes that are positive are reported below the 

medians. Cumulative is defined as the difference between year 0 and the median of year 

-1, -2, and -3. P-values of a two-tailed Student's mest for the means and a two-tailed 

117ilcoxon si ,,, glzed ralik lest for the medians are reported in parenthesis. 

Windows Whole sample Loss making Focusing Leveraged 
[N = 3931 [N = 2751 [N = 2661 [N = 1981 

A-3 TO 0 0.016 (0.097) 0.027 (0.026) 0.028 (0.015) 0.052 (0.001) 
[0.013 (0.059)] [0.023 (0.004)] [0.019 (0.015)] [0.042 (0.000)] 

51.3 54.4 54.3 61.4 
A-2 TO 0 0.005 (0.553) 0.013 (0.279) 0.016 (0.115) 0.043 (0.002) 

[0.003 (0.548)] [0.012 (0.089)] [0.009 (0.174)] [0.035 (0.000)] 
51.3 54.8 53.6 67.0 

A-1 TO 0 0.009 (0.120) 0.018 (0.017) 0.013 (0.082) 0.045 (0.000) 
[0.002 (0.571)] [0.007 (0.158)] [0.006 (0.246)] [0.033 (0.000)] 

49.4 49.8 52.7 66.8 
Cumulative 0.010 (0.181) 0.020 (0.049) 0.021 (0.032) 0.046 (0.000) 

[0.005 (0.257)] [0.014 (0.024)] [0.012 (0.045)] [0.035 (0.000)] 
51.4 54.2 54.9 66.2 

(Continued) 

Windows Debt repayment Investment Financing 
[N = 128] [N = 551 [N = 181 

A-3 TO 0 0.053 (0.011) -0.007 (0.806) -0.034 (0.210) 
[0.042 (0.001)] [-0.011 (0.426)] [-0.040 (0.139)] 

60.5 41.5 27.8 
A-2 TO 0 0.041 (0.033) -0.020 (0.446) -0.009 (0.682) 

[0.029 (0.010)] [-0.023 (0.066)] [-0.015 (0.486)] 
58.6 41.8 38.9 

A-1 TO 0 0.016 (0.230) 0.011 (0.515) 0.001 (0.931) 
[0.007 (0.379)] [-0.004 (0.684)] [0.000 (0.965)] 

52.8 50.9 50.0 
Cumulative 0.040 (0.023) -0.009 (0.712) -0.010 (0.594) 

[0.026 (0.010)] [-0.015 (0.213)] [-0.020 (0.258)] 
58.6 43.6 27.8 
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Table 4-4: Changes in interest coverage ratio prior to asset sales 

The table reports mean [median] changes in industry-adjusted interest coverage ratio 

prior to asset sales for a sample of 399 UK non-financial firms that announced a sale of 

a non-financial asset during the period 1993-2000. Interest coverage ratio is defined as 

the ratio of pre-tax profit, plus total interest charges divided by total interest charges. 
Ile fractions of all changes that are positive arc reported below the medians. 
Cumulative is defined as the difference between year 0 and the median of year -1, -2, 

and -3. P-values of a two-tailed Sludeni's Nesl for the means and a two-tailed Filcoxon 

si gned rank test for the medians are reported in parenthesis. 

Windows Whole sample Loss making Focusing Leveraged 
[N. = 3861 = 2711 [N = 2661 [N = 1961 

A-3 TO 0 -1.80 (0.322) -4.87 (0.038) -2.31 (0.263) -3.13 (0.273) 
[-0.733 (0.038)] f-2.105 (0.000)] [-0.730 (0.051)] [-1.968 (0.000)] 

44.3 36.1 42.6 38.5 
A-2 TO 0 -2.28 (0.321) -5.80 (0.061) -1.36 (0.335) -0.65 (0.724) 

[-0.480 (0.121)] [-1.760 (0.000)] [-0.505 (0.110)] [-1.605 (0.001)] 
45.6 37.0 43.7 38.8 

A-1 TO 0 1.40 (0.308) -0.32 (0.857) -1.00 (0.464) 0.38 (0.813) 
[-0.175 (0.503)] [-1.260 (0.001)] [-0.220 (0.467)] [-1.538 (0.000)] 

45.8 36.2 44.8 33.8 
Cumulative -2.03 (0.368) -5.24 (0.084) -1.65, (0.221) -0.40 (0.828) 

[-0.600 (0.027)] [-1.775 (0.000)] [-0.625 (0.028)] [-1.795 (0.000)] 
44.0 35.1 41.9 35.2 

(Continued) 
Windows Debt repayment Investment Financing 

[N 128] [N = 551 [N 181 
A-3 TO 0 -3.26 (0.008) 1.15 (0.714) -2.73 (0.483) 

[-1.930 (0.001)] [0.005 (1.000)] [0.995 (0.459)] 
36.8 48.1 61.1 

A-2 TO 0 -2.30(0 *11 5) -12.1 (0.369) -0.13 (0.941) 
[-1.160 (0.030)] [0.368 (0.627)] [0.930 (0.433)] 

40.4 49.1 72.2 
A-1 TO 0 -0.62 (0.564) 0.55 (0.840) 0.17 (0.896) 

[-0.520 (0.265)] [-0.2325 (0.712)] [-0.050 (0.862)] 
44.8 43.6 38.9 

Cumulative -1.82 (0.090) -10.8 (0.405) -0.17 (0.920) 
[-1.335 (0.004)] [0.120 (0.850)] [0.850 (0.446)] 

37.1 45.5 66.7 
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Table 4-5: Pre-asset sales restructuring and corporate control activities 

The table reports restructuring and corporate control activities undertaken by sample 

and control firms over a period of 12 months prior to asset sales for a sample of 399 

UK non-financial firms during 1993-2000. Data on CEO turnover, dividend cuts and 
layoffs are collected as reported in Chapter 3. Takeover pressure is where the company 

experienced an actual or potential takeover threat. Financial distress is defincd as a 

situation when a firm reorganizes its debt or undertakes debt restructuring. 

Sample ir Control firms 
Activity N Fraction (/o) N Fraction Clo) 
CEO turnover 94 23.6 52 13.0 

- Forced changes 58 14.5 23 5.8 

- Normal changes 36 9.0 29 7.3 
Dividend cuts 31 7.8 31 7.8 
Corporate layoffs 66 16.5 15 3.8 
Takeover activities 47 11.8 12 3.0 
Financial distress 17 4.3 4 1.0 
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Table 4-6: Logit regression results of the determinants of asset sales 

The table reports the results of logistic regressions of the determinants of asset sales for 
a sample of 399 UK non-financial firms that announced the sale of a non-financial asset 
over the period 1993-2000. Asset sale is a binary dependent variable that takes on the 
value of one for asset sale firms, and zero for non-asset sale control firms. ROA is the 
ratio of earnings before interest, tax, depreciation and amortization, divided by total 
assets. DEBT is the ratio of total debt to total assets. Interest coverage ratio (ICONO is 
the ratio of pre-tax profit and interest charges to interest charges. FOCUS relates to the 
number of reported 3-digit SIC lines of business (SGS) that sample firms operated in 
(Model (2) and Model (4)), and a Herfindahl index (HI) of revenue concentration 
(Model (1) and (3)). The HI is calculated as the sum of a segment's sales squared divided 
by total sales squared, where sales are defined at the 3-digit SIC level. Ln (I\fXo is the 
natural logarithm of the company's market value of equity. CEO is a binary variable set 
equal to one, where the company experienced a change in CEO over the year prior to 
the asset sale, and zero otherwise. Takeover pressure (TP, 'No is a binary variable set equal 
to one, where the company experienced a takeover threat over the 12 months prior to 
asset sales, and zero otherwise. Financial distress (DSTRS) is a binary variable set equal 
to one, where the company experienced a financial distress in the year prior to asset 
sales, and zero other%vise. All continuous variables are measured at the financial year-end 
prior to the asset sale. P-values for two-tailed tests of significance are reported in 
parenthesis. 
Asset Sale = oc + PROA +P2DEBT +P31COV + P4FOCUS +P5Ln (NRý +P6CEO + 

0jI, '-'\T+ ý,, DSTRS +e 
Variable Model 1 Model 2 Model 3 Model 4 
Constant -2.121 (0.000) -3.175 (0.000) -2.271 (0.000) -3.319 (0.000) 
ROA -1.630 (0.003) -1.342 (0.027) -1.378 (0.020) -1.166 (0.071) 
DEBT 1.928 (0.000) 1.982 (0.000) 1.792 (0.000) 1.787 (0.001) 
lCOV -0.000 (0.692) -0.000 (0.680) -0.001 (0.755) -0.000 (0.745) 
HI -1.066 (0.000) -1.077 (0.000) 
SGS 0.226 (0.001) 0.229 (0.001) 
Ln (Nf V) 0.530 (0.000) 0.484 (0.000) 0.524 (0.000) 0.478 (0.000) 
CEO 0.463 (0.044) 0.401 (0.084) 
TKINT 1.132 (0.003) 1.482 (0.001) 
DSTRS 1.769 (0.012) 1.483 (0.040) 
Log-lik-elihood -420.5 (0.000) -404.1 (0.000) -408.5 (0.000) -391.6 (0.000) 
Observations 798 798 798 798 
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Table 4-7: Logit regression results on the basis of stated reasons and use of 

asset sale proceeds 

The table reports the results of logistic regressions of the determinants of asset sales for 

a sample of 399 UK non-financial firms that announced asset sales during the period 
1993-2000 on the basis of stated reasons for and uses of proceeds from asset sales. All 

variables are as defined in Table 4-6. A firm's diversification is measured by the 

Herfindahl index (results do not change significantly when diversification is measured 
by the number of reported fines of business). All continuous variables are measured at 

the financial year-end prior to the asset sale. P-values for two-tailed tests of significance 

are reported in parenthesis. 

Stated reasons for asset sales Uses of asset sales) proce ds 
Variable Loss Re- Leveraged Debt Re- Financing 

making focusing repayment investment 
Constant -2.295 -2.412 -2.858 -1.233 -0.907 -3.996 

(0.000) (0.000) (0.000) (0.046) (0.384) (0.112) 
ROA -0.985 -1.759 -0.937 0.907 -3.041 11.80 

(0.090) (0.035) (0.357) (0.499) (0.176) (0.344) 
DEBT 1.735 2.152 2.511 2.319 2.539 6.554 

(0.003) (0.001) (0.001) (0.008) (0.088) (0-198) 
ICONT -0.001 0.003 -0.010 -0.031 0.010 -0.224 

(0.829) (0.540) 
. 

(0.202) (0.115) (0.163) (0.64) 
FOCUS -0.701 -1.602 -0-894 -1.478 -2.075 -3.616 

(0.043) (0.000) (0.042) (0.005) (0.024) (0.154) 
Ln (NM 0.478 0.577 0.586 0.364 0.451 0.886 

(0.000) (0.000) (0.000) (0.000) (0.001) (0.011) 
CEO 0.570 0.769 0.620 
turnover (0.032) (0.010) (0.059) 
TKNT 0.886 0.777 1.087 

(0.049) (0.124) (0.061) 
DSTRS 1.680 2.465 1.498 

(0.048) (0.036) (0-087) 
Log- -291.1 -257.6 -190.7 -136.4 -56.5 -13.5 
likelihood (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
N 550 536 396 256 108 36 
*- the same number of observations 
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Table 4-8: 'Changes in operating performance in the post-asset sale period 

The table reports mean [median] changes in the industry-adjusted return on assets 
(ROA) following asset sales for a sample of 399 UK non-financial firms that announced 

the sale of a non-fmancial asset during the period 1993-2000. ROA is defined as 

earnings before interest, tax, depreciation and amortization (EBITDA), divided by total 

assets. The fractions of all changes that are positive are reported below die medians. 
Cumulative is defined as the difference between the median of year +1, +2, and +3; and 

year 0. P-values of a two-tafled Student's Nest for the means and a two-tafled Eilcoxon 

signed rank test for the medians are reported in parenthesis. 

Windows Whole sample Loss making Focusing Leveraged 
[N = 3691 [N = 2621 61 [N = 1901 

AO TO +1 0.015 (0.473) 0.032 (0.285) -0.002 (0.929) 0.007 (0.776) 
[0.005 (0.189)] [0.019 (0.000)] [0.008-(0.106)] [0.016 (0.007)] 

53.7 62.6 55.7 62.6 
AO TO +2 0.021 (0.313) 0.041 (0.156) 0.020 (0.027) 0.029 (0.062) 

[0-004 (0.394)] [0.017 (0.006)] [0.008 (0.126)] [0.021 (0.005)] 
51.6 58.8 54.5 58.0 

AO TO +3 0.012 (0.614) 0.028 (0.390) 0.002 (0.924) 0.007 (0.786) 
[0.006 (0.308)] [0.020 (0.002)] [0.009 (0.174)] [0.024 (0.007)] 

54.5 62.1 56.0 62.0 
Cumulative 0.029 (0.117) 0.049 (0.059) 0.020 (0.017) 0.037 (0.005) 

(0.007 (0.050)] [0.019 (0.000)] [0.009 (0.034)] [0.022 (0.000)) 
53.9 61.8 56.5 61.1 

(Continued) 
Windows Debt repayment Investment Financing 

19] [N 551 [N 181 
AO TO +1 -0.003 (0.935) -0.116 (0.142) 0.002 (0.959) 

[0.013 (0.135)] [-0.022 (0.047)] [0.007 (0.794)) 
56.3 41.2 55.6 

AO TO +2 0.023 (0.262) -0.007 (0.722) 0.028 (0.133) 
[0.011 ý0.292)j [-0.010 (0.418)] [0.025 (0.130)] 

56.3 41.7 64.7 
AO TO +3 0.024 (0.235) -0.016 (0.367) 0.049 (0.065) 

[0.019 (0.081)] [0.002 (0.996)] [0.031 (0.093)] 
57.3 51.1 62.5 

Cumulative 0.034 (0.044) -0.026 (0.107) 0.036 (0.046) 
[0.014 (0.050)] [-0.011 (0.199)] [0.032 (0.085)] 

57.1 45.1 61.1 
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Table 4-9: Changes of debt ratio over the years following asset sales 

The table reports mean [tnedian] changes in the industry-adjusted debt ratio following 

asset sales for a sample of 399 UK non-financial firms that announced the sale of a non- 
financial asset during the period 1993-2000. Debt ratio is defined as the ratio of total 
debt to total assets. The fractions of all changes that are positive are reported below the 

medians. Cumulative is defined as the difference between the median of year +1, +2, 

and +3- and year 0. P-values of a two-tailed Sludent's mest for the means and a two-tailed 

INICOX011 si: gned rank test for die medians are reported in parenthesis. 

Windows Whole sample Loss making Focusing Leveraged 
[N = 3911 5] 

. 
[N = 265] [N = 198] 

AO TO +1 0.007 (0.335) 0.006 (0.495) 0.010 (0.274) 0.004 (0.775) 
f-0.005 (0.207)] [-0.005 (0.256)] [-0.005 (0.391)] [-0.010 (0.107)] 

41.0 40.5 41.7 38.9 
AO TO +2 0.015 (0-172) 0.015 (0.290) 0.012 (0.314) 0.010 (0.587) 

[0.000 (0.883)] [-0.005 (0.666)] [-0.005 (0.652)] [-0.015 (0.170)] 
46.1 47.1 43.8 42.7 

AO TO +3 0.003 (0.810) 0.005 (0.753) -0.006 (0.559) -0.012 (0.556) 
[-0.005 (0.493)] [-0.005 (0.670)] [-0.010 (0.309)] [-0.020 (0.088)] 

46.2 46.5 44.8 40.9 
Cumulative 0.011 (0.260) 0.012 (0.361) 0.010 (0.315) 0.008 (0.624) 

[-0.003 (0.558)] [-0.003 (0.558)] [-0.004 (0.509)] [-0.012 (0.150)] 
46.9 46.6 44.9 42.1 

(Continued) 
Windows Debt repayment Investment Financing 

81 [N 551 [N 181 
AO TO +1 -0.008 (0.676) 0.042 (0.076) -0.029 (0.101) 

[-0.025 (0.002)] [0.010 (0.300)] [-0.030 (0.107)] 
34.5 52.9 33.3 

AO TO +2 -0.002 (0.950) 0.054 (0.079) -0.009 (0.702) 
[-0.035 (0.004)] [0.020 (0.173)] [-0.005 (0.776)] 

35.1 54.2 47.1 
AO TO +3 -0.018 (0.565) 0.043 (0.134) -0.017 (0.574) 

[-0.035 (0.013)] [0.045 (0.043)] [0.000 (0.938)] 
34.8 58.1 43.8 

Cumulative -0.001 (0.985) 0.054 (0.058) -0.016 (0.400) 
[-0.031 (0.002)] [0.022 (0.108)] [-0.010 (0.632)] 

34.5 56.9 44.4 
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Table 4-10: Changes in interest coverage ratio over the years following asset 

sales 

The table reports mean [median] changes in the industry-adjusted interest coverage ratio 
following asset sales for a sample of 399 UK non-financial firms that announced the 

sale of a non-fmancial asset during the period 1993-2000. Interest coverage ratio is 

defined as the ratio of pre-tax profit, plus total interest charges divided by total interest 

charges. The fractions of all changes that arc positive are reported below the medians. 
Cumulative is defined as the difference between the median of year +1, +2, and +3; and 

year 0. P-values of a two-tailed Student's I-lest for the means and a two-tafled Eilcoxon 

SiTned rank lesl for the medians are reported in parenthesis. 

Windows Whole sample Loss making Focusing Leveraged 
[N = 3911 [N = 275] [N = 2651 [N = 1981 

AO TO +1 -2.33 (0.232) -2.83 (0.201) -0.63 (0.766) -0.05 (0.978) 
[0.205 (0.410)] [0.585 (0.080)] [0.465 (0.088)] [0.665 (0.049)] 

54.7 60.4 57.2 58.8 
AO TO +2 -1.06 (0.581) -1.75 (0.505) 0.72 (0.570) 0.72 (0.809) 

[0.170 (0.646)] [0.428 (0.398)] [0.495 (0.243)] [0.775 (0.141)] 
51.6 54.0 53.4 54.8 

AO TO +3 -0.37 (0.890) -2.12 (0.549) 1.45 (0.642) -2.41 (0.512) 
[0.030 (0.944)] [0.340 (0.447)] [0.325 (0.473)] [0.445 (0.401)] 

50.3 53.6 50.7 51.5 
Cumulative -0.99 (0.506) -1.69 (0.402) 1.49 (0.109) 0.53 (0.771) 

[0.360 (0.187)] [0.690 (0.051)] [0.650 (0.044)] [0.960 (0.016)] 
54.2 58.0 56.0 58.0 

(Continued) 
Windows Debt repayment Investment Financing 

[N 1281 [N = 551 [N 181 
AO TO +1 1.41 (0.099) -11.57 (0.179) 0.28 (0.869) 

[0.525 (0.203)] [0.020 (0.984)] [0.685 (0.486)] 
58.3 57.1 66.7 

AO TO +2 5.53 (0.085) -5.30 (0.413) 3.02 (0.113) 
[1.155 (0.071)] [-0.235 (0.886)] [2.185 (0.368)] 

56.3 48.9 52.9 
AO TO +3 1.43 (0.399) -4.58 (0.486) 6.96 (0.062) 

[1.645 (0.019)] [-0.205 (0.802)] [2.825 (0.103)] 
64.0 43.5 62.5 

Cumulative 1.96 (0.026) -6.74 (0.290) 2.77 (0.080) 
[1.388 (0.007)] [-0.020 (0.996)] [1.345 (0.187)] 

62.0 52.2 62.5 
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Table 4-11: Control firm matched operating performance for sample firms by 

reasons of asset sale 

I'lic table reports on the operating performance for the sample firms by the stated 

reasons for the-asset sale for a sample of 399 UK non-financial firms that announced 

the sale of 'a non-financial asset during the period 1993-2000. ROA is defined as 

earnings before interest, tax, depreciation, and amortiza tion (EBITDA), divided by the 

book value of assets. The significance between sample and control firms is based on the 

I Vlilcoyon si , glied i-ank lest, and p-values are reported in parenthesis. 

Panel A: Return on assets (ROA) for loss making sub-sample 

Time period Sample firms 
median 

Control firms 
median 

p-value of differences 

Observations 274 274 274 
From year -1 to 0 -0.025 (0.000) 0.003 (0.418) 0.009 
From year 0 to +1 0.020 (0.001) 0.002 (0.691) 0.011 
From year 0 to +2 0.010 (0.054) 0.004 (0.397) 0.153 
From year 0 to +3 0.010 (0.117) -0.005 (0.370) 0.071 
Panel B: Return on assets (ROA) for levera. Red sub-sarnple 
Obsen, ations 198 198 198 
From year -1 to 0 -0.027 (0.000) 0.004 (0.213) 0.001 
From year 0 to +1 0.017 (0.005) 0.003 (0.428) 0.259 
From year 0 to +2 0.015 (0.033) 0.001 (0.792) 0.160 
From year 0 to +3 0.014 (0.104) -0.014 (0.054) 0.066 
Panel C: Return on assets (ROA) for focusing sub-sample 
Observations 265 265 265 
From year -1 to 0 -0.003 (0.521) 0.004 (0.318) 0.331 
From year 0 to +1 0.007 (0.107) -0.003 (0.512) 0.155 
From ear 0 to +2 0.002 (0.752) -0.007 (0.170) 0.263 
From year 0 to +3 -0-003 (0.649) -0.014 (0.021) 0.326 
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Table 4-12: Changes in sample firms' focus following asset sales 

The table reports mean [median] changes in the sample firms' focus following asset sales 
for a sample, of 399 UK non-financial firms that announced a sale of non-financial asset 
during the period 1993-2000. The number of segments relates to the number of 

reported 3-digit SIC fines of business that sample firms operated in. The Herfindahl 

index is calculated as the sum of segments' sales squared divided by total sales squared, 

where sales are defined as the 3-digit SIC level. The fractions of all changes that are 

positive are reported in the last column. P-values of a hvo-tailed Shideni's Nest for the 

means and a two-tailed Wlihxon si. , 
ýned rank lest for the medians are reported in 

parenthesis. 

Descriptions N Mean Median % Positive 
Number of lines of business 
Year -1 389 2.9897 (0.000) 3.000 (0.000) 
Year +1 374 2.8021 (0.000) 2.500 (0.000) 
Changes (-l to +1) 361 -0.1967 

(0.001) 
-0.000 (0.001) 17.2% 

Sales-based on Herfindalil 
index 
Year -1 389 0.6128 (0.000) 0.6152 (0.000) 
Year +1 1 3741 0.6518 (0.000) 0.6558 (0.000) 
Changes (-1 to +1) 1 361 1 0.0387 (0.000) 0.0224 (0.000) 51.5% 
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Table 4-13: Abnormal returns around asset sale announcements 

This table presents the abnormal returns surrounding asset sale announcements for a 

sample of 399 UK non-financial firms during the period 1993-2000. Panel A reports 

abnormal returns for the whole sample. Panel B presents the abnormal returns for 

sample firms by the stated reasons for the asset sale. Panel C reports the abnormal 

returns of sample firms on the basis of the use of asset sale proceeds. P-values of a two- 

, giied wak lest for the tailcd Student's Nest for the means and a two-tafled li'lilcoxon si 

medians are reported in parendiesis. 

Panel A: Whole sample 
Statistic CAR (1,0) AAR (0) CAR (1,1) 
Mean % 0.499 (0.007) 1.125 (0.009) 0.745 (0-001) 
Median % 0.262 (0.013) 0.515 (0.000) 0.376 (0.004) 
% +Ve 56.0 57.9 53.8 

Panel B: Reasons for asset sale 
Focus firms Leveraged firms Loss-ma g firms 

Statistic AAR (0) CAR (-l, 1) AAR (0) CAR (-1, 
1) 

AAR (0) CAR (-l, 1) 

Mean % 1.159 
(0.000) 

0.920 
(0.002) 

0.902 
(0.005) 

0.790 
(0.013) 

1.02 
(0.000) 

0.93 
(0.001) 

[TI-eclian 

% 
0.550 

(0.000)- 
0.467 

(0.006) 
0.550 

(0.003) 
0.40 

(0.031). 
0.60 

(0.000) 
0.06 

(0.000) 
-iýý +ve 58.2 53.4 56.8 55.2 56.1 57.3 

Panel C: Uses of asset sale nroceeds 
Debt repayment Investment Financing 

Statistic (N = 129 (N = 55) (N = 18) 
AAR CAR (1, AAR (0) CAR (-l, 1) AAR (0) CAR (-l, 1) 

(0) 1) 
Mean % 1.276 1.060 0.90 0.584 0.87 -0.40 

(0-008) (0.049) (0.230) (0.251) (0.558) 
Nledian 0.700 0-750 0.40 0.367 0.35 -0.42 
% (0-003) (0.003) (0.195) (0.285) (0.523) (0.3 6) 
% +Ve 57.1 59.5 52.7 60.0 50.0 33.3 
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Table 4-14: Relation between operating performance and stock returns 

The table reports an OLS regression of the relation between the announcement period 

of abnormal stock price returns and the industry-adjusted financial characteristics for a 

sample of 399 UK non-financial firms that announced the sale of a non-financial asset 
during the period 1993-2000. Industry adjustments are made by deducting the median 

value for the relevant financial ratio of all firms operating in the same industry group 
from the value of the financial ratio for the sample firm. 'ne pre-assct sale is a period 

that covers years -3 to 0 relative to the asset sale, and the post-asset sale period covers 

years 0 to +3 relative to the asset sale. IROApre and IROApost is an industry-adjusted 

ROA over three years prior to and following asset sales, respectively. IDEBT is an 
industry-adjusted debt ratio over the period prior to (pre) and foHoxving (post) asset 

sales. Focus is an industrial diversification measured by the Herfindahl Index (Model 1) 

and the number of segments in which firms operated (Model 2). Ln (MV) is the natural 
logarithm of the company's market value of equity, measured at the financial year-end 

prior to the asset sale announcement. Focus in Model 1 is measured by Herfindahl 

index, and by the number of segments in Model 2. P-values f6r two-tailed tests of 

significance are reported in parenthesis. 
Model: CARt-ii)=a+Ln(i%fN')+IROAýýý+IROAýýý, +IDBý-+IDBýýý. +Focusý-+Focusýýý, +e 
Statistic Model 1 Model 2 
Constant 0.022 (0.003) 0.023 (0.002) 
Ln (INM -0.002 (0.104) -0.002 (0.081) 
IROAVre 0.010 (0.663) 0.008 (0.733) 
IROA,, 0.049 (0.034) 0.051 (0.030) 
IDEBT,,, -0.044. (0.004) -0.051 (0.002) 
IDEBT,,,,, -0.051 (0.000) -0.049 (0.000) 
Focus, -0.004 (0.672) -0.001 (0.811) 
Focus -0.006 (0.410) -0.001 (0.558) 
R2 11.3% 12.2% 
F-valu 5.76 (0.000) 6.14 (0.000)) 1 u 
Number of observations 317 3 l7 
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Table 4-15: Long-run stock returns f6flowing asset sales 

The table reports buy-and-hold abnormal returns (BHARs) for a sample of 399 UK 

non-financial firms over a period of 3 years following asset sales. Panel A reports 
BHARs of the whole sample. Panel B reports BHARs of sample firms by the stated 

reasons for the asset sale. Panel C presents BHARs of the sample firms on the basis of 

the different uses of asset sale proceeds. The BHARs are the differences between 

sample firms' and control firms' monthly returns. The control firms (or matching firms) 

are constructed on the basis of siZe and industry over the year prior to asset sales. The 

fractions of all changes that are positive are reported in the last row. P-values of a two- 

, glied rank lest for the tAcd Sbidenlý I-lest for the means and a two-taUed Wilcoxon si 

medians are reported in parenthesis. 

Panel A: Whole sample 
Statistic 12-month 24-month 36-month 
N 397 391 352 
Mean Clo) -4.13 (0.214) -11.69 (0.012) -14.91 (0.011) 
IMedian Clo) -4.34 (0.054) -7.37 (0.064) -11.45 (0.019) 
% Positive 43.2 46.5 43.41 
Panel B: Reasons for Asset Sales 

Focusing Highly- Leverage Loss m king 
Statistic 12- 

month 
24- I 

month 
36- 
month 

12- 
month 

24- 
month 

36- 
month 

12- 
month 

24- 
month 

36- 
month 

N 2621 250 223 196 191 186 273 260 240 
Mean -3.26 1 

(0.445) (0-7.36 . 154) 
-14.46 
(0.023) 

-10.26 
(0.005) 

-25.66 
(0.000) 

ý32.06 
(0.001) 

-7.75 
(0.066) 

-16.41 
(0.005) 

-20.62 
(0.005) 

Median -2.75 
(0.306) 

-4.44 
(0.365) 

-12.15 
(0.036) 

-9.54 
(0.002) 

-19.54 
(0.001) 

-24.82 
(0.001) 

-5.97 
(0.024) 1 

-10.69 
(0.025 

-15.04 
(0.014) 

% +N7e 45.9 49.3 43.7 39.1 39.6 38.6 42.01 45.3 42.7 
Panel C: Uses of Asset Sales Proceeds 

Debt Repayment Investment Finand g 
Statistic 12- 

month 
24- 
month 

36- 
month 

12- 
month 

24- 
month 

36- 
month 

12- 
month 

24- 
month 

36- 
month 

N 126 122 117 54 50 46 17 16 14 
Mean 
(0/0) 

-11.27 
(0.161) 

-19.52 
(0.034) 

-27.9 
(0.034) 

5.83 
(0-489) 

-10.4 
(0.416) 

-2.10 
(0.897) 

1.30 
(0.910) 

-1.20 
(0.941) 

-10.1 
(0.726) 

Aledian 
(0/6) 

-8.72 -13.38 
(0.071) 

-19.14 
LO. M) 

-4.24 
(0.395) 

-8.67 
(0.495) 

-6.08 
(0.660) 

-4.10 
(0.601) 

1.94 
(0.862) 

2.22 
(0.965) 

% +Vc 39.1 45.3 _ 43.0 38.2 43.6 47.3 50.0 55.6 55.6 
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CHAPTER FIVE: DIVIDEND CUTS 

5.1 Introduction 

The previous chapter has investigated the determinants and outcomes of asset sale 

decisions. The findings in that chapter provide evidence that firms undertake sell-offs in 

response to poor performance, high financial leverage, and a need to refocus on core 

businesses; and uses sell-off proceeds for debt repayments, investment and financing 

daily activities. This chapter presents the empirical results of operating performance 

surrounding announcements of dividend cuts for a sample of UK non-financial firms 

that announced dividend cuts over the period 1993-2000. Dividend cuts are chosen 

mainly because the main objective for carrying-out this study is to examine operating 

performance following corporate restructuring. Evidence shows that companies 

undertake corporate restructuring in response to adverse economic conditions Oohn el 

al., 1992; Ofek, 1993; Kang and Shivdasani, 1997; Denis and Kruse, 2000; and Gilson, 

2001). Therefore, by investigating dividend cuts, factors that motivate managers to 

undertake corporate restructuring are further explored. 

Substantive literature on dividend policy changes has relied primarily on two lines of 

reasoning to generate predictions about dividend behaviour: information asymmetry and 

4gency conflicts. The information-asymmary models argue that managers know more 

than investors about the firm's prospects and that dividends reveal some of that 

information to the market. " This implies that dividend change announcements should 
be positively related to stock price returns because a 1-iigher dividend level signals higher 

current or future earnings. Several studies report significant excess returns around the 

announcement of dividend changes: positive (negative) returns arc associated with 

positive (negative) changes in dividends. " Information asymmetry also helps to explain 

the observed reluctance of managers to cut dividends. Lintner (1956) argues that 

managers are extremely reluctant to cut dividends for fear of sending a negative signal, 

53 Bhattacharya (1979), John and NViMams (1985) and MWer and Rock (1985) develop this line of 
reasoning. 
54 See Pettit (1972), Aharony and Swary (1980), Asqtýith and ', Nlulhns (1983), Healy and Palepu (1988), 
Nfichaely etal (1995), and Eaton (1999), arnongothers. 
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and reluctant to increase dividends for fear they will have to cut them in the future. 55 

Subsequent empirical work has confirmed and extended his work. " 

Previous studies that examine earnings around dividend changes offer mixed evidence 

on the information content of dividend change. Healy and Palepu (1988) find that firms 

that initiate dividends experience subsequent earnings increases and that firms that omit 
dividends experience contemporaneous earnings decreases, followed by earnings 

increases. By contrast, DeAngelo el al (1996) find no evidence that earnings increase 

following dividend increases. In addition, 
_ 
Benartzi el al. (1997) and Grullon et al (2002) 

find that firms that increa. se dividends experience increases in earnings during the same 

year, but no increases thereafter, while firms that decrease dividends experience 
decreases in earnings during the same year and increases thereafter. These studies, in 

general, suggest that the information content of dividend change or signalling 

hypotheses cannot help identify the firm's future profitability (see also Grullon el al. 

2003). 

A second line of dividend models has explored the effect of agency conflicts on 

dividend behaviour. Agency theories focus on the different incentives of managers and 

security holders and the role of dividends as a disciplinary mechanism. By reducing the 

amount of free cash flow, dividends force managers to submit to the discipline of the 

financial markets (Easterbrook, 1984; and Jensen, 1986). These theories predict that 

dividend increase announcements should be positively related to stock returns because a 

higher dividend level reduces managers' tendencies to waste free cash. In other words, 

the agency theories suggest that dividend reductions increase management's access to 

internally generated capital, and therefore the market perceives announcements of 

dividend cuts as the way for managers to use the firm's resources in pursuit of their 

personal objectives. Nevertheless, there is no consensus that managers cut dividends in 

order to use funds for investment opportunities. Grullon el al. (2002) find that dividend- 

decreasing firms increase their capital expenditures following dividend decreases. By 

55DeAngelo and DeAngelo (1990) also suggest that managers are reluctant to omit dividends altogether 
because dividend omissions tarnish their reputations in that they would be seen as the first managers who 
have failed to generate cash for stockholders. 
36 Fama and Babiak (1968) find empirical support for dividend smoothing and DeAngelo el al. (1992, 
1996) document management's reluctance to cut dividends. 
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contrast, Lie (2005) reports normal and low capital expenditures prior and subsequent 

to announcements of both dividend decreases and ornIssions. 

Evidence shows that managers are induced to act in shareholders' interests by some 

combination of strong internal governance systems, the discipline imposed by debt 

Gensen, 1986), the market for corporate control Uensen and Ruback, 1983), product 

market competition (Hart, 1983), and managerial labour market (Fama, 1980). This 

study addresses managers' motivations to cut dividends by comparing sample firms with 
d-ie other firms in the same industry, and uses univariate and multivariate analyses to 

provide evidence on the factors that influence the likelihood of dividend cuts. 

Consistent with most US findings, dividend cuts are preceded by a period of poor 

performance, liquidity problems and high financial leverage and, in turn, are followed by 

improvement in all these areas. It is also apparent that managers are forced to cut 
dividends. Furthermore, there is no evidence that management cut dividends in order to 

use funds for investment. Finally, there is a significant. finding that announcements of 
dividend cuts are associated with negative stock price responses. 

Ile chapter is organized as foHows: Section 5.2 develops hypotheses to be tested in this 

chapter. The empirical results are presented in Section 5.3. Section 5.4 summarizes and 

concludes the chapter. 

5.2 Development of hypotheses 

in addition to the general hypotheses discussed in Chapter 1, this section briefly 

discusses the individual hypotheses to be tested in this chapter. 

I build upon the work of Lintner (1956), who finds that a firm's bottom line income is 

the key determinant of dividend changes. Since Lintner (1956) primarily surveys healthy 

firms, his model is largely for dividend increases. If, however, one can extrapolate his 

finding to dividend decreases, it implies that low bottom line earnings drive dividend 

reductions. A dividend omission is an extreme case of dividend decreases and, therefore, 

extreme low bottom line earnings also drive dividend 6missions. In addition, Ofek 

(1993) discerns that firms respond to poor performance with dividend cuts. Collectively, 
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dividend cuts are signals that a firm's earnings are inadequate to sustain the level of 
distributions preViously established. 

DeAngelo et al. (1992) find that poor performance is essentially a necessary condition 

for dividend reductions. In support of their arguments, the authors discovered that 

50.9% of their sample firms which had losses reduced dividends versus 1% of firms 

without losses. Furthermore, Lie (2005) reports that dividend-cutting firms perform 

poorly before the announcement of dividend cuts. This evidence has never been 

investigated adequately M other markets outside the US. 1, therefore, examine in this 

chapter whether poor performance influences managers to cut dividends. It is 

conjectured here that corporate managers cut dividends in response to poor 

performance. 

H5-1: Poor performance does not motivate managers to cut dividends 

Jensen (1989) argues that highly-leveraged firms will respond faster to a decline in firm 

value than their less-leveraged counterparts, because a small decline in value can lead to 

default. In support of Jensen's (1989) argument, Ofek (1993) contends that leverage 

increases the probability of dividend cuts in poorly performing firms. In addition, debt 

covenants may lead to dividend cuts (Smith and Warner, 1979; and DcAngelo and 

DeAngelo, 1990). A financially-distressed firm is more likely to than a non-distressed 

firm to cut its dividend to preserve internal funds for regular operations. 

Furthermore, Grullon el al. (2002) find a small but statistically significant increase in the 

leverage ratio for dividend-decreasing firms over the years prior to announcements of 

dividend decreases. Lie (2005) also reports that dividend-cutting firms have poor 

financial flexibility over the years prior to the announcement of dividend cuts. It is 

interesting to note that the evidence as to whether debt overhang can lead to dividend 

cuts for other markets outside the US is nonexistent. In this chapter, I extend the prior 

literature examines US firms, to investigate whether high financial leverage motivates 

managers to cut dividends using the UK data. I test the following null hypothesis: 

H5-2: High financial leverage does not lead to dividend cuts 
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Another potential reason that might lead to firms cutting dividends is that their 

investment opportunities are improving, thus they require more funds to invest in these 

value-enhancing projects (Lie, 2005). This vieNv is also consistent widi the pecking order 

hypothesis (Nlyers and I\Iajluf, 1984; and Myers, 1984), which suggests that firms prefer 

the use of internally generated funds to that of external finance. 'nis preference could 

be a strategy of a firm's management to avoid the disciplining influence of the securities 

market and/or because of borrowing constraints. However, Grullon el al. (2002) argue 

that, in general, firms tend to decrease dividends not because they want to increase their 

discretionary investments, but more because they have suffered an extreme earnings 

distress. In other words, decreasing dividends may not be entirely discretionary. 

Following the mixed evidence on whether a need for funds for 'investment 

opportunities can lead to dividend cuts, the following null hypothesis is tested: 

HS-3: A need to increase funds for investment opportunities does not lead to dividend 

cuts 

Changes in the level of cash flow may influence managers to change their dividend 

policies. That is, a firm with excess/idle cash flow would be motivated to increase 

d ividends in order to reduce idle cash flow. It is also true that following shortage and/or 

a need to conserve cash flow, firms are forced to cut their dividends. Lie (2005) finds 

that too low cash flow motivates managers to cut dividends. This argument is consistent 

-%vidi the view that a dividend cut is a proactive strategy to alleviate future cash flow 

shortages. It is also possible that a firm currently faces a tight financial situation that 

prevents it from paying out any funds, probably due to the cumulative result of poor 

cash flow in recent periods. Thus, a need for cash conservation and/or shortage of cash 

flow leads to dividend cuts. This argument forms the basis of the following null 

hypothesis: 

H5-4: A need for cash conservation and/or shortage of cash flow does not motivate 

managers to cut dividends 
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Much of the previous research suggests that the information content of dividend 

changes cannot help identiý, a firm's future earnings (%Vatts, 1973; DeAngelo et al., 

1996; Benartzi el al., 1997; and Grullon el al., 2002). 11-iis evidence is consistent with the 

view that the firm's future profitability depends on how effective managers use 

resources. 

If managers pursue the corporate objective of maximizing shareholder wealth, one 

should expect firms that cut their dividends to efficiently use resources and be able to 

improve their profitability in the future. This reasoning suggests that if a dividend cut 

firm uses funds that would otherwise have been paid to shareholders to finance 

profitable investments, then there should be improvement in firm performance 

following announcements of dividend cuts. The firm performance improvement is also 
linked to the fact that dividend cutting firms recognize their financial difficulties and 

take the unpleasant actions necessary to return to profitability. 

Grullon et al. (2002) and Le (2005) document significant increases in operating 

performance over the period following dividend cuts for US firms. Healy and Palepu 

(1988) also document an improvement in operating performance over the year 
following dividend omission. However, the evidence as to whether firm performance 

improves following dividend cuts on other markets outside the US is nonexistent. 

Tberefore, this chapter contributes to the existing literature by examining whether 

operating performance improves following dividend cuts for UK firms. I investigate the 

null following null hypothesis: 

H5-5: Operating performance does not improve f6flowing dividend cuts 

The Pecking Order Theory of capital structure (Myers, 1984) states that firms prefer to 

finance new investments from retained earnings and raise debt capital only if the former 

is insufficient. If operating performance improves following dividend cuts as 

hypothesized above, I should expect a significant reduction for external finance over the 

same period. Rajan and Zingales (1995) and Antoniou et al (2002) discover that financial 

leverage decreases with profitability. '17his suggests that profitability has a negative 
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57 influence on financial leverage (Myers and Majluf, 1984). In addition, management will 

always want to reduce debt overhang mainly because of. first, to avoid bankruptcy costs 

which could lead to management losing its perquisites (Gilson, 1989; Jensen, 1989; and 
Wruck, 1990). Second, leverage constrains managerial discretion over financing and 
investment (Ahn el al., 2006), and thus the firm risks bypassing valuable growth 

opportunities. 

In addition, when managerial costs of financial distress are high, managers have 

incentives to reduce the likelihood of default by borrowing less, choosing less risk), 
investment projects, and managing their firms more efficiently. Grullon el al (2002) 

finds a significant decline in financial leverage following announcements of dividend 

decreases. However, the evidence from other markets outside the US is not sufficient. I 

therefore examine whether there is improvement M financial position following 

dividend cuts. I test the following null hypothesis: 

There is no a reduction in financial leverage following dividend cuts 

Investors' perceptions to announcements of dividend cuts can be placed into two 

themes. First, dividend cuts signal to die market that the firm's earnings are 

unfavourable. This is consistent with the information content of dividend changes. 
Second, since dividend reductions increase management's access to internally generated 

capital, the market perceives announcements of dividend cuts as die way for managers 

to use the firm's resources in pursuit of their private benefits (Easterbrook, 1994). Both 

of these. themcs predict that equity values will decline in response to announcements of 
dividend cuts. In addition, since dividend omissions represent a discontinuity in the 
dividend continuum (Christie, 1994), it is expected that the magnitude of the equity 
decline for dividend on-, Lissions will be larger than that of dividend decreases. This 

conjecture is proved here by testing the following null hypothesis: 

H5-7(a): There is no significant stock price reaction to announcements of dividend cuts 

57 Jensen (1986) predicts a positive one if the market for corporate control is effective and forces firms to 
commit paying out cash by levering up. 
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H5-7(b): There is no difference between market reaction to a dividend decrease 

announcement and that of an on-ýssion 

Whilst the evidence on whether there is a significant drift following the announcement 

of dividend decreases is mixed, there are consistent findings that there is a significant 
drift following the announcement of dividend omissions. Benartzi et al (1997) report an 
insignificant abnormal return following announcements of dividend decreases. By 

contrast, Eaton (1999) finds a significant negative abnormal return over the year 
following the announcement of dividend decreases. On the other hand, there are a 

substantial number of studies that have documented a significant abnormal return 
following dividend omission announcements (Michaely et al., 1995; and Eaton, 1999), 

among others. 

Finally, following the hypothesis 5-7, the market perceives announcements of dividend 

decreases as a transitory earnings problem with no permanent effect. This argument 

suggests that there should be no significant drift following dividend decreases. On the 

other hand, the market views dividend omissions as a permanent earnings problem that 

would never reverse in the future. This suggests that there should be a significant drift in 

die same direction following dividend omissions. These propositions are tested. hcre 

through the following null hypotheses: 

H5-, 
(, ): 'Fliere is a significant drift following dividend decreases. 

HS-8(b): There is no significant drift in the same direction following dividend omissions. 

5.3 Empirical results 

5.3.1 Sample characteristics 
To examine the above discussed hypotheses, a UK sample of firms that announced 

dividend cuts during the period 1993-2000 is used. The sample of 442 events was drawn 

from the FI' Extcl cards database and verified by Financial Times archive news articles. 

Details of dividend cuts were taken from official announcements made by companies to 

the London Stock Exchange. I include in the sample a UK non-financial company that 

has announced a dividend decrease or omission. In addition, only one announcement 

per firm per year is included in the sample. Finally, for a dividend decrease firm, the 
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percentage change in dividends is between 12.5% and 99%; and for a dividend omission 
firm, I include those firms that omit the cash dividend for the first time, following a 

series of at least three consecutive cash dividend payments. More details on sample 

firms used in this chapter are provided in Chapter 3. 

5.3.2 Pre-dividend cut operating performance 

This chapter reports results on the whole sample, dividend decreases and omissions 

sub-samples. However, the analysis of these results will focus mainly on dividend 

decreases and omissions. Because of the influence of outliers on most of the results 

presented in this chapter, the analysis will focus on medians (Barber and Lyon, 1996). 

5.3.2.1 Financial performance 

In Table 5-1 die median percentage changes in total assets, sales and the number of 

employees are examined. This test provides insights into the firm's size and scope of 

operations over the years prior to and post-dividend cut. Sample firms experienced a 

significant decline in the growth rates of assets, sales and th& number of employees in 

the period between years -1 and 0, and the decline is very strong for firms that omitted 

their dividends. Over the years following dividend cuts, there is an insignificant increase 

in the growth rates of assets and sales for dividend ornission firms; and a significant 

increase in sales for dividend decrease firms in the period between years 0 and 2, and 0 

and 3. 

It is interesting to note that both sets of firms experienced a significant reduction in the 

growth rate of the number of employees over each of the 3 years following dividend 

cuts. In general, these results suggest that sample firms were able to increase 

profitability and productivity with a reduced number of employees following dividend 

cuts. 

In Table 5-2 sample firms are compared with control firms along a number of 

dimensions related to the factors that potentially motivate managers to cut dividends 

0. ver the year prior to dividend cuts. As would be expected, since I match sample and 

control firms on the basis of ROA, there is no difference in this variable between the 

sample and control firms at the year-end prior to dividend cuts. I examine changes in 
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ROA surrounding dividend cut announcements further in the next section. On financial 

leverage, it is found that sample firms have a higher debt ratio than control firms. 

However, the difference is not as strong for dividend-ornitting firms. In addition, it is 

found that both sets of firms have significantly lower interest coverage ratio than their 

control counterparts. The difference is significant at the 1% level. 

Furthermore, dividend omission firms experienced significantly lower cash ratio than 

control firms over the year prior to dividend cuts. The difference is significantly 

negative at the 1% level. However, the cash ratio for dividend-decreasing firms' is 
indistinguishable from that of control firms over the same period. Ibis finding suggests 

that a low cash flow characterizes an omission firm. Finally, the capital expenditures of 

sample firms are not significantly different from those of control firms for both sets of 
firms. These results are inconsistent with the view that firms that cut dividends normally 
have improved investment opportunities and therefore cut dividends in order to finance 

these projects (Grullon et al., 2002). 

Table 5-3 reports industry-adjusted changes in ROA, debt ratio, interest coverage; and 

median changes in capital expenditures and cash of different periods over the 3 years 

prior to dividend cuts. The sample firms exhibited a significant decline in industry- 

adjusted changes in ROA over the 3 years prior to dividend cuts. The decline is 

significantly negative at the 1% level for both sets of firms. These results suggest that 

dividend cuts tend to be associated with a trend of poor performance going back at least 

3 years prior to dividend cuts. 

In addition, the firms experienced a significant increase in industry-adjustcd changes in 

debt ratios in the period prior to the dividend cut. There is also a significant decline in 

industry-adjusted changes in interest coverage ratio over the 3 years pre-dividend cut for 

both sets of firms. These findings suggest that poor performance erodes a, firm's cash 
flows, which in turn reduces the firm's ability to service its debt obligation. It is 

therefore apparent that managers cut dividends because of poor performance and high 

fmancial leverage (Smith and Warner, 1979; and Ofek, 1993). It is also possible that 

firms cut dividends because of debt covenants. DeAngelo and DeAngelo (1990) find 

that covenants significantly affect die dividend policies. Furthermore, panel B of Table 
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5-3 shows that sample firms experienced significantly negative changes in capital 

expenditures over the year prior to dividend cuts. This is in contrast to the changes 
from the year -3 to -1, where the firms had significantly positive changes in capital 

expenditures. Finally, the cash ratio results over the period prior to dividend cuts show 

that dividend decrease firms exhibited a significant decline in cash ratio and a marginal 
decline for dividend omission firms. 

5.3.2.2 Market disciplinary activities and dividend cuts 
It has been shown in the previous chapter that the market for corporate control often 

plays an important role in the firm's decision to restructure its assets. In this section 

consideration is giien to whether the same forces also play a role in die firm's decision 

to cut dividends. Chapter 3 explains how data on market disciplinary activities are 

collected in this thesis. 

In Table 5-4 the number and percentage of sample and control firms for which pre- 
dividend cut market disciplinary events are reported. About 9.1% and 7.7% of dividend- 

decreasing and onlitting firms were subjected to takeover pressure, against 2.2% and 
1.9% for control firms, respectively. The corresponding percentages of CEO turnover 

are 12.3% and. 14.7% against 4.7% and 5.1% for control firms, respectively. The 

differences are significantly positive at the 5% or better for both sets of firms. However, 

several sample firms that were in the process of debt restructuring or capital 

reorganization in the year prior to dividend cuts are statistically indistinguishable from 

those of the control firms. In general, these results suggest that the decision to cut 
dividends is also associated with external monitoring systems. 

5.3.2.3 Cross-sectional analysis 

It has been shown that the decision to cut dividends Is influenced by poor performance, 
liquidity problems, high financial leverage, and external disciplinary activities. In this 

secticirl these factors are exan-dned in a multivariate setting. Logit regressions are 

estimated to measure the relation between the potential factors that motivate managers 

to cut dividends and the likelihood of a dividend cut. The general model which is 

described in Chapter 3 (equation (3.6)) is used. In addition, to the variables described in 
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equation (3.6); three more variables are added: capital expenditure, cash and CEO 

tumover. 

In this model the dependant variable is set equal to one for firms that cut dividends and 

zero for non-dividend cuts firms. Capital expenditure and cash are as described above. 
CEO turnover is a dummy variable set equal to one where the firm experiences the 

incidence of CEO turnover over the 12 months prior to the dividend cut 

announcement, and zero otherwise. All other variables are as discussed in equation 
(3.16) 

Thelogic results are reported in Table 5-5. Two models are presented for each sub 

sample. The first model estimates the determinants of dividend cuts, excluding 
disciplinary activities. This model intends to capture the effect of different financial 

variables that may determine the likelihood of a dividend cut. The second model 

includes all variables that are likely to influence managers to cut dividends. 

It is found that the decision to cut dividends is negatively related to prior firm 

performance. This finding is consistent with those of DeAngelo et al. (1990) who report 

a high incidence of dividend reductions by firms with persistent losses. 
-In addition, the 

likelihood of dividend decreases is increasing xvith the level of financial leverage in the 

firm. This finding is consistent with the vieNv that highly-leveraged firms are likely to cut 

their dividends (Ofek, 1993). Interestingly, the relationship between financial leverage 

and dividend omission is insignificantly negative. In addition, it is found that the 

decision to omit dividends is negatively related to interest coverage ratio and cash ratio. 
'17he coefficients of both of these metrics are significantly negative. This reinforces the 

earlier finding and suggests that in addition to poor performance and high financial 

leverage, liquidity problems are also the main factors that lead to dividend omission. 

However, it is apparent that liquidity problems are 'insignificantly negative related to 

dividend decreases. 

Given the obserxýed poor performance, high financial leverage and liquidity problems of 

sample firms prior to dividend cuts, it is difficult to find these firms preserving funds for 

capital expenditures. It is therefore not surprising to find that the coefficient of capital 
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expenditures is insignificant in all four models of regressions, and for both sets of firms. 

This evidence does not support the view that an increase in a need for investment funds 

motivates managers to cut dividends (Easterbrook, 1984; and GruUon el al., 2002). 

It can also be seen from Table 5-5 that the dividend cut decision is positively related to 

the incidence of CEO turnover. This is consistent with the findings of Weisbach (1995), 

who contends that newly appointed managers are more willing to break with the failed 

policies of their predecessors. Furthermore, it appears that the dividend cut decision is 

significantly more likely to occur with a disciplinary influence from the market for 

corporate control activity. This finding suggests that the decision to cut dividends is not 

exclusively a firm's managerial discretion. Nevertheless, there is no evidence that 

financial distress motivates managers to cut dividends. Finally, I find that the firm's size 

is negatively related to the dividend cut decision. This suggests that smaller firms are 

more likely to cut dividends than larger firms. "' 

In summary, the logit regression results are consistent with univariatc analyses. 'Mat is, 

poor performance, high financial leverage and liquidity problems all preceded 

announcements of dividend cuts. These findings are consistent with those of previous 

studies (DeAngelo el al, 1992; Benartzi et al. 1997; Grullon et al., 2002; and Lie, 2005). 

Benito and Young (2003) and Dhanani (2005) are recent UK studies that examine 
dividends. Benito and Young discern that financial characteristics: cash flow, leverage, 

investment opportunities, investment and company size are variables that account for 

dividend cuts among UK firms. Using a survey approach, Dhanani (2005) discovers 

findings that support dividend hypotheses relating to signalling and ownership structure. 

However, unlike these studies, the decision to cut dividends is also more likely to occur 

with a disciplinary push from external monitoring systems. 

Previous studies have also shown that there is a negative relation between firm 

performance and the likelihood of dividend cuts. Lintner (1956) finds that a firm's 

bottom line income is the key determinant of dividend changes. Since Lintner (1956) 

primarily surveys healthy firms, his model is largely for dividend increases. However, 

this model suggests that low bottom line earnings drive dividend cuts. In addition, Healy 

5' Holder, Langrehr and Hexter (1998) also present the same view. 
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and Palepu (1988) document a decline M earnings two years prior to the dividend 

omission. DeAngelo el al. (1990) also report a high incidence of dividend reductions by 

firms with persistent losses. More recently, Lie (2005) reports a significant decline in 

operating performance over the 5 years preceding dividend decreases and omissions. 

On the contrary, DeAngelo el al. (1992) and Robin (1998) report that profit is not a 

sufficient condition for a dividend reduction. For example, DeAngelo el al. (1992) find 

that half of the firms in their loss sample did not reduce dividends during the loss year. 
In addition, Robin (1998) finds that there is a substantial number of income earning 
firms that omit dividends. Taken together, these findings sugge st that poor performance 

is the most single important determinant of dividend cuts. The same findings have also 
been documented here. Unlike these studies, this chapter shows that high financial 

leverage, liquidity problems, and the market for corporate control activity also 

contribute to the dividend cut decision. 

, 
5.3.3 Post-dividend cut operating performance 

In this section the results over the period following dividend cuts are presented. 

Financial performance is discussed first, followed by discussion on operating 

performance between dividend decreases and omissions, and then on dividend increases 

and initiations. Finally, the results on sensitivity analysis are reported, 

5.3.3.1 Financial performance 

I have reported results consistent with the view that firms undertake dividend cuts in 

response to declining operating performance, liquidity problems and increasing financial 

leverage. In this section I investigate whether there is an improvement 'in these variables 
following dividend cuts. 

The results are reported in Table 5-6. The operating performance of sample firms 

substantially improves in each of the 3 years following dividend cuts, the improvement 

being significant at the 1% level. '9 This fmding suggests that the decision to cut 
dividends reverses a declining trend of poor performance over the period prior to 

dividend cuts. This finding is consistent with that of Gruflon el al. (2002) and Lie (2005) 

51 Figure 5-1 supports the findings of this study. 
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who document significant increases in operating performance over the 3 years foHowing 

dividend cuts for US firms. Healy and Palepu (1988) also documentan improvement in 

operating performance over the year foRowing dividend omission. 

'Me financial leverage results show that there is a significant decrease in changes of 
industry-adjusted debt ratio in each of the 3 years following dividend cuts. The 

significant level of changes is at the 5% or better. In addition, there is an improvement 

in interest coverage ratio over the 3 years following dividend cuts. One plausible 

explanation for this improvement in financial leverage is the improvement in operating 

performance. The improvement in operating performance means more earnings for a 
firm, and hence the firm's ability to service its debts obligation, which in turn reduces 

the likelihood of financial distress. This suggests that profitability has a negative 
influence on financial leverage, since a firm that can generate more earnings would 
borrow less (Adedeji, 1998). Grullon et al. (2002) also find an incidence of reduction in 

industry-adjusted debt ratio following dividend-decreasing firms. 

The industry-adjusted changes in cash ratio results following dividend cuts are mixed. 

Whflst there is a significant improvement in cash ratio over the 3 years post-dividend 

cut for dividend decrease firms, it is found that the improvement is insignificantly 

positive in each of the 3 years following dividend omissions. Grullon el al. (2002) find 

that the cash levels of dividend-decreasing firms significantly increase after year 0, which 

match the results given here. Finally, it is found that industry-adjusted changes in capital 

expenditures following dividend cuts are negative and statistically different from zero 

for both sets of firms. These results are consistent with those of Lie (2005) for both sets 

of firms, and with Grullon et al. (2002) for dividend decreases. Following this evidence, 
it is apparent that no investment improvement follows dividend cuts. 

In summary, the post-dividend cut analysis provides evidence that following dividend 

cuts there is an improvement in firm performance, an increase in financial health and an 

increase in liquidity. Therefore, the decision to cut dividends reverses a declining trend 

of profitability, financial leverage and liquidity problems. Finally, no evidence is found 

that there is an increase in capital expenditures following dividend cuts. 
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5.3.3.2 Dividend decreases and omissions 

Do operating performance strategies differ between dividend decreases and ornissions? 

I'lie evidence presented so fiar shows that poor performance preceded both dividend 

decreases and omissions and that there is improvement in subsequent years. Dividend 

omissions are viewed as a special subset of dividend changes and an extreme case of 

dividend decreases; and, therefore, they present an opportunity for stronger tests. One 

of these tests is to establish whether there is a significant difference between the 

operating performance for dividend decreases and that of omissions. 

In Table 5-7 the median changes in the differences between the industry-adjusted ROA 

of dividend decrease and omission firms arc reported. The dividend omission firms 

performed significantly poorer than the dividend decrease firms over the 3 years prior to 

dividend cuts. It is interesting to note that they performed significantly better than their 

decreases counterparts in subsequent years. The p-values for differences are mostly 

significant at the 1% level. This finding implies that dividend omissions are worse 

performers prior to dividend cuts and better performers in the post-dividend cut period. 

Proponents of the information content of dividend changes suggest that dividend 

changes also depend on management's expectations of future earnings (Modigliani and 

Miller, 1959; and Millcr and Modigliani, 1961). This evidence suggests that managers use 
dividend omissions to convey to the market unfavourable information about future cash 

flows. This is consistent with the idea that omissions are costly and credible signals of 

the firm's value (Szewczyk, 1997). The finding in this study and that of previous studies 

(Healy and Palepu, 1988; and Lie, 2005) suggests that the information content of 
dividend omissions is unrelated to the future earnings potential of the firm. 

5.3.3.3 Dividend increases and initiations 

'ne analysis so far has not covered positive dividend-changing firms - dividend 

increases and initiations. Following signalling theories, one should expect an 
improvement in operating performance following dividend increases and initiations. For 

comparison purposes, operating performance changes surrounding the announcements 

of dividend increases and initiations are also analysed. Dat a for dividend increases and 
initiations is sought from the same source as that obtained for dividend decreases and 
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onUssions (Chapter 3). In the process, 378 and 106 events for dividend increase and 
initiation firms, respectively, during the period 1993-2000, arc found. ' 

'Me results of dividend-incrcasing firms are reported in Table 5-8. The firms 

significantly increased their operating performance over the 3 years prior to dividend 

change. The increase is at the 1% level for both sets of firms. This finding is consistent 

with that of Lintner (1956) who asserts that firms tend to increase dividends only when 

there is a high probability that cash flows will increase. It is interesting to note that 

following dividend change, an insignificant decline is discerned in firm performance for 

both sets of firms. 

In Figure 5-2 a return on assets for all dividend-changing firms - increases, decreases, 

omissions and initiations - is apparent. In general, the figure shows that the operating 

performance of dividend-increasing firms increases over the 3 years prior to dividend 

change and declines thereafter. On the other hand, die figure also shows that the 

operating performance of dividend-cutting firms declines over the 3 years prior to 

dividend change and recovers in subsequent years. 

The preceding finding suggests that changes in dividends mostly tell us something about 

what has happened, rather than what will happen to earnings (Miller, 1987). 'flierefore, 

the information content of dividends or signalling hypotheses of dividend changes 

cannot help predict the firm's future profitability. Benartzi et al (1997), Grullon et ed 
(2002), Grullon el al. (2005) and Vivian (2006) also present evidence consistent with this 

observation. 

5.3.3.4 Sensitivity analysis 

The results presented so far reject the null hypotheses that poor performance, high 

financial leverage, and liquidity problems do not influence managers to cut dividends, 

and that there is no evidence of improvement in operating performance, decline in 

W In order to avoid the inclusion of a small increase in dividends, only firms that increased dividends by 
12.5% were included in the sample data. Also, to avoid outliers, only firms that increased dividends up to 
500% were included in the sample (sampling procedure is strongly influenced by Grullon et aZ, 2002). On 
dividend initiations, only firms that initiated a cash dividend after suspending it for some time were 
included. However, dividend initiations for newly fisted companies were excluded. 
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financial leverage, and liquidiq, problems following dividend cuts. Are these findings 

attributable to dividend cuts or caused by mean reversion in earrungs? 

To establish that the observed performance improvements are attributable to the 

dividend cut and not to mean reversion, a sensitivity check is conducted using a control 

sample of firms that do not cut dividends. Chapter 3 explains how control sample firms 

are constructed in this thesis. Barber and Lyon (1996) believe that matching sample 
firms to firms with similar pre-event performance helps control for the mean-reversion 

tendency of a performance measure. The results are presented in Table 5-9. The firm 

performance of sample firms is significantly and positively relative to that of control 
firms in each of the 3 years following dividend cuts. Following these results, therefore, 

the observed operating performance improvements are attributable to dividend cuts 

alone, and not caused by mean reversion in earnings. 

5.3.3.5 Labour productivity 

The discussion in the previous sections shows that firms that cut dividends experience 

the improvement in firm performance. In this section I examine whether there is also an 
increase in sales efficiency over the period following dividend cuts. I preselqt the results 
in Table 5-10. Both sets of firms experienced a significantly increase in sales efficiency 
in each of the 3 years following dividend cuts relative to the year prior to the 

announcement of dividend cuts. This is the evidence that there is improvement in firm 

performance following the decision to cut dividends. 

5.3.4 Stock returns 
In this section the results of stock returns of sample firms that announced dividend cuts 

are reported. The results of abnormal stock returns surrounding announcements of 
dividend cuts are reported first. Next, the results of the relation between dividend 

information and performance changes are presented. Finally, die results of long run 

stock prices are reported. 

5.3.4.1 Market reaction to announcements of dividend cuts 

Chapter 3 explains how abnormal stock returns are computed in this thesis. Mean and 

median cumulative abnormal returns for various periods surrounding announcements of 
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dividend cuts are reported in Table 5-11. The cumulative abnormal returns, CAR (-1,1), 

of dividend decreases and omissions arc -0.91% (p-value = 0.027) and -1.89% (p-value 

= 0.007), respectively. 6' These results, which are consistent with the observed 
deteriorating operating performance over the 3 years prior to dividend cuts, reflect a 
deteriorating performance of sample firms. Thus, the market interprets dividend 

decreases and omissions as unfavourable news. 

I'lie results also show that the magnitude of the market reaction to announcements of 
dividend omissions is greater than that of dividend decreases. Probably, it is because 

omissions represent a discontinuity in the diiidend continuum (Christie, 1994) and 

therefore the market views an announcement of it as a signal of impending firm failure. 

By contrast, the market views an announcement of dividend decreases as a temporary 

measure in response to a transitory earnings problem. 62 

5.3.4.2 The relation between dividend information and firm performance 

Next, a test is conducted to establish whether the post-dividend change in operating 

performance documented in the previous sections is related to the market reaction to 

the announcement of dividend cuts. The motivation for carrying out this test is to 

examine whether dividend changes are based on managers' expectations of future 

earnings. 63 

If dividend policy changes are based on managers' expectations of future earnings, there 

will be a positive relation between announcement returns and subseque nt earnings 

changes. In exaniining the relation between operating performance changes and the 

market reaction to the dividend announcement, a control was set for information on 

past earnings, future changes in debt ratio, future changes in capital expenditures, and 
future changes in cash and cash equivalent. The following cross-sectional regression is 

estimated: 

61 1 also computed abnormal stock returns using the market model and the mean-adjustcd methods and 
find no significant differences. 
62 Healy and Palepu (1988), Nfichaely et al. (1995), Eaton (1999) and Lie (2004) document similar results 
for US firms. 
63 See Healy and Palepu (1988) for more details 
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ROA 
ýjst, i= (xi + ß, DEBT 

Post, i+ß. CASH 
P., t, i+ ß3CAP 

Post, i+ ß4R0A 
pre, i 

PsCAR (-,, 1), i+ ci (5.1) 

where ROA post, i is industry-adjusted changes in ROA for a firm 1 in the post-dividend 

cut period; " DEBT is industry-adjusted changes in debt ratio for the firm i in the 

post-dividend cut period; and CASH 
O, ti 

is industry-adjusted changes in the cash ratio 

of the firm i over the post-dividend cut period; CAP 
,, t, i 

is industry-adjusted changes in 

capital expenditures ratio for the firm i in the post-dividend cut period; ROA 
Pre, i is 

industry-adjusted changes in ROA for the firm I over the pre-dividend cut period; CAR 

i is the cumulative excess returns for the fkm i on three days centred on the day of 

the announcements of dividend cuts. 

Results are presented in Table 5-12. The constant term, a, is positive and significant for 

both sets of firms. 'fl-iis finding, which reinforces the earlier results, suggests that there is 

an improvement in operating performance following dividend cuts. In addition, the 

coefficient fl, is significantly positive for dividend decreases, but marginally significantly 

negative for dividend omissions.. This evidence suggests that dividend decreases convey 
information about a transitory earnings decline that would reverse in die future. On the 

other hand, dividend omissions convey information that signals unanticipated declines 

in future earnings. 

It is also found that debt ratio is significantly negatively related to firm performance 

following dividend cuts. '17his finding suggests that the performance improvement is 

greatest for those firms that reduced their financial leverage following the dividend cut. 

Furthermore, the cash ratio results are significantly positive for dividend omissions and 

insignificantly positive for dividend decreases. In general, these results suggest that the 

performance improvement is greatest for those firms that increased their liquidity 

following dividend cuts. Finally, unlike the previous findings, it is found that there is a 

significant and positive relation between post-dividend cuts operating performance and 

future capital expenditures for dividend decrease firms, and an insignificant and positive 

64 ROApost is computed as the difference between the average of ROAs in the years +1, +2, and +3; and 
ROA in year 0.1 compute DEBT p.,,; CASH p.,,; and CAP post in the same way as ROA p.,,. I calculate 
ROA ... in the way as the ROA post. However, instead of using ROAs over the post-dividend cut period, I 

use ROAs over the 3 years prior to the dividend cut period. 
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relation for dividend ornission firms. This finding suggests that operating performance 
is greatest for those firms that increase their investment following dividend cuts. 

5.3.4.3 Long run stock returns 
It has been shown that the market reacts negatively to announcements of dividend 

decreases and omissions. In this section, an examination on whether the negative 

market reaction to announcements of dividend cuts dissipates in the long run is made. 

The buy-and-hold strategy is used to measure the excess return following dividend cuts. 
'Me abnormal returns for the sample firms are computed against those of matching 

sample firms constructed on the basis of size and industry. Chapter 3 explains how 

control firms are constructed in this thesis. The results are reported in Table 5-13, panel 
A. The dividend omission firms significantly undcr-performed in relation to their 

matching counterparts over the 3 years post-dividend cuts. However, for the dividend 

decreasing firms, the long run stock returns are insignificantly different from zero. 

Barber and Lyon (1997) show that matching sample firms to control firms of similar 

size and book-to-market ratios yield well-specified test statistics. As a sensitivity check, I 

also compute long run abnormal returns of sample firms against matching firms 

constructed on the basis of size and book-to-market ratios. Ile results are reported in 

Table 5-13, panel B. 'Me results are similar to those of panel A. This finding shows that 

the results of this study are not sensitive to the way matching firms are constructed. 

These results are consistent with previous research of Benartzi etal. (1997) and Grullon 

el al. (2002) for dividend decreases; -and of Michaely el al. (1995) and Eaton (1999) for 

dividend orriissions. The negative price drift following dividend ornissions is by contrast 

to the observed operating performance increases following ornission announcements. It 

is hoped that future research will help explain why this phenomenon occurs. 

5.4 Summary and conclusion 
The firm performance of a sample of 442 UK non-financial firms that announced 
dividend cuts over the period 1993-2000 were examined. This analysis provides 

evidence relating to three primary questions: first, what factors motivate managers to cut 
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dividends; and second, does the firm performance improve following dividend cuts? 
What are the perceptions of investors to announcements of dividend cuts? 

It is found that dividend cuts are preceded by a period of poor performance, high 

financial leverage and liquidity problems. Poor performance might be caused by firm- 

specific factors, such as poor management, the under-utilization of resources and so on, 

or could also be associated with industry factors, such as competition and economic 

recession. In addition, high financial leverage and liquidity problems are closely related 

to poor performance, and thus a poorly performing firm finds difficulties M servicing its 

debt obligation, as well as meeting short-term obligations. Therefore, high financial 

leverage and liquidity problems suggest that the decision to cut dividends is taken in 

order to alleviate the potential bankruptcy costs of debt Gensen, 1986). Collectively, 

these findings are consistent xvith the view that firms cut dividends in response to poor 

performance and high financial leverage (Ofek, 1993). 

Unlike in previous studies, there is evidence that the decision to cut dividends is also 
influenced by external corporate control activity. Probably, poor performance over a 
long period of time activates external influences on a firm's managerial decisions, such 

as dividend cuts. Finally, no evidence is found that increases in need of investment 

funds influence managers to cut dividends. If anything, capital expenditures significantly 
decreased over the 3 years prior to the announcement of dividend cuts. 

Following the dividend cut, it is apparent that as the operating performance of sample 
firms improves, there is a reduction in financial leverage and an improvement in 
liquidity. A sensitivity analysis shows that the improvement in operating performance is 

attributable to the decision to cut dividends and is not caused by a mean reversion in 

earnings. Therefore, the decision to cut dividends reverses a declining trend of poor 

performance, and reduces financial leverage and liquidity problems. Finally, consistent 

with previous studies, the findings here are that die market reacts negatively to 

announcements of dividend decreases and omissions. It is also found that the 

magnitude of market reaction to the announcement of dividend ornissions is higher 

than that of dividend decreases. This difference may be attributed to the view that the 
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matket views the announcement of dividend omissions as a signal of impending firm 

failure, and thus there is a higher market discount on its announcements. 

The present study and previous studies have revealed that the information content of 
dividends cannot help identiý, the firm's future earnings. There is also evidence that the 

magnitude of changes in industry-adjusted operating per formance for dividend 

omissions is greater than that of dividend decreases over'the periods prior to and 
following dividend cuts. The same trend is also observed for the market reaction to 

dividend omissions and that of dividend decreases. Finally, the long run stock returns 

results following dividend cuts show that there is a significant drift following dividend 

omissions, and an insignificant one following dividend decreases. All of these results 

suggest a puzzle that future research will, hopefully, help to solve. 

Corporate layoff is the next chapter to be investigated in this thesis. Ofek (1993) argues 

that in response to poor performance, a firm undertakes a number of operational 

actions, such as corporate layoffs. These actions affect the investment decisions of the 

firm. as well its operational strategy. 

126 



Table 5-1: Median percentage changes in total assets, sales, and number of 

employees 

'Fhe table reports median percentage changes in total assets, sales, and the number of 

employees for a sample of 442 UK non-financial firms that announced dividend cuts 
during the period 1993-2000. The significance of changes is measured using a two-tailed 

. 
Wilcoxon signed rank test; and p-values are reported in parenthesis. 

Median percentage changes between years 
Panel A: Whole sample 
Variable -3 and 0 -1 and 0 0 and 1 0 and 2 0 and 3 
N 349 429 400 359 310 
Total Assets 3.474 

(0.128) 
-5.364 
(0.000) 

-3.255 
(0.000) 

-1.372 
(0.43 

1.181 
(0,644) 

Sales 0.683 
(0.767) 

-3.729 
(0.000) 

0.767 
(0.416) 

4.077 
(0.030) 

7.384 

. 008) 
Number of 

1 Employees 1 
1.788 

(0.460) 1 
-3.868 
(0.000) 

-6.420 
(0.000) 

-10.58 
(0.000) 

-8.627 
(0.001) 

Panel B: Dividend decreases 
N 219 273 254 226 201 
Total Assets 8.507 -2.779 -1.941 -0.158 0.593 

(0.001) (0.002) (0.064) (0.948) 5) 
Sales 4.912 -1.389 1.582 5.480 9.003 

(0.089) (0.234) (0.135) (0.018 (0.004) 
Number of 3.054 -2.309 -4.317 -7.683 -7.626 

1 Employees (0.248) (0.013) (0.000) (0.000) (0.010) 
Panel C: Dividend omissions 
N 130 156 146 133 109 
Total Assets -6.909 -10.6 -5.964 -3.425 2.875 

(0.158) (0.000) (0.001) (0.289) (0.616) 
Sales -6.495 -8.133 -0.894 1.667 3.861 

(0.103) (0.000) (0.659) (0.613) (0.517) 
Number of -0.956 -7.431 -10.76 -15.46 -10.58 
Employees (0.877) (0.000) (0.000) (0.000) (0.040) 
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Table 5-2: Descriptive statistics for sample versus control firms in the pre- 
dividend cut year 
The table reports the mean [median] for selected financial variables for a sample of 442 
UK non-financial firms that announced dividend cuts during the period 1993-2000. 
Panel A reports financial variables for the whole sample. Panel B reports financial 
variables for dividend decrease firms. Panel C reports financial variables for dividend 
omission firms. ROA is defined as earnings before interest, tax, depreciation, and 
amortization, divided by total assets. Debt ratio is the ratio of total debt to total assets. 
Interest coverage ratio is defined as the ratio of pre-tax profit, plus total interest charges 
divided by total interest charges. Capital expenditure ratio is the ratio of capital 
expenditure to total assets. Cash ratio is the ratio of cash and cash equivalent to total 
assets. P-values of a two-tailed Shidela's t-test for the means and a two-tailed Ivilcoxon 
sigijed rank lesi for the medians are reported in parentheses. 
Panel A: Whole sample [N = 4421 
Variable Sample firms Control firms Differences 
ROA 0.1022 (0.000) 0.1060 (0.000) -0.0038 (0.646) 

(0.1085 (0.000)] [0.1150 (0.000)] [-0.0040 (0.405)) 
Debt ratio 0.2083 (0.000) 0.1821 (0.000) 0.0262 (0.006) 

[0.2050 (0.000)] [0.1650 (0.000)] [0.0300 (0.000)] 
In tcres t coverage 50.9 (0.041) 99.2 (0.142) -48.5 (0.501) 

P. 355 (0.000) [6.380 (0.000)] [-2.565 (0.000)] 
Capital expenditure ratio 0.0628 (0.000) 0.0594 (0.000) 0.0039 (0.290) 

[0.0550 (0.000)] [0.0490 . 000)] (0 [0.0045 (0.087)] 
Cash ratio 0.0924 (0.000) 0.1194 (0.000) -0.0270 (0.002) 

[0.0700 (0.000)] [0.0965 (0.000)] [-0.0210 (0.002)] 
Panel B: Dividend decreases [N = 2771 ' 
Variable Sample firms Control firms Differences 
ROA 0.1318 (0.000) 0.1336 (0.000) -0.0018 (0.355) 

[0.1300 (0.000)) [0.1300 (0.000)) [-0.0015 (0.092)] 
Debt ratio 0.1994 (0.000) 0.1699 (0.000) 0.0294 (0.006) 

[0.1950 (0.000)] [0.1600 (0.000)] [0.0350 (0.002)1 
Interest coverage 47.7 (0.041) 156.0 (0.128) -110.0 (0.300) 

[4.400 (0.000)] [7.693 (0.000)] [-2.900 (0.000)] 
Capital expenditure ratio 0.0632 (0.000) 0.0581 (0.000) 0.0059 (0.142) 

[0.0550 (0.000)] [0.0500 (0.000)1 [0.0050 (0.103)] 
Cash ratio 0.0973 (0.000) 0.1112 (0.000) -0.0139 (0.183) 

[0.0750 (0.000)] [0-0940 (0-000)] [-0.0115 (0.165)] 
Panel C: Dividend ornissions FN = 1651 
Variable Sample firms Control firms Differences 
ROA 0.0500 (0.000) 0.0574 (0.000) -0.0073 (0.146) 

[0.0620 (0.000)] [0.0700 (0.000)1 [-0.0030 (0.039)] 
Debt ratio 0.2241 (0.000) 0.2036 (0.000) 0.0205 (0.273) 

[0.2250 (0.000)] [0.1800 (0.000)] [0.0300 (0.056)] 
Interest coverage 56.6 (0.305) -1.90 (0.966) 58.8 (0.405) 

[1.215 (0,006)] [3.640 (0.000)1 [-2.018 (0.002)1 
Capital expenditure ratio 0.0620 (0.000) 0.0615 (0.000) 0.0006 (0.941) 

[0-0550 (0.000)] [0.0470 (0.000) (0.0030 CO. 496)] I 
Cash ratio 0.0838 (0.000) 0.1339 (0.000) -0.0501 (0.002) 

[0.0550 (0.000)] [0.1025 (0.000)] f-0.0385 (0.001)] 
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Table 5-3: Operating performance, financial leverage, capital expenditure, and 

cash prior to announcements of dividend cuts 

The table reports mean [median] changes in the industry-adjusted return on assets 
(ROA), debt ratio, interest coverage ratio, capital expenditure ratio and cash ratio for a 
sample of 442 UK non-financial firms that announced dividend cuts during the period 
1993-2000. Panel A presents industry-adjusted ROA, debt and interest coverage for the 
whole sample, dividend decreases and omissions. Panel B reports median changes in 
capital expenditure (CAP), industry-adjusted capital expenditure (ICAP), cash (CASH) 
and industry-adjusted cash (ICASH) for dividend decreases and omissions. ROA is 
defined as earnings before interest, tax, depreciation and amortization (EBITDA), 
divided by total assets. Debt ratio is the ratio of total debt to total assets. Interest 
coverage ratio is defined as the ratio of pre-tax profit, plus total interest charges divided 
by total interest charges. Capital expenditure ratio is defined as the ratio of capital 
expenditure to total assets. Cash ratio is defined as the ratio of cash and cash equivalent 
to total assets. The numbers are the mean, the median and the fraction of all changes 
that ate. positive. P-values of a two-tailed Sludent's 1-lest for the means and a t-wo-tailed 
I Vilco-von si , glied i-ank test for the medians are reported in parentheses. 
Panel A: Industry-adjusted ROA, Debt ratio and Interest Coverage ratio 
I: Whole sample [N = 4421 
Window ROA Debt ratio Interest coverage 
A-3 to 0 -0.129 (0.000) 0.052 (0.000) -33.97 (0.000) 

[-0.115 (0.000)] [0-050 (0.000)] [-6.770 (0.000)] 
11.6 65.8 20.0 

A-2 to 0 -0.1207 (0.000) 0.0417 (0.000) -49.2 (0.003) 
f-0.1021 (0.000)] [0.0382 (0.000)] [-5.860 (0.000)] 

12.6 60.7 24.1 
A-1 to 0 -0.0835 (0.000) 0.0203 (0.000) -54.7 (0.027) 

[-0.0723 (0.000)] [0.0166 (0.000)] [-3.360 (0.000)] 
18.1 53.1 32.6 

Cumulative -0.1228 (0.000) 0.0399 (0.000) -27.43 (0.001) 
[-0.1046 (0.000)] [0.0344 (0.000)] [-5.415 (0.000)] 

10.1 60.1 24.1 
II: Dividend decrease [N = 2771 
Window ROA Debt ratio Interest coverage 
A-3 to 0 -0.0929 (0.000) 0.0394 (0-000) -22.6 (0.050) 

[-0.0935 (0.000)] [0.0369 (0.000)] (4.680 (0.000)] 
13.4 62.1 23.9 

A-2 to 0 -0.0882 (0.000) 0.0289 (0.000) -31.2 (0.007) 
(AW27 (0.000)] [0-0274 (0.000)] [-4.425 (0.000)] 

14.3 57.8 26.1 
A-1 to 0 -0.0698 (0.000) 0.0166 (0.012) -45.9 (0.053) 

[-0.0667 (0.000)] [0-0137 (0.010)] [-2.995 (0.000)] 
15.2 50.9 32.7 

Cumulative -0.0877 (0.000) 0.0290 (0.000) -20.8 (0.028) 
[-0.0863 (0.000)] [0-0236 (0.000)] [-3.880 (0.000)] 

10.5 56.0 26.9 
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III: Dividend ornissions [N = 1651 
Window ROA Debt ratio Interest coverage 
A-3 to 0 -0.1912 (0.000) 0.0737 (0.000) -54.6 (0.001) 

[-0.1586 (0.000)] [0.0716 (0.000)] [-13.35 (0.000)] 
8.6 72.1 12.9 

A-2 to 0 -0.1795 (0.000) 0.0649 (0.000) -81.2, (0.045) 
[-0.1505 (0.000)] [0.0605 (0.000)] [-9.555 (0.000)] 

9.3 66.0 20.5 
A-1 to 0 -0.1071 (0.000) 0.0267 (0.002) -69.6 (0.191) 

[-0.0875 (0.000)] [0.0228 (0.003)] [-4.210 (0.000)] 
23.1 57.1 32.3 

Cumulative -0.1838 (0.000) 0.0586 (0.000) -39.4 (0.005) 
[-0.1477 (0.000)] [0.0542 (0.000)] [-9.550 (0.000)] 

9.4 67.1 19.0 
Panel B: Median changes in Capital expenditure and cash and cash equivalent 

Dividend Decreases Dividend Omissions 
Variable -3 to 0 -3 to -1 -1 to 0 -3 to 0 -3 to -1 -1 to 0 
CAP -0.01 

(0.000) 
-0.00 

(0.413). 
-0.01 

(0.000) 
-0-02 

(0.000) 
-0.01 

(0.204) 
-0.01 

(0.001) 
ICAP . -0.00 

(0.942) 
0.01 

(0.021) 
-0.01 

(0.000) 
-0.00 

(0.397) 
0.01 

(0.022) 
-0.01 

CASH -0.01 -0.01 
(0.311) 

-0.01 
(0.001) 

-0.01 
(0.225) 

-0.01 
(0.060 

-0.00 
0.44 

ICASH -0.00 0.00 
(0.918) 

-0.01 
(0.002) 

-0.01 
(0.493) 

-0.02 
0.53 

0.00 

N 202 202 276 119 119 157 
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Table 5-4: Corporate control activities and dividend cuts 

The table reports the percentages of different activities undertaken by sample and 

control firms over the 12 months prior to dividend cuts during the period 1993-2000. P- 

, glied rank lesl for the medians are reported in values of a two-tailed 11,7ilcoxon si. 

parenthesis. 

Pnnt-I A- Whole -, imnle 
Activity Sample Firms % Control Firms % p-value of 

differences 
Takeover attempt 37 8.5 9 2.1 0.000 
Financial distress 9 2.1 7 1.6 0.660 
CEO turnover 57 13.2 21 4.8 0.000 
Panel B: Dividend decreases 
Activity Sample Firms % Control Firms % p-value of 

differences 
Takeover attempt 25 9.1 6 2.2 0.002 
Financial distress 6 2.2 3 1.1 0.407 
CEO turnover 34 12.3 13 4.7 0.000 
Panel C: Dividend ornissions 
Activity Sample Firms % Control Firms % p-value of 

differences 
Takeover -attempt 12 7.7 3 1.9 0.044 
Financial distress 3 1.9 4 2.6 0.787 
CEO turnover 23 14.7 8 5.1 0.000 
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Table 5-5: Cross-sectional determinants of dividend cuts 

The table reports results for logit regressions of the determinants of dividend cuts for a 
sample of 442 UK non-financial firms that announced dividend cuts over the period 
1993-2000. Dependent variable is a binary variable that takes on a value of one for 
dividend cut firms and zero for non-dividend cut firms. ROA is the ratio of earnings 
before interest, taxes, depreciation and amortization (EBITDA), divided by total assets. 
Debt ratio (DEBf) is the ratio of total debt to total assets. Interest coverage ratio 
(ICONý is the ratio of pre-tax profits and interest charges divided to interest charges. 
Capital expenditure ratio (CAP) is the ratio of capital expenditure to total assets. Cash 
ratio (CASH) is the ratio of cash and equivalent to total assets. CEO is a binary variable 
set equal to one, where the company experienced a change in CEO over the 12 months 
prior to dividend cuts, and zero otherwise. Takeover pressure (171ý, 'No is a binary variable 
set equal to one, where the company experienced a takeover threat over the 12 months 
prior to dividend cuts, and zero otherwise. Financial distress (DSTRS) is a binary 
variable set equal to one, where the company experienced a financial distress over the 12 
months prior to dividend cuts, and zero otherwise. Firm size (SIZE) is the natural 
logarithm of the company's market value of equity. All continuous variables are 
measured at the financial year-end prior to the dividend cut. P-values for two-tailed 
tests of sienificance are revorted in Darenthesis. 

Whole sam ple Dividend decreases Dividend omissions 
Statistic Model 1 Model 2 Model 1 Model 2 Model 1 Model 2 
Observations 866 866 552 552 314 314 
Constant 0.046 0.001 -0.210 -0.225 0.511 0.462 

(0.825) (0.997) (0.424) (0.403) (0.146) (0.212) 
AROA -4.511 -4.854 -6.801 -6.836 -3.242 -3.980 

(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
DEBT 1.008 0.719 2.074 1.896 -0.121 -0.481 

(0.053) (0.174) (0.007) (0.016) (0.868) (0.523) 
ICOV -0.003 -0-003 -0.001 -0.001 -0.006 -0.007 

(0.064) (0.037) (0.564) (0.487) (0.039) (0.015) 
CAP 1.038 0.340 0.834 -0.326 0.166 -0.172 

(0.477) (0.824) (0.655) (0.870) (0.945) (0.94ý) 
CASH -1.325 -1.370 -1.255 -1.121 -1.763 -2.226 

(0.033) (0.032) (0.113) (0.165) (0.0 5) (0.049) 
CEO 1.332 1.029 1.901 
turnover (0.000) (0.005) (0.000) 
TKV 1.910 1.780 2.120 

(0.000) (0.002) (0.009) 
DSTRS 0.185 1.177 -1.490 

(0.769) (0.168) (0.174) 
SIZE -0.083 -0.096 -0.078 -0.095 -0.141 -0.157 

(0.029) (0-014) (0.098) (0.049) (0.065) (0.051) 
Log- -536.3 -513.2 -338.5 -326.1 -190.6 -178.1 likelihood (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
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Table 5-6: Changes in operating performance, financial leverage, capital 

expenditure, and cash following dividend cuts 

The table reports mean [median] changes in the industry-adjusted return on assets 
(ROA), debt ratio, interest coverage ratio, capital expenditure ratio and cash ratio 
following dividend cuts for a sample of UK non-financial firms that announced 
dividend cuts during the period 1993-2000. Panel A presents industry-adjusted ROA, 
Debt ratio, and Interest Coverage ratio for the whole sample, dividend decreases, and 
omissions. Panel B reports. median changes in capital expenditure (CAP), industry- 
adjusted capital expenditure (ICAP), cash (CASH) and industry-adjusted cash (ICASH) 
for dividend decreases and omissions. ROA is defined as earnings before interest, tax, 
depreciation and amortization (EBITDA), divided by total assets. Debt ratio is the ratio 
of total debt to total assets. Interest coverage ratio is defined as the ratio of pre-tax 
profit, plus total interest charges divided by total interest charges. Capital expenditure 
ratio is defined as the ratio of capital expenditure to total assets. Cash ratio is defined as 
the ratio of cash and cash equivalent to total assets. The numbers are the mean, the 
median and the fraction of all changes that are positive. P-values of a two-tailed Sludent's 
1-tesi for the means and a two-tailcd lvilcoyon siTmed iunk- lest for the medians are reported 
in parentheses. 
Panel A: Industry-adjusted ROA, Debt ratio, Interest Coverage ratio 
1: Whole sample rN = 4421 
Windows ROA Debt ratio Intcrest coveragc 
AO to +1 0.0147 (0.294) -0.0208 (0.000) -8.60 (0.672) 

[0.0252 (0.000)] [-0.0181 (0.000)] [1.445 (0.000)] 
57.2 34.6 60.1 

AO to +2 0.0500 (0.000) -0.0268 (0.000) 10.17 (0.109) 
[0.0532 (0.000)] [-0.0296 (0.000)] [3.385 (0.000)] 

66.7 35.1 68.3 
AO to +3 0.0584 (0.000) -0.0226 (0.083) 59.8 (0.139) 

[0.0619 (0.000)] [-0.0392 (0.000)] [4.285 (0.000)], 
67.6 31.0 68.2 

Cumulative 0.0654 (0.000) -0.0259 (0.000) 12.63 (0.025) 
[0.0516 (0.000)] [-0.0275 (0.000)] [3.310 (0.000)] 

64.8 33.8 70.2 
11: Dividend decrease [N = 277] 
Windows ROA Debt ratio Interest coverage 
AO to +1 -0.0052 (0.699) -0.0138 (0.036) 11.33 (0.200) 

[0.0105 (0.113)] [-0.0114 (0.011)] [0.790 (0.044)] 
52.1 37.8 57.2 

AO to +2 0.0238 (0.069) -0.0042 (0.646) 2.42 (0.510) 
[0.0381 (0.000)] [-0.0108 (0.151)] [1.940 (0.001)] 

65.0 41.6 63.7 
AO to +3 0.0124 (0.478) 0.0053 (0.768) 73.7 (0.238) 

[0.0381 (0.000)] [-0.0187 (0.042)] [3.145 (0.000)] 
64.3 36.8 65.9 

Cumulative 0.0333 (0.005) -0.0101 (0.208) 4.81 (0.133) 
[0.0362 (0.000)] [-0.0136 (0.031)] [2.040 (0.000)] 

61.1 40.6 65.7 
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III: Dividend orrussion [N = 1651 
Windows ROA Debt ratio Interest coverage 
AO to +1 0.0500 (0.103) -0.0331 (0.000) -42.8 (0.422) 

[0.0571 (0.000)] [-0.0329 (0.000)] [2.975 (0.001)] 
66.2 29.0 65.1 

AO to +2 0.0960 (0.001) -0.0653 (0.000) 23.2 (0.144) 
[0.0892 (0.000)] [-0.0641 (0.000)] [6.295 (0.000)] 

69.6 24.1 75.9 
AO to +3 0.1402 (0.000) -0.0741 (0.000) 35.0 (0.053) 

[0-1172 (0.000)] [-0.0816 (0.000)] [6.580 (0.000)] 
73.6 20.2 72.4 

Cumulative 0.1254 (0.009) -0.0533 (0.000) 26.4 (0.069) 
[0.0889 (0.000)] [-0.0527 (0.000)] [5.990 (0.000)] 

71.1 21.9 78.1 
Panel B: Median changes in Capital expenditure and Cash and cash equivalent 

Dividend Decreases Dividend Omissions 
Variable 0 to 1 0 to 2 0 to 3 -1 to 3 0 to 1 0 to 2 0 to 3 -1 to 3 
CAP 0.00 

0.273 
-0.01 

(0.036) 
-0.00 

(0.731) 
-0.01 

(0.001) 
-0.01 

(0.001) 
-0.00 

(0.655) 
-0.00 

(0.786) 
-0.01 

(0.015) 
ICAP -0.00 

(0.018) 
-0.01 

(0.027) 
-0.00 

(0.848) 
-0.01 

(0.003) 
-0.01 

(0-030) 
-0.00 

(0.322) 
0.00 

(0.726) 
-0.01 

(0.043) 
CASH 0.01 

(0.015) 
0.01 

(0.001) 
0.01 

(0.314) 
0.01 

(0.557) 
0.01 

(0.112) 
0.01 

(0.051) 
0.02 

(0.008) 
0.02 

(0.020) 
ICASH 0.01 

0.059 
0.01 

(0.032) 
0.00 

(0.792) 
-0.01 

(0.470) 
-0.00 

(0.899) 
0.01 

(0-103) 
0.01 

(0.341) 
0.02 

(0.133) 
N 256 238 195 195 143 131 105 105 
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Table 5-7: Changes in operating performance surrounding dividend 

decreases and omissions 

The table reports the median changes of the differences between the industry-adjusted 

ROA of dividend decreases and omissions for a sample of 442 UK non-financial firms 

that announced dividend cuts during the period 1993-2000. A dividend-decreasing firm 

is the firm that decreased a cash dividend between 12.5% and 99%. A dividend-on-litting 

firm is the firm that ornitted a cash dividend after a series of 3-year or more payment 

period of the cash dividend. ROA is defined as earnings before interest, tax, 

depreciation, and amortization (EBITDA), divided by the book value of assets. Ile 

difference is defined as the median industry-adjusted ROA of dividend decreases, minus 

40A of dividend onýissions. P-values for a two-tailed test of significance are reported in 

parendieses. 

Window Dividend decreases 
UN = 2771 

Dividend omissions 
(N = 165] 

p-value of 
difference 

A-3 to 0 -0.095 (0.000) -0.160 (0.000) 0.000 
A-2 to 0 -0.080 (0.000) -0.150 (0.000) 0.000 
A-1 to 0 -0.065 (0.000) -0.085 (0.000) 0.158 
A (-l, -2, &-3) to 0 -0.080 (0.000) -0.135 (0.000) 0.000 
AO to +1 0.010 (0.453) 0.055 (0.005) 0.001 
AO to +2 0.040 (0.001) 0.090 (0.000) 0.002 
AO to +3 0.040 (0.004) 0.115 (0.000) 0.000 
AO to (+l, +2 & +3) 0.030 (0.000) 0.080 (0.000) 0.001 
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Table 5-8: Changes in operating performance surrounding dividend increases 

and initiations 

The table reports mean [median] changes in the industry-adjusted ROA surrounding 
dividend increases and initiations for firms that announced dividend increases and 

initiations during the period 1993-2000. A dividend-increasing firm is the firm that 

increased a cash dividend between 12.5% and 500%. A dividend-initiating firm is the 

firm that initiated a cash dividend after a series of 3-year or more non-payment period 

of the cash dividend. ROA is dcfmed as earnings before interest, tax, depreciation, and 

amortization (EBITDA), divided by total assets. The numbers are the mean, median, 

and the percentage of the medians that are positive. P-values for a two-tailed test of 

significance are reported in parentlieses. 

Window Dividend increases [N =378] Dividend initiations [N = 106] 
A-3 TO 0 0.0281 (0.000) 0.1083 (0.002) 

[0.0225 (0.000)] [0.0590 (0.000)] 
63.3 70.7 

A-2 TO 0 0.0435 (0.030) 0.0916 (0.000) 
[0.0240 (0.000)] [0.0695 (0.000)] 

66.6 72.2 
A-1 TO 0 0.0257 (0.000) 0.0895 (0.000) 

[0.0205 (0.000)] [0.0685 (0.000)] 
66.9 80.2 

AO TO 1 -0.0118 (0.075) -0.0109 (0.292) 
[0.0010 (0.733)] [-0.0035 (0.603)] 

52.2 51.4 
AO TO 2 -0.0148 (0.031) -0.0171 (0.331) 

[-0.0015 (0.708)] [0.0030 (0.763)] 
50.1 56.0 

AO TO 3 -0.0201 (0.029) -0.0579 (0.182) 
[-0.0005 (0.944)] [-0.0025 (0.839)] 

51.4 53.6 
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Table 5-9: Control firm matched changes in operating performance for sample 

firms 

The table reports changes in operating performance for/of sample and control firms for 

a sample of 442 UK non-fmancial firms that announced dividend cuts during the period 

1993-2000. The control firms are selected from firms within the same FIFSE level 4 

industry group as the dividend cut firm, and have sin-fflar ROA in the year prior to 

dividend cuts. ROA is defined as earnings before interest, tax, depreciation, and 

amortization (EBITDA), divided by the book value of assets. The significance between 

, gned rank lest. P-values the sample and control firms is based on a two-tailed Iflilcoxon sz, 

are reported in parentheses. 

Time period Dividend cut 
median 

firms Non-dividend 
firms median 

I cut -value for. 
difference 

TI 

Panel A: Operating earnings total assets (ROA) - Whole sample [N = 4421 
From year -1 to 0 -0.0700 ( 0.000) 0.0000 ( 0.616) 0.000 
From year 0 to 1 0.0250 ( 0.000) 0.0000 ( 0.732) 0.000 
From year 0 to 2 0.0500 ( 0.000) -0.0050 ( 0.145) 0.000 
From year 0 to 3 0.0500 ( 0.000) -0.0050 ( 0.184) 0.000 
Panel B: Operating earnings / total assets (ROA) - Dividend decreases 
277] 

[N 

From year -1 to 0 -0.0650 ( 0.000) 0.0000 ( 0.958) 0.000 
From year 0 to 1 0.0100 ( 0.132) 0.0000 ( 0.478) 0.064 
From year 0 to 2 0.0300 ( 0.000) -0.0050 ( 0.215) 0.000 
From year 0 to 3 0.0250 ( 0.007) -0.0100 ( 0.085) 0.005 
Panel C: Operating earnings / total assets (ROA) - 
1651 

Dividend omissions [N 

From year -1 to 0 -0.0950 ( 0.000) 0.0050 ( 0.442) 0.000 
From year 0 to 1 0.0600 ( 0.000) 0.0050 ( 0.672) 0.001 
From year 0 to 2 0.0850 ( 0.000) -0.0050 ( 0.497) 0.000 
From year 0 to 3 0.1050 ( 0.000) 0.0000 ( 0.898) 0.001 
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TabIe 5-10: Changes in Labour Productivity foHowing Dividend Cuts 

The table presents median changes in labour productivity over the period following 

dividend cuts for a sample of firms that announced dividend cuts. Labour productivity 
is measured as the ratio of sales to the number of employees. P-values of a two-tailed 

, gned rank lesl are reported in parentheses. Eilcoxon si 

Dividend decreases Dividend Omissions 
Variable -1 to 1 

!N 

-1 to 2 -1 to 3 -1 to 1 -1 to 2 -1 to 3 
SENIP 4.91 

0.001) 
8.32 

(0.000) 
11.8 

(0.000) 
4.52 

(0.031) 
12.5 

(0.000) 
11.5 

(0.000) 
Size 249 222 204 145 128 113 

Table 5-11: Abnormal returns surrounding dividend cut announcements 

The table reports abnormal stock returns for a sample of 442 UK non-financial firms 

that announced dividend cuts during the period 1993-2000. The abnormal return is 

computed as the difference between a firm's daily return and FrSE AII-Share index 

used as the proxy of the market portfoho. P-values of a two-tafled Student's I-lest and 

ank- lest are reported in the parentlieses. I Ylilcoxon simed r, 

Panel A: Whole sample 
Statistic AAR (-l) AAR (0) CAR (-1,1) 
N 442 442 442 
Mean (/o) 0.168 (0.339) -1.759 (0.000) -0.961 (O. QO4) 
Median Clo) -0.020 (0.770) -0.470 (0.000) -0.615(0.0 
% Negative 50.9 53.6 59.0 
Panel B: Dividend decreases 
N 277 277 277 
Mean Clo) 0.108 (0.541) -0.867 (0.018) -0.912 (0.027) 
Aledian (0/o) 0.050 (0.616) -0.400 (0-011) -0.350 (0.070) 
% Negative 46.6 51.3 55.6 
Panel C: Dividend omissions 
N 165 165 165 
Mean Clo) 0.274 (0.458) -3.182 (0.000) -1.892 (0.007) 
Median (/o) -0.120 (0.316) -0.630 (0.000) -1.210 (0.000) 
% Negadve 55.2 57.6 63.6 

138 



Table 5-12: Relation between dividend information and firm performance 

The table reports regressions of subsequent changes in the operating performance for a 

sample of 442 UK non-financial firms that announced dividend cuts during the period 
1993-2000. Pre (post) means the years preceding (following) dividend cut 

announcements. Dependent variable is changes in industry-adjusted ROA following 

dividend cuts [i. e., (ROA+1 + ROA+2 + ROA+3)/3 - ROA (0)]. ROA is defined as 

earnings before interest, tax, depreciation and amortization (EBITDA), divided by total 

assets. DEBT is the ratio. of total debt to total assets. CAP is the ratio of capital 

expenditure to total assets. CASH is the ratio of cash and equivalent to total assets. An 

independent variables except ROAP., and. AAR are measured over the years following 

the dividend cut; and ROApre'S measured over the years prior to dividend cuts. CAR (-1,1) 
is the cumulative average abnormal returns for three days centred on the day of the 

announcements of dividend cuts. P-values for two-tailed tests of significance are 

reported in the parentheses. 

Model: ROA pýt = ot + DEBT + CASH + CAP + ROtkp,,! + CAR (-I, +e 

Statistic Whole sample 
N= 369 

Dividend decreases 
N= 242 

Dividend omissions 
N= 127 

Constant 0. 
, 
059 (0.000) 0.077 (0.000) 0.020 (0.064) 

DEBT -0.188 (0.002) -0.214 (0.004) -0.168 (0.089) 
CASH 0.008 (0.083) 0.004 (0.439) 0.021 (0.009) 
CAP 0.034 (0.000) 0.042 (0.000) 0.016 (0.198) 
ROA -0.859 (0.000) -0.875 (0.000) -0.926 (0.000) 
CAR 0.035 (0.658) 0.211 (0.035) -0.239 (0.058) 
Adj. R2 0.564 0.493 0.651 
F-value 96.29 ( 0.000) 47.78 (0.000) 48.07 (0.000) 
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Table 5-13: Long run stock returns following dividend cuts 

The table reports the mean [median] of long run buy-and-hold abnormal returns for a 

sample of 442 UK non-financial firms that announced dividend cuts during the period 
1993-2000. I'lie buy-and-hold abnormal return (BHAR) is calculated as the difference 

between a firm's monthly return and a control firm's monthly return. Control firms are 

constructed on the basis of size and industry (panel A) and size and bookýto-market 

ratio (panel B) over flic year prior to dividend cuts. P-values of a two-tailcd Student's t-lest 

for the means and a two-tailed Vilcoxon siýgned i-ank- lest for the medians are reported in 

parentheses. 

MN odel: BHAR,, 11 (1+ R,, ) -7Fj (I + E(Rj) 
Panel A: BHARs on the basis of size and industry 

AU Dividend Cu ts Dividend decreases Dividend omissions 
Statistic 12- 24- 36- 12- 24- 36- 12- 24- 36- 

month month month month month 

ý 

month month month month 
Mean % -8.25 -13.65 -9.92 -7.23 -4.55 -0.20 -9.97 -28.91 -26.2 

0.021 (0.016) (0.172) (0.113) (0.515) (0.980) (0.088) (0.002) (0.063) 
Median -7.67 -13.39 -6.80 -3.47 -5.65 2.22 -14.52 -27.04 -22.38 
% (0.008) (0.002) 

, 
(0.186) (0.297) (0.298) (0.733) (0.006) (0.000) (0.010) 

% -ve 56.8 57.2 1.7 52.0 53.1 47.8 64.8 64.2 58.2 
(0.005) 

_ 
(0.003) (0.5U5 (0.548) (0.336) (0.508) (0.000) (0.000) (0.043) 

N 441 421 384 276 264 241 165 157 143 
Panel B: BHARs on the basis of the size and book-to-market ratio 

AR Dividend Cu ts Dividend decreases Dividend omissions 
Statistic 12- 24- 36- 12- 24- 36- 12- 24- 36- 

month month month month month month month 

I 

month month 
Mean % -8.31 -9.40 -8.06 -5.02 -0-13 -0.03 -13.81 -24.81 -21.4 

(0.014) (0.065) (0.209) (0.233) (0.981) (0.997) (0.014) (0.002) (0-042) 
Median -9.80 

_ 
-12.99 -13.18 -5.87 -4.19 -4.64 -16.77 -28.02 -26.94 

% (0.001) (0.002) (0.006) 08 (0.081) 
, 

(0.411) (0.475) (0.001) (0.000) (0.000) 
% -Ve 57.0 58.8 56.2 55.0 53.6 53.1 60.2 67.5 61.4 

(0.004) (0.000) (0.010) 0.1 Oý5 (0.253) (0.335) (0.010) (0.000) (0.004) 
N 441 421 384 - 276 264 241 165 157 143 
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Figure 5-1: RETURN ON ASSETS OF A SAMPLE OF UK NON-FINANCtAL FIRMS THAT 
ANNOUNCED DIVIDEND CUTS DURING 1993-2000 

0.16 

0.14 

0.12 

< 0.10 
0 
it 0.00 
z 

0.06 
LU 

0.04 

0.02 

0.00 

-0.02 

Figure 5-2: RETURN ON ASSETS OF A SAMPLE OF UK NON-FINANCIAL FIRMS THAT 
ANNOUNCED DIVIDEND CHANGES DURING 1993-2000 
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CHAPTER SIX: CORPORATE LAYOFFS 

6.1 Introduction 

The previous chapter has examined the reasons that motivate managers to cut 
dividends. It is found that poor performance, high financial leverage and liquidity 

problems are the important factors that Influence managers to cut dividends. In this 

chapter the determinants and outcomes of corporate layoff decisions are investigated. 

The reasons why managers should layoff employees are discussed in Chapter 2. In this 

chapter, those firms whose management teams implement a reduction in the labour 

force by whatever strategy are examined; also, the effects of layoffs on the firm's 

performance are empirically exan-dned. This analysis provides evidence related to three 

primary questions. First, what factors motivate managers to undertake layoffs? Second, 

what is the market reaction to announcements of layoffs and the different strategies of 
layoffs? Finally, does a firm's efficiency improve following layoffs? Layoffs are defined 

here as the termination of a significant number of permanent employees from the 

payroll of an organization. 

The empirical analysis in this chapter extends earlier research on corporate layoffs by 

examining the determinants and effects of layoffs for a sample of 322 UK non-financial 
firms over the period 1990-2000. Specifically, the study examines the determinants of 
layoff decisions over the 3 years prior to layoffs in a univariate and multivariate setting. 
Second, in order to provide evidence as to whether layoffs increase the firm's efficiency, 
different factors over the 3 years post-layoff are examined. Finally, the stock market 

reaction to layoff announcements is examined. Unlike previous studies, different factors 

that are found to have a significant impact on the effect of the layoff announcement, 

such as. the reasons for layoffs, the size of layoffs and anticipated and unanticipated 
layoffs are studied. An examination of these factors provides additional evidence on the 

information content of the layoff announcement. 

It is found that layoffs are preceded by a period of poor stock market returns and 

operating Performance, and high financial leverage. It is also found in a multivariate 

analysis that layoffs are preceded by CEO turnover in the 12 months prior to the 
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announcements. This finding suggests that newly appointed managers lay off employees 

in the process of restructuring operations. It is interesting to note that no evidence is 

found that other external control factors play a significant role in the layoff decision. In 

addition, there is no evidence that there is an improvement in operating performance 

and the firm's financial position following corporate layoffs. However, there is an 
increase in labour productivity in each of the 3 years following layoffs, and firms also 
become more focused. Thus, layoffs increase labour productivity and reduce excessive 
diversification. 

On die stock market reaction, it is found that layoffs, in general, are associated with a 

negative market reaction, and this reaction is associated with a decline in the firm's 

financial investment opportunities. However, mixed results are found when examining 

the market reaction to announcements of layoffs on the basis of the stated reasons for 

layoffs. It is apparent that layoff announcements related to reactive strategies are 

associated with a significantly negative stock price response; and those layoffs related to 

proactive strategies are not statistically different from zero. It is also found that large 

layoffs are associated with more negative abnormal returns than small layoffs; and the 

market reacts more negatively to unanticipated layoff announcements than to 

anticipated announcements. 

The chapter proceeds as follows: Section 6.2 develops hypotheses to be tested in this 

chapter. Empirical results are presented in Section 6.3. Section 6.4 summarizes and 

concludes the chapter. 

6.2 Development of hypotheses 

In addition to the general hypotheses discussed in Chapter 1, this section briefly 

discusses the individual hypotheses to be tested in this chapter. 

I build on the assumption that managers seek to operate cfficiently with niinimum costs 

and that they choose to layoff employees in order to decrease their production costs. 
This prernise implies that management thinks that the firm's goals (output, revenue, 

earnings) can stiR be attained with fewer employees (Casio el al., 1997). Firms that have 

the greatest need to cut employees will be those that are not performing well - those for 
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which costs are greatest and returns are least. Firms can also reduce their workforce as a 

proactive strategy aimed at improving the firms' future performances. This argument 

suggests that corporate managers undertake layoffs in response to poor performance or 
because of a need to improve performance. 

The available evidence supports the preceding arguments (see Chen el al., 2001). Palmon 

el al. (1997) also examine operating performance changes between the year prior to and 

the year of the layoff announcement. However, Palmon el al did not look at the group 

as a whole. Therefore, the existing evidence is not conclusive. Following this evidence, it 

is therefore hypothesized that: 

H&I: Poor performance or a need to improve performance leads to corporate layoffs 

A firm that does not have enough cash to meet its interest payments, or is nearing that 

condition, has several options. It can reschedule its debt, it can raise cash by issuing new 
debt or equity, or it can sell assets. All of these options are costly (ShIcifer and Vishny, 

1992). First, debt rescheduling might require difficult and costly coordination between 

multiple creditors, and also creditors might worry about the asset substitution problem, 

namely that the managers will take extra risks if the loan maturities are extended &nsen 

and Nfeckling, 1976). Creditors also may suspect that the problems of the firm stem 
from bad management. Both of these reasons suggest that debt rescheduling is often 
difficult. 

Issuing new securities might not be possible for several reasons. First, the uncertainty of 

the new security buyers about the value of the assets in place, including the quality of 

management, raises the cost of security issues (Nfyers and iNlajluf, 1984). Second, like 

creditors who are wary of rescheduling debt, buyers of new securities have to worry that 

the managers will squander the new cash rather than use it productively. Issuing new 

securities, then, is also an expensive option for the firm. Asset sales can better deal with 

some of the problems that plague debt rescheduling and new security issues. However, 

even an asset sale depends on a number of external factors that are outside the control 

of the firm -a liquid market, for example (Schlingemann et aZ, 2002). If these options 

are costly, the firm will then have to restructure some of its operations and financial 
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policies in order to ensure sufficient cash flow to service its debts. Some of these actions 

are dividend cuts and layoffs. " 

Theoretical evidence suggests that firms that are most likely to undertake layoffs are 

those firms that are struggling to get through hard times and that are saddled with more 
debt than ever (Cascio, 1993). This is because a high debt could lead to default and 
hence to bankruptcy costs Gensen, 1986). Firms therefore reduce the number of their 

employees as a drastic measure to ensure sufficient cash flow to service debt. 

Theoretical arguments alone cannot unambiguously predict the relationship between 

financial leverage and the likelihood of corporate layoffs. Therefore, in this chapter, 

whether highly-leveraged firms layoff employees in order to ensure sufficient cash flow 

to service their debts are empirically tested. Therefore: 

H6-2: High financial leverage influences managers to undertake layoffs. 

One of the potential factors that might influence corporate managers to undertake 
layoffs is low levels of employee productivity. If one assumes that unit sales decline 

because of a fall in demand, the firm will experience higher unit costs and will no longer 

operate at minimum cost, since production is not adjusted immediately. With 

production no longer at minimum cost, layoffs possibly become economical in order to 

cut costs (Lin and Rozeff, 1993). If unit sales are declining and the number of 

employees remains constant, then sales per employee are also declining. In addition, 

since sales arc declining, while at the same time a firm is experiencing higher unit costs, 

then operating profit per employee is also declining. 

Ile preceding argument suggests that a decline in employee productivity is also a 
determinant of corporate layoffs. Chen et al (2001) and Elayan el al. (1998) exan-'Line 

employee productivity over the period prior to layoffs and do not find evidence that low 

labour productivity precedes corporate layoffs. In fact, Chen et al (2001) document a 

significantly positive industry-adjusted change in sales per employee over the year prior 

65 It was shown in the previous chapter that dividend cuts are among many actions a firm undertakes in 
order to raise funds for servicing debt. 
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to layoffs. It is however conjectured here that low productivity motivates managers to 

layoff their employees. Therefore: 

H6-3: Low labour productivity leads to corporate layoffs. 

Following layoffs, firms decrease their labour costs by reducing employment levels. 

I'liese lower labour costs result in increased earnings and/or the ability to control 

product prices to improve competitiveness. Ultimately, the performance of a firm 

should be improved. Empirical evidence on whether there is an improvement in 

operating performance following layoffs is mixed. Cascio el al (1997) and Dem's and 
Kruse (2000) do not find evidence that firm performance improves following layoffs. By 

contrast, Elayan el al. (1998), Ballester el al. (1999), and Chen et al. (2001) document 

evidence suggesting that the financial performance of firms improves following layoffs. 

A- proposition that there is a performance improvement following layoffs is empirically 

tested. 

H6-4: Operating performance improves following corporate layoffs 

An improvement in operating performance following corporate layoffs means that a 
firm is able to generate additional cash flow. This cash flow, amongst other things, is 

used to service the firm's debt. In addition, better performing firms generate enough 

earnings to the extent that they borrow less. In support of this, previous research finds 

that profitability has a negative influence on financial leverage, since a firm which can 

generate more earnings will borrow less, all things being equal (tkdedeji, 1998). 

However, no single study, to my knowledge, has examined changes in financial leverage 

post-layoffs. It is argued here that if there is performance improvement following 

corporate layoffs - and amongst other things better performance increases a firm's 

ability to service its debt - there should be a decline in financial leverage following 

layoffs. It is hypothesized that: 

H6-5: Financial leverage declines over the period following corporate layoffs. 
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Managers undertake layoffs, among other things, in order to increase the firm's labour 

productivity. There are several potential reasons for an increas e in post-layoff labour 

productivity. First, layoffs make the firm more efficient and competitive. Second, layoffs 

maintain the firm's product scope, and provide a focus on productivity gains and cost 

reduction. Re-engineering processes, streamlining operations, and reducing redundant 

activities may improve productivity. Finally, layoffs reduce/remove middle-level 

managers, and allow for less bureaucracy and faster deciýion making. With fewer layers 

of middle managers to filter information, communication is smoother and more 

accurate, entrepreneurs flourish and hence productivity improves (Chalos and Chen, 

2002). Elayan el al. (1998) and Chen el al (2001) report evidence of improved labour 

productivity following corporate layoffs. In this chapter, whether there is an increase in 

labour productivity following corporate layoffs is also empirically tested. It is 

hypothesized d-iat: 

H6-6: There is an increase in labour productivity following layoffs. 

The extant literature presents two hypotheses that explain the investors' vie-%v to 

announcements of corporate layoffs: efficiency and declining investment opportunities 
hypotheses. " The efficiency hypothesis states that if investors view the layoff 

announcement as a way for the firm to be more efficient and more competitive, one 

would expect positive abnormal returns at the announcement of a corporate layoff. A 

positive market reaction would be attributed to cost savings, together with expectations 
for changes in managerial policy that might lead to improvement in the firm's 

performance, and its efficiency in general. 

On the other hand, the declining investment opportunities hypothesis relies on the 

premise that the layoff announcement may reveal that the firm's investment or growth 

opportunities are not as good as previously thought. If so, investors are expected to 

revise their expectations downward about the future prospects of the firm, and the 

market reaction is expected to be negative. The general consensus so far is that, on the 

whole, the market reacts negatively to layoff announcements (Worrell et al, 1991; Lin 

66 See Elayan et al. (1998) for more details. 
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and Rozeff, 1993; Elayan el al., 1998; and Chen et al., 2001). One should -therefore 

expect a negative market reaction to announcements of layoffs. It is hypothesized that: 

1-16-7: 'Me layoff announcement is associated with a negative market reaction. 

Managers undertake layoffs for different reasons. This implies that investors also have 

different perceptions of these reasons. For example, layoffs related to declining sales or 

poor earnings may be associated with negative stock returns. By contrast, layoffs related 

to reorganization or consolidation may not be associated Xvith negative stock returns 

when the reorganization does not arise from poor performance or financial distress. 

Previous studies group the reasons for layoffs into two groups: proactive and reactive 

strategies (Palmon el al., 1997; Kashefi et al., 2002; McIýnight el al., 2002; and Hahn et a/., 
2004). All corporate layoffs that aiin to turnaround firms with aspects of poor 

performance such as poor earnings, plant closure and falls in demand fall under the 

reactive strategy group. On the other hand, layoffs that aiin to maintain competitiveness 

or to correct performance downturns before they become severe, such as cost cutting 

and reorganization, fall under the proactive strategy group. 

Empirical evidence shows that proactive strategies are associated with positive abnormal 

returns, and negative abnormal returns for firms with reactive announcements (Palmon 

el al., 1997; Kashefi el al., 2002; McKnight el al., 2002; and Hahn el al., 2004). These 

results are not consistent. with those of Chen et al (2001) and Chalos and Chen (2002). 

Chen el al. (2001) find that the market reacts negatively to layoffs related to weak 
demand, cost cutting, and low prior earnings. However, they do not find evidence of a 

significant market reaction to layoff announcements related to reorganization. On the 

other hand, Chalos and Chen (2002) find a positive market reaction to layoff 

announcements related to revenue line refocusing, an insignificant market reaction to 

layoff announcements related to production cost cutting, and weakly negative return for 

layoffs related to plant closings. 

Given the mixed evidence to date, the following h)Totheses are examined: 
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1-16-8: The market reacts negatively to all corporate layoffs that aim to turnaround 

firms Nvith poor performance and/or high financial leverage. 

H6-9: There is an insignificant or positive stock price response to corporate layoffs 

that airn to maintain competitiveness or to correct performance downturns 

before they become severe 

If die layoff announcement conveys any information, then the magnitude of the market 

reaction will be a function of the size of layoff. " It is hypothesized that larger layoffs 

Avill result in a larger market response. If layoffs are negative signals, large ones should 

convey more negative information than small ones. Negative investor reactions to large 

layoffs may be more pronounced because large numbers of qualified workers are 
leaving, and also because of larger redundancy related expenses. Worrell el al. (1991) and 
Elayan el al. (1998) examine announcements of corporate layoffs on the basis of the size 

of layoffs, and their findings are mixed. Whilst Elayan el al. (1998) find that both groups 

elicited negative abnormal returns, large layoffs are significantly more negative than 

small ones; Worrell et al. (1991) find significant negative abnormal returns associated 

with large layoffs and insignificant returns for small layoffs. Given the mixed res ults, the 

following null hypothesis is examined: 

H, 10: The stock market does not react differently to announcements of layoffs of 
different sizes. 

Layoffs may also be classified as a first (unanticipated) or as a sequential (anticipated) 

announcement relating to a firm's strategy in response to internal as well as external 

environments. If the layoff announcement signals information to the market, then 

unanticipated layoffs are expected to be associated with more stock price response 

relative to anticipated layoffs. TI-iis argument is consistent with the study of Smith 

(1986), who documents that stock price changes reflect only the unanticipated 

component of the announcement, hence the more predictable an event, the smaller the 

associated stock price change. Therefore, if the market reacts negatively to 

671be size of layoff is defined here as the number of employees laid-off, divided by the total number of 
employees one year before the announcement, or the percentage of employees laid off, if given. 

149 



announcements of corporate layoffs, then an unanticipated layoff should be associated 

with a more negative stock price response than any anticipated one. This is because if 

the market reaction to layoff announcements reflects a response to new information 

revealed by the layoff, rather than the layoff itself, then one might expect the reacfion to 

be most pronounced when the surprise is greatest. 

If the layoff announcement follows a period of poor performance, then it may be less 

likely to elicit a significant response, since investors anticipate its occurrence. This 

observation suggests that firms with a recent history of layoffs are expected to be 

associated with a smaller market response than firms with a single or first layoff 

announcement. Elayan el id. (1998) and McKnight et aZ (2002) find that stock price 

responses for first (unanticipated) announcements are significantly more negative than 

sequential (anticipated) announcements of layoffs. Following the preceding evidence 

and argument, it is hypothesized that: 

6-11: The market reaction for first (unanticipated) announcements is more negative 
dian sequential (anticipated) announcements of layoffs. 

6.3 Empirical results 
6.3.1 Sample characteristics 
To examine the above discussed hypotheses, a UK sample firms that announced 

corporate layoffs over the period 1990-2000 is used. The sample of 322 events was 
drawn from a variety of sources, as no one comprehensive database was available. 
Primarily, I consulted newspaper databases and the Extel Company Research database. I 

include in the sample a UK non-financial listed company that has laid-off permanent 

employees. In addition, only one announcement per firm per year was included in the 

sample, and to avoid including small observations, the size of layoff should at least be 

0.1% of layoffs divided by the total number of employees at the end of the year prior to 

layoffs. " More details on sample firms used in this chapter are provided in Chapter 3. 

68 The results are not significantly different when the cut-off size of layoff is 1%. 
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6.3.2 Pre-layoff performance 
In tlUs section, the results on financial performance, market disciplinary activities and 

cross-scctional analysis arc reportcd. 

6.3.2.1 Financial performance 

In Table 6-1 the median percentage changes in total assets, sales, and the number of 

employees are examined. This test provides insights into the firm's size and scope of 

operations over the years prior to and post-layoff. In general, the results show that 

growth rates of assets and sales decline over the years prior to layoffs and recover in 

subsequent years. Furthermore, die number of employees declines monotonically from 

between years -1 and 0 and in subsequent years post-layoffs. These results suggest that 

sample firms were able to retrench and produce more efficiently as they broadly indicate 

that firms continued to grow with a reduced. number of employees. These results 

suggest that, on average, firms did not shrink the scale of their operations. 

In Table 6-2 sample firms arc compared with control firms along a number of 
dimensions related to the factors that potentially motivatc managers to undertake layoff 

decisions at the financial year-end prior to layoffs. Because the control firms are chosen 
based on the same pre-event performance and industry, there is an insignificant 

difference in return on assets between the sample and control firms. The results also 

show that sample firms have higher financial leverage than non-layoff control firms. All 

three measures of financial leverage - debt ratio, borrowing ratio and interest coverage 

ratio - support this finding. These differences are significant at the 1% level for all 

measures. 

Interestingly, it is found that sample firms had higher employee productivity than 

control firms over the year prior to layoffs. The differences in employee productivity as 

measured by sales per employee and operating profits per employee are statistically 

significant and positive at the 5% level or higher. Finally, on diversification measures, it 

is found that the sample firms were less focused than the control firms in the period one 

year prior to layoffs. The sample firms had a median 2.5 number of business lines 

against 2.0 of control firms, and the corresponding values for the Herfindahl index of 
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revenue concentradon are 0.6693 and 0.7700, respectively. The level of significance for 

the differences is the 1% level for both metrics. 

In Table 6-3, the industry-adjusted changes in ROA, measures of the firm's financial 

leverage, and measures of employee productivity over the 3 years prior to layoffs are 

reported. The sample firms exhibited a significant decline in the industry-adjusted ROA 

over the 3 years prior to layoffs. The underperformance is significantly negative at the 

1% level. These results suggest that layoffs are preceded by a period of poor 

performance going back at least 3 years, rather than just witli poor performance in the 

year immediately preceding die layoff announcement. 

On measures of a firm's financial leverage, it is found that sample firms experienced a 

significant increase In industry-adjusted debt ratio and borrowing ratio, and a significant 
decrease in industry-adjusted interest coverage ratio over the three years prior to layoffs. 

This fi_nding suggests that the sample firms were saddled with high debts prior to 

layoffs. Finally, unlike the situation with ROA and financial leverage, the employee 

productivity results show that sample firms' productivity was not statistically 
distinguishable from that of industry medians in each of the 3 years prior to layoffs. 

Taken as a whole, the results reported in Table 6-3 suggest that layoffs were preceded by 

a period of poor performance and high financial leverage. Nevertheless, no evidence is 

found that there was low labour productivity prior to layoffs. 

6.3.2.2 Market disciplinary activities and layoffs 

It has been shown in the previous chapters that the market for corporate control often 

plays an important role in the firm's decision to undertake corporate restructuring. 

Whether the same forces also play a role on the firm's decision to layoff its employees is 

examined in this section. Chapter 3 explains how data on market disciplinary activities 

are collected in this thesis. 

In Table 6-4 the number and percentage of sample and control firms for which pre- 
layoff market disciplinary activities are reported. About 5.9% of sample firms were 

subjected to takeover pressure against 2.8% for control firms. This percentage compares 

with 6.3% reported by Chen et al. (2001). In addition, 18.9% of the sample firms 
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ex, perienced CEO turnover in the 12 months prior to layoffs, against 7.5% for control 
firms. This finding is closely related to that of Chen el al. (2001), who find that 20.3% of 
US firms that undertook layoffs had experienced CEO turnover within the 12 months 

prior to layoffs. Finally, 3.4% of the sample firms were in the process of debt 

restructuring or capital reorganization over the 12 months prior to layoffs, against 0.6% 

for control firms. This percentage of the sample firms is twice that reported by Chen et 

al (2001). 'Flie differences between the sample firms' market for disciplinary activities 

and that for control firms are significantly positive at the 5% level or better for all 

activities. In general, these results suggest that the decision to undertake corporate 
layoffs is not only involuntary, but is also associated with external monitoring systems. 

6.3.2.3 Cross-sectional analysis 
It has been shown above that operating performance, financial leverage, and external 
disciplinary activities influence the decision to lay off employees. These factors are now 

examined within a multivariate setting, by using logistic regressions to assess the 

likelihood of a firm undertaking a layoff. The general model which is described in 

Chapter 3 (equation (3.6)) is used. Three more variables are added in this: sales per 

employee, operating profit per employee and CEO turnover. 

The dependent variable takes on a value of one for layoff firms, and zero for non-layoff 
firms. Sales per employees and operating profit per employee arc as discussed above. 
CEO turnover is a binary variable set equal to one where the company experienced a 
CEO turnover over the 12 months prior to layoffs, and zero otherwise. All other 

variables are as discussed in equation (3.6). Logistic results are reported in Table 6-5. 

There arc two models: the first model estimates the determinants of layoffs, excluding 

the market for disciplinary activities. This model intends to capture the effect of 
different financial variables that may determine the likelihood of a layoff. The second 

model includes all variables that are likely to influence managers to lay off employees. 

It is found that the decision to lay off employees is negatively related to previous 

operating performance. The coefficient for return on assets is significantly negative in A 

models at the 5% level. Together with findings reported in the previous sections, this 

suggests that poor performance or a need to improve performance motivates corporate 
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managers to undertake layoffs. This finding is consistent with that of Chen el al. (2001) 

and Elayan et al. (1998), who together report that layoffs tend to follow a period of 
declining operating performance. Furthermore, there is weak evidence that low 

operating profit per employee also motivates managers to undertake layoffs. However, 

this finding is not robust to the inclusion of corporate control variables. In addition, the 

estimated coefficients of debt ratio, interest coverage, operating profits per employee, 

and sales per employee, though statistically insignificant at conventional levels, have the 

expected sign. 

On the market for disciplinary activities, it is found that the layoff decision is positively 

related to the incidence of prior CEO turnover. This, suggests that recently appointed 
CEOs are likely to lay off employees in order to restructure existing operations. This 

finding is consistent with the view that newly appointed managers are more willing to 

break with the failed policies of their predecessors (Welsbach, 1995 and Berger and 
Ofek, 1999). Finally, there is no evidence that external takeover markets influence 

managers toreduce their employees. This evidence suggests that layoffs appear to be 

voluntary decisions effected by internal control mechanisms. " 

In summary, the logistic regression results show that operating performance is the most 

single important financial factor that determines die likelihood of corporate layoffs. In 

addition, the high management turnover rate surrounding layoffs is consistent Nvith the 

findings of Warner el al. (1988) and Weisbach (1988) that poor performance increases 

the probability of management turnover. 

6.3.3 Post-layoff performance 

In this section the results over the period following layoffs are presented. 

6.3.3.1 Financial performance 

To investigate whether the layoff decision increases the firm's efficiency, I examine the 

industry-adjusted changes in ROA, debt ratio, borrowing ratio, interest coverage, sales 

per employee, and operating profit per employee over the 3 years following layoffs. 

69 Chen et at (2001) also presented the same view for US firms. 
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FoHowing Chen et al. (2001), the performance of sample firms is measured by 

comparing operating returns in the layoff year to those in subsequent years. 

The results are reported in Table 6-6. There is weak evidence that operating 

performance improves following layoffs. This finding is consistent with that of Cascio el 

al. (1997) and Denis and Kruse (2000), who find that corporate layoffs are not linked 

with subsequent firm performance improvements. However, Chen et al (2001) and 

Elayan el al (1998) find a significant improvement in operating performance following 

corporate layoffs. The possible reason for layoff firms not experiencing a significant 
improvement in operating performance is probably accounted for by layoff payments. 

Theoretically, layoffs should have a positive impact on firm performance and survival 
Gensen, 1993); however this, among other factors, may be deferred as a result of layoff 

payments (Collett, 2002). 

Furthermore, the results show that the change in sample firms' financial leverage is 

statistically indistinguishable from that of their industry peers. None of the three 

measures of financial leverage used is significant at conventional levels. Following the 

results reported earlier that there is weak evidence that the operating performance of 

sample firms improves following layoffs, the financial leverage could not have been 

improved on as well in the same period. This observation is based on the assumption 

that a firm uses internally generated earnings to service its debt obligation. Chalos and 
Chen (2002) find that those firms that undertook layoffs because of revenue refocusing 

and cost cutting had higher debt than their industry norms. 

Unlike operating performance and financial leverage results, it is found that the 

employee productivity for sample firms increases M each of the 3 years following 

corporate layoffs. The significance of the increase in sales per employee and operating 

profit per employee is mostly at the 1% level. This finding suggests that the decision to 

undertake corporate layoffs improves the employee productivity in subsequent years. 
The finding is consistent with that of Elayan el al. (1998) and Chen el al. (2001), who 
find a significant improvement in labour productivity following layoff announcements. 
Thus, while labour productivity has not been found to correlate with Layoff decisions, it 

is apparent that it still provides an important motivation for layoffs by UK firms. 
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There are several potential reasons for the increase in post-layoff labour productivity. 
First, layoffs make the eirm more efficient and competitive. Second, layoffs maintain the 

firm's product scope, and provide a focus on productivity gains and cost reduction. Re- 

engineering processes, streamlining operations, and reducing redundant activities may 

improve productivity. Finally, jayoffs reduce middle-level managers, and allow for less 

bureaucracy and faster decision making. With fewer layers of middle managers to filter 

information, communication is smoother and more accurate, entrepreneurs flourish and 
hence productivity improves (Cascio el al., 1997). 

Theoretical evidence drawn from different surveys suggests that productivity and quality 
following layoffs often suffer because there is no change In the way that the work is 

done. With the same amount of work as before, a layoff is simply loaded onto the backs 

of fewer workers (Cascio, 1993). In addition, organization beh avioural analysis shows 

that layoffs may actually exacerbate poor productivity amongst the remaining workers. 
Survivors of layoffs tend to experience psychological stress, job insecurity, and anger; 

and their commitment decreases when they identify with the victims of layoffs 

(Brockner el al, 1986,1988). However, the results found in this chapter with regard to 

employee productivity following layoffs do not support these surveys. If anything, there 

is a significant increase in labour productivity following corporate layoffs. 

6.3.3.2 Sensitivity check 

It has been shown that there is weak evidence that performance improves following 

layoffs. Are these findings attributable to layoffs or caused by mean reversion in 

earnings? To answer this question, a sensitivity check is conducted using a control 

sample of non-layoff firms. Chapter 3 explains how control firms are constructed in this 

thesis. Barber and Lyon (1996) show that matching sample firms to firms with similar 

performance before an event, helps to control for the mean-reversion tendency of a 

performance measure. The results are reported in Table 6-7. Except for the periods 

prior to layoffs, the operating performance changes of sample firms are insignificantly 

different from those of control firms. This suggests that there is no evidence to support 

the theory that the weak improvement in operating performance is attributable to 

corporate layoffs or to mean reversion in-eatnings. 
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6.3.3.3 Changes in corporate focus folloNving layoffs 

In Table 6-2 it is shown that sample firms were less focused than control firms over the 

year prior to layoffs. In this section an examination of whether the decision to undertake 
layoffs leads to any change in corporate focus is undertaken. This test is motivated with 

the view that an increase in corporate focus is value increasing for shareholders of 

poorly performing firms that undertook layoffs (Chen et al., 2001). Results are reported 
in Table 6-8. The median number of segments reported in the year +1 is 2.5, which is 

the same as in the year -1. The median value of the Herfindahl index increases from 

0.67 in the year -1 to 0.69 in the year +1. The increase is significant at the 1% level of 

significance. In general, there is an increase in corporate focus following layoffs. 70 

6.3.4 Corporate layoffs and firm characteristics 
In the previous sections, operating performance changes over the period prior to and 

following corporate layoffs were investigated. However, managers announce different 

reasons for undertaking layoffs. Some of these reasons ate loss-making activities, cost 

cutting, falls in demand, plant closure and reorganization. Therefore, in order to fully 

investigate the effect of corporate layoffs on a firm's performance there is also a need to 

examine sample firms on the basis of the stated reasons for layoffs. In this section the 

sample firms' performance'on the basis of stated reasons for layoffs is examined. " 

6.3.4.1 Financial performance and stated reasons for layoffs 

In Table 6-9 the industry-adjusted changes in ROA, debt ratio and interest coverage 

ratio over the periods prior to and following layoffs are reported. Regarding the 

industry-adjusted changes In ROA, the results are ah-nost similar to all layoff 

announcements. Firms that undertook layoffs because of loss making, plant closure and 

reorganization experienced poor performance prior to layoffs. Regarding the cost 

cutting sub-sample, the- industry-adjusted change in ROA is significantly negative only 
from the year -3 to year 0. However, for die fall in demand sub-sample, industry- 

adjusted changes in ROA over the period prior to layoffs were insignificant. Over the 3 

70 Chen el aZ (2001) present similar results for US firms. 
71 Ile distribution of sample firms on- the basis of the different stated reasons for layoffs is reported in 
Chapter 3. 
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years following corporate layoffs, the operating performance of sample firms on the 

basis of the different stated reasons for layoffs is insignificant. 

In general, the results on the industry-adjusted changes in ROA for sample firms on the 

basis of the different stated reasons for layoffs suggest that layoffs are preceded by a 

period of poor performance. However, there is no evidence that there is improvement 

in performance following corporate layoffs. Panel B of Table 6-9 reports industry- 

adjusted changes in the debt ratio of sample firms on the basis of the stated reasons for 

layoffs. The results are mixed. The sample firms that laid off their employees because. of 

cost cutting had a significant increase in their debt ratio over the period prior to layoffs. 

This finding suggests that high financial leverage motivates corporate managers to 

undertake layoffs related to cost cutting. However, die results of the other sub-samples 

are insignificant. 

Further, following layoffs, the results show that sample firms that undertook layoffs 

because of a faU in demand experienced a significant decline in debt ratio. For layoffs 

related to reorganization, there is a significant increase in debt ratio over the years from 

year 0 to 2. This suggests that reorganization increases the borrowing power of a firm. 

The firm's reorganization strategy encompasses, among other things, overhead 

reduction, cost reduction, and enhancement of the firm's performance. It is apparent 

that all these strategies increase creditors' confidence in the firm's management. This 

reasoning is consistent with the notion that a more efficiently run firm can carry a 

higher debt burden with an equal or reduced probability of financial distress (Wruck, 

1990). Finally, the results on the industry-adjusted changes in interest coverage ratio are 

reported in Table 6-9, panel C. Layoffs related to plant closures and reorganization 

exhibited a significant decline in interest coverage ratio prior to layoffs. This suggests 

that these firms were highly-indebted. None of the sub-samples has a significant 

industry-adjusted change in interest coverage ratio in subsequent years. 

6.3.4.2 Labour productivity and stated reasons for layoffs 

In this section, measures of labour productivity for sample firms on the basis of the 

different stated reasons for layoffs over the period prior to and following layoffs are 

examined. The results are reported in Table 6-10. Significantly and positively industry- 
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adjusted changes in sales per employee for the loss making sub-sample are found over 

the 3 years prior to layoffs, and over a subsequent year. Regarding the cost cutting sub- 

sample, there are insignificant industry-adjusted changes in sales per employee over the 

three years prior to layoffs and a significant improvement over the 2 years thereafter. 

No significant industry-adjusted changes are found in sales per employee of the falls in 

demand sub-sample. 

The plant closure sub-sample shows a significant decline in industry-adjusted sales per 

employee over the period prior to layoffs and an improvement in it over subsequent 

years. Finally, the reorganization sub-sample shows an insignificant decline in industry- 

adjusted sales per employee in the pre-layoff period and a significant improvement in it 

post-layoff. Panel B of Table 6-10 reports industry-adjusted changes in operating profit 

per employee. The results are similar to those for sales per employee. In general, there is 

no clear picture as to whether there was low labour productivity prior to layoffs, or an 
improvement in it following layoffs. 

6.3.4.3 Cross-sectional analysis 

In this section, logistic regressions are used to assess the determinants of corporate 
layoffs on the basis of the stated reasons for layoffs. The same model and variables as 
discussed in section 6.3.2.3 are used. Because of the small number of observations on 

the market for disciplinary activity variables among sub-samples of the stated reasons 
for layoffs, these variables are not examined here. 

The logistic regression results are reported in Table 6-11. Firm performance -is 

significantly negatively related to the likelihood of layoffs associated with a'fall in 

demand. None of the other sub-samples has a signi ficant relation between firm 

performance and the likelihood of corporate layoffs. It is found that debt ratio is 

significantly positively related to the likelihood of layoffs associated with loss making 

activities. In addition, operating profit per employee is marginally inversely related to the 

likelihood of layoffs associatedwitli loss-making activities and plant closure. 

In general, the results on the different stated reasons for layoffs, though mixed, suggest 

that there was poor performance and high financial leverage prior to layoffs. The results 
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also suggest that there is no statistical improvement in the firm's performance and 
financial position following corporate layoffs. Nevertheless, there is an increase in 

labour productivity following layoffs. 

6.3.5 Stock returns 
In this section the results on stock returns for firms that announced layoffs are reported. 

The results on abnormal stock returns surrounding the announcements of layoffs are 

reported first. Second, the results on the relation between abnormal returns and various 

financial performance variables prior to layoffs are presented. Finally, the results on long 

run stock returns are reported. 

6.3.5.1 Market reaction to announcements of layoffs 

In this section abnormal stock returns in various periods surrounding the layoff 

announcement are examined. This analysis is divided into four areas: all layoff 

announcements; the stated reasons for layoffs; the size of layoffs; and anticipated and 

unanticipated layoffs. Chapter 3 of this thesis explains how abnormal stock returns are 

computed. 

(a) All layoff announcements 

Mean abnormal returns in various periods surrounding layoff announcements are 

reported in Table 6-12, panel A. Ile mean cumulative abnormal returns on three days 

surrounding announcements of layoffs, CAR (-1,1), are -0.81% (p-value = 0.018). 

These results reflect the worsening conditions of the firm, which among other things 

suggest few investment or growth opportunities, and lower potential for future cash 
flows. This finding supports the declining investment opportunities hypothesis which 

relies on the premise that the layoff announcement may reveal that the firm's 

investment or growth opportunities are not as good as previously thought. These results 

are, in general, consistent with those of Worrell et al (1991), Lin and Rozeff (1993), 

Elayan el al (1998) and Chen el al. (2001). These results are also consistent with those 

reported in UK literature (McKnight et al., 2002; and Collett, 2002). 

The pre-announcement cumulative average abnormal returns (750 days to 2 days, 500 to 

2, and 250 days to 2 days prior to the announcement) are A significantly negative. This 
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suggests that decisions to lay off employees take place after the equity value of 

companies has experienced a substantial negative return. 72 

(b) Stated reasons for layoffs 

Panel B of Table 6-12 reports results on the market response to the announcements of 
layoffs on the basis of the different stated reasons for layoffs. A significant and negative 

market reaction is found on the day prior to layoffs to layoffs related to loss-making 

activities, plant closure and falls in demand. These results signal expected poor firm 

performance in the future. However, the stock return to layoffs related to cost cutting 

and reorganization is not distinguishable from zero. 

Cost cutting and reorganization strategies aim to enhance a firm's product scope, and 
focus on productivity gains and value enhancement. Therefore, the market should not 

be expected to react in a strong negative inanner to these announcements. Elayan el al. 

(1998) and Chen et al. (2001) find insignificantly negative abnormal returns to layoffs 

related to cost cutting and reorganization. However, Palmon el al. (1997) and Hahn et al. 

(2004) find a significantly positive market reaction to announcements of layoffs related 

to reorganization. 

As noted earlier, some previous studies categorize die reasons for layoffs into proactive 

and reactive strategies (Palnion el al., 1997; Kashefi el al., 2002; McKnight el al., 2002; 

and Hahn et al., 2004). That is, all corporate layoffs that aim to turnaround firms with 

poor performance, marked by loss making, plant closure and falls in demand, for 

example, fall under a reactive strategy. On the other hand, layoffs that aim to maintain 

competitiveness or to correct performance downturns before they become severe, such 

as cost cutting and reorganization, fall under a proactive strategy. These studies find d-iat 

a proactive strategy is associated with positive abnormal returns and negative abnormal 

returns for firms related to reactive announcements. The main problem of these studies 

is that they assume that the reasons for layoffs are mutually exclusive. 

To examine whether sample firms divided into proactive and reactive groups would 

change these results, as all layoffs related to loss making, plant closure and falls in 

7'Elayan etal (1998) and Chen etaZ (2001) also present the same view. 
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demand are put into a reactive strategy group, and cost cutting and reorganization under 

a proactive strategy group. To make sure that these groups are mutually exclusive, a 

thorough check was made to ensure that no firm appears in both groups. If, for 

example, it is found that a firm has announced more than one reason for layoffs, and 

these reasons fall in both strategies, then that firm is removed from the ptoactive group. 
Through this process, 127 (or 39.49/6) events are found to be related to a proactive 

strategy and 195 (or 60.69/6) related to a reactive strategy. It is apparent from this 

classification that the majority of layoffs are related to a reactive strategy group. This is 

further evidence that layoffs were preceded by poor performance and high financial 

leverage. 

The results are reported in Table 6-12, panel C. It is found that layoffs related to a 

reactive strategy group are associated with a significantly negative stock price response 

on the day prior to layoffs. However, the market reaction to announcements of layoffs 

related to a proactive strategy group is not different from zero. These results are similar 

to the previous ones and suggest that the fmdings of this study are robust. 

(c) Size of layoffs 

To understand further how layoffs may influence shareholder wealth, layoffs are 

categorized according to die size of layoff. It is hypothesized that if the market reacts 

negatively to announcements of layoffs, then bigger layoffs should result in a more 

negative market response than smaller ones. The results are reported in Table 6-13, 

panel A. The sample firms with the size of layoffs above the median elicited significantly 

negatively stock price reaction on the day prior to layoffs. No significant abnormal stock 

returns are found for sample firms where the size of the layoff is below die sample 

median. These results are consistent with the view that mass layoffs raise costs for both 

employees and firms and, therefore, have a strong negative market reaction. 73 

(d) Anticipated versus unanticipated layoffs 

Finally, if the market reaction to layoff announcements reflects a response to new 
information revealed by die layoff, rather than the layoff itself, then one might expect 

the reaction to be most pronounced when die surprise is greatest. 'ne surprise is 

73\VorteR etal (1991), Ela)-an etal (1998) and AIcKnight efal (2002) also find the same results. 
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greatest when a firm announces a layoff for the first time or has only one 

announcement. This is because a single or a first announcement represents new 
information to the market. On the other hand, if a firm has a recent history of layoffs, 

then the market is not expected to react as strongly to the layoff announcement. Panel B 

of Table 6-13 reports abnormal stock returns for sample firms on- the basis of 

anticipated and unanticipated corporate layoffs. The sample firms with one or a first 

layoff announcement elicited significantly negative average abnormal returns on the day 

prior to the announcement. For second or further layoff announcements, the average 

abnormal returns are not statistically distinguishable from zero. 

6.3.5.2 Relation between stock returns and the determinants of layoffs 

In this section the relation between stock returns and the determinants of the likelihood 

of corporate layoffs is exan-uned. It has been shown that poor performance and high 

financial leverage preceded corporate layoffs, and there is a significant negative 

abnormal stock return on the day prior to layoffs. This predicts a negative correlation 
between the stock price reaction to the layoff announcement and prior averages in 

operating performance, and positive/negative correlation to the announcement and 

prior averages in debt ratio/interest coverage. It is also hypothesized that low 

productivity leads to the layoff decision. Therefore, there shoul d be a negative relation 
between stock price returns and labour productivity. 

To investigate this relationship, two additional factors are included: the relative size of 
layoffs and firm size. It was shown above that the market reaction to announcements of 
layoffs also depends on the size of layoffs (Worrell et al., 1991; and Elayan et al., 1998). 

Firm size is often used as a proxy for information asymmetry. Information asymmetry 

may be greater for smaller firms. This is because smaller firms receive less media 

attention and analyst coverage compared with larger firms (Vermaelen, 198 1). 74 To test 

this relation, the following equation is used: 

CAR-,,, = ot, + PIROA + P2DEBT + WOý7 + P40PE + PSSEN'p + P6SIZE_ 

LAYOFF+P7LN(I\Ro +s (6.1) 

74 See also Filbcck el al. (2001) for more details. 
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where CAR-,,, is the 3-day excess announcement date stock price return; DEBT stands 
for debt ratio; CON' stands for interest coverage; OPE stands for operating profit per 

employee and SETNIP stands for sales per employee. All independent variables are as 
described earlier. All fmancial variables are industry-adjusted and measured as the 

average over the three years prior to layoffs. 7' LN (NRO is measured at the financial 

year-end prior to layoffs. 

Results are reported in Table 6-14. It is found that the stock price response to layoff 

announcements is negatively correlated with prior operating performance and interest 

coverage. 11iis suggests that the observed negative market reaction to the layoff 

announcement is driven mostly by firms that are associated -with poor performance and 

high financial leverage. This is additional evidence that announcements of layoffs signal 

-worsening conditions for sample firms. It is also found that the stock price reaction to 

layoffs is positively related to firm size. In other words, the more negative share price 

responses are associated with announcements made by smaller firms. The implication of 

this finding is that firm size serves as a proxy for information asymmetries existing at 

the time of a layoff announcement (Filbeck efal, 2001). 

6.3.5.3 Long run stock returns 
In this section the long run stock price performance following layoffs is examined. As in 

the previous chapters, the buy-and-hold strategy is used to measure the excess return 

following layoffs. The abnormal returns for the sample firms are computed against 

those for matching firms, constructed on the basis of size and industry. Chapter 3 

explains how control firms are constructed in this thesis. 

Results are reported in Table 6-15. Firms that undertake layoffs during 1990-2000 

exhibit insignificant BHARs in each of the 3 years following layoffs. The results are, in 

general, similar when BHARs are examined for firms on the basis of die stated reasons 

for layoffs. The results of this study are consistent with those of Chen et al (2001) who 
document insignificant buy-and-hold abnormal returns in each of the 3 years post- 

layoff. These findings are also consistent with the results on operating performance 

reported in the pre-6ous sections, and both sets of findings suggest that layoffs are 

75 For example, ROA = (ROA-1 + ROA-2 + ROA-3)/3, and so on. 
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foHowed by a period of insignificant improvement in stock market and operating 

performance. 

6.4 Summary and conclusion 
The operating performance of a sample of 322 UK non-financial firms that announced 
layoffs during the period 1990-2000 is examined. In a narrow sense, this is one of the 

first studies to examine the effects of layoffs on firm performance outside the US. 

Several issues have been empirically examined in this chapter, and evidence is provided 
in relation to three primary questions: What are the factors that influence managers to 

undertake corporate layoffs? Does the firm's efficiency improve following layoffs? What 

is the market reaction to announcements of layoffs? 

Evidence is found that a period of poor stock price and operating performance and high 

levels of financial leverage preceded layoffs. This finding suggests that managers 

undertake layoffs in response to poor performance and high financial leverage. The 

findings here suggest that layoffs emerge out of a genuine desire to restructure in 

response to declining performance and high financial leverage. This evidence also 

supports the view that layoffs represent changes of sub-optimal contracts mi response to 

changes in the external. and internal environments (Chen et al, 2001) and does not 

support the argument that layoffs represent a breach of. implicit contracts (Brockner, 

1986; and Cascio, 1993). 

Second, following corporate layoffs, there is a marginal improvement in operating 

performance, and an insignificant improvement in stock returns and financial leverage. 

This may largely be attributable to high layoffs payments and not by a decrease in sales 

revenue. One potential explanation for these findings is that the layoffs involve 

expenses which tend to reduce profitability, at least in the short term, as, for example, in 

the case of employee severance pay (Brickley and Van Drunen, 1990). Third, there is a 

significant increase in labour productivity following corporate layoffs. This supports the 

view that revisions of labour contracts in the case of layoffs are necessary and that 

constructive steps must be taken to ensure corporate survival. Finally, it is found that 

the market reacts negatively to all layoff announcements. These results are attributed to 

the worsening conditions of sample firms. However, an analysis of the firms on the 
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basis of stated reasons for layoffs shows that layoff announcements related to cost 

cutting and reorganization elicit an insiýmificant stock price reaction. 

To summanse, the findings of this chapter imply that the firm's managers seek to 

operate efficiently with minimum costs and that they choose to lay off employees in 

order to decrease their employment costs. This premise implies that management thinks 

that the firm's goals can still be attained with fewer employees. These findings therefore 

do not support the view that following a layoff, surviving employees become narrow- 

minded, self-absorbed, and risk averse; nor that morale sinks, productivity drops, and 

that survivors distrust management (Brockner, 1988). 

An interesting extension of this study would be to examine the operating performance 

of a firm over a period of 4 or 5 years following corporate layoffs. It is believed that if 

high layoff payments reduce the firm's profitability, then a study that covers a longer 

period should be able to discover the effects of layoffs on a firm's financial 

performance. I leave this to future research. 

The previous three empirical chapters have examined asset sales, dividend cuts, and 

corporate layoffs. The next chapter examines the causes of top management changes. 
Top management change is categorized as an operational action a poorly performing 
firm would take in response to poor performance (Ofek, 1993). However, Gilson (1989) 

argues that a manager can also be dismissed due to fmancial distress. I offer more 

explanation on these issues in the next chapter. 
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Table 6-1: Median percentage changes in total assets, sales, and number of 

employees 

'ne table reports median percentage changes in total assets, sales, and the number of 

employees for a sample of 322 UK non-financial firms that announced layoffs during 

the period 1990-2000. 'Fhe significance of changes is measured using a two-tailed 

INIcoxonsigned rank lesi, and p-values are reported in parenthesis. 

Median per entage changes between years 
Variable -3 and 0 -1 and 0 0 and 1 0 and 2 0 and 3 
N 297 315 309 292 276 
Total Assets 17.92 

(0.000) 
3.338 

(0.000) 
1.504 

(0.062 
4.437 

(0.003) 
6.791 

(0.002) 
Sales 13.64 

(0.000) 
2.794 

(0.000) 
0.816 

(0.278) 
1.983 

(0.140) 
4.572 

(0.037) 
Number of 
Employees 

0.158 
(0.921) 

-1.808 -4.678 
(0-000) 

-8.156 
(0.000) 

-11.69 
(0.000) 
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Table 6-2: Descriptive statistics for sample versus control firms in the pre-layoff 

year 

The table reports the mean [median] for selected financial variables at the financial year- 
end prior to layoffs for a sample of 322 UK non-financial firms that announced layoffs 
over the period 1990-2000. Return on assets (ROA) is defined as earnings before 
interest, tax, depreciation, and amortization, divided by total assets. Debt ratio is the 
ratio of total debt divided by total assets. Borrowing ratio is the ratio of total debt to the 
difference between equity capital and reserves, and intangible assets. Interest coverage 
ratio is defined as the ratio of pre-tax profit, plus total interest charges divided by total 
interest charges. Sales per employee are defined as the ratio of. annual sales to the 
number of employees. Operating profit per employee is defined as the ratio of operating 
profit to the number of employees. The Herfindahl index is calculated as the sum of 
segments' sales squared divided by total sales squared, where sales are defined at the 3- 
digit SIC level. The number of segments relates to the number of reported 3-digit SIC 
lines of business that the sample firms operated in. P-values of a two-tailed Sludelaý 1-lest 
for the means and a two-tailed Filcovon siý, giied rank lest for the medians are reported in 
parenthesis. 
Variable N Sa ple firms Control firms Differences 
Return on Assets (ROA) 322 0.1234 (0.000) 0.1261 (0.000) -0.0028 (0.452) 

[0.1325 (0.000)] [0.1365 (0.000)] f-0.0015 (0.125)] 
Debt ratio 322 0.2147 (0.000) 0.1717 (0.000) 0.0411 (0.000) 

[0.2100 (0.000)1 [0.1630 (0.000)] [0.0485 (0.000)] 
Borrowing ratio 321 1.918 (0.056) 0.3983 (0.000) 1.520 (0.131) 

[0.5600 (0.000)] [0.3665 (0.000)] [0.1815 (0.000)] 
Interest coverage 322 22.8 (0.146) 165.3 (0.064) -145.6 (0.115) 

[5.270 (0.000)] [7.480 (0.000)] [-1.695 (0.000)] 
Sales per employee 322 113.51 (0.000) 116.3 (0.000) -2.5 (0.839) 

[92.55 (0.000)] [90.84 (0.000)] [5.950 (0.047)] 
Operating profit per 320 11.26 (0.000) 9.63 (0.000) 1.59 (0.162) 
employee [7.647 (0.000) [6.708 (0.000)] [1.003 (0.003)] 
Number of segments 320 2.924 (0.000) 2.092 (0.000) 0.844 (0.000) 

[2.500 (0.000)) [2.000 (0.000)] [0.5000 (0.000)) 
Herfindahl index 320 0.6587 (0.000) 0.7850 (0.000) -0.1305 (0.000) 

[0.6693 (0.000)] [0.7700 (0.000)] [-0.1336 (0.000)] 
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Table 6-3: Operating performance, financial leverage, and labour productivity 

over the years prior to corporate layoffs 

This table reports mean [median] changes in the industry-adjusted return on assets 
(ROA), debt ratio, borrowing ratio, interest coverage, sales per employee, and operating 
profit per employee for a sample of 322 UK non-financial firms that announced layoffs 
during the period 1990-2000. Return on assets (ROA) is defined as earnings before 
interest, tax, depreciation, and amortization, divided by total assets. Debt ratio is the 
ratio of total debt to total assets. Borrowing ratio is the ratio of total debt to the 
difference between equity capital and reserves, and intangible assets. Interest coverage 
ratio is defined as the ratio of pre-tax profit, plus total interest charges divided by total 
interest charges. Sales per employee are defined as the ratio of annual sales to the 
number of employees. Operating profit per employee is defined as the ratio of operating 
profit to the number of employees. The numbers below the medians are the fraction of 
all chanaes that are positive. P-values are reported in parenthesis. 
Window ROA Debt ratio Borrowing ratio 
A-3 to 0 -0.0225 (0.002) 0.0195 (0.005) -0.564 (0.241) 

[-0.0155 (0! 000)] [0.0140 (0.018)] [0.0790 (0.007)] 
41.3 54.7 55.3 

A-2 to 0 -0.0180 (0.009) 0.0111 (0.036) -0.767 (0.108) 
[-0.0130 (0.001)] [0.0080 (0.085)] [0.0464 (0.036)] 

40.4 53.5 54.3 
A-1 to 0 -0.0110 (0.070) 0.0044 (0.320) -1.400 (0.173) 

[-0.0070 (0.028)] [0.0020 (0.476)] [0.0121 (0.378)] 
46.6 48.9 50.3 

Cumulative -0.0224 (0.001) 0.0129 (0.013) -0.413 (0.307) 
[-0.00130 (0.000)] [0.0075 (0.091)] [0.0538 (0.011)] 

42.9 50.8 53.8 
(Confinued) 
Window Interest coverage Sales per employee Operating profit per 

employee 
A-3 to 0 -4.21 (0.078) 4.02 (0.230) -0.65 (0.731) 

[-1.255 (0.001)] [0.9400 (0.438)] [0.0160 (0.955)] 
41.4 52.5 49.8 

A-2 to 0 -3.00 (0.144) 0.04 (0.990) -0.23 (0.852) 
[-0.9500 (0.009)] [-0.0125 (0.987)] [0.0850 (0.685)] 

43.9 49.4 51.6 
A-1 to 0 -1.36 (0.226) 2.03 (0.400) 0.35 (0.737) 

[-0.5475 (0.020)] [0.5850 (0.305)] [0.2150 (0.148)] 
43.8 51.0 53.2 

Cumulative -1.179 (0.172) 1.43 (0.658) -0.20 (0.877) 
[-0.8788 (0.003)] [0.3225 (0.673)] [0.0900 (0.646)] 

42.2 50.5 52.5 
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Table 6-4: Corporate control activities and corporate layoffs 

The table reports the percentages of corporate control activities undertaken by sample 
and control firms over the 12 months prior to layoffs during the period 1990-2000. P- 

values for differences aregiven in the last column. 
Activity Sample Fraction Control Fraction p-value of differences 

Firms M) Firms C/o) Student t-test fflilcoxon sý: gn rank- 
fesý 

Takeover 19 5.90 9 2.80 0.034 (0.006) 

pressure 
Financial 11 3.42 2 0.62 0.012 (0.012) 
distress I I I 
CEO 61 18.9 24 7.45 0.000 (0.000) 
turnover I 
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Table 6-5: Cross-sectional determinants of corporate layoffs 

The table reports results for logit regressions of the determinants of layoffs for a sample 

of 322 UK non-financial firms that announced layoffs during the period 1990-2000. 

Dependent variable is a binary variable that takes on a value of one for layoff firms, and 

zero for non-layoff firms. Return on assets (ROA) is defined as earnings before interest, 

tax, depreciation, and amortization (EBITDA), divided by total assets. Debt ratio is the 

ratio of total debt divided by total assets. Interest coverage ratio is defined as the ratio of 

pre-tax profit, plus total interest charges 'divided by total interest charges. Sales per 

employee are defined as die ratio of annual sales to the number of employees. Operating 

profit per employee is defined as the ratio of operating profit to the number of 

employees. CEO turnover is a binary variable set equal to- one where the company 

experienced CEO turnover over the 12 months prior to layoffs, and zero otherwise. 
Takeover pressure is a binary variable set equal to one where the company encountered 

takeover pressure over the 12 montlis prior to layoffs, and zero otherwise. Financial 

distress is a binary variable set equal to one where the company encountered financial 

distress over the 12 months prior to layoffs, and zero othenvise. Ln (NRO is the natural 

logarithm of the company's market value of equity. All continuous variables are 

measured at the financial year-end prior to layoffs. P-values 
Ifor 

two-tailed tests of 

significance are reported in parenthesis. 

Variable Model 1 Model 2 
Observations 615 615 
Constant -3.9520 (0-000) -4.0399 (0.000) 
AROA-,., -2.3223 (0-017) -1.9786 (0.040) 
Debt ratio 1.1831 (0.174) 0.9942 (0.267) 
Interest coverage -0.0016 (0.466) -0.0016 (0.489) 
Sales per employee -0.0015 (0.339) -0.0017 (0.267) 
Operating profit per employee -0.0123 (0-098) -0.0112 (0.1M) 
CEO turnover 1.0150 (0.001) 
Takeover pressure 0.0716 (0.888) 
Financial distress 0.5952 (0.464) 
Ln (NM 0.7958 (0-000 0.7856 (0.000) 
Log-likelihood -289.935 (0.000) -284.284 (0.000) 
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Table 6-6: Changes in operating performance, financial leverage, and labour 

productivity in the post-layoff period 

This table reports the mean [median] changes in industry-adjusted return on assets 
(ROA), debt ratio, borrowing ratio, interest coverage, sales per employee, and operating 
profit per employee for a sample of 322 UK non-financial firms that announced layoffs 
during the period 1990-2000. ROA is defined as earnings before interest, tax, 
depreciation, and amortization, divided by total assets. Debt ratio is the ratio of total 
debt divided by total assets. Borrowing ratio is the ratio of total debt to die difference 
between equity capital and reserves, and intangible assets. Interest coverage ratio is 
defined as the ratio of pre-tax profit, plus total interest charges divided by total interest 
charges. Sales per employee are defined as the ratio of annual sales to the number of 
employees. Operating profit per employee is defined as the ratio of operating profit to 
the number of employees. The numbers below the medians are the fraction of all 
changes that are positive. P-values are reported in parenthesis. 
Window ROA Debt ratio Borrowing ratio 
AO to 1 0.0004 (0.947) 0.0059 (0.174) 0.184 (0.623) 

[0.0020 (0.610)] [0.0015 (0.545)) tO. 0154 (0.271)] 
50.8 48.4 50.3 

AO to 2 0.0086 (0.165) 0.0100 (0.089) -0.261 (0.283) 
[0.0070 (0.098)] [0.0040 (0.424)] [0.0067 (0.802)] 

53.6 49.0 50.0 
AO to 3 -0.0086 (0.506) 0.0029 (0.708) -0.357 (0.186) 

[0.0065 (0.146)] [-0.0040 (0.472)] [-0.0257 (0.427)] 
53.6 46.8 47.2 

Cumulative 0.0107 (0.052) 0.0025 (0.645) -0.188 (0.297) 
[0.0065 (0.065)] [-0.0020 (0.664)] [-0.0021 (0.935)] 

52.7 48.2 50.9 
(Continucd) 
Window Interest coverage Sales per employee Operating profit per em2loyee 
AO to 1 -0.490 (0.535) 4.68 (0.116) 1.427 (0.122) 

[0.2400 (0.316)] [1.970 (0.003)] [0.6110 (0.000)] 
53.4 58.4 61.0 

AO to 2 0.33 (0.758) 7.99 (0.056) 0.338 (0.728) 
[0.3150 (0.311)] [2.208 (0.019)] [0.7110 (0.006)] 

52.1 55.0 58.8 
AO to 3 0.29 (0.940) 13.62 (0.011) 1.550 (0.295) 

[0.3450 (0.334)] [5.050 (0.000)] [0.9995 (0.002)] 
51.4 61.1 59.3 

Cumulative 0.69 (0.495) 7.34 (0-054) 0.337 (0.724) 
[0-4875 (0.075)] [2.575 (0.002)] [0.7920 (0.001)] 

54.0 58.0 60.9 
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Table 6-7: Control firm matched changes in operating performance for sample 
iirms 

The table reports changes in operating performance for sample and control firms for a 

sample of 322 UK non-financial firms that announced layoffs during the period 1990- 

2000. The control firms arc selected from firms within the same FIFSE level 4 industry 

group as the layoff firm, and have a sirnilar ROA in the year prior to layoffs. ROA is 

defined as earnings before interest, tax, depreciation, and amortization (EBITDA), 

divided by total assets. The significance between the sample and control firms is based 

on a two-tailed (I'lilcoxon si, , glied rank test. P-values are reported in parentheses. 

Period Layoff firms 
median 

Non-layoff firms 
median 

p-value for 
difference 

Obsewations 322 322 322 
From year -3 to -1 -0.0115 ( 0.000) 0.0020 (0.630) 0.000 
From year -1 to 0 -0.0125 ( 0.000) -0.0010 (0.713) 0.007 
From year 0 to 1 -0.0010 ( 0.790) -0.0020 (0.519) 0.180 
From year 0 to 2 0.0100 ( 0.791) 0.0010 (0.810) 0.923 
From year 0 to 3 0.0100 ( . 0.859) -0.0105 (0.028) 0.276 
From year -1 to 3 -0.0105 ( 0.001). -0.0140 (0.004) 0.562 
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Table 6-8: Change in sample firm's focus following layoffs 

The table reports mean [median] changes in focus following layoffs for a sample of 322 

UK non-financial firms that announced layoffs during the period 1990-2000. The 

number of segments relates to the number of reported 3-digit SIC lines of business that 

the sample firms operated in. The Herfindahl Index is calculated as the sum of 

segments' sales squared divided by total sales squared, where sales are defined as the 3- 

digit SIC level. The fractions of all changes that are positive are reported in the final 

column. P-values of a two-tailed Student's 1-test for the means and INIco-von si , gned rank lest 

for the medians are reported in parenthesis. 

Descriptions N Mean Median % positive 
Number of lines of business 

Year -1 303 2.924 (0.000) 2.500 (0.000) 
Year +1 305 2.849 (0.000) 2.500 (0.000) 

Changes (-l to +1). 289 -0.104 (0.176) 0.000(0.1 19.7% 
Herfindahl Index I 

Year -1 303 0.659 (0.000) 0.669 (0.000) 
Year +1 305 0.679 (0.000) 0.686 (0.000) 

Changes (-l to +1) 289 0.022 (0.055) 0.015 (0.002) 46.7% 
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Table 6-9: Operating performance and financial leverage over the years prior 

to and post-corporate layoffs 

This table reports median changes In the industry-adjusted return on assets (ROA), debt 
ratio and interest coverage ratio for a sample of 322 UK non-financial firms that 
announced layoffs over the period 1990-2000 on the basis of the stated reasons for 
layoffs. ROA is defined as earnings before interest, tax, depreciation, and amortization, 
divided by total assets. Debt ratio is the ratio of total debt to total assets. Interest 
coverage ratio is defined as the ratio of pre-tax profit, plus total interest charges divided 
by total interest charges. P-values are reported in parenthesis. 
Panel A: Indus try-adjusted changes in ROA 
Window Loss m kin Cost cutting Fall in demand Plant closure Reorganization 
N 67 40 41 83 133 
A-3 to 0 -0.018 (0 015) -0.022 (0.036) -0.005 (0.633) -0.022 (0.006) -0.017 (O. OL7) 
A-2 to 0 -0.015 (0.052 -0.016 (0.157) -0.007 (0.62: 4) -0.019 (0.035) -0.009 (0.109) 
A-1 to 0 -0.007 (0.324) -0.003 (0.84 . 318) -0.014 (0.052) -0.009 0.056) 
AO to 1- 0.006 (0.460) 0.018 (0.105) -0.007(0.5ýý 0.002 (0.851) -0.002 (0.764) 
AO to 2 0.011 (0.390) 0.008 (0.464) 0.007 (0.592 -0.004 . 740) 0.005 (0.486) 
AO to 3 0.001 (0.972) -0.014 (0.468) 0.008 (0.612) 

- 
0.009 (0.321) 0.006 . 356) 

Panel B: Indus try-adjusted changes in debt ratio 
A-3 to 0 0.011 (0.429) 0.061 (0.003) -0.002 (0.944) -0.0075 

(0.414) 
0.0155 (0.111) 

A-2 to 0 0.009 (0.415) 0.039 (0.011) 0.012 (0.216) -0.0125 
(0.252) 

0.0075 (0.314) 

A-1 to 0 -0.004 (0.613) 0.013 (0.160) 0.007 (0.309) -0.0065 
(0.198) 

0.0035 (0.444) 

AO to 1 -0.004 (0.533) 0.006 (0.650) -0.011 (0.100) 0.0025 (0.677) 0.0080 (0.110) 
AO to 2 -0.008 (0.513) -0.005 (0.826) -0.020 (0.053) 0.0030 (0.760 

1 

0.0183 (0.033) 
AO to 3 -0.013 (0.431) 0.003 (0.867) -0.032 (0.019) -0.004(0.805 ) 0.0060 (0.570) 
Panel C: Industry-adjusted changes in interest coverage 
A-3 to 0 -1.040 (0.137) -1.663 (0.056) -0.654 (0.559) -1.800 (0.029) -1.163 (0.024) 
A-2 to 0 -0.666 (0.410) -1.218 (0.134) -0.350 (0.766) -1.643 (0.067) -0.959 (0-082) 
A-1 to 0 -0.644 (0.349) -0.538 (0.285) 0.360 (0.697) -1.385 (0.021 -0.528 (0.104) 
AO to 1_ 0.564 (0.308) 0.785 (0.202) -0.466 (0.624) 0.748 (0.263) -0.240 (0.474) 
AO to 2 0.621 (0.421) 0.280 (0.796) 0.068 (0.954) 0.965 (0.257) -0.113 (0.834) 
AO to 3 -0.390 (0.677) 0.325 (0.833) 1.415 (0.338) - 0.900 (0.209) 0.0188 (0.958) 
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Table 6-10: Changes in labour productivity over the years prior to and 
following corporate layoffs 

This table reports median changes in the industry-adjusted sales per employee and 
operating profit per employee for a sample of 322 UK non-financial firms that 
announced layoffs during the period 1990-2000 on the basis of the stated reasons for 
layoffs. Industry-adjusted means (medians) are computed by subtracting the median 
value for all firms in the same industry (FTSE level 4 industry classification) from the 
corresponding layoff firm variable. Industry-adjusted changes are tested against zero, 
using the Vilcoxon si: gned rank test for medians. Sales per employee are defined as the ratio 
of annual sales to the number of employees. Operating profit per employee is defined as 
the ratio of operating profit to the number of employees. P-values are reported in 
pare thesis. 
Panel A: Industry-adiusted changes in sales per employee 
Window Loss. 

makin g 
Cost cutting Fall in 

demand 
Plant 
closure 

Reorganization 

N 67 40 41 83 
A-3 to 0 5.190 (0.018) 3.730 (0.234) 1.603 (0.595) -4.890 (0.016) -0.510 (0.768) 
A-2 to 0 3.473 ( 0,049) 0.923 (0.722) 0.765 (0.746) -2.672 (0.080) -0.755 (0.578 
A-1 to 0, 3.530 ( 0.022) 1.493 (0.401) -0.840 (0.660) -0.488 (0.664) 0.070 (0.934) 
AO to 1 5.123 ( 0.001) 3.992 (0.052) 0.830 (0.742) 0.190 (0.901) 2.685 (0.02L 
AO to 2 2.595 ( 0.215) 4.178 (0.095 2.310 . 505) 1.350 (0.495) 1.855 (0.156 
AO to 3 3.085 ( 0.270) 1.975 (0.587) 3.160 (0.392) 5.335 (0.011) 5.380 (0.02 
Panel B: Industry-adjusted chan. Res in operatiný,, profit per employee 
A-3 to 0 0.165 (0.759) 0.357 (0.562) 0.222 (0.682) -0.131 (0.692) -0.148 (0.751) 
A-2 to 0 0.301 (0.611) 0.525 (0-375) 0.300 (0.460) -0.255 (0.424) 0.147 (0.677) 
A-1 to 0 0.335 (0.336) 0.322 (0-489) 0.483 (0.282) 0.065 (0.803) 0.259 (0.287) 
AO to 1_ 1.688 (0.001) 1.441 (0.003) -0.666 (0.279) 0.010 (0.961 0.526 (0.032) 
AO to 2 1.172 (0.057) 0.955 (0.250) -0.527 (0.602) 0.112 (0.826 0.795 (0.048) 
AO to 3_ 0.987 (0.098) -0.099 (0.940) 0.273 (0.739) 0.171 (0.745) 1.646- (0.005) 
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Table 6-11: Cross-sectional determinants of layoffs on the basis of the stated 

reasons for layoffs 

The table reports results for logit regressions of the determinants of layoffs for a sample 
of 322 UK non-financial firms that announced layoffs during the period 1990-2000 on 
the basis of the stated reasons for layoffs. The dependent variable is a binary variable 
that takes on a value of one for layoff firms, and zero for non-layoff firms. Return on 
assets (ROA) is defined as earnings before interest, tax, depreciation, and amortization 
(EBITDA), divided by total assets. Debt ratio PEBTJ is the ratio of total debt divided 
by total assets. Interest coverage ratio FCOV] is defined as the ratio of pre-tax profit, 
plus total interest charges divided by total interest charges. Sales per employee [SENIP] 
are defined as the ratio of annual sales to the number of employees. Operating profit 
per employee [OPE] is defined as the ratio of operating profit to the number of 
employees. Ln (NW) is the natural logarithm of the company's market value of equity 
[SIZE]. All continuous variables are measured at the financial year-end prior to layoffs. 
P-values for two-tailed tests of significance are reported in parenthesis. 
Model: Layoff =a+ ROA + DEBT + ICOV + SENIP + OPE + SIZE + 
Variable Loss Cost Fall M Plant Reorganization 

making cutting jernand closure 
Observations 134 84 84 174 270 
Constant -4.935 -6.979 -5.301 -4.793 -4.055 

(0.000) (0.000) (0.000) (0.000) . (0.000) 
AROA-1,0 -1.729 3.206 -4.118 -1.688 -2.517 

(0.371) (0.596) (0.035) (0.466) (0.121) 
DEBT 4.810 -1.526 -8.280 2.184 2.032 

(0.031) (0.629) (0.056) (0.317) (0.115) 
]COV -0.003 -0.023 0.002 -0.001 -0.002 

(0.685) (0.383) (0.734). (0.820) (0.659) 
SENIP -0.003 -0.001 -0.008 -0.004 -0.000 

(0.568) (0.778) (0.851) (0.236) (0.950) 
OPE -0.042 -0.036 -0.002 -0.046 -0.009 

(0.071) (0.106) (0.937) (0.083) (0.306) 
SIZE 0.940 1.320 1.453 1.078 0,723 

(0.000) (0.000) (0.000) (0.000) (0-000) 
Log-likelihood -58.2 -29.7 -27.7 -68.8 -126.9 

(0.000) (0-000) (0.000) (0.000) (0.000) 
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Table 6-12: Abnormal returns surrounding layoff announcements 

The table presents abnormal stock returns for a sample of 322 UK non-financial firms 
that announced layoffs during the period 1990-2000. Abnormal returns are computed 
as the differences between sample firms' daily returns and the FIFSE ALL-Sharc index. 
Panel A reports abnormal stock returns for the whole sample. Panel B reports abnormal 
returns for the sample firms on the basis of the stated reasons for layoffs. Panel C 
reports abnormal returns for the sample firms on the basis of proactive and reactive 
strategies. P-values of a two-tailed Sliidenlý I-lesi and INN. Yon Signed rank lest are reported 
in parentheses. 
Stads ýT CAR 

(-750, -2) 

F-CAR 

50 0, -2) 

CT7T 

_T (7250,2) 
CAR 

(-1,1) 
ýLýtkR 

(-1) 
AAR 

1 TL 
-- Panel A: Whole sample 

N 322 322 322 322 322 322 
Mean % -14.64 

(0.000) 
-13.63 
(0.000) 

-9.49 
(0.000) 

-0.805 
(0.018) 

-0.806 
(0.009) 

-0.018 
(0.942) 

Median 
%- 

-11.44 
(0.000) 

-10-95 
(0.000) 

-8.20 
(0.000) 

-0.310 
(0.094) 

-0.150 
(0.223) 

-0.001 
(0.921) 

% (-Ve 64.6 68.3 67.4 53.7 53.4 50.0 
Panel B: The Stated Reason for the layoff 

Reorganization Loss making Plant closure 
Statistic CAR 

01 1) 
AAR 

0) 
AAR 

(0) 
CAR 
011) 

AAR 
0) 

AAR 
(0) 

CAR 
011) 

AAR 
0) 

AAR 
(0) 

N 135 135 135 67 67 67 87 87 87 
Mean % -0.164 -0.089 -0.123 -2.343 

0.015 
-2.508 
0.009 

0.132 -2.118 -1.715 
(0.011) 

-0.645 
(0.171) 

Median 
% 

0.080 
(0.811) 

0.150 

.4 9) 
. 

-0-015 
(0.931) 

-1.498 
(0.007) 

-1.225 
(0.001) 

0.130 
(0.657) 

-0.980 
(0.041) 

-0.565 
(0.044) 

-0.320 
(0.302L 

% (-VC) 51.9] 47.4 1 50.4 62.7 67.2 43.3 54.0 57.5 51-7 
Continued: 

Fall in demand Cost cutting 
Statisdc CAR (-l, 1) AAR (-l) AAR (0) CAR (-l, 1) AAR (-l) 
N 42 42 42 42 42 42 
Mean % -0.99 

(0.487) 
-2.40 

(0.039) 
1.868 

(0.049) 
0.551 

(0.371) 
0.810 
164) 

-0.355 
(0.506) 

Median 
%- 

-0.225 
(0.708) 

-1.060 
(0.089) 

0.795 
0.033 

0.635 
(0.352) 

0.585 
(0.111) 

-0.030 

% (-Ve) 47.6 59.5 40.5 45.2 42.9 50-0 
Panel C: Proactive versus Reactive layoff announcements 

Proactive strate : 3, ), y Reactive stra egy 
Statistic CAR (-l, 1) AAR (-l) AAR 0 CAR -1,1 AAR (-l) AAR (0) 
N 127 127 127 195 195 195 
Mean % 0.20 

(0.596) 
0.33 

(0.317) 
-0.12 

(0.665) 
-1.46 

(0.004) 
-1.54 0.05 

0.897) 
Median 
% 

0.24 
(0415) 

0.24 
(0.205) 

-0.02 
0.930) 

-0.73 -0.45 
(0.012) 

-0.02 
(0.929) 

% (-'\Ie) 51.2 47.2 49.6 55.4 57.4 50.3 
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Table 6-13: Abnormal stock returns surrounding layoff announcements on the 

basis of layoff size and number of announcements 

The table presents the abnormal stock returns for a sample of 322 UK non-financial 
firms that announced layoffs during the period 1990-2000 on the basis of the size of 
layoffs and anticipated versus unanticipated layoffs. Panel A reports abnormal stock 
returns of firms on the basis of the size Of layoffs. Panel B reports abnormal stock 
returns of firms on the basis of anticipated versus unanticipated layoffs. The size of 
layoffs is defined as the ratio of layoffs, divided by the number of employees at the 
financial year-end prior to layoffs or a percentage of layoffs, if given. Unanticipated 
layoff announcements are defined as those firms with a single layoff announcement 
during the sample period, while anticipated announcements are a second or further 
layoff announcement during the sample period. P-values of a two-tailed Sludent's I-lest 
and Filcoxon siTlied rank lest are reported in parentheses. 
Panel A: The size of layoffs 

Above median size of la 7offs Below median size of la offs 
Statistics CAR 

(-1,1) 
AAR 

(1) 
, AAR 

(0) 
CAR 
(-1,1) 

AAR 
(-1) 

A. AR 
(0) 

N 161 161 161 161 161 161 
Mean % -1.17 

(0.029) 
-1.24 

(0.011) 
-0.03 

(0.952) 
-0.44 

(0.291) 
-0.38 

(0.323) 
-0.01 

(0.964) 
Nledian % -0.74 

(0.019) 
-0.49 

(0.020) 
-0.00 

(0.766) 
0.03 

(0.892) 
0.14 

(0.352) 
0.03 

(0.832) 
% (-Ve) 57.8 60.2 50.9 49.7 46.6 49.1 
Panel B: Anticivated and Unanticipated lavoffs 

Firms with One Announcement Two or More Announcements 
Statistics CAR 

(-1,1) 
AAR 

0) 
AAR 

(0) 
CAR 
(-1,1) 

AAR 
0) 

AAR 
(0) 

N 176 176 176 146 146 146 
Mean % -1.163 

(0.022) 
-0.978 
(0.029) 

-0.305 
(0.476) 

-0.374 
(0.384) 

-0.598 
(0.147) 

0.327 
(0.126) 

Median % -0.470 
(0.071) 

-0.195 
(0.190) 

-0.170 
(0.196) 

-0.115 
(0.641) 

-0.001 
(0.692) 

0.235 
(0.183) 

% 56.3 54.0 52.3 50.7 52.7 47.3 
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Table 6-14: Relation between stock return prices and operating performance 

The table reports an OLS regression of the relation between the announcement period 

of abnormal stock price returns and the financial characteristics for a sample of 322 UK 

non-financial firms that announced layoffs during the period 1990-2000. Cumulative 

abnormal return is calculated over the day prior to, the day of, and the day after the 

layoff announcement, CAR (-1,1). ROA is defined as earnings before interest, tax, 

depreciation, and amortization, divided by total assets. Debt ratio (DEBT) is the ratio of 

total debt divided by total assets. Interest coverage ratio (CONý is defined as the ratio of 

pre-tax profit, plus total interest charges divided by total interest charges. Sales per 

employee (SENIP) are defined as the ratio of annual sales to the number of employees. 

Operating profit per employee (OPE) is defined as the ratio of operating profit to the 

number of employees. The size of layoffs (SIZE-LAYOFF) is defined as the ratio of 

layoffs, divided by the number of employees at the financial year-end prior to layoffs or 

a percentage of layoffs, if given. All independent financial variables are industry-adjusted 

and average over the 3 years prior to layoffs. Ln (NM is the natural logarithm of the 

company's market value, measured at the financial year-end prior to layoffs. P-values for 

two-tailed tests of significance are reported in parenthesis. 

Model: 
Statistic Coefficient (p -value) 
Observations 322 
Constant -0.0403 (0-010) 
ROA -0.1411 (0.002) 
DEBT 0.0119 (0.781) 
COV -0.0004 (0.029) 
OPE -0.0002 (0.487) 
SEMP 0.0000 (0.849) 
SIZE-LAYOFF 0.0422 (0.268) 
Ln (I\f\ý 0.0042 (0.040) 
Adj _ 

It2 0.060 
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Table 6-15: Long run stock returns following layoff announcements 

The table reports buy-and-hold abnormal returns (BHARs) for a sample of 322 UK 
non-financial firms over a period of 3 years following layoffs. The abnormal return is 
computed as the difference between the monthly sample and control firms' returns. The 
control firms (matching firms) are constructed on the basis of size and industry over the 
year prior to layoffs. P-values are reported in parenthesis. - 

Whole sample Reorga 'zation Loss m king 
Statistic 12- 

month 

24- 

month 
36- 

month 

12- 

month 

24- 

month 

36- 

month 

12- 

month 

I 24- 

month 

36- 

month 
N 317 308 296 134 130 1 25 65 64 61 
Mean % -3.67 -7.09 

(0.113) 
-7.29 

(0.178) 
-0.64 

(0.882) 
-6.61 

(0.204) 
-12.60 
(0-101) 

12.27 
(0-116) 

9.10 
(0.398) 

-6.80 
(0.607) 

Median 
% 

-2.955 
(0.243) 

-6.201 
(0.086) 

-8.007 
(0.078) 

-1.267 
(0.734) 

-6.405 
(0.233) 

-8.345 
(0.202) 

8.180 
(0.162) 

6.105 
(0.459) 

-6.005 
(0.548) 

% (-ve) 53.4 53.1 55.0 52.6 53.3 54.1 40.9 40.9 53.0 
(Continued) 

Plant closure Fall in demand Cost cu 9 
Statistic 12- 

month 
24- 
month 

36- 
month 

12- 
month 

24- 
month 

36- 
month 

12- 
month 

24- 
month 

36- 
month 

N 85 83 80 41 40 38 38 36 33 
Mean 
% 

-6.57 
(0.398) 

-8.90 
(0.469) 

0.63 
(0.595) 

-13.98 
(0.126) 

-7.70 
(0.471) 

-0.40 
(0.975) 

-5.45 
(0.482) 

po-2.9 

0.0? : )4 . 0? 34 
-31.60 
(0.085) 

Median 
% 

-3.105 
(0.590) 

-6.735 
(0.387) 

-7.595 
(0.441) 

-9.450 
(0.182) 

-11.57 
(0-186) 

-14.57 
(0.452) 

-4.645 
(0.371) 

_18.48 -18.48 
(n n6m (0.068) 

-26.56 
(0.057) 

% (-ve) 51.2 54.7 57.0 61.0 63.4 65.9 56.1 61.0 58.5 
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CHAPTER SEVEN: CEO TURNOVER 

7.1 Introduction 

Tbe previous chapters have examined asset sales, dividend cuts, and corporate layoffs. 

TI-tis chapter investigates performance changes surrounding CEO turnover. According 

to Ofek (1993), asset sales, layoffs and CEO turnover are operational actions firms 

undertake during the period of restructuring in response to mostly adverse economic 

conditions. On the other hand, dividend cuts are classified as financial actions. 

Substantive literature examines mainly two themes that are related to CEO turnover: 

first, the relationship between firm performance and the likelihood of top management 

change. The general consensus is that the likelihood of top management change is 

negatively related to firm performance (Warner el al., 1988; Weisbach, 1988; Denis and 
Denis, 1995; Huson el al., 2004). Second, previous studies have also examined the speed 

and power of replacing poorly performing managers. Whether a manager can be 

replaced quickly fcýllowing poor performance depends on the effectiveness of both 

internal and external monitoring systems. Internal monitoring is normally carried out by 

boards of directors. On the other hand, the external controlling mechanisms include 

capital markets, legal/political/regulatory systems, product and factor markets, and the 

market for corporate control. 

Fama (1980) believes that boards of directors are not as effective as they are supposed 

to be when disciplining poorly performing managers. The reasons for this are: first, 

managerial entrenchment (Morck el al., 1989; Denis el al., 1997b; Dahya et al., 1998; and 
Franks et al., 2001); second, if a board is dominated by security holders, and looking at 

the market for risk bearing from the viewpoint of portfolio theory tells us that risk 
bearers are likely to spread their wealth across many firms and so would not be 

interested in directly controlling the management of any individual firm (Farna, 1980); 

and finally, these boards react too late, and take too long to effect major changes 
Gensen, 1993). " 

76 Case studies by Donaldson (1990) and Kaiser and Stouraitis (2001) are typical examples highlighting 
why internal monitoring systems take so long to effect major corporate changes. 
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Because of the ineffectiveness of the boards of directors, changes within companies are 

more likely to be associated with external forces (Fama, 1980; and Jensen, 1993). In 

addition, Mik-kelson and Partch (1997) find evidence that the relation between firm 

performance and CEO turnover is weaker during periods when the threat of takeover is 

low. Denis and K'ruse (2000) also discern that disciplinary events are an important force 

in motivating managers to make value-enhancing restructuring decisions. Furthermore, 

Bozec (2005) find that market discipline is positively related to firm profitability and 

productivity, and that managers to be effective, firms should be exposed to a 

competitive environment. Collectively, this discussion suggests that there is some 
interaction between a threat from takeover activity and market competition in 

disciplining poorly performing managers.. 

This study is motivated mainly by two issues: first, whilst there is a general consensus 

that poor performance contributes mostly to CEO turnover, other factors that 

potentially lead to CEO turnover have not been exhaustively 'investigated. For example, 

there is evidence that there is a positive relationship between financial distress and CEO 

turnover (Gilson, 1989), but this evidence has not been well examined by most of die 

previous research on corporate governance. Second, there is inconsistent evidence on: 
(i) whether operating performance improves following CEO turnover; (ii) whether the 

market for corporate control influences a decision on CEO turnover; and (iii) whether 

the market reaction to announcements of CEO turnover is significant or not, which 

calls for a further re-examination of the effect of CEO turnover on the firm's 

performance. This thesis attempts to fill these gaps. 

To provide evidence on the above issues, this study extends earlier research by re- 

examining the determinants of CEO turnover, the effect of CEO turnover on the firms' 

performance, and the stock price response to announcements of CEO turnover for a 

sample of 705 CEO announcements by UK non-financial firms during the period 1993- 

2000. Evidence is provided relating to three primary hypotheses: first, what factors 

determine CEO turnover? Second, does firm performance improve following CEO 

turnover? Finally, what is the market reaction to announcements of CEO turnover? 
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This chapter re-examines operating performance surrounding CEO turnover, using UK 

data over die period 1993-2000. It examines performance surrounding CEO turnover as 

a 'corporate event', and focuses on announcements of CEO turnover for whatever 

reason. Unlike previous UK studies, it does not therefore focus on any specific event, 

situation or circumstances such as industries (Cosh and Hughes, 1997), survey-based 
data (Conyon, 1998), large companies (Conyon and Florou, 2002), or in relation to the 

implementation of Cadbury proposals (Dahya el al., 2002; and Dedman, 2003). The 

chapter examines operating performance changes over the period of seven years centred 

on the year of CEO turnover. 11iis stud), is, therefore, closely related to the work of 
Denis and Denis (1995) and Huson et al. (2004). 

Consistent with previous studies, this study finds that poor performance and high 

financial leverage preceded non-routine CEO turnover, and there is no significant 

evidence that there was poor performance or high financial leverage prior to normal 
CEO turnover. In addition, it is found that managerial ownership is significantly 

negative related to the likelihood of non-routine CEO turnover. There is also evidence 

that the market for corporate control plays a significant role in non-routine CEO 

turnover. The latter finding is consistent with Mikkelson and Partch's (1997) evidence 
that the takeover market accelerates managerial discipline. 

It is also found in this chapter that there is an improvement in performance and 
financial leverage following non-routine CEO turnover. This evidence is consistent with 

the improved management hypothesis (Huson el al., 2004). 'Mere is also an 
improvement in operating performance following normal CEO turnover. However, the 

financial position is insignificant fol lowing normal CEO turnover. This is generally 

consistent with the process of orderly management succession. Finally, it is shown that 

the market reacts significantly and negatively to announcements of non-routine CEO 

turnover. This suggests that investors view non-routine CEO departure as -a signal of 
firm financial problems. However, there is no significant market reaction to 

announcements of normal turnover. 
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This chapter is orgaruzed as follows: Section 7.2 develops hypotheses to be tested in this 

chapter. Section 7.3 presents empirical results. Finally, section 7.4 offers a summary and 

conclusion of the chapter. 

7.2 Development of hypotheses 

In addition to the general hypotheses discussed in Chapter 1, this section briefly 

discusses the individual hypotheses to be tested in this chapter. 

Much of the previous literature finds that the likelihood of top management turnover is 

negatively related to firm performance (Warner et al, 1988; Weisbach et al., 1995; Huson 

el al., 2004). This relationship is significant to firms that experienced non-routine CEO 

turnover. This suggests that poor performance paves the way for non-routine CEO 

turnover. A manager is an agent who controls a company's day-to-day activities on 
behalf of a shareholder (a principal). If the company is performing poorly, then this is 

assumed to be the direct responsibility of the top officer (Huson et al., 2004). Thus, his 

removal is considered as a remedial action intended to make sure that management's 
behaviour is consistent with shareholder wealth maximization. Following this 

observation, one should also expect poor performance to precede non-routine CEO 

turnover. However, concerning normal succession within a firm, one should not expect 

poor performance to precede normal CEO turnover. It is therefore hypothesized here 

that: 

F17-1 
(, ): Poor performance leads to non-routine CEO turnover. 

H7-1 
(b): Normal CEO turnover is not associated with poor performance. 

Furthermore, Gilson (1989) finds that managerial turnover is more prevalent in 

financially distressed firms. Firms become financially distressed because of, among other 

things, poor performance and/or too little cash to cover their debt payments. The act of 
default or the need to renegotiate debt claims confers significant decision-making power 

on the firm's creditors, who can possibly further their own interests by choosing new 

management. In addition, Gilson (1990) presents evidence that bank lenders xvield 

considerable influence over financially distressed firms' investment and financing 

policies. This is consistent with the view that creditors play a role in governance, which 
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increases when firm performance lags and debt-holders' claims become more uncertain 

(Hcrmahn and Weisbach, 2003). Furthermore, Jensen (1989) suggests that creditors may 

have greater incentives than shareholders to monitor and change management in 

exchange for new loans or the restructuring of existing loans. This suggests that board 

turnover may be particularly high where poor performance is combined with leverage 

(or low interest cover). 77 

The preceding evidence and argument suggest that financial distress is also associated 

with CEO turnover. In addition, if poor performance paves the way for non-routine 

CEO turnover, one should also expect financial leverage to do the same. Nevertheless, 

empirical evidence as to whether financial distress, unlike poor performance, leads to 

CEO turnover is scarce. It is therefore hypothesized here that: 

H, 
-,: 

High financial leverage leads to non-routine CEO turnover. 

Prior studies provide evidence that suggests that poor performance increases the 

likelihood of a firm becoming the target of a takeover attempt. For example, Morck el al. 

(1989) find that the probability of hostile takeovers is inversely related to firm 

performance, while Mitchell and Lehn (1990) find that. firms making value-decreasing 

acquisitions are subsequently more likely to become targets themselves. Martin and 

McConnell (1991) find that the rate of management turnover increases following 

corporate takeoyers, and find that pre-takeover performance is significantly worse 

among those takeover targets that undergo a post-takeover management change. 

In addition, Denis and Denis (1995) fmd that non-routine resignations are due often to 

external factors such as takeover attempts. Mikkelson and Partch (1997) observe that 

the relation between firm performance and CEO turnover is weaker during periods 

when the threat of takeover is low. Furthermore, Hart (1983) and Bozec (2005) find that 

competition in the product market has a positive and significant impact on firm 

profitability and productivity, and reduces the amount of managerial slack in an 

economy. The evidence on takeovers and actions that affect the probability of takeovers 

suggests that takeovers serve to litnit managerial departures from maximization of 

77 Franks el al (2001) also report the same findings for UK firms. 
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stockholder wealth Oensen and Ruback, 1983). By contrast, Huson et al. (2001) do not 
find a relation between turnover rates and levels of takeover activity. These findings 

suggest that there is some interaction between internal and external corporate control 

mechanisms, and thus takeovers play a direct role in disciplining poorly performing 

managers. It is therefore, hypothesized here that the incidence of takeover threat leads 

to CEO turnover. 

H7-3: Takeover direat leads to CEO turnover 

Following the hypothesis 7-3, inefficient managers who are entrenched and have the 

power to control boards of directors are forced out of the company by the market for 

corporate control. This implies that the market for corporate control provides a more 

efficient way of reallocating control of corporate resources Uensen, 1993; and Dedman, 

2003). However, this has been criticised as a "discipline of the Last resote'. In response 

to this criticism, Fama (1980) suggests that managers should be subjected to the labour 

market discipline and simply be replaced by better quality managers if they fail to meet 

shareholders' expectations. 

The preceding evidence suggests that managers differ in quality, and therefore corporate 

performance should be improved f6floxving die removal of Poorly performing 

managers. This is consistent with the improved management hypothesis, which states 

that non-routine management turnover tends to increase managerial quality and, 

therefore, expected firm performance. That is, if a departing top manager is accountable 
for the firm's performance, a trend of declining performance should be reversed 
following CEO turnover (Huson etal, 2004). It is therefore hypothesized that: 

H7-4: Operating performance improves Mowing CEO turnover. 

Gilson (1989) discovers that managerial turnover is more prevalent in financially- 

distressed firms, and either in default or about to default on their debt. Jensen (1989) 

also provides the findings that suggest that board turnover may be particularly high 

where poor performance is combined with leverage (or low interest cover). -rhese 

findings suggest a direct relationsl-ýp between financial distress and CEO turnover. 
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However, the evidence on whether a firm's financial position improves following CEO 

turnover is inconclusive. Dahya ef al. (1998) find an insignificant decrease in financial 

leverage following announcements of non-routine top management departures for UK 

firms. 

If financial distress paves the way for CEO turnover, then by implication, an incoming 

manager has a duty to improve the firm's financial position. Two reasoning supports 

this observation. First, firms repay their debt in order to avoid bankruptcy costs, which 
in turn could lead to management losing its perquisites (Gilson, 1989; Jensen, 1989; and 

%Vruck, 1990). Secondly, leverage constrains managerial discretion over financing and 
investment (Ahn el al., 2006). Using a sample of leveraged capitalizations, Denis and 
Denis (1993) show a siýpiificant reduction in capital expenditure following the increase 

in leverage. All these suggest that if the firm's debt is not serviced, the firm risks 
bypassing valuable growth opportunities. In addition, when managerial costs of financial 

distress are high, managers have incentives to reduce the likelihood of default by 

borrowing less, choosing less risky investment projects, and managing their firms more 

efficiently. 

Following the preceding discussion, it is h)Tothesized here that there should be 

improvement in a firm's financial position over the period following CEO turnover. 

H, 
-5: 

Financial position improves following CEO turnover. 

Investors' perceptions of announcements of CEO turnover can be put into d-iree 

groups: if investors view a departing manager as a way for a financially troubled or 

poorly performing firm to survive, they may view such announcements as a good step 

towards improving the firm's future performance, and such announcements would elicit 

positive stock returns. Second, if investors view a CEO turnover announcement as a 

confirmation or signalling of firm financial problems, then a negative stock price 

reaction would be likely to occur. Finally, if investors are well aware of impending firm 

failure, the announcement would provide no new information, and the market would 

not react significantly. 
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Empirical evidence on announcements of CEO turnover is mixed, although it seems to 

support all theabove arguments. Denis and Denis (1995), Weisbach (1988), and Huson, 

el al. (2001) report positive announcement period abnormal share price responses to 

announcements of non-routine CEO turnover. By contrast, Warner et al (1988) find no 

significant abnormal stock returns for non-routine top management turnover. Borstadt 

(1985), Furtado (1985), and Sant (1988) find a negative price effect to CEO resignation 

announcementS. 78 In the UK, Dahya el al. (1998) find positive abnormal returns for 

non-routine CEO turnover and insignificantly negative returns for voluntary turnover 

announcements. Dedman and Lin (2002) find that the market reaction to CEO turnover 

is significantly negative to all turnover announcements. 

Hermalin and Weisbach (2003) discuss the role of information disclosure in the causes 

and consequences of CEO turnover. They argue -that the market reaction to 

announcements of forced turnover will be positive when it is based on publicly available 
information, but negative when based on privately held information. 

Given the mixture of these results, the following hypotheses are examined: 

147-6 
(a): If investors perceive a CEO turnover announcement as an action to 

improve a firm's performance, one should expect the market to react 

positively to this announcement. 
1-17-6 (b): If investors view a CEO turnover announcement as a signal of firm 

financial problems, then a negative stock price reaction would be likely to 

occur. 
H7-6 (c): If investors are well aware of firm performance, the CEO announcement 

would not have an impact on stock prices. 

7.3 Empirical results 

7.3.1 Sample characteristics 
To test the above discussed hypotheses, a UK sample of CEO turnover announcements 

over the period 1993-2000 is used. The sample of 705 events was. drawn from TI)e 

Fiiialidal Tivies, reports from the UK Re: guklog I\Teus Senice provided by FT ExIel Neips 

78 Cited in Furtado and Karan (1990) 
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, 
pods, HcCadly's Neivs Iifiomiafion Sen, *e, Le. %*-Nexis, and annual company reports. Re 

include in the sample a UK non-financial listed company that has experienced normal 

and/or forced CEO turnover. In addition, only one announcement per firm per year 

was included in the sample, and the departed CEO should be the top officer of a 

company. Afore details on sample firms used in this chapter are provided in Chapter 3. 

7.3.2 Pre-CEO turnover financial performance 

T'his section reports results on the whole sample, non-routine and normal CEO 

turnover sub-samples. However, the analysis of these results will focus mostly on non- 

routine and normal CEO changes. Because of the influence of outliers on most of the 

results presented in this chapter, the analysis will focus on medians (Barber and Lyon, 

1996). 

7.3.2.1 Financial pcrforinance 

In Table 7-1 the results on growth rates of unadjusted book assets, sales and the number 

of employees over the period prior to and after CEO turnover are reported. The results 

indicate that the growth rate of these variables between years -3 and 0 was significantly 

positive for both sets of firms. However, the growth rate declines between years -1 and 

0 relative to years -3 and 0; and non-routine CEO turnover firms had larger declines for 

all variables. Furthermore, the results show that over the years following CEO changes, 

growth rates for all of these variables recover. For example, the growth rate of assets 

between years 0 and 3 is significantly positive at the 1% level. That of sales in the same 

period is positive, but insignificant for both sets of firms. 

'ne number of employee results show that the growth rate of normal CEO turnover 

increases significantly over the years following CEO turnover, and that of non-routine 

CEO turnover decreases significantly, except between the years 0 and 3. Collectively, 

these results suggest that non-routine CEO firms tend to grow with a reduced number 

of employees. 
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In Table 7-2 die sample firms are compared with control firms along a number of 
different dimensions underlying the top management change decision. 7' Again, since the 

control firm selection criterion is based upon the same pre-event performance, naturally 

there is an insignificant difference in ROA between the sample and control firms. 

Regarding a firm's financial position, the results show that firms have more financial 

leverage than control firms, with the median difference significant at the 1% level. This 

result is similar across almost all measures of financial leverage used in this chapter. The 

results also show that sample firms were less focused than control firms. Both sets of 
firms have more lines of business than control firms, with a median difference of 0.5 

lines of business. The results on the Herfindahl indexes also support this finding. 

Collectively, the information in Table 7-2 suggests that those firms that changed top 

management were more diversified, and had more financial leverage than a sample of 

control firms with similar performance at the financial year prior to CEO turnover. 

Table 7-3 reports industry-adjusted changes in ROA and different measures of financial 

leverage over the 3 years prior to CEO turnover. Firms that announced non-routine 
CEO turnover experienced poor performan ce over three years prior to CEO turnover. 

The results are statistically significant at the 1% level. For normal CEO changes, the 

industry-adjusted change in ROA is insignificant in the whole period of analysis. This 

finding suggests that poor performance precedes non-routine CEO turnover, and is 

consistent with that of the previous studies of Warner el al. (1988), Weisbach (1988), 

Denis and Denis (1995), and Huson et al. (2004). 

The results of all three metrics used to measure financial leverage show that the non- 

routine CEO turnover sub-sathple had a poor financial position over the 3 years prior 

to CEO turnover. These results are statistically significant, mostly at the 1% level. This 

finding, which is consistent witli that of Gilson (1989), suggests that financial leverage 

also motivates corporate control systems to replace poorly perforn-iiing managers 
(Franks el al., 2001). The picture is different when the industry-adjusted change in 

financial leverage for the normal CEO turnover sub-sample is analysed. None of the 

three metrics is significant at conventional levels. 

79 Chapter 3 explains how control firms are constructed in this thesis. 
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The results presented in Tables 7-2 and 7-3 suggest that non-routine CEO turnover 

tend to be associated with a trend of poor performance and high financial leverage 

going back at least 3 years, rather than just with poor performance in the year 

immediately preceding non-routine CEO turnover. In addition, there is no evidence that 

normal CEO turnover is associated with poor performance or high financial leverage. 

In the next section, I investigate whether these factors can jointly explain the CEO 

turnover decision. 

7.3.2. ý Cross-sectional analysis 
It has been shown that the decision to replace a top manager is influenced mainly by 

poor operating performance and the fmancial condition of the firm. In this section, 

these factors are examined within a multivariate setting, and logistic regressions are 

carried out to assess the likelihood of CEO turnover. 80 To investigate this, the general 

mode discussed in Chapter 3 (equation (3.6)) is used. Three additional factors are 

included: director's ownership, other directors' ownership, and institutional holdings. 

Empirical evidence has shown that internal and external monitoring systems work 

together to discipline poorly performing managers (Fama, 1980; Fama and Jensen, 1983; 

Fra nks el al., 2001; and Conyon and Florou, 2002). There is also another view 

suggesting that internal control systems alone cannot be effective in performing a 
disciplinary role because these systems react too late and take too long to effect major 

changes Gensen, 1993; and Mikkelson and Partch, 1997). It is therefore apparent that 

external control systems play an important disciplinary role because it is believed that 

these systems effect changes quickly (Fama, 1980; and Dedman, 2003). " On the other 
hand, increasing managerial ownership provides incentives to management to increase 

its commitment towards achieving shareholder wealth. However, there is an argument 

that increasing managerial ownership creates a stumbling block if a manager were to be 

80 In the logistic regressions, I remove the borrowing ratio because it is closely related to debt ratio and 
therefore its inclusion could result in a muldcollinearity problem. However, when I substitute borrowing 

ratio to debt ratio, the results do not change significantly. 
81 Alikkelson and Partch (1997) and Hadlock and Lumer (1997) also provide evidence that the relation 
between firm performance and CEO turnover is weaker during periods when the threat of takeover is 
low. This suggests that top managers face reduced disciplinary pressure in periods where there is less 

takeover activity. 
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removed because of his inability to maximize the shareholder wealth (Dahya el al., 1998; 

and Huson el al., 2004). 

Tbe preceding discussion suggests that to capture and isolate different factors that are 
likely to Mfluence the top management change decision, a researcher needs to control a 

number of corporate governance variables. 82 

The dependent variable takes on the value of one for CEO turnover firms, and zero for 

control firms. Director's ownership (DR) is the fractional ownership stakes of the 

departing managers; other directors' ownership (ODR) are the fractional ownership 

stakes of the firm's directors outside those of the departing CEO; and institutional 

holdings (INST) are the fraction of the firm's shares held by institutions with a 
disclosable interest of greater than 3%. All other variables are as discussed in equation 
(3.6). 

The logistic regression results are reported in Table 7-4. As in the previous sections, the 

analysis will focus mostly on non-routine and normal CEO turnover sub-samples. As 

would be expected, the decision to displace a top manager is negatively related to 

previous firm performance. 'niis finding is consistent with much of the previous 
literature on top management turnover (Warner el al., 1988; Weisbach, 1988; Denis and 
Denis, 1995; and Huson et al., 2004). However, it is found that die relation between 

normal CEO turnover and prior operating performance is insignificantly negative. 

It is also found that the likelihood of a non-routine CEO change is increasing as the 

level of financial leverage in the firm increases. The coefficients of debt ratio and 
interest coverage ratio are significant at the 5% level for the non-routine sub-sample. 
This finding is consistent with that of Gilson (1989), who reveals a high incidence of 
CEO turnover following financial distress. In addition, theoretical evidence also shows 

that creditors often insist on the replacement of managers as a condition for 

restructuring firms wid-i high financial leverage (Gils on, 1990). For the normal CEO 

change, however, it is only the coefficient of interest coverage ratio which is statistically 
different from zero. 

81 Some prior studies also control for the age and succession variables; I leave them for future research. 
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On market disciplinary variables, it is found that takeover pressure is positively related 

to the likelihood of non-routine CEO turnover. This is consistent with the view that the 

market for corporate control plays an important role in disciplining poorly performing 

managers (Fama, 1980; and Dedman, 2003). The relation between takeover pressure and 

normal CEO changes is insignificantly positive. It is interesting to note that financial 

distress is insignificantly related to the non-routine CEO change, but is significantly and 

positively related to the normal CEO change. This finding, together with a significant 

negative relation between interest coverage ratio and normal CEO turnover, suggests 

that financial distress accelerates normal CEO changes. 

On whether managerial ownership insulates managers from being replaced, it is found 

that a director's ownership is significantly and negatively related to the likelihood of 

non-routine CEO turnover, and this relationship is statistically significant at the 5% 

level. However, the coefficient for normal CEO changes is. statistically indistinguishable 

from zero. The coefficient of directdr's ownership for non-routine CEO changes 

remains unchanged even after controlling for two more ownership variables, namely, 

other directors' ownership and institutional holdings. " The results also remain 

unchanged for normal CEO change. None of the coefficients of other directors' 

ownership and institutional holdings is significant for both sets of firms. These results 

suggest that the ownership structure of a firm plays an important role in determining the 

effectiveness of internal managerial control mechanisms. This finding, which is 

consistent with that of Dahya el al. (1998), suggests that CEO turnover occurs more 

frequently in UK firms in which CEOs own fewer stakes in the firm's shares. 

Overall, the logistic results reinforce the earlier findings that non-routine CEO turnover 

is preceded by poor performance and high financial leverage. In addition, the results 

show that non-routine CEO turnover occurs mostly when the departing CEO holds a 

small amount of the firm's equity. Furthermore, the results show that the market for 

corporate control complements internal control systems in disciplining poorly 

performing managers. 

83 As the results do not change significantly, I report only one model for each sub-sample. 
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7.3.3 Post-CEO turnover operating performance 

In this section, operating performance changes following CEO turnover are examined. 

7.3.3.1 Financial performance 
As with the previous chapters, the performance consequences of CEO turnover are 

measured by comparing operating returns on assets in the CEO turnover year to those 

in subsequent years. Also, following Hermalin and Weisbach (2003), it is assumed that 

CEO turnover is based on information that was previously private and only announced 

upon the CEO's dismissal and therefore operating performance during the year of the 

CEO change is a more appropriate benchmark. 

In Table 7-5 changes in the industry-adjusted return on assets (ROA), debt ratio, 
borrowing ratio and interest coverage ratio over the 3 years following CEO turnover are 

reported. Firm performance increases in Fach of the three years following non-routine 
CEO turnover. This is consistent with the improved management hypothesis (Huson el 

al., 2004). There is also an improvement in operating performance following normal 
CEO turnover. However, the levels of statistical significance are weaker than those of 

non-routine CEO turnover. In general, this finding suggests that CEO turnover reverses 

a trend of poor performance in the years before CEO turnover. The findings here are 

consistent with those of Denis and Denis (1995) and Huson el al. (2004). The results 

also show that the non-routine CEO turnover sub-sample experienced a significant 
decline in financial leverage in the years following CEO turnover. This suggests that 

there is also financial leverage improvement following non-routine turnover. However, 

the change in financial leverage following normal CEO turnover is not statistically 
different from that of the industry median. 

The results presented in Table 7-5 suggest mainly two things: first, there is an 
improvement in operating performance and financial leverage following non-routine 
CEO turnover. Therefore, by displacing poorly performing managers, firms are able to 
bring in high quality managers who reverse the declining trend of poor performance and 

the increasing trend of financial leverage. Second, even though poor performance is not 
directly related to normal CEO transitions, the results suggest that a new manager 
improves performance following normal CEO turnover. 
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In this thesis the main assumption is that a corporate event happens in year 0, and 

therefore performance changes are computed relative to year 0.8' However, many of the 

previous studies on CEO turnover compute performance changes relative to year -1 
(Denis and Denis, 1995; and Huson el al., 2004), among others. As a robust check, these 

changes are also computed relative to year -1. The results are reported in Table 7-6. 

Non-routine CEO turnover firms experienced a significantly negative industry-adjusted 

changes in ROA over the 3 years prior to CEO turnover. However, over the 3 years 
following non-routine CEO turnover, firm Performance is statistically indistinguishable 

from zero. For normal CEO turnover, the industry-adjusted changes in ROA are not 

significant over the 3 years prior to and after CEO announcements, except for a change 
from year -1 to +2. The median industry-adjusted change in ROA in this period is 

significant and positive at the 5% level. 

7.3.3.2 . 
Turnover-performance relation over time 

The results so far show that top managers are forced out of office because of poor 

performance and high financial leverage, and there is improvement in both, following 

non-routine CEO turnover. On the other hand, normal CEO turnover is not preceded 
by poor performance or high financial leverage and there is an improvement in 

operating performance thereafter. 'nese results generally assume that the relation 
between CEO turnover and the financial variables examined is the same for the whole 

period of analysis, that is, 1993-2000. However, the sensitivity of turnover to 

performance may vary across different time periods. 

Previous studies on UK firms have addressed this issue. Dedman (2003) and Dahya el al. 
(20U) address this issue and concentrate on the impact of the Cadbury proposals, and 
divide their sample firms into two periods: before and after Cadbury (1992). 

Nevertheless, the periods before and after the Cadbury comnlittee contain two 

contrasting periods of general econon-uc performance in the UK. The pre-Cadbury 

period is associated with a recessionary period and the post period is associated with 
higher growth and improved economic performance. Following the different economic 

"For example, in the case of CEO turnover, die assumption is that a new manager comes in between 
years 0 and 1. 
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performance in these periods, it is not surprising to find that both studies yield 

inconclusive results on the temporary stability of the management turnover- 

performance relation. Conyon and Florou (2002) divided their sample into groups of 

1991-1994 versus 1995-1997. '17hey find that managers are more likely to depart 

voluntarily nowadays compared with previously. However, their results are mixed when 

they analyse non-routine CEO turnover. In general, the authors do not find evidence 

that the disciplining effect of top executives has strengthened over time. 

In this section, the study also examines whether firm performance varies across 

different time periods of CEO turnover. Sample firms are partitioned into two groups: 

1993-1996 and 1997-2000, " and an investigation is conducted into whether there is a 

significant difference between these groups in the relation between management 

turnover and firm performance. Two analyses are conducted. First, industry-adjusted 

changes in the return on assets (ROA) over the 3 years prior to and after 

announcements of CEO turnover are examined. In this analysis, the differences 

between these groups are also computed. 

The results are reported in Table 7-7. The non-routine CEO turnover firms experienced 

poor performance prior to CEO turnover, regardless of whether firms were divided into 

groups of 1993-1996 or 1997-2000 periods, and the difference between these groups is 

insignificant. Over the 3 years following non-routine CEO turnover, firm performance 

improves in each of the 3 years relative to the year 0 for the sample firms that dismissed 

their CEOs during the 1993-1996 period. It is interesting to note that firms that 

replaced their CEOs during the 1997-2000 period did not exhibit performance 

improvement in each of the 3 years following CEO turnover. 

The normal CEO turnover results are mixed. There is weak evidence that firms that had 

normal CEO changes during the 1993-1996 period experienced a decline in operating 

performance over the years prior to normal CEO changes. However, the results show 

that there was a marginal increase in operating performance for firms that had normal 

CEO changes during the 1997 - 2000 period. Subsequent to normal CEO turnover, 

there is an improvement in operating performance, which is significant at the 1% level. 

85 This partition is simply to split the sample period into t wo groups of an equal number of years. 
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Interestingly, there is a decline in operating performance following normal CEO 

changes during the 1997-2000 period. In addition, the difference in industry-adjusted 

changes in ROA between the 1993-1996 and 1997-2000 groups is significant at 1% in 

the years 2 and 3, relative to the year 0. The results presented in Table 7-7 suggest two 

main things: first, the relation between management turnover and performance prior to 
CEO turnover is the same for the entire 1993-2000 period for both sets of firms. 

Secondly, firm performance following CEO turnover varies over the 1993-2000 period 
for normal and non-routine CEO changes. 

Second, to examine whether the relation between management turnover and firm 

performance is the same for the entire 1993-2000 period, this section also conducts a 

cross-section analysis in a fashion analogous to that in equation 7.1. The results for 

logistic regressions are reported in Table 7-8. The coefficient of ROA is significant and 

negative for non-routine CEO turnover firms for both the 1993-1996 and 1997-2000 

groups. This is further evidence that poor performance is the most important factor that 
leads to non-routine CEO turnover. None of the coefficients of ROA in the normal 

turnover regression is significant. Debt ratio is insignificant for both sets of firms when 

these firms are divided into different periods of CEO turnover. However, the 

coefficients for interest coverage ratio are significant and negative for all groups, and for 

both sets of firms. 

It is found that takeover threat is significantly positive in the 1997-2000 period for non- 

routine CEO turnover and insignificant in the 1993-1996 period, as well as in both 

periods for the normal CEO change. The coefficients of financial distress are 

significantly positive in the 1993-1996 period for normal CEO turnover and none is 

significant for non-routine CEO turnover. Over the entire 1997-2000 period, none of 

the firms that announced normal CEO turnover exhibited significant financial distress 

pressure from creditors. It is also found that director's ownership is significantly 

negative in the 1997-2000 period for non-routine CEO turnover. This finding, together 

with a significant and positive relation between non-routine CEO turnover and takeover 

threat in the same period, suggests that internal and external monitoring systems were 

more effective in the 1997-2000 period than in the 1993-1996 period in disciplining 

poorly performing managers. 
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In summary, the results remain generally the same, regardless of the distribution of 
firms according to the years of announcements of CEO turnover. 'niat is, poor 

performance leads to top management dismissals. 

7.3.3.2 Post-turnover restructuring activities 
Previous studies have documented significant corporate downsizingS following other 

organizational changes. " In order to provide additional details of the extent of 

restructuring activities following CEO turnover, I searched the same documents as for 

asset sales, dividendS17 and layoffs. Table 7-9 reports the incidence of these 

restructurings for non-routine and normal CEO turnover, and also for control firms. 

Non-routine turnover firms undertook more asset sales over the 3 years following CEO 

turnover than was the case for normal turnover. About 42.6% of the non-routine firms 

announced asset sales, against 20.8% of control firms and 33.1% for normal turnover. 

This finding is inconsistent with that of Denis and Denis (1995) who indicate 

approximately the same percentage for both non-routine resignations and normal 

retirements of their sample. In addition, about 13.5% of non-routine CEO turnover 

firms announced corporate layoffs against 1.52% of control firms and 9.3% for normal 

CEO changes. 

Furthermore, non-routine turnover firms reduced and on-litted more dividends than 

control firms and normal turnover firms. About 12.9% and 11.2% of non-routine CEO 

turnover firms announced dividend decreases and omissions post-CEO turnover, 

respectively. The corresponding percentages for control firms and normal CEO change 
firms are 5.58% and 5.33%, and 9.0% and 6.43%, respectively. Finally, the results show 

that the non-routine firms announced fewer dividend increases and initiations than 

control and normal CEO turnover firms. Taken together, these results ate consistent 

with Weisbach's (1995) finding that incoming CEOs often reverse the policies of 

previous CEOs. 

86 For changes in total assets, employment, and capital expenditure following large mergers see Healy, 
Palepu and Ruback (1992). For changes following large asset downsizing, see Denis and Shome (2005). 
For changes following management changes, see Denis and Denis (1995) and Huson el aZ (2004). 

87 1 also searched for dividend increases and initiations. 
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7.3.3.3 Sensitivity analysis 
It has been shown that there is an improvement in firm performance following non- 

routine CEO turnover. These results could be associated with different factors that are 

not necessarily the result of improved managerial capacity. For example, the results 

could be driven by firms that acquired other companies after replacing the CEO. 

Alternatively, the findings could be attributable to a mean reversion in earnings. 

To investigate these possibilities, two sensitivity checks are conducted: first, industry- 

adjusted changes in ROA for the non-routine CEO turnover sub-sample are analysed 

after removing all firms that undertook mergers. " Second, the return on assets for 

control firms is compared with that of non-routine CEO turnover firms. Barber and 
Lyon (1996) believe that matching sample firms to firms with similar performance 
before an event helps to control for the mean-reversion tendency of a performance 

measure. 

The results are presented in Table 7-10. Panel A reports results on industry-adjusted 

changes in ROA following non-routine CEO turnover, after removing firms that 

undertook acquisitions over the post-turnover period. There is an improvement in 

operating performance for non-routine CEO turnover firms, even after removing firms 

that undertook mergers and acquisitions. Panel B of Table 7-10 reports returns on assets 
for sample and control firms in different periods. The results show that the observed 

performance improvements are attributable to CEO turnover and are not caused by 

mean reversion in earnings. 

7.3.4 Stock returns 
In this section the results on stock returns for sample firms that announced CEO 

turnover are reported. The results are divided into two groups: abnormal stock returns 

surrounding announcements of CEO turnover, and long run stock returns following 

CEO turnover. 

88 The Acquisitions Nfonthly journal was searched for companies that undertook mergers and acquisitions 
over the sample period, 1993-2000. About 75 (or 19.09/6) firm-observations for the non-routine CEO 
turnover undertook mergers and acquisitions in the 3 years folloxxing top management changes. 
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7.3.4.1 Market response to CEO turnover announcements 

Chapter 3 explains how abnormal stock returns are calculated in this thesis. The 

abnormal stock returns on the day prior to and the day of CEO turnover 

announcements, and the cumulative abnormal returns in the three days surrounding 

turnover announcements are presented in Table 7-11. The cumulative abnormal return, 

CAR (1,1), of all announcements is -0.85% (p-value = 0.012), non-routine turnover is 

-1.37% (p-value = 0.008) and normal turnover is -0.24% (p-value = 0.551). These 

results are consistent with the hypothesis that investors view a forced CEO turnover 

announcement as a signal of a firm's financial problems. On the other hand, 

insignificant abnormal market returns on die announcement of normal CEO turnover 

suggest that investors perceive this announcement as a normal succession firm's 

management. 

Previous studies document mixed results on the market reaction to announcements of 

CEO turnover. Weisbach (1988), Dcnis el al. (1995), and Huson et al. (2001) document 

positive announcement period abnormal share price returns for announcements of non- 

routine CEO turnover. By contrast, \Varner et al. (1988) find no significant abnormal 

return for non-routine top management turnover. In the UK, Dahya et al. (1998) find 

positive abnormal returns for non-routine CEO turnover and insignificantly negative 

returns for voluntary turnover announcements. Dedman and 1ýn (2002) find that the 

market reaction to CEO turnover is significantly negative for all turnover 

announcements. However, Dedman and Lin did not distinguish between non-routine 

and normal CEO changes. 

7.3.4.2 Long run stock returns 

The long run stock returns following CEO turnover are calculated using the buy-and- 

hold strategy. The buy-and-hold abnormal returns (BHARs) for sample firms are 

computed as the differenc e between sample firms BHARs and that of control firms. " 

Control firms are constructed on die basis of size and industry. Table 7-12 presents long 

run stock r )turns results following CEO changes. The sample firms significantly under- 

performed when compared to the control firms in years 1 and 2 following CEO 

turnover for both sets of firms. However, the performance of stock returns is 

89 For more details on this methodology, see Chapter 3. 
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insignificantly negative in year 3 for both sets of firms. Ile results are, in general, 

consistent with the findings of Huson el al. (2004). 

These results are surprising, especially for normal CEO turnover, because there were no 

significant abnormal market returns on days surrounding the normal CEO turnover 

announcement. Over time, results on the long run performance of stock returns 
following corporate events have been criticised, mainly because they contradict the 

market efficiency hypothesis. For example, Fama (1998) contends that most studies on 
long run stock returns following corporate events are subject to methodological 

problems covering the bad model and misspecification of significance tests. 

Nevertheless, following these observations the results presented in Table 7-12 cannot be 

associated witli the bad model phenomenon as put forward by Fama (1998), orwith the 

long run underperformance of sample firms. I leave this for future research. 

7.4 Summary and conclusion 

This chapter has contributed to research that examines the financial performance of 
firms surrounding CEO turnover, the relationship between governance and firm 

performance, and the market reaction to announcements of CEO turnover. Using a 

sample of 705 CEO turnover announcements for a sample of UK non-financial firms 

during the 1993-2000 period, evidence is presented of substantial poor performance and 
high financial leverage prior to non-routine turnover. Firms that experienced normal 

CEO turnover did not exhibit poor performance or high financial leverage prior to 

CEO turnover. 

Companies that experienced non-routine CEO turnover do undertake several 

restructuring activities following CEO turnover. These firms substantially downsize 

their assets, reduce employment levels, and cut dividends relative to control and normal 

CEO turnover firms. Firm performance and financial position improve in each of the 3 

years following non-routine CEO 
. turnover. There is also firm performance 

improvement following normal CEO turnover. However, the financial position of these 

firms is not statistically distinguishable from their industry peers. The observed 

performance improvement following non-routine CEO turnover is consistent with the 

improved management hypothesis (Huson et al., 2004). 
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The market reaction to announcements of non-routine CEO turnover is significantly 

negative and suggests that that investors view a forced CEO turnover announcement as 

a signal of firm financial problems or of impending firm failure. It also signals the 

declining investment opportunities of the firm, and managers aredismissed because of a 
belief that they are a cause of the phenomenon. However, there is no significant market 

reaction to announcements of normal CEO turnover. 

The results on performance improvement and the reduction in high financial leverage 

following non-routine CEO turnover support the view that managers differ in quality, 

and therefore the firm performance should be improved following the removal of 

poorly performing managers (Fama, 1980; and Dedman, 2003). The fact that managerial 

ownership is shown to be negatively related to non-routine CEO turnover and the 

market for corporate control is shown to be positively related to non-routine CEO 

turnover.. imply that both internal and external monitoring systems work together to 

discipline poorly performing managers. 

The firm performance results prior to non-routine CEO turnover show that poor 

performance goes back to the year 3 prior to management changes. This raises the 

question as to why managers of these firms are not replaced in more timely fashion. 

That is, why do firms take so long to dismiss anparently poorly performing managers? 

Future research on these issues would be particularly informative. 

The present chapter has examined in detail the causes and effects of top management 

changes. The next chapter, which combines all empirical chapters in this thesis, dwells 

on the causes and outcomes of corporate restructuring decisions. Several issues are 

empirically examined to provide the evidence related to whether restructuring increases 

a firm's efficiency and value. 
I 
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Table 7-1: Median percentage changes in total assets, sales, and number of 

employees 

The table reports median percentage changes in total assets, sales, and the number of 
employees for a sample of 705 UK non-financial firms that announced CEO turnover 
during the period 1993-2000. The significance of changes is measured using a two-tailed 
I Vilcoxon si , glied rank test, and p-values are reported in parenthesis. 

Median percentage changes between years 
Sample N -3 and 0 1 -1 and 0 0 and 1 0 and 2 0 and 3 
Panel A: Book value of total assets 
All changes 685 19.65 2.200 2.750 9.100 19.15 

- - 
(0.000) (0.003) (0.000) (0.000) (0.000) 

Non- 377 16.75 -0.750 1.000 5.700 14.85 
routine (0.000) (0.509) (0.349) (0.007) (0.000) 
changes 
Routine 308 22.55 5.250 4.550 12.50 23.60 
changes (0.000) (0.000 0.000 Irl fIrIM 
Panel B: Sales 
All changes 691 18.60 2.950 3.150 4.500 3.250 

(0.000) (0.000) (0.000) (0.006) (0.239) 
Non- 382 13.65 -0.250 1.000 -0.050 0.550 
routine (0.000) (0.815) (0.368) (0.974) (0.883) 
changes 
Routine 309 23.70 6.150 5.550 9.550 6.100 
changes (0.000) (0.000) (0.000) (0.000) (0.136) 
Panel C: Number of employees 
All changes 680 8.750 0.450 -1.250 -0.150 1.900 

(0.000) (0.439) (0.036) (0.902) 7) 
Non- 374 9.150 -0.700 -3.950 -4.200 -3.300 
routine (0.000) (0.364) (0.000) (0.021) (0.203) 
changes 
Routine 306 8.250 1.800 1.550 4.050 7.650 
changes (0.000) (0.026) (0.040) (0.014) (0.002) 
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Table 7-2: Descriptive statistics for sample versus control firms in the pre- 
CEO turnover year 

The table reports the mean [median] for selected financial variables at the financial-end 
prior to announcements of CEO turnover for a sample of 705 UK non-financial firms 
that announced CEO turnover during the period 1993-2000. Panel A reports results for 
all CEO turnover. Panel B reports results for the non-routine sub-sample. Panel C 
reports results for normal CEO changes. ROA is defined as earnings before interest, 
tax, depreciation, and amortization, divided by total assets. Debt ratio is the ratio of total 
debt to total assets. Borrowing ratio is the ratio of total debt to the difference between 
equity capital and reserves, and intangible assets. Interest coverage ratio is defined as the 
ratio of pre-tax profit, plus total interest charges to total interest charges. The number of 
segments relates to the number of reported 3-digit SIC lines of business that our sample 
firms operated in. The Herfindahl index is calculated as the sum of segments' sales 
squared divided by total sales squared, where sales are defined as the 3-digit SIC level. P- 
values of a two-tailed Student's I-lest for the means and a two-tailed [Vilcoxon signed test for 
the medians are reported in parenthesis. 
Panel A: Allchanges 
Variable Sample firms Control firms Differences 
Observations 705 705 705 
ROA 0.0828 (0.000) 0.0862 (0.000) -0.004 (0.180) 

[0.1175 (0.000)] [O. 1j85 (0.000)] [-0.000 (0.371)] 
Debt ratio 0.401 (0.027) 0.188 (0.000) 0.214 (0.238) 

[0.2 4 (0.000)] [0.165 (0.000)] [0.037 (0.000)] 
Borrowing ratio 0.808 (0.000) 0.528 (0.012) 0.274 (0.370) 

[0.5160 (0.000)] [0.3465 (0.000)] [0.1435 (0.000)] 
Interest coverage 13.57 (0.000) 98.8 (0.023) -86.0 (0.051) 

[4.8 5 (0.000)] [6.415 (0.000)] f-1.415 (0.000)] 
Number of segments 2.113 (0.000) 1.646 (0.000) 0.489 (0.000) 

[2.0 0 (0.000)] [1.500 (0.000)] [0.500 (0.000)] 
Hcrfindahl index 0.720 (0.000) 0.761 (0.000) -0.043 (0.011) 

[0.7 2 (0.000)] (0.772 (0.000)] [-0.033 (0.004)] 
Panel B: Non-routine changes 
Observations 394 394 394 
ROA 0.0648 (0.000) 0.0716 (0.000) -0.008 (0.111) 

[OA 95 (0.000)] [0.1110 (0.000)] [0.000 (0.591)] 
Debt ratio 0.563 (0.084) 0.201 (0.000) 0.364 (0.263) 

[0.219 (0.000)] [0.178 (0.000)] [0.044 (0.000)] 
Borrowing ratio 0.693 (0.019) 0.666 (0.076) 0.020 (0.967) 

[0.5165 (0.000)] [0.3730 (0.000)] [0.1265 (0.00)] 
Interest coverage 14.70 (0.014) 110.2 (0.137) -97.0 (0.197) 

[4 275 (0.000)] [5.730 (0.000)] [-1.140 (0.021)] 
Number of segments 2.148 (0-000) 1.622 (0.000) 0.557 (0.000) 

[2.00 (0.000)] [1.500 (0.000)] [0.500 (0.00 1 
Herfindahl index 0.714 (0.000) 0.747 (0.000) -0.033 (0.155) 

[0.741 (0.000)] [0.759 (0.000)] [-0.029 (0.076)] 
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Panel C: Normal chansies 
Variable Sample firms Control firms Differences 
Observations 311 311 311 
ROA 0.1059 (0.000) 0.1050 (0.000) 0.001 (0.513) 

[0.1270 (0.000)] [0.1270 (0.000)] [0.000 (0.485)] 
Debt ratio 0.200 (0.000) 0.172 (0.000) 0.028 (0.030) 

[0.187 (0.0000] [0.152 (0.000)] [0.031 (0.002)] 
Borrowing ratio 0.948 (0.003) 0.3556 (0.000) 0.591 (0.078) 

[0.5105 (0.000)] [0.3240 (0.000)] [0.1572 (0.000)] 
Interest coverage 12 . 15(0.000) 62.6 (0.004) -50.3 (0.022) 

[5.655 (0.000)] [7.230 (0.000] [-1.750 (0.005)] 
Number of segments 2.067 (0.000) 1.680 (0.000) 0.399 (0.000) 

[2.000 (0.000)] [1-500 (0.000)] [0.500 (0.00 ] 
Herfindahl index 0.728 (0.000) 0.778 (0.000) -0.053 (0.027) 

[0.744 (0.000)] [0.788 (0.000)] [-0.035 (0.021)] 
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Table 7-3: Operating performance and financial leverage over the years prior 

to CEO turnover 

This table reports mean [median] changes in the industry-adjusted ROA, debt ratio, 
borrowing ratio, and interest coverage ratio for a sample of 705 UK non-financial firms 
that announced CEO changes during the period 1993-2000. Panel A reports results for 
all CEO turnover. Panel B reports results for the non-routine sub-sample. Panel C 
reports results for normal CEO changes. ROA is defined as earnings before interest, 
tax, depreciation and amortization (EBITDA), divided by total assets. Debt ratio is the 
ratio of total debt to total assets. Borrowing ratio is the ratio of total debt to the 
difference between equity capital and reserves, and intangible assets. Interest coverage 
ratio is defined as the ratio of pre-tax profit, plus total interest charges to total interest 
charges. The fractions of all changes that are positive are reported below the medians. 
Cumulative is defined as die difference between year 0 and the median of year -1, -2, 
and -3. P-values of a two-tailed Student's Nest for the means and a two-tailed Irlikoxon 
si:, giied test for the medians are reported in parenthesis. 

Panel A: All Changes 

Window N ROA Debt ratio Borrowing ratio Interest 
coverage 

A-3 TO 0 659 -0.0470 (0.002) 0.0284 (0.000) 0.162 (0.764) -5.08 (0.052) 
[-0.0275 [0.0240 (0.000)] [0.0635 (0.001)] [-2.42 (0.000)] 
(0-000A 56.0 57.2 40.2 

41.6 
A-2 TO 0 668 -0.0313 (0.071) 0.0191 (0.003) -0.119 (0.839) -1.51 (0.552) 

[-0.0210 [0.0165 (0.000)] [0.0430 (0,008)] [-1.780 (0.000)) 
(0-000A 56.5 55.6 40.0 

41.3 
A-1 TO 0 681 -0.0195 (0.186) 0.0075 (0.099) 0.343 (0.386) -0.69 (0.700) 

[-0.0125 [0.0070 (0.017)] [0.0325 (0.010)] [-0.825 (0.002)] 
(0-000)] 55.6 54.8 45.1 

46.7 
Cumulative 655 -0.0507 (0.001) 0.0237 (0.000) 0.416 (0.367) -1.10 (0.555) 

[-0.0250 [0.0170 (0.000)] [0-0445 (0.002)] [-1.9-55 (0.000)] 
(0-000)] 57.1 55.4 38.7 

41.2 
Panel B: Non-routine chanjzes 
A-3 TO 0 358 -0.0985 (0.000) 0.0407 (0.000) 0.232 (0.812) -11.86 (0.001) 

[-0.0570 [0.0380 (0.000)] [0.0960 (0.004)] [-4.705 (0.000)] 
(0-000)] 58.2 59.2 33.2 

35.2 
A-2 TO 0 362 -0.0775 (0.002) 0.0295 (0.005) -0.340 (0.745) -5.74 (0.033) 

[-0.0525 [0.0305 (0.000)] [0.0630 (0.034)] [-3.763 (0.000)] 
(0-000)] 60.4 56.8 31.6 

31.8 
A-1 TO 0 375 -0.0551 (0.003) 0.0104 (0.153) 0.839 (0.201) -4.73 (0.041) 

[-0.0315 [0.0115 (0.013)] [0.0575 (0.007)] [-2.010 (0-000)] 
(0-000)] 56.8 57.3 40.6 

39.2 
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Cumulative 354 -0.1015 (0.000) 0.0367 (0-000) 0.708 (0.396) -6.04 (0.002) 
[-0.0565 [0.0310 (0.000)] [0.0705 (0.008)] [4.025 (0.000)] 
(0-000)] 60.8 57.8 30.3 

31.4 
Panel C: Normal changes 
Window N ROA Debt ratio Borrowing ratio Interest 

covera e 
A-3 TO 0 302 0.0138 (0.570) 0.0168 (0.037) 0.078 (0.682) 2.99 (0.443) 

[-0.0035 [0.0100 (0.056)] [0.0350 (0.074)] [-0.0800 0.856)] 
(0.523)] 53.5 54.8 48.4 

49.0 
A-2 TO 0 306 0.0238 (0.302) 0.0081 (0.254) 0.150 (0.504) 3.51 (0.441) 

[0.0030 (0.428)] P. 0035 (0.473)] [0.0235 (0.175)] [0.0500 (0.901)] 
52.9 51.8 54.1 50.0 

A-1 TO 0 306 0.0244 (0.294) 0.0044 (0.353) -0.262 (0.467) 4.22 (0.133) 
[0.0025 (0.466)] [0.0030 (0.453)] P. 0110 (0.455)] [0.1500 (0.629)] 

56.2 54.4 52.1 50.7 
Cumulative 302 0.0091 (0.690) 0.0096 (0.127) 0.066 (0.695) 4.70 (0.158) 

[-0.0005 P. 0050 (0.210)] [0.0215 (0.155)] [-0.0775 0.828)] 
(0.881)] 52.8 52.5 48.7 

53.0 
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Table 7-4: Cross-sectional determinants of CEO turnover 

The table reports results for logit regressions of the determinants of CEO turnover for a 
sample of 705 UK non-financial firms that announced CEO changes during die period 
1993-2000. Dependent variable is a binary variable that takes on a value of one for 
sample firms and zero for control firms. ROA is defined as earnings before interest, tax, 
depreciation and amortization (EBITDA), divided by total assets. Debt ratio (DEBT) is 
die ratio of total debt to total assets. Interest coverage ratio UCIý is defined as the ratio 
of pre-tax profit, plus total interest charges to total interest charges. Takeover pressure 
(171, C-No is a binary variable set equal to one, where the company encountered takeover 
pressure over the 12 months prior to CEO changes, and zero otherwise. Financial 
distress (DSTRS) is a binary variable set equal to one, where the company encountered 
financial distress over the 12 months prior to CEO turnover, and zero otherwise. 
Director's ownership (DR) is the fractional ownership stakes of the departing managers; 
other directors' ownership (ODR) are the fractional ownership stakes of the firm's 
directors; institutional holdings (INST) are the fraction of the firm's shares held by 
institutions with a disclosable interest of greater than 3%. Firm size (SIZE) is measured 
by the natural logarithm of the company's market value of equity. All continuous 
variables are measured at the financial year-end prior to CEO turnover. P-values for a 
two-tailed test of significance are reported in parentheses. 
Nlodel: CEO = ot + ROA + DEBT + ICOV + TKV + DSTRS + DR + ODR 

+ INST + SIZE +e 
Variable All changes Non-routine 

changes 
Normal changes 

Observations 1410 788 622 
Constant -0.9847 (0.000) -1.0935 (0.004) -0.9569 (0.025) 
AROA ,, -1.1743 (0.002) -1.5078 (0.002) -0.5082 (0.544) 
DEBT, 0.8208 (0.043) 0.9032 (0.054) 1.2030 (0.114) 
lCOV 1 -0.0033 (0.001) -0.0037 (0.011) -0.0029 (0.042) 
TK_X712 

mnnthý 1.1075 (0.001) 1.3310 (0.003) 0.7707 (0.152) 
DSTRS12monthý 0.9437 (0.024) 0.4322 (0.407) 1.9104 (0.019) 
DR, -0.8063 (0.210) -3.007 (0.013) 0.1756 (0.837) 
ODR, -0.7430 (0.876)' -1.335 (0.843) -1.295 (0.851) 
INST 1 -0.3880 (0.326) -0.2629 (0.610) -0.5401 (0.397) 
SIZE, 0.2656 (0.000) 0.2782 (0.000) 0.2621 (0.000) 
Log-lik-elihood -665.656 (0.000) -348.398 (0.000) -309.193 (0.000) 
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Table 7-5: Changes in operating performance and financial leverage over the 

period following CEO turnover 

The table reports mean [median] changes in industry-adjustcd return on assets (ROA), 
debt ratio, borrowing ratio and interest coverage ratio for a sample of 705 UK non- 
financial firms that announced CEO changes during the period 1993-2000. Panel A 
reports results for all CEO turnover. Panel B reports results for the non-routine sub- 
sample. Panel C reports results for normal CEO changes. ROA is defined as earnings 
before interest, tax, depreciation and amortization (EBITDA), divided by total assets. 
Debt ratio is the ratio of total debt to total assets. Borrowing ratio is the ratio of total 
debt to the difference between equity capital and reserves, and intangible assets. Interest 
coverage ratio is defined as the ratio of pre-tax profit, plus total interest charges to total 
interest charges. T'he fractions of all changes that are positive are reported below the 
medians. Cumulative is defined as the difference between the median of year +1, +2, 
and +3; and year 0. P-values of a two-tailed Students t-tesi for the means and a two-tafled 
Filcoxon signed test for the medians are reported in parenthesis. 
Panel A: All chanaes 
Window N ROA. Debt ratio Borrowing Interest coverage 

ratio 
A+1 TO 0 636 0.0184 (0.201) -0.0035 (0.385) -0.804 (0.161) 1.07 (0.641) 

P. 0550 (0.120)] [-0.0030 [0.0070 (0.533)] P. 7125 (0.016)] 
52.0 (0.232)] 52.2 54.2 

46.4 
A+2 TO 0 592 0.0172 (0.321) 0.0011 (0.857) -1.186 (0.033) 2.94 (0.302) 

P. 0140 (0.001)] [-0.0065 [-0.0440 [1.433 (0.000)] 
57.4 (0-109)] (0.015)] 58.4 

45.8 41.9 
A+3 TO 0 534 0.0384 (0.004) 0.0024 (0.729) -1.034 (0.191) 4.30 (0.184) 

[0.0150 (0.002)] [-0.0045 [-0.0405 [1.410 (0.002)] 
55.6 (0.424)] (0.134)] 55.8 

45.9 45.0 
Cumulative 529 0.0496 (0.000) -0.0064 (0.212) -0.948 (0.108) 1.36 (0.533) 

P. 0155 (0.000)] [-0.0085 [-0.0395 [1.280 (0.000)] 
57.8 (0.028)] (0.012)] 57.8 

43.4 43.4 
Panel B: Non-routine chanves 
A+l TO 0 345 0.0533 (0.001) -0.0132 (0.018) -1.650 (0.113) 2.91 (0.170) 

[0.0190 (0.004)] [-0.0100 [-0.0100 [1.568 (0.001)] 
56.8 (0-009A (0.543)] 58.5 

42.8 50.0 
A+2 TO 0 321 0.0340 (0.145) -0.0040 (0.664) -2.098 (0.037) 1.73 (0.483) 

[0.0170 (0.011)] [-0.0160 [-0.0900 [1.710 (0.001)] 
56.7 (0.012)] (0.004)] 58.6 

40.1 39.1 
A+3 TO 0 292 0.0553 (0.009) -0.0009 (0.934) -2.240 (0-098) -0.15 (0.975) 

[0.0200 (0.009)] [-0.0130 [-0.100 (0.023)] [2.047 (0.001)] 
55.8 (0.130)] 43.3 59.5 

41.8 
Cumulative 289 r 0.0625 (0.000) 1 

-0.0115 (0.146) -1.560 (0-143) 1.42 (0.498) 
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[0-0185 (0.001)] [-0.0160 f-0.076 (0.005)] [1.788 (0.00p)] 
57.8 (0-008)] 

. 
41.6 61.0 

39.6 
Panel C: Normal changes 
A+l TO 0 291 -0.0229 (0.348) 0.0066 (0.266) 0.206 (0.250) -1.12 (0.795) 

[-0.0045 (0.263)] LO. 0040 (0.290)] [0.0230 (0-100)] [-0,1100 (0.783)] 
46.7 50.3 54.5 49.1 

A+2 TO 0 271 -0.0032 (0.903) 0.0054 (0.511) -0.090 (0.657) 4.40 (0.428) 
(0.0110 (0.040)] [0.0030 (0.532)] [-0.0045 (0-844)] [1.070 (0.058)) 

57.9 52.6 45.1 57.8 
A+3 TO 0 242 0.0179 (0.227) 0.0037 (0.668) 0.424 (0.484) 9.69 (0.021) 

[0.0100 (0.099)] [0.0040 (0.548)] LO. 0130 (0.698)] P. 5975 (0.365)] 
55.4 50.8 46.5 51.2 

Cumulafive 240 0.0341 (0.003) -0.0024 (0.713) -0,202 (0.242) 1.29 (0.755) 
P. 0135 (0.004)] [-0.0010 (0.871)] [-0.0115 (0.541)] P. 6550 (0.148)] 

57.9 47.9 . 45.0 53.9 
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Table 7-6: Changes in operating performance: alternative benchmark 

'ne table reports mean [median] changes in the industry-adjusted return on assets 
(ROA) for a sample of 705 UK non-fmancial firms that announced CEO changes 
during the period 1993-2000 on the basis of an alternative benchmark. ROA is defined 

as earnings before interest, tax, depreciation and amortization (EBITDA), divided by 

total assets. The fractions of all changes that are positive are reported below the 

medians. P-values of a two-tailed Student's t-lest for the means and a two-tAiled Filcoxon 

Si , glied lest for the medians are reported in parenthesis. 

Windows N Forced CEO turnover N Normal CEO turnover 
A-3 to -1 369 -0.0381 (0.002) 304 -0.0307 (0.186) 

f-0.0165 (0.000)] [-0.0070 (0.116)] 
56.1 52.0 

A-1 to +1 341 0.0020 (0.904) 288 0.0022 (0.835) 
[-0.0025 (0.716)] [-0.0010 (0.832)] 

51.6 47.9 
A-1 to +2 316 -0.0151 (0.506) 269 0.0210 (0.065) 

[-0.0070 (0.309)] [0.0130 (0.016)] 
53.2 41.6 

A-1 to +3 287 0.0169 (0.418) 240 0.0151 (0.317) 
[0.0020 (0.799)] [0.0105 (0.105)] 

49.8 45.0 
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Table 7-7: Turnover-performance relation over time 

This table reports median industry-adjusted changes in ROA for a sample of 705 UK 

non-financial firms that announced CEO turnover during the period 1993-2000 on the 
basis of the turnover-pcrformance relation over time. Sample firms are divided into two 

groups, 1993-1996 and 1997-2000. *P-values of a two-tailed Filcoxon sýgned rank test for 

the medians are reported in parenthesis. 

Panel A: All CEO turnover 
Window 1993-1996 1997-2000 P-value of differences 
A-3 TO 0 -0.027 (0.000) -0.027 (0-000) 0.6305 
A-2 TO 0 -0.017 (0.000) -0.027 (0-000) 0.3143 
A-1 TO 0 -0.008 (0.037) -0.021 (0-000) 0.1713 
A+l TO 0 0.010 (0.030) -0-000 (0-953) 0.1373 
A+2 TO 0 0.027 (0.000) -0.006 (0.430) 0.0001 
A+3 TO 0 0.028 (0.000) -0.003 (0.668) 0.0015 
Observations 370 335 
Panel B: Non-routine and Normal CEO turnover 
A-3 TO 0 -0.059 (0.000) -0.055 (0.000) 0.5642 
A-2 TO 0 -0.051 (0.000) -0.054 (0.000) 0.8696 
A-1 TO 0 -0.028 (0.001) -0.034 (0.000) 0.8211 
A+l TO 0 0.030 (0.001) 0.010 (0.322) 0.0874 
A+2 TO 0 0.036 (0.001) 0.002 (0.826) 0.0112 
A+3 TO 0 0.044 (0.001) 0.003 (0.742) 0.0145 
Observations 156 238 
Panel C: Normal CEO turnover 
A-3 TO 0 -0.013 (0.050) 0.017 (0-055) 0.0087 
A-2 TO 0 -0.000 (0.889) 0.011 . 085) 0.1529 
A-1 TO 0 0.002 (0.596) 0.003 (0.647) 0.8238 
A+l TO 0 -0.000 (0.923) -0.016 (0.047) 0.0980 
A+2 TO 0 0.021 (0.000) -0.028 (0-056) 0.0009 
A+3 TO 0 0.019 (0.005) -0.022 (0-144) 0.0070 
Observations 214 108 

213 



Table 7-8: Cross-sectional determinants of CEO turnover on the basis of time 

period 

This table presents cross-sectional results for a sample of 705 UK non-financial firms 
that announced CEO turnover during the 1993 to 2000 period on the basis of the 
turnover-performance relation over time. The sample firms are divided into two groups, 
1993-1996 and 1997-2000. The variables are as defined in Table 7-4. P-values of a txvo- 
tailed Slitdew's t-test for the means are reported in parenthesis. 

All CEO changes Forced CEO Normal CEO 
Variable changes changes 

1993- 1997- 1993- 1997- 1993- 1997- 
1996 2600 1996 2000 1996 2000 

Observations 754 656 318 470 436 186 
Constant -1.061 -0.969 -1.556 -0.724 -0.716 -1.445 

(0.020) (0.012) (0.153) (0.166) (0.070) 
AROA-, ,, -2.234 -0.722 -3.124 -0.952 -1.544 1.447 

, 
. 002 (0.106) (0.002) (0.066) (0.165) (0.328) 

DEBT 0.854 0.789 1.036 0.773 1.096 1.748 
(0.203) (0.119) (0.267) (0.160) (0.226) (0.233) 

ICOV -0.007 -0.002 -0.013 -0.002 -0.005 -0.001 
(0.005) (0.063) (0.027) (0.090) (0.062) (0.543) 

Tiiýlv 1.427 0.917 1.396 1.140 1.414 0.319 
(0.062) (0.019) (0.199) (0.021) (0.190) (0.641) 

DSTRS 1.392 0.000 0.838 0.017 1.986 
(0.011) (1.000) (0.279) (0.982) (0-019) 

DR -0.099 -1.820 -2.528 -3.290 0.013 0.403 
(0.906) (0.092) (0.237) (0.032) (0.990) (0.817) 

ODR 1.261 -2.342 -0.800 -2.886 -0.433 -0.180 
(0.847) (0.744) (0.943) (0.742) (0.959) (0.989) 

INST -0.445 -0.279 0.039 -0.595 -0.935 0.573 
(0.401) (0.643) (0-960) (0.402) (0.217) (0.644) 

SIZE 0.295 0.259 0.365 0.238 0.252 0.262 
(0.000) (0.000) (0.000) (0.001) (0.001) (0.028) 

Log-likelihood -353.4 -305.9 -130.9 -212.6 -216.1 -89.9 
(0-000) (0-000) (0.000) 1 (0.000) (0.000) (0.213) 

*- dropped because of having the same observations 
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Table 7-9: Post-turnover restructuring activities 

The table reports an incidence of restructuring activities for a sample of 705 UK non- 
financial firms that announced CEO turnover during the 1993-2000 period. 

Restructuring activities are identified from a search of FT Extel cards database and 

verified by Financial Times archive news articles; and also from newspaper databases. 

Non-routine CEO turnover Normal CEO turnover 

Activity 
Sample firms Control 

firms 
Sample firms Control irms 

N- f- % N % N % N % 
Asset Sales 168 42.6 82 20.8 103 33.1 56 18.1 
Layoffs 53 13.5 _ 6 1.52 29 9.3 4 1.29 
Dividend decreases 51 12.9 22 5.58 28 9.0 18 5.79 
Dividend omissions 44 11.2 _ 21 5.33 20 6.43 1 4.50 
Dividend increases 22 5.58 43 10.9 36 11.6 41 13.2 
Dividend initiations 6 1.52 _ 9 2.28 12 3.86 7 2.25 
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Table 7-10: Operating performance post-forced CEO turnover on the basis of 

mergers and acquisitions 

This table reports median changes in the industry-adjustcd return on assets for a sample 

of 394 UK non-financial firms that announced non-routine CEO changes during the 

period 1993-2000 on the basis of Mergers and Acquisitions. Panel A reports operating 

performance after removing firms that undertook mergers and acquisitions over a 3-year 

period post-CEO turnover. Panel B reports operating performance for firms and 

control firms for a sample of forced CEO turnover in the same period. A control firm is 

selected from firms within the same industry group (FTSE level 4) as a CEO turnover 

firm, and having similar ROA in the year prior to a CEO turnover announcement. ROA 

is defmed as earnings before interest, tax, depreciation, and amortization (EBITDA), 

divided by total assets. The significance between the sample and control firms is based 

on a two-tailed INIcoxon siý, glied rank- test. P-values are reported in parentheses. 

Panel A: ROA for forced CEO turnover after removing firms that undertook mergers 
and acquisitions 
Windows N Indus trV-adjusted return on assets (ROA) 
A+1 TO 0 319 0.0205 (0.006) 
A+2 TO 0 295 0.0185 (0.015) 
A+3 TO 0 269 0.0225 (0.11) 
Cumulative 266 0.0200 (0.002) 
Panel B: Control firm matched operating performance for forced CEO changes 
Time period N Sample firms 

median 
Control firms 
median 

p-value of 
difference 

From year -1 to 0 367 -0.0339 (0.000) 0.0056 (0.110) 0.000 
From year 0 to +1 321 0.0157 (0.015) 0.0060 (0.864) 0.027 
From year 0 to +2 283 0.0119 (0.082) -0.0095 (0.060) 0.035 
From year 0 to +3 235 1 0.0122 (0.112) 

t 
-0.0130 (0.035) 0.015 
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Table 7-11 Abnormal returns surrounding CEO turnover announcements 

This table presents abnormal stock returns for a sample of 705 UK non-financial firms 

that announced a CEO turnover during the period 1993-2000. The abnonnal return is 

computed as the difference between sample firms' daily returns and the FTSE ALL- 

Share index used as the proxy to the market portfolio. The fractions of all changes that 

are negative are reported in the last row. P-values of a two-tailed Student's Nest for means 

and the lVilcoxon signed ralik lest for medians are reported in parentheses. 

Panel A: All Changes 

Statistic CAR (-1,1)_ AAR (-l) AAR (0) 
N 704 704 704 
Mean % -0.848 (0.012) -0.451 (0.025) -0.645 (0-072) 
Aledian % -0.148 (0.236) -0.110 (0.064) 0.000 (0.991) 
% (-ve) 51.1 53.6 50.3 
Panel B: Non-routine and Normal CEO turnover 

Non-routine changes Normal changes 
Statistic CAR (-1,1) AAR (-1) AAR (0) CAR (- 1, l) AAR AAR (0) 

N 393 393 393 311 311 311 
Mean % -1.369 

(0.008) 
-0.892 

(0.009) 
-0.733 
(0.138) 

-0.243 
(0.551) 

0.107 
(0.422) 

-0.595 
(0.253) 

Median % -0.328 
(0.141) 

-0.205 
(0.052) 

-0.003 
(0.830) 

-0.002 
(0.915) 

-0.004 0.020 
(0.858) 

% (-ve) 53.4 55.5 51.4 47.9 51.1 48.9 
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Table 7-12: Long run stock returns following CEO turnover 

This table reports buy-and-hold abnormal returns (BHARs) for a sample of 705 UK 
non-financial firms that announced CEO turnover during the period 1993-2000. The 
abnormal return is the difference between the monthly sample and control firms' 
returns. 'ne control (matching) firms are constructed on the basis of size and industry 
over the year prior to announcements of a CEO turnover. The fractions of all changes 
that are negative are reported in the last row. P-values of a two-tailed Sludelil's I-lest for 
means and the INkoxon si , glied rank lesi for medians are reported in parenthesis. 

Panel A: All changes 
Statistic 12-month 24-month 36-month 
N 696 668 619 
Alean (0/o) -8.98 (0.000) -11-18 (0.006) -8.60 (0.149) 
Median Clo) -8.52 (0.000) -9.30 (0.001) -9.14 (0.012) 
% (-Ve) 56.9 55.8 54.0 
Panel B: Non-routine and Normal CEO turnover 

Non-routin changes Normal ch nges 
12_-month 24-month 36-tnonth 12-month 24-month 36-month 

N 388 371 350 308 297 269 
Mean Clo) -10.16 

(0.001) 
-11.15 
(0.041) 

-10.09 
(0.49) 

-7.96 
(0.005) 

-10.83 
0.068) 

-4.98 

Median 
(ON 

-9.15 
(0.001) 

-9.25 
(0.017) 

-12.65 
(0.011) 

-8.33 
(0.001) 

-9.05 
(0.021) 

-4.59 
(0.374) 

% (-ve) 
_ 
56.2 54.2 56.0 57.8 57.4 51.4 
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CHAPTER EIGHT: CORPORATE RESTRUCTURING 

8.1 Introduction 

Ibis chapter is the combination of all of the previous empirical chapters examined in 

this thesis; that is, asset sales, dividend cuts, corporate layoffs and CEO turnover. Asset 

sales, layoffs and CEO turnover are operational actions. They affect the investment 

decisions of the firm as well as its operational strategy. On the other hand, dividend cuts 

are financial actions that affect the value of the cash flow distribution to the firm's 

owners. Following this classification, this chapter therefore examines operating 

performance changes for the sample of firms that undertook both operational and 

financial actions as a corporate restructuring programme during a period of adverse 

economic conditions. 

The reasons why managers should undertake restructuring and whether it increases a 

firm's efficiency are discussed in Chapter 2. The phrase "corporate restructuring" is a 

broad phenomenon that covers a range of activities, such as changes in control, in 

financial structure, in the firm's major lines of business and so on. 90 Mergers and 

acquisitions, asset sales, management buyouts, dividend policy changes, refocusing, 

corporate layoffs, management turnover, plant closures, share repurchases and debt 

administration all fall within the general term 'rcstructunng. , 

In a narrow sense, this is one of the first studies to examine more than one restructuring 

event. " In addition, the approach of this thesis differs from much of the previous 

literature on restructuring because it examines firms whose managers announced 

different events related to corporate restructuring programmes: seU-offs, dividend cuts, 

corporate layoffs, and CEO turnover. John et al. (1992), Kang and Shivdasani (1997) 

and Denis and Kruse (2000) examine firms that undertook restructuring in response to 

performance declines. Moreover, Brickley and Van Drunen (1990) and Liao (2004) start 

with restructured firms and examine changes in internal organization. All these studies 

focus on year-to-year changes. Focusing on corporate announcements, rather than year- 

90 See definition of corporate restructuring in Chapter 2. 
'I Peel (1995) examines mergers, divestments andMBOs at the micro (economic--wride) level; and Gilson 
(2001) examines bankruptcies, buyouts and breakups. 
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to-year changes in variables, allows for more precisions in the measurement of the 

factors diat influence the corporate restructuring decision. 

Hall (1994) and Peel (1995) observe that many restructuring events occur 

simultaneously, and therefore, before arriving at a conclusion on the effect of 

restructuring on a firm's performance, a researcher needs to examine differerft forms of 

corporate restructuring (Alarkides, 1995). Chapters 4 through 7 examine individual 

forms of restructuring. This chapter combines all of these chapters. The analysis in this 

chapter provides evidence related to three primary questions: first, what factors 

motivate managers to undertake restructuring? Second, what is the performance 

consequence of restructuring? Finally, does a firm's efficiency improve following 

restructuring? 

It is found that restructuring is preceded by a period of poor operating performance, 

high financial leverage and excessive diversification, and is then followed by 

improvement M all these areas. Firms also increase their investment levels and labour 

productivity over the period following corporate restructuring. On the other hand, the 

sample firms experience an insignificant increase in R&D and were able to reduce costs 

over the years following corporate restructuring. This finding provides evidence that 

corporate managers undertake restructuring programmes in order to increase the firm's 

efficiency, to expand investment opportunities and efficiently re-allocate resources. 

Further analysis shows that there is a positive relation between threats from -the market 
for corporate control and the restructuring decision; and is limited to those firms that 

mostly undertake one corporate restructuring event per year. This is consistent with the 

notion that external control mechanisms also play an important role in restructuring 
firms (Fama, 1980; and Fama and Jensen, 1983). 

There are several potential reasons for a firm's increased efficiency following 

restructuring. First, restructuring means that a firm may be separated into different 

pieces in order to improve the efficiency of operations and thereby increase die 

combined value of assets (Alch-ian and Demsetz, 1972). Second, restructuring improves 

the use of resources. Kaplan (1989), Smith (1990) and Wruck (1990) show that 

restructuring carried out in response to high financial leverage leads to an improvement 
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in firm performance. This is because financial distress gives creditors the right to 
demand restructuring because their contract with the firm has been breached. Creditors 

can then pressurise the firm to liquidate or reorganize. Leverage, therefore, leads to 

value maximization by triggering liquidation (Titman, 1984). In addition, leverage 

reduces management's ability to expand through value-reducing projects Gensen, 1986). 

Third, restructuring frees resources to move to higher-valued uses and this happens 

when managers are forced to reduce capacity and to rethink operating policies and 

strategy decisions ffruck, 1990). In addition, the firm's restructuring programmes lead 

to an improvement M the efficient use of corporate resources and the redistribution of 
income among competing constituent interests (Donaldson, 1990). Finally, empirical 

evidence on corporate restructuring in the form of asset sales shows that f6flowing asset 

sales, firms are more focused, have lower financial leverage, and experience increases in 

operating performance Oohn d al., 1992; John and Ofek, 1995; Markides, 1995; and 
Denis and Shome, 2005). Evidence on corporate layoffs suggests that layoffs improve a 
firm's efficiency. The firm becomes more competitive, and in the long term its 

productivity improves. In other words, corporate restructuring exposes business units to 

direct product market competition thereby forcing increases in corporate focus and 

efficiency. 

The chapter proceeds as follows: Section 8.2 develops hypotheses to be tested in this 

chapter. The empirical results are presented in Section 8.3. Section 8.4 summarizes and 

concludes the chapter. 

8.2, Development of hypotheses 

In addition to the general hypotheses discussed in Chapter 1, this section briefly 

discusses the indiVidual hypotheses to be testedin this chapter. 

The extant literature argues that firms restructure in response to poor performance 
Uohn el al., 1992; Kang and Shivdasani, 1997; and Denis and Kruse, 2000), among 

others. This is because poor performance, especially over a long period of time, has a 

number of implications to the firm. First, it can lead to financial distress (Ofek, 1993), 

which in turn could lead to bankruptcy. Secondly, poor performance can lead to for a 
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firm to be a target for corporate raiders. Thirdly, poor performance is one of the signs 

of managerial inefficiency or slack in an economy. Finally, managers lose their human- 

capital quality when they are seen as they do not take actions that would reverse poor 

performance. 

In fact, given the effectiveness of both internal and external control mechanisms, 

managers of poorly performing companies would be dismissed in the wake of declining 

profitability. The foregoing discussion suggests that corporate restructuring is inevitable 

in a situation where a firm's profitability is declining. It is therefore hypodiesized here 

that companies undertake corporate restructuring in response to poor performance. 

H8-j: Poor performance leads to corporate restructuring. 

Ofek (1993) claims that higher financial leverage significantly increases die probability 

that certain restructuring actions, such as asset sales and employee layoffs will be taken. 

In addition, Jensen (1989) argues that highly-leveraged firms will respond faster to a 
decline in value than their less-leveraged counterparts because a small decline in value 

can lead to default. Furthermore, Ravenscraft and Scherer (1987) 92 argue that because of 
financial distress, poorly performing companies undertake sell-off programs. The latter 

evidence suggests that firms are forced to sell assets in order to raise cash to meet debt 

repayments. This mostly happens when a highly-levered firm finds it difficult to raise 

additional funds through issuing new securities (Shleifer and Vishny, 1992). 

In addition, management would like to repay the debt in order to avoid bankruptcy, 

which in turn could lead to management losing its perquisites (Gilson, 1989). Th ere is 

also evidence that creditors often insist on the divestiture of certain assets as a condition 
for restructuring firms,, vidi high fmancial leverage (Gilson, 1990). 

The preceding argument suggests that firms undertake corporate restructuring in 

response to high financial leverage. It is therefore h)Tothesized here that: 

H8-2: High financial leverage motivates managers to undertake restructuring. 

92 Cited in Peel (1995) 
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Researchers in strategy management have asserted that change in diversity is negatively 

related to a firm's performance, especially when most of the restructured firms are orer- 

dirersifted (Hill and Hansen, 1991 and Markidcs, 1992). Ihis is because diversification is 

driven by managerial self-interest in order to increase personal compensation and 

employment security. 'niis argument is consistent with the agency cost hypothesis 

Gensen, 1986). According to Jensen's (1986) free cash flow hypothesis, top management 

in firms with free cash flow invest in over-diversification and organizational 
inefficiencies. 

Diversification may divert management's attention away from a firm's core business and 

lead to a loss of strategic control. The further a firm is diversified from its core 
businesses, the more likely it is that its diversification programme produces low returns 

(Gibbs, 1993). Restructuring is therefore carried out in order to correct over-expansion 

and over-diversification undertaken by self-serving managers Uohn and Ofek, 1995; 

Markides, 1995; Denis el al., 1997a; and Berger and Ofek, 1999). In addition, Berger and 
Ofek (1999) discern that agency problems are the main cause of suboptimal 
diversification and their reduction via corporate control events plays a crucial role in 

corporate refocusing choices. Thi§ discussion suggests that corporate restructuring 

exposes business units to direct product market competition thereby forcing increases in 

corporate focus and efficiency. 

It is therefore argued here that a need to reduce excessive diversification motivates 

corporate managers to undertake restructuring. Therefore: 

1-18-3: Corporate restructuring occurs in relatively diversified firms. 

If a firm can achieve the goal of optimizing resources allocation, reducing risks and 

selecting munificent operating environments through a series of restructuring activities, 

improved performance should result. For example, from the perspective of agency 

theory Oensen, 1986), corporate restructuring is a mechanism through which agency 

problems are corrected and the alignment of managerial Interest and stockholders' 
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wealth is reached. Consequently, firms should expect a significant improvement in post- 

restructuring performance. 

In the view of market for corporate control Gensen and Ruback, 1983), supposedly 
inefficient and undervalued firms are targeted by corporate raiders, thus the primary 

purpose of the market for corporate control is to create efficiency in the operations of 

the firm. One should therefore expect an active market for corporate control to 

significantly increase average firm performance over time. Similarly, in the logic of 
diversification theorists (Denis et al., 1997a; and Berger and Ofek, 1999), corporate 

restructuring is a process through which firms optimize their degree of diversification. 

Additionally, from the standpoint of resource-based theory (Liao, 2004). corporate 

restructuring activities represent a firm's effort to rebuild and optimize a firm's input- 

based competencies. 

Viewing restructuring as the process by which firms reduced their diversification by 

refocusing on their core business, Markides (1994), John and Ofek (1995) and Berger 

and Ofek (1999) find that refocusing is positively associated witli performance 
improvements. In addition, John el al. (1992), Kang and Shivdasani (1997), and Denis 

and Kruse (2000), who examine corporate restructuring following performance declines 

find that there is firm performance improvement over the subsequent years. 
Furthermore, Smith (1990) find that there is the increase in operating returns following 

management buyouts, and this most likely reflects an increase in operating efficiency 

stemming from improved management incentives. By contrast, Brickley and Van 

Drunen (1990), who focusing on firms that restructure by altering the number of 
divisions or subsidiaries, find a decline in earnings and attribute this to increased 

expenses, This finding is consistent with that of Liao (2004), who did not find a 

significant difference in performance between restructured and non-restructured firms. 

Gi%, en the mixed evidence to date, it is argued here that operating performance 
improves foHoxving corporate restructuring. Therefore: 

H,, 
-,: 

There is an improvement in operating performance fbHowing restructuring. 
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Whilst much of the previous literature examines operating performance changes centred 
in the year of restructuring, very few studies examine financial leverage. An exception to 

this is that of John el al. (1992), who document that large firms that undertook 

restructuring because of poor performance reduced their leverage quickly over the years 
following restructuring. Furthermore, Denis and Shome (2005) show that following 

large scale asset downsizings there is an insignificant reduction in debt ratios. Grullon el 

al (2002) and Lie (2005) show that firms that cut dividends have lower debt ratios than 

their industry peers. 

There are three explanations why should managers service their debt obligation. First, 

firms repay their debt in order to avoid bankruptcy costs, which in turn could lead to 

management losing its perquisites (Gilson, 1989; Jensen, 1989; and Wruck, 1990). 

Secondly, leverage constrains managerial discretion over investment (Ahn et al., 2006). 

Usmg a sample of leveraged capitalizations, Denis and Denis (1993) show a significant 

reduction in capital expenditure following the increase in leverage. It follows, therefore, 

that if leverage constrains investment, firms with valuable growth opportunities should 

choose lower leverage to avoid the risk of being forced to bypass some of these 

opportunities, while firms without valuable growth opportunities should choose higher 

leverage to bond themselves not to waste cash flow on unprofitable investment 

opportunities Gensen, 1986). ' 

Furthermore, when managerial costs of financial distress are high, managers have 

incentives to reduce the likelihood of default by borrowing less, choosing less risky 
investment projects, and managing their firms more efficiently. Finally, corporate 

managers also know that if they do not service their debt obligation, creditors have the 

right to demand restructuring because their contract Nvith the firm has been breached. 

If corporate restructuring is linked to firm performance improvement, then by 

implication there should be also an improvement in the financial position. This is 

consistent with the predictions of the Pecking Order Theory that firms prefer internal 

resources to finance their investments before raising external sources of funds (Myers, 

1984). Rajan and Zingales (1995) and Antoniou et al. (2002) discover that financial 

leverage decreases withý profitability. 
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Tbe foregoing discussion suggests that the financial position of a firm improves 

foRoNving corporate restructuring. Therefore: 

H8-5: Financial leverage declines following corporate restructuring. 

If restructuring aims to correct over-expansion and over-diversification programmes, as 
hypothesized in hypothesis 8-3, then firms should be more focused following 

restructuring. A reduction in business diversity may improve firm's performance by 

creating narrow lines of businesses that will utilize related firm resources (Liao, 2004). A 

reduction in diversification scope would also reduce information-process demand on 

top management and provide the firm with the opportunity to reconfigure the 

governance structure, thereby allowing them to devote more time to increasing the 

efficiency of the assets that remain. In general, the whole idea behind corporate 

refocusing is the desire to enhance shareholder value. 

Markides (1995), John and Ofek (1995), Denis el al (1997a), and Berger and Ofek 

(1999) find that firms restructure in order to refocus on core activities- It has also been 

shown in the previous chaptets that firms sell assets and lay off employees in order to 

reduce excessive diversification. This suggests that firms are more focused following 

asset sales and corporate layoffS. 93 It is therefore conjectured here that there is a 

reduction in firm's diversification following corporate restructuring. Therefore: 

H, 
-,: 

Corporate focus increases following corporate restructuring. 

Investors' perception to announcements of restructuring strategy depends on the 

information disclosed by corporate managers. In addition, because restructuring is a 

complex and multidimensional phenomenon, it is very difficult to predict the stock 

market response to the restructuring announcement. This is because there are many 

reasons why investors may undervalue or overvalue a restructuring. Nlany companies 
have no prior experience with restructuring, so there is no precedent to guide investors. 

93 John and Ofek (1995), Berger and Ofek (1999) and Chen et at (2001) produce similar findings for US 
firms. 
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Restructuring also often produces wholesale changes in the firm's assets, business 

operations and capital structure. 

Because of these factors and many others, managers face the additional important 

challenge of marketing restructuring to the capital market (Gilson, 2001). The most 

obvious way to do this is to disclose useful information to investors and analysts that 

they can then use to value restructuring more accurately. However, corporate managers 

are often limited in what they can disclose publicly because some of the information 

could benefit the firm's competitors. Information problems arise when corporate 

managers have private information about their firm's investment opportunities (Myers 

and Nlajluf, 1984), and either cannot credibly convey that information to dispersed 

investors or can do so only by disclosing proprietary information to competitors (Healy 

and Palepu, 1995). 

As the foregoing discussion makes clear, it is very difficult to predict investors' 

perceptions on announcements of some restructuring events. For example, in a study of 

the stock market's reactions to restructuring announcements of portfolio, organizational 

and financial restructuring, Bowman and Singh (1993) find that the announcements 

were not associated with significant average abnormal returns. 9' Bowman and Singh 

could not offer a definite interpretation of their results. However, Brickley and Van 

Drunen (1990) focus on firms that reorganize by altering the number of divisions or 

subsidiaries, and document positive and significant average abnormal stock returns 

around restructuring announcements. Brickley and Van Drunen attributed their findings 

to the information revealed about the firm's investment opportunities. Poon el al. (2001) 

examine market reactions to corporate restructurings and find that restructuring 

programmes that impose a charge against the firm's earnings are typically associated 

-, vith'negative stock price reaction surrounding the announcement day. 

In the previous chapters, it has been shown that the market reacts positively to 

announcements of asset sales and negatively to corporate layoffs, dividend cuts, and 
forced CEO. turnover. AN of these events followed a period of poor performance. This 

suggests that previous poor performance is not a sufficient condition to help predict 

94 Cited in Bowman and Singh (1993) 
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investors' perception on an announcement of a corporate event. However, given the 
fact that the market significantly responds to the restructuring announcement, then 

restructuring conveys credible information to the market. FoRowing this argument, it is 

argued here that there is a significant stock market response to the restructuring 

announcement. 'nerefore: 

H8-7: Restructuring is associated with a significant stock price response. 

8.3 Empirical results 

8.3.1 Sample characteristics 

To test the above discussed hypotheses, a sample of UK non-financial firms that 

announced sell-offs, dividend cuts, corporate layoffs, and CEO turnover over the 

period 1993-2000, as described in their respective chapters of this thesis is used. I 

include only one observation per year. As discovered by Peel (1995), some of my sample 
firms announce more than- one restructuring event per year. Therefore, to avoid double 

counting, I group the sample firms on the basis of events per year, and form three sub- 

samples: one-event (1386 observations), two-event (171 observations), and three-event 

(23 observations). There is a fourth sub-sample which has four observations and due to 

insufficient number of observations is not analysed here. More details on the sample 
firms used in this chapter are provided in Chapter 3. 

8.3.2 Company financial characteristics surrounding corporate restructuring 
In this section I describe financial characteristics that I investigated around the 

restructuring decision. Table 8-1 reports assets, sales, employment levels and industrial 

diversification over the seven-year period surrounding the restructuring announcement. 
Panel A reports Mean [median] values over the seven year period surrounding the 

announcement, and panel B reports median changes in these values over the sample 

period. It is found that the growth rate of assets and sales for one-event sub-samPle 
declines over the years immediately preceding the corporate restructuring and recovers 
in subsequent years. The other sub-samples, txvo- and three-event, did not exhibit a 

recovery aftenvards. In fact, the three-event sub-sample experienced a significantly 
decline in these values in each of the three years following restructuring. 
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The employment growth rate results are mixed. The one-event sub-sample firms 

experience significantly declines in employment in two years following restructuring. On 

the other band, the growth rate declines monotonically from years prior to restructuring 

and in subsequent years post-restructuring for the two-event and three-event sub- 

samples. For example, the two-event sub-sample experiences a decline of -4.0% in the 

years between -3 and 0 to -13.9% in the years between 0 and 3. The corresponding 

values for the three-event sub-sample are -13.2% and -32.1%, respectively. These 

results, in general, suggest that corporate restructuring firms that undertook a 

restructuring of one event per year were able to cut back and produce more efficiently 

since they continue to grow witli a reduced number of employees. However, those firms 

that undertook more than one event per year did not experience such behaviour. The 

one-event sub-sample results are consistent with those ofjohn el al (1992). 

It is interesting to note that whilst there was a big difference in growth rate of assets, 

sales and employment levels for the three sub-samples, all sub-samples experience a 

significant increase in focus in each of the three years following restructuring, based on 
both the number of reported segments and the Herfindahl Index of revenue 

concentration. John el al. (1992) find that the majority of their sample firms that 

undertook change in number of segments reduced the number of segments. This 

finding suggests that restructuring allows managers to focus on a reduced set of core 
businesses. 

8.3.3 Changes in Investment, R&D, Cost of Sales, Labour Productivity, and 
Industrial Diversification 

If managerial behaviour is consistent with the max=zation of shareholder wealth, as 

the theories of finance assume, I should expect a restructuring firm increases 

investment, R&D, efficiency, and focus; and decreases costs over the period following 

corporate restructuring. In this section I measure changes in these variables over die 

three years following restructuring relative to the year prior to restructuring. I report the 

results in Table 8-2. It is found that the one-vent sub-samplc experienced a significant 
increase in investment in die year 3 relative to the year -1 and the change is significant at 

the 1% level. The two-event sub-sample exhibited a marginal increase in investment, 
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and the three-event sub-sample did not experience a significant change over the same 

period. 

On the other hand, the sample firms have insignificant increase R&D over the three 

years following corporate restructuring. The cost of sales results show that the two- 

event sub-sample marginally reduced costs; and the one-event sub-sample insignificantly 

reduced costs over the years subsequent to the announcement of restructuring. 

However, the three-event sub-sample insignificantly increased costs in the years 
between -1 and 1, and -1 and 2; and reduced in the years between -1 and 3. It is 

interestingly to note that all restructuring firms examined increased monotonically their 

efficiency following corporate restructuring. Finally, consistent with the results reported 
in Table 8-1, the sample firms are more focused in each of the 3 years following 

corporate restructuring. 

Collectively, I find that the sample firms marginally increased their investment and 
R&D, and reduced costs. In addition, it is found that the sample firms significantly 
increased their efficiency and business focus over the years following corporate 

restructuring. These results are, in general, consistent xvidi the earlier hypothesis that 

following restructuring, firms increase their investment, R&D, efficiency, and refocus 

on core activities; and reduce costs. These findings are to some extent consistent with 

those of Hoskisson and Johnson (1992) and John et al. (1992). 

8.3.4 Financial performance surrounding corporate restructuring decisions 

8.3.4.1 Univariate analysis of sample and control firms 

Panel A of Table 8-3 presents descriptive statistics for sample and control-matched 
firms along number of financial ditnensions at the year -1. These factors potentially 

motivate managers to undertake restructuring decisions. As would be expected, since I 

match sample and control firms on the basis of ROA, there is an insignificant difference 

in this variable between sample and control firms. I examine changes in ROA 

surrounding restructuring announcetnents further in the next section. 

Tbe financial leverage results show that the sample firms had higher financial leverage 

than non-restructuring firms. Finally, - the industrial diversification results show that 
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sample firms were less focused than control firms over the one year prior to 

restructuring. For example, the one-event sub-sample had a median of 2.0 business lines 

against 1.5 of control firms; and the corresponding values for the Herfindalil index of 

revenue concentration are 0.747 and 0.787, respectively. The level of significance for the 

differences is at the 1% level. The corresponding values for the two-event and three- 

event sub-samples are: 2.5 against 2.0, and 0.70 against 0.77; and 3.0 against 2.0, -and 
0.55 against 0.76, respectively. 'nese results suggest that restructuring allows firms to 

refocus on core activities and improve efficiency. 

The findings presented so far implicitly suggest that corporate managers restructure 

their organizations in response to poor performance, high financial leverage, and a need 

to refocus on core activities. However, there are more questions that need to be 

addressed before arriving at this conclusion. First, do all managers restructure their 

firms in response to poor performance, high financial leverage or excessive 
diversification? If the answer is yes, why then does it take so long to restructure a poorly 

performing, highly-levered or highly-diversified firm? 

Research shows that, in the absence of the active market for corporate control, 

management, especially entrenched management, arc reluctant to carry-out restructuring 

programmes (Gibbs, 1993; and Nlikkelson and Partch, 1997). This suggests that 

takeover threats force entrenched management into restructuring the firm Oohn el al., 
1992; and Denis and 1-Cruse, 2000). In addition, Denis el al. (1997a) and Berger and Ofek 

(1999) believe that the threat of hostile takeover forces corporate managers to 

restructure in order to refocus on core businesses. 

In panel B of Table 8-3 1 examine the incidence of external control threats within the 

sample and control firms over the 12-month period prior to the restructuring 

announcement. It is found that the one-event sub-sample has higher rates of external 

control activity amongst my sample firms in relation to the control sample. In total for 

the one-event sub-sample, the sample firms had 13.3% incidence of external control 

activity as compared to 4.6% for control firms, with the difference significant at the 1% 

level. For the two-event sub-sample, it is a takeover threat only which is significant at 

the 1% level in favour of the sample firms as compared to control firms. For the three- 
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event sub-sample, none of the activity is significant. These results, in general, are 

consistent with those of prior findings that suggest that corporate restructuring 

programs often result from external control pressures (Denis and Kruse, 2000). Thus, 

in general, managers' decision to restructuring the firm might not have been entirely 

voluntary, or at least can represent a defensive measure against a threat to their control. 

8.3.4.2 Operating performance and financial leverage surrounding 

corporate restructuring 
'Me results presented so far suggest potential factors that might impact the likelihood of 

corporate restructuring. However, since they are measured at one point in time they 

provide. an incomplete explanation as to the factors that cause restructuring decisions. 

Also, since I match sample and control firms on the basis of year -1 ROA, diis prevents 
from finding any significant difference in this variable between sample and control 
firms. As such, I now examine company financial performance over the seven-year 

period surrounding restructuring announcements. 

Examining levels of operating performance and other financial variables surrounding 

corporate restructuring provides information on the causes and outcomes of 

restructuring decisions. I report industry-adjusted changes from years -3, -2, and -1 

relative to that of restructuring year, year 0, and the cumulative changes in these 

variables over the years prior to restructuring. Over the period following restructuring, I 

report industry-adjusted changes from year +3, +2, and +1 relative to that of 

restructuring year, year 0, and the cumulative changes in these variables over the 

following years. 95 

Tables 8-4,8-5, and 8-6 report industry-adjusted changes in ROA, debt ratio and 
interest coverage ratio over the seven-year period surrounding corporate restructuring, 

respectively. The industry-adjusted changes in ROA results show that there is a 

significant decline in industry-adjusted ROA over the 3 years period prior to corporate 

restructuring. As such, corporate restructuring appears to occur in response to declining 

performance going back over a period of at least three years. 

95 T'his methodology is consistent urith that of John et aZ (1992), Denis and Shome (2005) and the 
previous chapters in this thesis. 
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Subsequent to corporate restructuring, it is found that restructuring firms that undertake 

one and two events per year experience a significant increase in industry-adjusted ROA 

in each of the 3 years. The increase in industry-adjusted ROA for the three-event sub- 

sample is not statistically significant in each of the three years following restructuring. 
This finding suggests that restructuring reverses a trend of declining performance over 

the period prior to restructuring. This finding is consistent with that of John el al. 
(1992), Kang and Shivdasani (1997), and Denis and Kruse (2000), who observe a 

significant increase in operating performance over the 3 years following restructuring 
for firms that undertook restructuring in response to poor performance. In addition, 
Smith (1990) find that there is the increase in operating returns following management 
buyouts, and this most likely reflects an increase in operating efficiency stemming from 

improved management incentives. However ' these results are at odds with those of 
Brickley and Van Drunen (1990), who find deterioration in earnings' following 

restructurings. 

Table 8-5 shows a significant increase in financial leverage relative to industry medians 

prior to the restructuring announcement for restructuring firms. that undertake one and 

two events per year. However, the three-event sub-sample does not exhibit a significant 
increase in financial leverage over this. period. The results are almost the same when 
industry-adjusted changes in interest coverage ratio are examined, Table 8-6. 

Collectively, these results suggest that the sample firms were saddled with high debts 

prior to announcements of restructuring events. These results are consistent with 
Jensen's (1989) view that highly-leveraged firms are more likely to restructure when their 

values decline. In addition, firms are motivated to reduce their debt levels because high 

debt constrains investment and reduces managerial discretion on cash flows (Ahn el al, 
2006). Therefore, restructuring appears to offer a viable means of reducing debt 

overhang. 

In panel B of Table 8-5 and 8-6 changes in debt ratio and interest coverage over the 

period following restructuring are reported, respectively. To the exception of the three- 

event sub-sample in panel B of Table 8-6, in general, the results show that restructuring 
firms experience a significant decline in debt ratio and increase in interest coverage. 
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These results are consistent widi those of John et al. (1992), who document that poorly 

performing firms reduce leverage quickly following restructuring. 

These results also suggest that managers restructure in order to avoid indirect 
bankruptcy costs, among other things. According to Weiss (1990), there are three main 

sources of indirect bankruptcy costs. First, following lost sales and a decline in the value 

of inventory, customers may become concerned about assured supply or warranties. In 

certain industries (for example, financial services) these costs can completely destroy the 

value of the firm. Second, with increased operating costs, firms may lose key employees 

or have to pay more to keep them from abandoning a troubled firm. Suppliers may 

refuse to ship on favourable credit terms, and the firm's costs of capital may increase. 

Third, a reduction in the firm's competitiveness may occur because management 

attention is focused on the bankruptcy, thus increasing the firm's vulnerability to 

competitors. All these suggest that there is a huge benefit for managers to undertake 

restructuring in response to high financial leverage. 

In summary, the post-restructuring results provide evidence that following restructuring 

there is an improvement in operating performance and an increase in financial health. 

Consistent with the results reported in Table 8-2, these results suggest that restructuring 
increases the firm's efficiency, and thus the manager's behaviour is consistent with 

shareholder wealth maximization. Figures 8-1,8-2 and 8-3, which report median levels 

of ROA, Debt and Labour Productivity, support these results. 

8.3.4.3 Operating performance and different combination of restructuring 

events per year. 

The data set in the present chapter shows that there are sample firms that announced 

more than one event per year. Whilst the motive of these announcements is unclear, 
however, it is interesting to investigate whether the observed improvement in firm 

performance is driven by firms that have announced a certain pairs of events per year. 
In this section operating performance for the different combinations of sample firms on 

the basis of events per year is empirically examined. There are six combinations of two 

events per year and the results are reported in Table 8-7. 
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It is interesting to note that industry-adjusted changes in ROA for all pairs significantly 
decline over the years prior to corporate restructuring and recover over the subsequent 

years. As such, the observed improvement in firm performance is not driven by firms 

that have announced a certain pairs of events per year. 

8.3.4.4 Multivariate analysis of the determinants of corporate 

restructuring 

It has been shown that firm performance, high financial leverage, excessive 
diversification and external disciplinary activities influence the restructuring decision. 

However, these findings are preliminary because they are examined in a univariate 

setting. To put this finding in perspective, the determinants of corporate restructuring 

are examined within a multivariate setting, and logistic regressions are used to assess the 
likelihood of a firm undertaking a restructuring. To investigate this, the market value of 

equity to control for the firm's size is also included in the logistic regressions. 9" The 

cross-sectional model to be estimated is explained in Chapter 3 (equation (3.6)). 

Also, following Hall (1994) and Peel (1995) and as discussed in Chapters 1 and 2 of this 

thesis that corporate restructuring is a complex and multidimensional phenomenon, and 

therefore a researcher needs to look at different forms of restructuring separately if any 

generalizations are to be made (Markides, 1995), dummy variables are included in the 

logistic regressions. These variables are intending to capture the effect of these events 

on the probability that a firm will undertake restructuring. The dummy variables are 

categorized into three groups: first, a group of two events over the sample period, 1993- 

2000, per firm is formed. Categories in this group are AD, AL, AC, DL, DC, and ILC. 

The letters are the first letters of these events: asset sales, CEO turnover, dividend cuts 

and layoffs. An example of a dummy variable in this group is: AD = 1, if a firm 

announced both asset sales and dividend cuts over the sample period, and zero 

otberwise; and so on. 

Secondly, a group of three events over the sample period per firm is also formed. 

Categories in this group arc: ADL, ADC, ALC, and DLC; and the letters as well as 

96 Control firms are constructed on the basis of pre-cvent performance and industry group. Firm size is, 
therefore, included in regression equations in order to control for firm size. 
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construction of dummy variables are as defined in the first group. Finally, a group of 
four events over the same period is formed. In this group, a dummy variable is set equal 

to one where the firm announced all four events as described above over the sample 

period, and zero otherwise. 

97 The logistic results are reported in Table 8-8. The second column reports results on 

variables as discussed in Chapter 3 (equation (3.6)). It is interesting to note that all 

variables on the general model and as hypothesized in this thesis are statistically 

significant. All coefficients are significant at the 1% level. In addition, these results are 

robust in the inclusion of all dummy variables (third, fourth, and fifth columns). 

Consistent with the univariate results reported earlier, these results suggest that poor 

performance or a need to improve performance motivates managers to restructure their 

companies. This finding is consistent with the findings of John el al. (1992), Kang and 
Shivdasani (1997) and Denis and Kruse (2000), among others, who report a high 

incidence of restructuring activities following poor performance. In addition, the results 

also suggest that restructuring firms were highly-indebted prior to restructuring. This is 

consistent with Jensen's (1989) prediction that firms with high leverage are more likely 

to respond quickly to a decline in value. 

Concerning industrial diversification, the findings suggest that restructuring provides a 

strategy that allows firms to re-focus on their core activities. A high level of 
diversification is an indicator of free cash flow, which self-serving managers use to 

invest in value-destroying projects Genscn, 1986; and Gibbs, 1993). Thus, restructuring 
is undertaken to correct over-diversification (Donaldson, 1990; John and Ofek, 1995; 

Denis el al., 1997a; and Berger and Ofek, 1999). On market disciplinary variables, it is 

apparent that external monitoring systems play an important role in corporate 

restructuring Uohn et al., 1992; Kang and Shivdasani, 1997; Nfikkelson and Partch, 1997; 

and Denis and E: ruse, 2000). Thus, discipline from lenders, takeover threats and product 

markets are important factors in the decision to restructuring the firm. 

11 Because the results are almost similar when ROA is measured over the year -3, -2 and -1 relative to the 
year 0, the results are reported only for a window of year -3 to 0. 
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As noted earlier, the motives that force corporate managers to undertake restructuring 

arc mixed. Much of die literature suggests that managers undertake restructuring in 

response to poor performance Uohn el al., 1992; Kang and Shivdasani, 1997; and Denis 

and K'ruse, 2000). The results of the present study also show that in addition to poor 

performance, managers undertake restructuring programmes in response to threats from 

creditors. Perhaps the most consistent finding regarding the motive for undertaking 

restructuring is excessive diversification. Previous research in case studies (Donaldson, 

1990; and Kaiser and Stouraitis, 2001) and empirical studies by John and Ofek (1995); 

Markides (1995); Denis el al (1997a); Berger and Ofek (1999) and Denis and Shome 

(2005) all suggest that firms restructure in order to reduce excessive diversification. The 

same finding is also presented here. 

The evidence on whether managers are forced to undertake restructuring programmes is 

also mixed. John el al. (1992), Denis el al. (1997a), and Denis and Kruse (2000), among 

others, maintain that there is an element of external pressure behind restructuring. In 

addition, Mikkelson and Partch (1997) believe that managers, on average, are reluctant 

to undertake restructuring, and therefore, a takeover approach forces them to 

restructure their companies. By contrast, studies of individual companies (Donaldson, 

1990; and Kaiser and Stouraitis, 2001) suggest that internal control systems push for 

restructuring. Brickley and Van Drunen (1990) also believe that internal restructurings 

often occur without the direct threat of a hostile takeover. The results presented here 

appear to support both pieces of evidence. Thus, there is an element of corporate 

restructuring that is related to internal control systems and another that relates to the 

external internal systems. In general, this discussion suggests that corporate 

restructuring results in a realignment of the interests of shareholders and managers. 

Concerning the effect of restructuring events on the probability that a firm will 

restructure, the results presented in Table 8-8 (columns 3-5) are mixed. However, these 

results show a certain pattern. The dummy variables of thle pairs of AL, AC, and LC are 

all significantly negative related to the decision to undertake restructuring. In fact, these 

pairs represent asset sales, CEO turnover and layoffs. In addition, the very same 

variables are statistically significant and negatively related to corporate restructuring 

when the events are put in the group of three events, ALC. It is also not surprisingly to 
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find that a dummy variable of four events over the sample period is significantly 

negative related to the restructuring decision. This pattern is therefore robust and not by 

chance. A DC dummy variable is significantly positive related to the restructuring 
decision. Since, it has been shown that a layoff is one of the events that are negatively 

related to the restructuring decision, the positive relation between DC and restructuring 

could mostly be driven by firms that announced dividend cuts over the sample period, 
1993-2000. 

The pattern of the results explained above is similar to the events as classified by Ofek 

(1993) and in this thesis. Asset sales, CEO turnover and layoffs, which have the negative 

effect on die probability of corporate restructuring, are classified as operational actions a 
firm would take in response to poor or a need to improve performance. On the other 
hand, dividend cuts, which have a positive effect on the probability of corporate 

restructuring, are classified as financial actions that affect the value of various claims and 

the cash flow distribution to the firm's owners. ". 

While the reasons behind the behaviour of these results are not clear, in general, these 

results suggest that the more the operational actions a firm undertakes, the less the 

probability that the firm will restructure in response to adverse conditions. This 

observation is consistent with a proactive strategy which a firm undertakes in order to 

maintain compcdtiveness or to correct performance downturns before they become 

severe. The reverse is true when a firm takes financial actions, such as dividend cuts. 
The cut in dividends may be caused by financial covenants that restrict payments, or by 

the cash-flow shortage and financial distress that debt service obligations create. It is 

likely, therefore, that in the event that the firm is performing poorly and cannot meet 
financial obligations, the firm's creditors as well as investors pressurize the firm to 

restructure. 

8.3.5 Stock returns 

In this section the results on stock returns are reported for sample firms that announced 

corporate restructuring events during the period 1993-2000. First, the results on 

98 According to Ofek (1993), other examples of financial actions are debt restructuring and bankruptcy 
filing. 
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abnormal stock returns surrounding announcements of restructuring events are 

reported. Second, the results on long run stock returns are presented. 

8.3.5.1 Market reaction to announcements of restructuring 
In this section abnormal stock returns at various periods surrounding the restructuring 

announcement are examined. Chapter 3 of this thesis explains how abnormal stock 

returns are computed. The results are reported in Panel A of Table 8-10. The one-event 

and two-event sub-samples exhibited a. significantly negative cumulative abnormal 

returns (CARs) on the three days surrounding the restructuring announcement, -0.39% 
(t = -2.42), and -2.45% (t = -2.43), respectively. The negative stock price reaction 

reflects the dismal - performance prior to corporate restructuring. This indicates that 

shareholders do not benefit from such activities and is consistent with the notion that 

some of restructuring decisions signal negative information of the firm's future 

performance. However, over the same period, die three-event sub-sample elicited an 
insignificantly positive CAR, 0.81% (t = 1.04). The possible interpretation of this 

finding is that investors may have anticipated the restructuring events prior to the 

announcement from the 9ther sources of information, so that no new information was 

revealed in the announcement. 

Empirical evidence on stock price responses to restructuring announcements is n-dxed. 
Bowman and Singh (1993) examine the stock market's reactions to restructuring 

announcements of portfolio, organizational and financial restructuring, and find that the 

announcements were not associated with significant average abnormal returns. 
However, Brickley andVan Drunen (1990) focus on firms that reorganize by altering 
die number of divisions or subsidiaries, and document positive and significant average 

abnormal stock returns around announcements of restructuring. Brickley and Van 

Drunen attributed their findings to the information revealed about the firm's investment 

opportunities. Poon el al. (2001) examine market reactions to restructurings and find 

that restructuring programmes that impose a charge against the firm's earnings are 

typically associated witli negative stock price reaction surrounding die announcement 
day. 
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Berger and Ofek (1999) examine abnormal stock returns for firms that undertook 

restructuring in order to refocus on core businesses, and find a significant and positive 

average abnormal stock return around refocusing-related announcements. However, it is 

apparent that their results are driven mostly by sell-off firms because these firms 

account for about 83.9% of their sample firms. In addition, Denis and Kruse (2000) 

examine restructuring announcements for firms that restructured their activities in 

response to performance declines and find that, on average, restructuring 

announcements are met with a positive stock price reaction. Like Berger and Ofek 

(1999), Denis and Kruse (2000) also maintain that the positive stock price reaction is 

driven by the sub-sample of asset sale announcements. 

The findings by Berger and Ofek (1999) and Denis and Kruse (2000) are, in general, 

consistent with those of this study. A positive price reaction to asset sale 

announcements (Chapter 4) is also observed. However, when the other forms of 

corporate restructuring (dividend cuts, corporate layoffs, and CEO turnover) are 

examined, it is found that they elicit a negative stock price reaction, Chapters 5,6, and 7 

respectively. Denis and Kruse (2000) also observe an insignificant and negative stock 

price response to announcements of layoffs. Poon et al (2001) believe that restructuring 

programmes that inipose a charge against the firm's earnings are typically associated 

with negative stock price reaction surrounding the announcement day. Dividend cuts, 
CEO turnover and corporate layoffs are examples of restructuring programmes that 
impose a charge against the firm's earnings as Poon el al. claim, and because these events 

account for 78% of the total sample of this study, then it is obvious that the observed 

negative market reaction is mostly driven by these firms. 

Given the mixed results, it is therefore difficult to generalize as to whether restructuring 
is associated with a positive or negative stock price. As has been shown in this study, 

and in those of Berger and Ofek (1999) and Denis and Kruse (2000), it is only through 

an examination of individual events that comprise restructuring that researchers would 
be able to predict the market response to announcements of restructuring. 

There are two main reasons that explain this situation. First, restructuring is a complex 

and multidimensional phenomenon and involves a lot of activities, some of wlýich arc 
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interdependent and occur in tandem (Hall, 1994; and Peel, 1995). Second, with 
information disclosure, managers face the challenge of disclosing useful information to 

investors and analysts that they can use to value restructuring more accurately. 
However, corporate managers are often limited in what they can disclose publicly 
because some of the information could benefit the firm's competitors. Information 

problems arise when corporate managers have private information about their firm's 

investment opportunities (Myers and Nlajluf, 1984), and either cannot credibly convey 
that information to dispersed investors, or can do so only by disclosing proprietary 

information to competitors (Flealy and Palepu, 1995). 

As the foregoing discussion makes clear, one cannot conclude that the restructuring 

announcement is associated with a positive or negative market response. However, one 

thing is clear, restructuring is associated Nvith a significant stock price return. 

8.3.5.2 Long run stock returns 

Finally, in this section the long run stock returns following restructuring events are 

examined. As with the previous chapters, the buy and-hold strategy is used to measure 

the excess return following restructuring events. The abnormal stock returns of the 

sample firms are computed against those of matching sample firms constructed on the 

basis of siZe and industry. Chapter 3 explains how control firms are constructed in this 

thesis. 

The results are reported in Panel B of Table 8-10. Firms that undertook restructuring 
during 1993-2000 under-performed in relation to matching firms over the year following 

restructuring. However, the underperformance is restricted to firms that undertake one 

and two events per year. Furthermore, the results show that the long-run return 

performance for sample firms over 2 and 3 years following corporate restructuring are 

statistically indistinguishable from that of control sample firms. 

As discussed in section 8.3.5.1, it is also true that the magnitude and direction of long 

run stock returns of restructuring events depends on the performance of individual 

events that comprise restructuring. As such, it is very difficult to predict how the stock 

returns will behave in long-run following restructuring. For example, except for 
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corporate layoffs, most restructuring events examined in this thesis are associated with 

significantly negative BHARs over the three years following restructuring. To the best 

of my knowledge, no published study has examined long run stock returns following 

restructuring. " Therefore, the fmdings provided here are exploratory, and call for more 
future research in this area. 

8.4 Summary and conclusion 
The performance of a sample of 1805 events of corporate restructuring by UK non- 
financial firms over the period 1993-2000 is examined. In a narrow sense, this is one of 
the first studies to examine more than one restructuring event. In addition, the approach 

of this study differs from most other studies of restructuring because it examines firms 

whose managers announced events that relate to corporate restructuring programmes. 
John el al. (1992), Kang and S hivdasari-i (1997) and Denis and Kruse (2000), among 

others, examine firms that undertook restructuring in response to performance declines. 

Moreover, Brickley and Van Druncn (1990) and Liao (2004), among others, start with 

restructured firms and examine changes in internal organization. 

Several issues that have been empirically examined in this chapter provide evidence 

related to three primary questions: what factors that motivate managers to undertake 

restructuring? What is the performance consequence of restructuring? FinaUy, are 

corporate managers wiffing/unwiHing to - undertake corporate restructuring 

programmes? 

Evidence is found that firms undertake restructuring in response to poor performance, 
high financial leverage, and excessive diversification. In addition, evidence is found that 

corporate managers are also prompted to undertake restructuring by external forces. 

Collectively, these results suggest that restructuring emerges out of a genuine desire to 

restructure in response to declining performance, high financial leverage and excessive 
diversification. It is also found that there is an improvement in firm performance, 

99 Alichaely el al (1995) and Eaton (1999), among others, examine the long run performance of stock 
returns for dividend ornissions and decreases, and find the same results as reported in Chapter 5 of this 
thesis. Chen el al. (2001) examine corporate layoffs and find the same results as those in Chapter 6. Huson 
el al (2004) examine CEO turnover and document the same findings as those here. Lee and Lin (2006) 
examine long-run return performance for UK firms that disclosed the intended use of sell-off proceeds, 
and their results are the same as those reported in Chapter 4. 
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financial health, and firms are more focused following restructuring. Moreover, firms 

increase Investment, efficiency and were able to cut costs over die period following 

corporate restructuring. 

There are several potential reasons for a firm's increased efficiency following 

restructuring. First, restructuring leads to a firm being separated into different parts that 

can improve the efficiency of operations, and thereby increase the combined value of 

assets (Alchian and Demsetz, 1972). Second, restructuring improves the use of 

resources. Kaplan (1989), Smith (1990) and Wruck (1990) show that restructuring 

carried out because of financial leverage leads to improvement in operating 

performance. This is because financial distress gives creditors the right to demand 

restructuring because their contract with the firm has been breached. They can force the 

firm to liquidate or reorganize. In addition, leverage reduces management's ability to 

expand through value-reducing projects Gensen, 1986). Third, corporate restructuring 
frees resources to move to higher-valued uses and this happens when corporate 

managers are forced to reduce capacity and to rethink operating policies and strategy 
decisions (\Vruck, 1990). In addition, the firm's restructuring programme leads to an 

improvement in the efficient use of corporate resources and the redistribution of 

income among competing constituent interests (Donaldson, 1990). 

In summary, the findings of this chapter suggest that corporate restructuring is likely to: 

(a) result in the correction of inadequate governance patterns, (b) create a more focused 

diversification strategy, (c) increase strategic control, (d) reduce reliance on bureaucratic 

control through reduced corporate staff, and (e) increase the performance of the firm 

and shareholder wealth. 

Agency theory argues that managers' wealth is increased more through growth and 
diversification than through the max=zation of firm market value. Consequently, 

managers may not be willing to reduce or reverse diversification unless their objectives 

are aligned with those of shareholders, or unless they are pressured to restructure by 

shareholders or outside investors. Therefore, according to agency theory arguments, 

managers' willingness to restructure the firm depends on the ownership structure of the 

firm, among other things. This argument suggests that there are direct effects of 

243 



ownership structure on corporate restructuring. However, this study did not examine 

this relation. It is hoped that future research can offer the evidence on this. 
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Table 8-1: Financial characteristics of corporate restructuring firms in the years 

surrounding announcements 

The table reports selected financial characteristics for sample companies surrounding 
1805 corporate restructuring announcements by a sample of UK listed non-financial 
companies over the period 1993-2000. Panel A reports mean [median] values for the 
respective variables. Panel B reports median changes in financial characteristics over the 
sample period. The number of segments relates to the number of reported 3-digit SIC 
lines of business that sample firms operated in. The Hetfindahl Index is calculated as 
the sum of segments' sales squared divided by total sales squared, where sales are 
defined as the 3-digit SIC level. One, two, and three corporate restructuring events 
denote firms that announced one event, two events, and three events per year, 
respectively. The statistical significance of median changes is measured using a two- 
tailed Eilcoxon si: gned rank test. P-values are in parentheses. 
Panel A: Mean fmedian] financial characteristics surrounding corporate restructuring year 
1: One-event corporate restructuring sub-sample 
Variable -3 -2 -1 0 1 2 3 
Assets 1,036 1,027 1,093 1,152 1,270 1,427 1,592 
(ýMillion) p 09) [1161 [1211 [129] [131] [135] [152] 
Sales (, CmiUion) 1,043 1,037 1,051 1,086 1,181 1,295 1,386 

[1461 [1441 [1471 [1481 [144] [1461 [151] 
Employees 19.4 10.8 10.6 10.5 10.7 11.1 11.5 
('000) [1.9 [1.831 [1-861 [1.811 [1.831 [1.851 [1.971 
Number of 2.32 2.33 2.31 2.28 2.17 2.15 2.17 
Segments [2.00] [2.001 [2.00] [2.001 [2-001 [2.001 (2.001 
Herfindahl 0.73 0.73 0.73 0.74 0.76 0.77 0.76 
index [0.811 [0.76] [0.781 [%Oj 831 

- 
[0.881 [0.911 0.851 

Sample Size 1255 1341 1361 1f 
ý 

(ý 1298 1223 1144 
11: Two-event corporate restructuring sub-sample 
Assets 2,126 2,282 2,294 2,390 2,633 2,587 2,594 
(, Cnffion) [389] [4331 [4451 [437] [403] [4061 [3831 
Sales (, (, tnillion) 1,891 1,931 1,991 1,965 2,007 2,142 2,095 

[539] [5391 [5911 [5541. [493] [5141 [4241 
Employees 20.3 21.2 20.4 18.9 18.6 18.3 18.1 
('000) [7.291 [7.33] [6.981 [6.181 [6.211 [6.131 [5.481 
Number of 2.50 2.68 2.54 2.58 2.46 2.36 2.33 
Segments [2.001 [2.001 [2.00] [2.00] [2.001 [2.00] [2.001 
Herfindahl 0.69 0.67 0.70 0.70 0.73 0.74 0.73 
index 1 [0.641 [0.621 [0.691 [0.691 [0.75] [0.72] 0 
Sample Size 1 167 174 174 174_ 161 152 
III: 'nirce-event corporate restructurinR sub-sample 

Assets 3,107 3,161 3,219 3,271 3,222 3,733 3,861 
(, Cmilhon) [2,324] [1,8881 [1,732] [1,563] [1,5831 [2,2751 [1,735] 
Sales 3,110 3,091 3,095 2,901 2,632 2,581 2,708 
gndffion) [2,0081 [2,0091 [2,0161 [1,920] [1,5021 [1,8441 [2,080] 
Employees 38.5 36.3 34.2 30.5 25.5 24.8 23.6 
('000) [38.21 [34.81 [34.91 [33.31 [19.8] [21.01 [18.51 
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Number of 3.55 3.27 3.22 3.48 3.00 2.84 2.63 
Segments [3.001 [3.001 [3. Opj_ [3.00] [3.001 [3.00] [3.00] 
Herfindahl 0.55 0.59 0.57 0.55 0.65 0.66 0.68 
index [0.48] [0.521 [0.501 [0.501 [0.64] [0.561 [0.551 
Sample Size 22 23 23 23 22 19 19 
Panel B: Median change in financial characteristics surrounding corporate restructuring year 

Percentage Change from Year i and Ycarj 

1: Onc-event corporate restructunng sub-sample 
Variable -3 to 0 -1 to 0 0 to +1 0 to +2 0 to +3 
Asscts (Lo) 19.6 (0.000) 2.65 (0.000) 2.80 (0.000) 8.70 (0.000) 15.5 (0.000) 
Sales (%) 16.3 (0.000) 3.40 (0.000) 4.20 (0.000) 8.10 (0.000) 10.5 (0.000) 
Employees 7.35(0.00) 0.30 (0.470) -1.65 (0.000) -1.50 (0.083) 0.85 (0.506) 
SEGS 0.000 (0.289) 0.000 (0.307) -0.000 (0.000) -0.000 (0.000) -0.000 (0.000) 
HI 0.000 (0.005) 0.000 (0-004) 0.000 (0.000) 0.010 (0.000) 0.020 (0.000) 
Sample Sizc 1224 1321 1244 1145 1000 
11: Two-event corporate restructuring sub-sample 
Assets (0/o) 5.40 (0.036) -3-30 (0-014) -3.80 (0.005) -3.80 (0.112) -0.90 (0.758) 
Sales Clo) 1.80 (0.472) -4.90 (0.000) -0.75 (0.542) -1.00 (0.649) -3.50 (0.300) 
Employees C/o) -4.00 (0.108) -5.85 (0.000) -7.00 (0.000) -12.5 (0.000) -13.9 (0.000) 
SEGS 0.000 (0.412) 0.000 (0.402) -0.000 (0.135) -0.000 (0.010) -0.000 (0.013) 
HI 0.000 (0-544) 0.000 (0.584) 0.015 (0.000) 0.025 (0.001) 0.035 (0.003) 
Sample Size 167 1 173 161 152 141 
III: Tbree-evqnt corporate restructuring sub-sample 
Assets (/o) -1.75 (0.673) -3.00 (0.301) -8.80 (0.018) -15.2 (0.007) -15.3 (0.038) 
Sales Clo) -2.93 (0.438) -3.78 (0.242)_ -10.5 (0.016) -17.2 (0.008) -20.5 (0.008) 
Employees Clo) -13.2 (0.032) -7.50 (0.057 -14.9 (0.000 -26.4 (0.001) -32.1 (0.000) 
SEGS 0.000 (0.836) 0.000 (0.327) -0.500 (0.033) -1.000 (0.020) -1.000 (0.017) 
HI 0.005 (0.903) -0.005 (0.906) 0.090 (0.006) 0.140 (0.031) 0.175 (0.015) 
Sample Size 22 

f 
23 22 19 19 
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Table 8-2: Measures of Investment, R&D, Cost of Sales, Labour Productivity, 

and Industrial Diversification in sample period 

The table reports median changes in financial characteristics for sample companies 
surrounding 1805 different corporate restructuring announcements by a sample of UK 

' listed non-financial companies between 1993 and 2000. Labour productivity is measured 
as the ratio of sales to the number of employees. Industrial diversification is measured 
by the number of segments and the Herfindahl Index, and these variables are as defined 
in Table 2. The statistical significance of median changes is measured using a two-tailed 
Fiko, von siýmed rank lest. P-values are reported in parenthesis. 
Sub-sample I Observations -1 to 1 -1 to 2 -1 to 3 
Panel A: Investment / total assets 
One-event 1384 0.000 (0.806) 0.000 (0.143) 0.000 (0.003) 
Two-event 174 0.000 (0.563) 0.000 (0.070) 0.000 (0.134) 
Three-event 23 -0.000 (0.754) 0.001 (0.691) -0.001 (0.660) 
Panel B: R&D / sales 
One-everit 1384 0.000 (0.186) 0.000 (0.847) 0.000 (o 972) 
Two-event 174 0.000 (0.590) 0.000 (0.664) 0.000 (0.944) 
Three-event 23 0.003 (0.124) 0.004 (0.170) 0.001 (0.575) 
Panel C: Cost of sales /sales 
One-event 1384 -0.003 (0.110) -0.004 (0.128) -0.004 (0-191) 
Two-event 174 -0.009 (0.089) -0.011 (0.128) -0.015 (0.060) 
Three-event 23 0.044 (0.223) 0.037 (0.334) -0.000 (0.984) 
Panel D: Sales / employees 
One-event 1384 6.750 (0.000) 11.20 (0.000) 14.15 (0.000) 
Two-event 174 6.920 0.000) 10.27 (0.000) 13.45 (0.000) 
Three-event 23 9.350 (0.074) 9.995 (0.080) 14.28 (0.019) 
Panel E: Number of Segments 
One-event 1384 0.000 (0.000) -0.000 (0-000) -0.000 (0.000) 
Two-event 174 -0.000 (0.227) -0.000 (0.032) -0.000 (0.042) 
'niree-event 23 -0.000 (0.272) -0.500 (0.059) -0.500 (0.068) 
Panel F: Herfindahl Index 
One-event 1384 0.008 (0.000) 0.018 (0.000) 0.030 (0 000) 
Txvo-event 174 0.018 (0.003) 0.034 (0.001) 0.033 (0-006) 
Three-event 23 0.049 (0.198) 0.096 (0.122) 0.142 (0.044) 
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Table 8-3: Univariate analysis of sample versus control firms in the pre-corporate 

restructuring year 

The table reports means [medians] for selected financial variables at the financial year- 
end prior to the announcement of corporate restructuring events for a sample of 1805 
events by UK non-financial firms during the period 1993-2000. Panel A reports selected 
financial measures for sample firms. Panel B reports the incidence of corporate control 
threats in the 12-month period preceding announcements of different corporate 
restructuring events. Return on assets (ROA) is defined as earnings before interest, tax, 
depreciation, and amortization (EBITDA) divided by total assets. Debt ratio (DEBT) is 
the ratio of total debt to total assets. Interest coverage ratio (ICOV) is defined as the 
ratio of pre-tax profit plus total interest charges divided by total interest charges. The 
number of segments (SEGS) relates to the number of reported 3-digit SIC lines of 
business that sample firms operated in. The Herfindahl Index (HI) is calculated as the 
sum of segments' sales squared divided by total sales squared, where sales are defined as 
the 3-digit SIC level. Takeover threats (TIC'_\ý are defined as any reported incidence that 
the firm has received a formal approach regarding a takeover bid. Financial distress 
(DSTRS) is defined where the company has defaulted on its debt and is in the process 
of debt restructuring or capital reorganization. P-values of a two-tailed Studeni's t-lest for 

, gn lest for the medians are reported in parenthesis. the means and a two-tailed Wlilco: von si 
Panel A: Mean [median] financial characteristics 
1: One-event corporate restructuring sub-sample 
Variable Sample firms Control firms Differences 
ROA 0.100 (0.000) 0.106 (0.000) -0.005 (0.522) 

[0.124 (0.000)] [0.128 (0.000)] [-0.002 (0.602)] 
DEBT 0.309 (0.001) 0.172 (0.000) 0.137 (0.143) 

[0.202 (0.000)] [0.149 (0.000)1 [0.050 (0.000)] 
lCov 9.98 (0.000) 18.99 (0.000) -8.53 (0.005) 

[5.040 (0.000)] [7.090 (0.000)] [-1.555 (0.000)] 
SEGS 2.307 (0.000) 1.851 (0.000) 0.456 (0.000) 

[2.000 (0.000)] [1.500 (0.000)] [0.500 (0.000)] 
HI 0.734 (0.000) 0.804 (0.000) -0.068 (0.000) 

[0.747 (0.000)] [0.787 (0.000)] [-0.061 (0.000)] 
11: Two-event corporate restructuring sub-sample 
ROA 0.088 (0.000) 0.088 (0.000) 0.002 (0.885) 

[0.104 (0.000)] [0.106 (0.000)] [-0.002 (0.852)] 
DEBT 0.247 (0.000) 0.154 (0.000) 0.092 (0.000) 

[0.2 6 (0.000)] [0.142 (0.000)] [0.098 (0.000)] 
ICON, 4.131 (0.000) 30.03 (0.001) -26.0 (0.004) 

[3.3 5 (0.000)] [6.768 (0.000)] [-3.315 (0.002)] 
SEGS 2.538 (0.000) 2.104 (0.000) 0.367 (0.041) 

[2-5 0 (0.000)] 12.000 (0.000)] [0.500 (0.040)] 
HI 0.697 (0.000) 0.784 (0.000) -0.085 (0.005) 

[0.696 (0.000)] [0.769 (0.000)] [-0.080 (0.007)] 
III: Three-event corporate restructuring sub-sample 
ROA 0.096 (0.000) 0.106 (0.000) 0.010 (0.638) 

10.010 (0.000)] [0.115 (0.000)] [-0.006 (0.761)] 
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DEBT 0.212 (0.000) 0.144 (0.000) 0.068 (0.026) 
[0.2 1 (0.000)] [0.138 (0.000)] [0.076 (0.023)] 

ICOV 2.740 (0.038) 6.850 (0.001) -4.10 (0.089) 
[2.530 (0.048)] [5.748 (0.001)] [-3.020 (0.163)] 

SEGS 3.127 (0.000) 1.857 (0.000) 1.381 (0.001) 
[3.0 0 (0.000)] [2.000 (0.000)] [1.000 (0.002)] 

HI 0.568 (0.000) 0.773 (0.000) -0.188 (0.010) 
[0.5 1 (0.000)] [0.760 (0.000) [-0.173 (0.009)] 

Panel B: Incidence of external control threats 
1: One-event corporate restructuring sub-sample 
Variable Number (fraction) 

for sample firms 
Number (fraction) 
for control firms 

P-valuc for 
difference in means 

TKV 128 (9.2%) 43(3.11/o) 0.000 
DSTRS 56(4.0%) 20(1.5%) 0.000 
TOTAL 184 (13.3%) 63(4.6%) 0.000 
11: Two-event corporate restructuring sub-sample 
TKV 17 (9.7/o) 6(3.4%) 0.018 
DSTRS 6 (3.4/o)-I -- 4 (2.3/o) 0.522 
TOTAL 23 (13.1%) 1 10 (5.7/o) 0.026 
III: 'nree-event corporate restructuring sub-sample 
TKV 3 (13.0%) 2(8.71/o) 0.645 
DSTRS 0(00/. ) 0(00/0) 
TOTAL 3 (13.0%) 2(8.70/o) 0.645 
*- the same number of observations 
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Table 8-4: Changes in operating performance surrounding corporate 

restructuring 

This table reports means [medians] changes in industry-adjusted ROA for a sample of 
UK non-financial firms that announced different forms of corporate restructuring over 
the period 1993-2000. Indus try-adjusted means [medians] are computed by subtracting 
the median value for all firms in the same FTSE level 4-industry group from the 
corresponding corporate restructuring firm value. Number of events denotes the events 
announced by the firm per year. The fractions of all changes that are positive are 
reported below the medians. Cumulative is defined as the difference between the 
median of three years prior (following) corporate restructuring, and year 0. P-values of a 
two-tailed Student's t-lest for the means and a two-tailed Filcoxon sign test for the medians 
are reported in parenthesis. 

71 - Sub-samples 
Window - One-event Two-event Three-event 
Panel A- Operating erformance prior to orporate restructurin 
A-3 to 0 -0-049 (0.000) -0.075 (0.000) -0.052 (0.007) 

[-0.031 (0.000)] [-0.053 (0.000)] (-0.054 (0-007)] 
38.7 31.5 27.3 

A-2 to 0 -0.046 (0.000) -0.074 (0.000) -0.050 (0.033) 
[-0.031 (0.000)] [-0.051 (0-000)] [-0.050 (0.026)] 

36.5 33.5 26.1 
A-1 to 0 -0.032 (0.000) -0.039 (0.004) -0.021 (0,277) 

[-0.024 (0.000)] [-0.024 (0-000)] [-0.025 (0.212)] 
38.8 39.3 43.5 

Cumulative -0.056 (0.000) -0.076 (0.000) -0.052 (0.005) 
[-0.034 (0.000)] [-0.051 (0.000)] [-0.053 (0.005)] 

35.7 30.6 26.1 
N 1339 173 23 
Panel B: Operating performance followi g corporate restructuri 
AO to +1 0.013 (0.196) 0.033 (0.031) -0.018 (0.503) 

[0.009 (0.000)] [0.017 (0.048)] [-0.015 (0.626)] 
53.6 58.4 50.0 

AO to +2 0.017 (0.124) 0.056 (0-001) 0.058 (0.007) 
[0.013 (0.000)] [0.038 (0.000)] [0.048 (0.002)] 

55.2 66.4 80.0 
AO to +3 0.021 (0.052) 0.060 (0.001) 0.028 (0.161) 

[0.015 (0.000)] [0.040 (0.000)] [0.028 (0.165)] 
56.6 64.5 63.2 

Cumulative 0.037 (0.000) 0.047 (0.001) 0.031 (0.068) 
[0.016 (0.000)] [0.028 (0.000)] [0.029 (0.076)] 

57.3 62.6 66.7 
N 1262 161 22 

250 



Table 8-5: Changes in financial leverage surrounding corporate restructuring 

This table reports means [medians] changes in industry-adjusted Debt for a sample of 
UK non-financial firms that announced different forms of corporate restructuring over 
the period 1993-2000. Industry-adjusted means [medians] are computed by subtracting 
the median value for all firms in the same FTSE level 4-industry group from the 
corresponding corporate restructuring firm value. Number of events denotes the events 
announced by the firm per year. The fractions of all changes that are positive are 
reported below the medians. Cumulative is defined as the difference between the 
median of three years prior (following) corporate restructuring, and year 0. P-values of a 

, gn two-tailed Smdent's t-test for the means and a two-tailed Eilcoxon si es for the medians 
are reported in parenthesis. 

Sub-samples 
Window One-event Two-event Three-event 
Panel A: Financial le erage prior to corp rate restructuring 
A-3 to 0 0.024 (0.000) 0.043 (0.000) 0.015 (0.471) 

[0.022 (0.000)] [0.033 (0.001)] [0.014 (0.659)] 
56.0 57.7 52.2 

A-2 to 0 0.017 (0.000) 0.028 (0.009) 0.012 (0.544) 
[0.016 (0.000)] [0.021 (0.016)] [0.010 (0.574)] 

55.7 59.0 52.2 
A-1 to 0 0.011 (0.000) 0.006 (0.470) 0.016 (0.457) 

[0.007 (0.000)] [0.004 (0.545)] [0.011 (0.403)] 
53.6 50.9 56.5 

Cumulative 0.021 (0.000) 0.029 (0.003) 0.012 (0.515) 
[0.016 (0.000)] [0.022 (0.008)] [0.009 (0.616)] 

55.6 59.0 25.2 
N 1337 173 23 
Panel B: Financial le erage following cor porate restructuring 
AO to +1 0.001 (0.787) -0.018 (0.055) -0.019 (0.235) 

[-0.003 (0.146)] [-0.014 (0.005)] [-0.026 (0.082)] 
47.0 37.5 27.3 

AO to +2 0.006 (0.188) -0.018 (0.174) -0.042 (0.072) 
[-0.003 (0.319)] [-0.023 (0.013)] [-0.046 (0.073)] 

47.3 38.8 26.3 
AO to +3 0.006 (0.335) -0.029 (0.022) -0.031 (0.286) 

[-0.005 (0.191)] [-0.033 (0.001)] [-0.027 (0.205)] 
46.0. 38.4 31.6 

Cumulative 0.001 (0.847) -0.021 (0.066) -0.028 (0.107) 
[-0.006 (0.036)] [-0.023 (0.004)] [-0.032 (0.095)] 

46.1 37.7 28.6 
N 1264 160 22 
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Table 8-6: Changes in interest coverage surrounding corporate restructuring 

This table reports means [medians] changes in industry-adjusted interest coverage for a 
sample of UK non-financial firms that announced different forms of corporate 
restructuring over the period 1993-2000. Indus try-adjusted means [medians] are 
computed by subtracting the median value for all firms in the same FIFSE level 4- 
industry group from the corresponding corporate restructuring firm value. Nunber of 
events denotes the events announced by the firm per year. The fractions of an changes 
that are positive are reported below the medians. Cumulative is defined as die difference 
between the median of three years prior (following) corporate restructuring, and year 0. 
P-values of a two-tailed Sludenlý I-lest for the means and a two-tailed Irlilcoxon sign test for 
the medians are reported in parenthesis. 

7 T Sub-samples 
Window I One Two-event Three-event 
Panel A: Interest co erage prior to corporate restructuring 
A-3 to 0 -8.83 (0.000) -7.77 (0-000) 7.45 (0.422) 

[-2.215 (0.000)] [-4.165 (0.000)] [-1.870 (0.294)] 
38.5 31.0 43.5 

A-2 to 0 -7.33 (0.000) -5.68 (0-000) -1.11 (0.704) 
[-1.925 (0.000)] [-2.855 (0.000)] [-1.460 (0.475)] 

39.0 37.0 40.9 
A-1 to 0 -2.97 (0.022) -2.315 (0.011) 2.83 (0.334) 

[-1.150 (0.000)] f-1.465 (0.007)] [0.255 (0.795)] 
41.6 41.6 45.5 

Cumulative -5.31 (0.001) -4.50 (0.000) -0.19 (0.949) 
[-1.850 (0.000)] [-3.025 (0.000)] [-1.660 (0.256)] 

38.5 34.5 40.9 
N1 1321 1 173 23 
Panel B: Interest co erage following co orate restructuring 
AO to +1 -0.25 (0.874) 2.63 (0.017) -5.41 (0.152) 

[0.615 (0.000)] [1.250 (0,024)] [-2.315 (0.144)] 
55.6 60.0 27.3 

AO to +2 1.49 (0.433) 3.98 (0.030) -8.67 (0.396) 
[0.900 (0.000)] 12.625 (0.000)1 [1.458 (0.588)] 

55.8 66.7 60.0 
AO to +3 3.79 (0.106) 8.59 (0-008) -10.1 (0.372) 

[0.885 (0.002)] [2.890 (0.000)] [1.898 (0.279)] 
54.5 64.3 60.0 

Cumulative 1.79 (0.239) 4.31 (0.001) -0.60 (0.879) 
[0.960 (0.000)] [2.603 (0.000)] [1.422 (0.344)] 

57.5 67.8 52.6 

1N1 12441 160 1 22 

252 



Table 8-7: Changes in operating performance surrounding pairs of different 

corporate restructuring events 

This table reports median changes in industry-adjusted ROA for a sample of UK non- 
financial firms that announced two or more corporate restructuring events over the 
period 1993-2000 on the basis of pairs of events. Industry-adjusted medians are 
computed by. subtracting the median value for all firms in the same FTSE level 4- 
industry group from the corresponding corporate restructuring firm value. Cumulative 
is defined as the difference between the median of three years prior (following) 
corporate restructuring, and year 0. P-values of a two-tailed Irlilcoxon sz, gn test for the 
medians are reported in parenthesis. 

Different Combinations 
Window Assets & Assets & Assets & CEO & CEO & ividend 

CEO Dividend Layoffs Dividend Layoffs cuts & 
Cuts Cuts Layo 

Panel A: Operating pe formance p ior to corp rate restruc uring 
A-3 to 0 -0.058 -0.084 -0.025 -0 . 065 -0.048 -0.016 

(0.000) (0.000) (0.008) (0.000) (0.000) (0.000) 
A-1 to 0 -0.017 -0.039 -0.007 -0.028 -0.016 -0.030 

(0.030) (0.000) (0.345) (0.003) (0.044) (0.000) 
Cumulative -0.047 -0.072 -0.024 -0.056 -0.043 -0.056 

(0.000) (0.000) (0.002) (0.000) (0.000) (0.000) 
N 165 135 117 151 156 131 
Panel B: Operating p formance flowing cory wrate rest cturing 
AO to +1 0.012 0.028 0.009 0.021 0.016 0.010 

(0.194) (0.021) (0.303) (0.050) (0.080) (0.355) 
AO to +3 0.036 0.059 0.021 0.040 0.035 0.045 

(0.001) (0.000) (0.040) (0.001) (0.000) (0.000) 
Cumulative 0.031 0.042 0.024 0.035 0.031 0.030 

(0.000) (0.000) (0.004) (0.001) (0.000) (0.001) 
N 152 129 ill 140 143 119 
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Table 8-8: Logistic regressions of the determinants of corporate restructuring 

The table reports results of logistic regressions where the dependent variable takes the 
value of one for sample firms that announced different events of corporate 
restructuring during their financial year, and zero for non-corporate restructuring 
control firms over the period 1993-2000. Corporate control [CTRL] is defined where 
the firm experienced a takeover approach or financial distress over the 12 months prior 
to the announcements of different events of corporate restructuring, and zero 
otherwise. AD, AL, AC, DL, DC, and LC [which stands for: AD - asset sales & 
dividend cuts; AL - asset sales & corporate layoffs; AC - asset sales & CEO turnover; 
DL - dividend cuts & corporate layoffs; and LC - corporate layoffs & CEO turnover] 
are dummy variables that take the value of one for sample firms that announced pairs of 
corporate restructuring events over the sample period, and zero otherwise. ADL, ADC, 
ALC, and DLC [which stands for: ADL - asset sales ' 

dividend cuts and corporate 
layoffs; ADC - asset sales, dividend cuts, and CEO turnover; ALC - asset sales, 
corporate layoffs, and CEO turnover; DLC - dividend cuts, corporate layoffs, and CEO 
turnover] are dummy variables that take the value of one for sample firms that 
announced these three corporate restructuring events over the sample period, and zero 
other otherwise. ADCL is a dummy variable that takes the value of one if a firm 
announced all four restructuring events examined in this thesis over the sample period, 
and zero otherwise. All other variables are as defined in the previous tables. P-values for 
two-tailed tests of significance are reported in parenthesis. and *** denote 
statistical significance at the 1%, 5%, and 10% respectively. 
Variable All firms Two events Three events Four events 
Constant -1.162* -1.153* -1.154* -1.134* 
AROA -1.949* -1.886* -1.925* -1.944* 
DEBT 1.489* 1.525* 1.496* 1.470* 
HI , -0.788* -0.910* -0.850* -0.821* 
CTRL 1.263* 1.275* 1.257* 1.265* 
AD -0.032 
AL -0.364** 
AC -0.279** 
DL -0.244 
DC 0.234** 
LC -0.287** 
ADL -0.070 
ADC 0.109 
ALC -0.527* 
DLC -0.056 
ADCL -0.345** 
LN (NIAý 0.332* 0.383* 0.360* 0.339* 
Log-lik-elihood 1512.4* -1495.1* -1503.4* -1510.0* 
N 2528 2528 2528 2528 
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Table 8-9: Correlation matrix of the determinants of corporate restructuring 

The table presents correlation matrix of the determinants of corporate restructuring. 
The variables are as defined in Table 8-8. 
Panel A: All firms excluding dummy variables 

HI-1 DEBT-1 CTRL-i LN 
DEBT-, -0.105 
CTRL-i -0.038 0.001 
LN (NM-i -0.201 -0.007 0.058 
AROA -3,. o -0.028 0.129 -0.042 0.017 
Panel B: Two events over the sample period per firm 

HI-1 DEBT-1 CTRL-l LN 
(IN 

AROA 

-3 to 0 

AD AL AC DL DC 

DEBT-, -0-105 
CTRL-i -0.038 0.001 
LN 
(NM-i 

-0.201 -0.007 0.058 

AROA 

-3 to 0 
-0.028 0.129 -0.042 0.017 

AD -0.089 -0.007 -0.009 0.036 0.002 
AL -0.159 -0.008 -0.011 0.266 0.013 0.151 
AC -0.135 -0.005 0.052 0.171 0.012 0.188 0.153 
DL -0.021 -0.007 -0.028 0.106 -0.018 0.069 0.158 -0.157 
DC 0.022 -0.011 -0.029 -0.138 -0.035 0.026 -0.225 -0.063 0.038 
LC -0.067 -0.007 -0.038 0.261 0.021 -0.169 0.202 0.023 0.297 

0.045 

Panel C: Three events over the sample pqriod per firm 
HI-I DEBT-1 CTRL-l LN(Nf\D-i AROA-3toO ADL ADC ALC 

DEBT-, -0.105 
CTRLI -0-038 0.001 
LN (INRD-1 -0.201 -0.007 0.058 
AROA -3 to 0 -0.028 0.129 -0.042 0.017 
ADL -0.105 -0.008 0.021 0.144 0.018 
ADC -0.105 -0.008 0.019 0.055 -0-003 0.353 
ALC -0-141 -0.007 -0.005 0.280 0.008 0.429 0.235 
DLC -0.0341 -0.010 -0.024 0.122 0.011 0.371 0.183 0.250 

Panel D. - Four events over the sample period per firm 
HI-1 DEBT-i CTRL-i LN(MNý-i AROA-3toO 

DEBT-i 
-0.105 

CTRL-i 
-0.038 0.001 

LN (M\D-1 
-0.201 -0.007 0.058 

AROA 
-3 to 0 -0.028 0.129 -0.042 0.017 

ADCL -0.106 -0.008 -0.001 0.147 0.011 
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Table 8-10: Stock returns to announcements of corporate restructuring events 

The table presents stock returns surrounding different announcements of corporate 
restructuring events and stock performance following corporate restructuring over the 
period 1993-2000. Panel A reports cumulative abnormal stock returns (CARs) over the 
three days surrounding announcements of corporate restructuring events. CARs are 
computed as the difference between sample firms' daily return and returns on the FT 
All-Sljaiv Index over the corresponding period. Panel B reports buy-and-hold abnormal 
returns [BHARs] for sample firms following corporate restructuring. The buy-and-hold 
abnormal return is calculated as the difference between the monthly sample and control 
firms' returns. The control firms (or matching firms) are constructed on die basis of size 
and industry over the year prior to announcements of restructuring events. The 
fractions of all changes that are positive are reported in the last column. One, two, and 
three events denote firms that announced one event, two events, and three events per 
year, respectively. P-values of a two-tailed Studenl'f I-lest for the means and a two-tailed 

, glied rank lest for the medians are reported in parenthesis. Eilcoxon si 
Panel A: Stock price reaction to corporate restructuring announcements [CARs] 
Sub-sample N Mean (t-stat. ) Median (p-value) % Positive 
One-event 1377 -0.39% (-2.42) -0.16% (0.004) 42.4% 
Two-event 171 -2.45% (-2.43) -0.39% (0.147) 40.8% 
Three-event 23 0.81% (1.04) 0.58% (0.513) 52.2% 
Panel B: Long run stock returns following corporate restructuring [BHARs] 
1: 12 - month period [BHARs] 
One-event 1351 -4.17% (-2.25) -3.30% (0.036) 47.6% 
Two-event 171 -8.24% (-1.84) -5.07'/q (0.217) 50.6% 
Three-event 23 -2.40% (-0.13) -12.3% (0.403) 39.1% 
11: 24 - month period [BHARs] 
One-event 1336 -2.16% (0.81) -0.34% (0.880) 50.8% 
Two-event 170 -13.08% (1.53) -5.52% (0.351) 48.3% 
Three-event 23 1.70% (0.06) -6.17% (0.891) 56.5% 
111: 36 - month period [BHARs] 
One-event 1326 0.23% (0.07) -0.96% (0.713) 8.9% 
TNvo-cvcnt 169 -10.40% (-1.09) -10.45% (0.162) 42.7% 
Three-event 23 14.0% (0.44) -8.01% (0.727) 47.8% 
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Figure 8-1: Return on Assets Surrounding Corporate Restructuring 
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Figure 8-2: Debt Surrounding Corporate Restructuring 
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Figure 8-3: Sales per Employee Surrounding Corporate Restructuring 
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CH"TER NINE: CONCLUSIONS AND IMPLICATIONS FOR FUTURE 

RESEARCH 

9.1 Introduction 

Corporate restructuring activity in its various forms has proved to be an increasingly 

important stra tegy recently pursued by managers. In so doing, managers find efficient 

ways through which firms can respond to what are mostly adverse economic conditions. 
The most general approach to these issues is to undertake several restructuring activities 

that are justified on financial, portfolio or organizational grounds (Bowman el al., 1993). 

Over time, academicians have been investigating motives for undertaking corporate 

restructuring, as well as considering whether restructuring creates value. It is interesting 

to note that there is no consistent evidence on these issues. There are three main 

reasons that can explain this situation. First, restructuring is viewed as a complex and 

multidimensional phenomenon, and therefore an examination of a single restructuring 

activity does not provide sufficient evidence of the motive for carrying out restructuring, 

as well as the issue of whether restructuring creates value (Hall, 1994; and Peel, 1995). 

Second, a serious problem with many of these studies on restructuring is that they are 

not sufficiently precise about what they mean by "restructuring", thus inconclusive 

generalizations are often made (Markides, 1995). Finally, most of the existing findings 

on corporate restructuring are drawn mainly from US firms. This means that empirical 

research into other markets' restructuring has lagged considerably behind corresponding 
US studies. . 

For example, despite the differences between UK and US corporate 

environments, the two markets share some fundamental similarities (Franks and Mayer, 

1997) in terms of corporate legal environment, corporate ownership, and so forth. The 

similarities, as well as the differences between the two markets, make the UK a good 

market for studying and expanding knowledge about the different issues regarding 

corporate restructuring. 

FoHowing the preceding discussion, this thesis, which has used data from the UK, has 

examined several issues on restructuring, and has provided evidence related to three 

primary issues: what are the factors that influence managers to undertake restructuring? 
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What are performance consequences of restructuring? Do corporate managers 

undertake restructuring willingly? 

The remainder of this chapter is structured as follows: Section 9.2 provides a summary 

of the main empirical chapters in this thesis. Section 9.3 provides the contributions of 

this thesis. Section 9.4 discusses the lin-ýitations of the findings presented in the thesis, 

the implications for future research and, finally, the concluding remarks. 

9.2 Summary of main research findings 

In this section a brief summary of the main research findings of the empirical chapters 

presented in this tbesis is provided. 

9.2.1 Asset sales 
This chapter examined the operating performance changes of 399 UK non-financial 
firms that announced asset sales. Specifically, the chapter examined what motivates 

managers to restructure their assets and whether the operating performance of the 

remaining assets improves following asset sales. 

Ile findings of this chapter indicate that asset sales are preceded by a period of poor 

performance, high levels of financial leverage, low liquidity and that they occur in 

relatively diversified firms. Companies may also have been forced to sell assets due to 

pressure from lenders, and external product, corporate and labour markets. Following 

asset sales, the operating performance of firms tends to improve. There is also a 

reduction in financial leverage, and firms become more focused. This is mainly 

attributable to the view that asset sales reverse the trend of declining performance in 

firms and thus business operations are more likely to be rendered economically viable 

after the disposal of under-performing assets. Asset sales may also raise cash for 

servicing debt, which in turn reduces bankruptcy costs; and reducing the likelihood of 
bankruptcy brings about more investment opportunities. In addition, the threat caused 
by a failure to make debt service payments serves as an effective motivating force to 

make organizations more efficient Oensen, 1986; and Stulz, 1990). 
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9.2.2 Dividend cuts 

This chapter examines the operating performance of UK non-financial firms that 

announced dividend cuts, dividend decreases and omissions. In addition, evidence is 

also provided of whether signalling hypotheses of dividend changes can help predict a 
firm's future profitability. 

The findings of this chapter show that poor performance, high financial leverage and 
liquidity problems motivate corporate managers to cut dividends. There is also evidence 

that the decision to cut dividends is also influenced by the market for corporate control 

activities. Finally, there is no evidence that increases in the need for investment funds 

influence managers to cut dividends. Following the dividend cut, there is an 
improvement in operating performance and liquidity, and a reduction in financial 

leverage. Therefore, the decision to cut dividends reverses a declining trend of poor 

p erformance, and reduces financial leverage and liquidity problems. Taken together, 

these findings allow me to reject the signalling hypotheses of dividend changes. 

9.2.3 Corporate layoffs 

This chapter examined the determinants and the effects of corporate layoffs on a firm's 

efficiency. Evidence is also provided of whether the layoff decision increases a firm's 

productivity. 

The findings of this chapter show that a period of poor stock price and operating 

performance and high levels of financial leverage preceded layoffs. This suggests that 

layoffs emerge from a genuine desire to restructure in response to declining 

performance and high financial leverage. Therefore, layoffs represent changes of sub- 

optimal contracts in response to changes in external and internal environments (Chen el 

al., 2001). Following layoffs, there is a marginal improvement in operating performance, 

and an insignificant improvement in st ock returns and financial leverage. However, 

there is a significant increase in labour productivity following layoffs. This supports the 

view that revisions of labour contracts in the case of layoffs are necessary, and that 

constructive steps are required to ensure corporate survival. Following these results, the 

survivors' syndrome theory is rejected, that layoffs represent a breach of implicit 

contracts (Brockner, 1986; and Cascio, 1993). Finally, the findings of this chapter show 
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that the market reacts negatively to layoff announcements and is driven by firms that 

undertake layoffs associated with reactive strategy. 

In summary, the findings of this chapter imply that the firm's managers seek to operate 

efficiently with minimum costs and that they choose to lay off employees in order to 

decrease their employment costs. These findings therefore do not support the view that 

following a layoff, surviving employees become narrow-minded, self-absorbed, and risk 

averse; nor that morale sinks, productivity drops, and that survivors distrust 

management (Brockner, 1988). 

9.2.4 CEO turnover 

This chapter examined the operating performance following CEO turnover. The focus 

of this chapter is on announcements of CEO turnover carried out by UK non-financial 
firms. It does not, therefore, focus on any specific event, situation or circumstances 

such as industries (Cosh and Hughes, 1997), survey-based data (Conyon, 1998), large 

companies (Conyon and Florou, 2002) or in relation to the implementation of the 

Cadbury proposals (Dahya el al, 2002; and Dedman, 2003). 

The findings of this chapter indicate that firms dismiss their managers because of poor 

performance and high financial leverage. In addition, these firms undertake a number of 

restructuring activities in subsequent years, such as asset sales, corporate layoffs and 
dividend cuts. There is also evidence that managerial. ownership is negatively related to 

forced CEO. turnover and the market for corporate control is positively related to this 

turnover. This suggests that both internal and external monitoring systems work 

together to discipline poorly performing managers. Following forced top management 
dismissals, firms experienced improvement in performance and financial position in 

each of the 3 years following CEO turnover. Normal management change firms also 

experienced performance improvements. The observed performance improvement 

following CEO turnover is consistent with the improved management hypothesis 

(Huson el al., 2004). Finally, the findings show that the market reacts negatively to 

announcements of forced CEO turnover and this indicates that investors view these 

announcements mainlyas a signal of impending firm failure. 
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9.2.5 Corporate restructuring 
This chapter examined the operating performance of the previous empirical chapters 

when combined together. It intends to investigate three main issues: what motivates 

managers to undertake restructuring, whether restructuring increases a firm's cfficiency 

and whether corporate managers are forced to undertake restructuring. In a narrow 

sense, this is one of the first studies to examine more than one restructuring event. In 

addition, the approach of this thesis differs from much of the previous literature on 

restructuring because it examines firms whose managers announced different events 

related to corporate restructuring programmes. John et al. (1992), Kang and Sli-ivdasani 

(1997) and Denis and Kruse (2000) examine firms that undertook restructuring in 

response to performance declines. Moreover, Brickley and Van Drunen (1990) and Liao 

(2004) start with restructured firms and exan-dne changes in internal organization. 

It is found that restructuring is preceded by a period of poor operating performance, 
high financial leverage and excessive diversification, and is then followed by 

improvement in all these areas. Firms also increase their investment levels and labout 

productivity over the period following corporate restructuring. On the other hand, the 

sample firms experience an insignificant increase in R&D and were able to reduce costs 

over the years following corporate restructuring. This finding provides evidence that 

corporate managers undertake restructuring programmes in order to increase the firm's 

efficiency, to expand investment opportunities and efficiently rc-allocate resources. 
Further analysis shows that there is a positive relation between threats from the market 
for corporate control and the restructuring decision; and is limited to those firms that 

mostly undertake one corporate restructuring event per year. This is consistent with the 

notion that external control mechanisms also play an important role in restructuring 
firms (Fama, 1980; and Fama and Jensen, 1983). 

'nere are several potential reasons for a firm's increased efficiency following 

restructuring. First, restructuring means that a firm may be separated into different 

pieces in order to improve the efficiency of operations and thereby increase the 

combined value of assets (Alchian and Dernsetz, 1972). Second, restructuring improves 

the use of resources. Kaplan (1989), Smith (1990) and Wruck (1990) show that 

restructuring carried out in response to high financial leverage leads to an improvement 
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in firm performance. This is because financial distress gives creditors the right to 

demand restructuring because their contract with the firm has been breached. Creditors 

can then pressurise the firm to liquidate or reorganize. In addition, leverage reduces 

management's ability to expand through value-reducing projects Uensen, 1986). Third, 

restructuring frees resources to move to higher-valued uses and this happens when 

managers are forced to reduce capacity and to rethink operating policies and strategy 
decisions ffruck, 1990). In addition, the firm's restructuring programmes lead to an 
improvement in the efficient use of corporate resources and the redistribution of 
income among competing constituent interests (Donaldson, 1990). In other words, 

corporate restructuring exposes business units to direct product market competition 

thereby forcing increases in corporate focus and efficiency. 

9.3 Contribution of this Thesis 

By investigating the factors that motivate managers to undertake restructuring, and 

identifying whether restructuring increases efficiency, this thesis makes the following 

contribution to the body of evidence on corporate restructuring: First, it focuses on 

firms from a market that is relatively unexplored in the context of corporate 

restructuring. In a narrow sense, this is one of the first studies to examine corporate 

restructuring outside the US market. The second contribution of this thesis is that 

different forms of corporate restructuring are simultaneously examined. One of the 

challenges of previous studies on corporate restructuring is that they examine only one 

form of restructuring and arrive at a general conclusion that restructuring creates value. 

The evidence provided by Peel (1995) and Hall (1994) shows that firms in the process 

of restructuring undertake more than one form of restructuring simultaneously, and 

thus before generalizations are made, a researcher needs to analyse these forms 

separately (Markides, 1995). 

The third primary contribution of this thesis is that the different factors that influence 

corporate managers to undertake restructuring are directly examined. Both univariate 

and multivariate analyses are used to examine these factors over the period prior to 

restructuring. Many previous studies have examined these factors in a univariate setting, 
but very few have examined them in a multivariate setting. In addition, apart from 

examining financial variables that are assumed to motivate managers to undertake 
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restructuring activities, this thesis has also examined the market for corporate control. 

managers rarely admit that external threats are reasons to restructure firms. On the 

market for corporate control, this thesis specifically examined whether sample firms 

were subjected to takeover pressures (actual or potential) and also to financial distress. 

Fourth, this thesis provides evidence as to whether restructuring increases a firm's 

efficiency. This evidence has implications for the firm's investors, particularly its 

shareholders, because if restructuring increases efficiency, it shows that managers are 

taking decisions that are consistent with shareholders' value max=**zation. 'ne final 

contribution of this study is that the stock market reaction on days surrounding 

corporate restructuring announcements is examined. This offers more insights into 

information signals of restructuring activities to the market. 

9.4 Limitations, implications for future research and concluding remarks 

In this section a brief summary of problems and limitations of this thesis, the 

implications for future research and concluding remarks are provided. 

9.4.1 Problems and limitations 

The scope of this thesis is limited to the examination of operating performance centred 

on the year of announcements of restructuring events. Ile thesis limited its analysis to 

financial performance changes over a period of seven years surrounding the year of 

restructuring. It focuses on the following restructuring events: asset sales, dividend cuts, 

corporate layoffs and CEO turnover. 

This thesis encountered a problem of data. Specifically, there was no readily available 

and reliable source that contains company announcements reported in a consistent 

manner. Thus, most of the data of this thesis was collected manually, which, apart from 

being time-consuming, also lead to some observations being omitted. Tfýird, most of the 

data used in this thesis was drawn from company announcements. It is possible that 

some companies do not announce all of their corporate decisions, while also not all 

company announcements are reported, especially those of small companies (Vermaelen, 

1981). In general, relying on company announcements suggests that some of the 

observations might not be included. While these problems do present important caveats 
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to the findings that have been presented within the empirical chapters of this thesis, it is 

not felt that they significantly InValidate the research that has been presented here. 

9.4.2 Implications for future research 

This thesis covered wide areas of both corporate restructuring and governance theories. 

The empirical findings of this thesis support the view that the restructuring decision 

depends mostly on corporate governance. This is supported by the empirical findings 

reported in this thesis, and these findings, in general, suggest that internal and external 

monitoring systems work together to influence restructuring decisions. This thesis has 

also widely examined the influence of financial performance on the restructuring 
decision. In brief, the findings of this thesis offer the following as the implications for 

future research: 

First, when a firm considers restructuring its organizational form, asset sales, layoffs, 

dividend policy changes and CEO turnover are only several approaches that could be 

employed. This thesis has examined these topics in detail from both an ex-ante and ex- 

post basis. Further research on the other managerial decisions, such as share 

repurchases, mergers and acquisitions, management buyouts, takeovers, bankruptcy, 

debt restructuring and business break-ups would also provide more evidence on why 

corporate managers undertake restructuring, and as to whether restructuring increases a 
firm's efficiency. 

Second, this thesis has revealed that the information content of dividends cannot help 

identiý, a firm's future earnings. The findings of this thesis have also shown that the 

magnitude of changes in the industry-adjusted operating performance for dividend 

ornissions is greater than that of dividend decreases over the periods prior to and 
following dividend cuts. The same trend is also observed in the market reaction to 

dividend omissions and that of dividend decreases. All these results suggest a puzzle 

that, hopefully, future research will help to solve. 

Third, an interesting extension of this thesis would be to examine the operating 

performance of a firm over a period of 4 or 5 years following corporate layoffs. It is 

believed that if high layoff payments reduce a firm's profitability, then a study that 
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covers a longer period should be able to discover the effects of layoffs on a firm's 

financial performance. Fourth, the findings on operating performance prior to forced 

CEO turnover show that poor performance goes back to the year 3 prior to CEO 

turnover. This raises the question of why the managers of these firms are not replaced 
in more timely fashion. That is, why do firms take so long to dismiss apparently poorly 

performing managers? 

Finally, agency theory argues that managers' wealth is increased more through growth 

and diversification than through maximization of firm market value. Consequently, 

managers may not be willing to reduce or reverse diversification unless their objectives 

are aligned Avith those of shareholders, or unless they are pressured to restructure by 

shareholders or outside investors. Therefore, according to agency theory arguments, 

managers' willingness to restructure a firm depends on the ownership structure of the 

firm, among other things. This observation suggests that there arc direct effects of 

ownership structure on restructuring. However, this observation has not been 

formalized. It is hoped that future research will offer the evidence on this. 

9.4.3 Concluding remarks 

The findings. presented in this thesis have drawn on several aspects of corporate 

restructuring and governance. Several issues have been empirically examined in this 

thesis and offer contributions to these fields of research in both specific and general 

senses. The data used in testing the results reported in this thesis have come from a 

variety of sources, which have proved fruitful in allowing the examination of a number 

of testable hypotheses concerning the interaction of corporate restructuring and 

governance systems. 

It has been seen that restructuring decisions depend mostly on corporate governance 

systems. In future, the author therefore alms to study and examine this relationship 
further by using other restructuring activities and the other areas that have been 

discussed in this thesis, and also by using any other areas of interest that stem from 

further research. 
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