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Abstract:
This paper seeks to determine the objective criteria for choosing restructuring strategies for declining or distressed enterprises. This research is supported by a survey of literature and some recent cases in order to present a variety of criteria and restructuring possibilities. First, the paper differentiates between different stages of decline and different levels of distress, of which bankruptcy is an application. Second, it resumes the various forms of restructuring found in the academic literature. Third, it formalizes a descriptive model of determining restructuring applicable to distressed and declining enterprises. Specifically, the selection of a restructuring strategy is influenced not only by general restructuring criteria applicable to both healthy and sick companies, but also by criteria specific to decline or distress. Examples of  general criteria include firm-specific factors (unit integration, capital structure, technology, size and age), the environment (legislative and economic), the characteristics of different restructuring (cost, ease of application, speed of implementation, risk, effect on image and control required) as well as combining properties of different restructuring solutions. The factors specific to decline of distress include the fact of decline, the level of distress and the causes of distress. Within this framework, the paper presents the findings of other researchers and indicates where it would fit in this model. Recent well-reported cases of enterprises facing decline and distress have been reviewed to apply the model notably Ahold, Alstom, France Telecom, Metallgesellschaft AG, Parmalat, Tyco, Vivendi Universal, and Worldcom. Some future directions for research are indicated.

Résumé:
Cet article tente de déterminer des critères objectifs afin de sélectionner les stratégies de restructurations adéquates pour les entreprises en déclin ou en détresse. Cette recherche, basée sur une étude littéraire et de cas récents, présente un panel de critères et diverses possibilités de restructuration. Tout d’abord, l’article différencie les diverses étapes de déclin et les nombreux niveaux de détresse comme la banqueroute. Ensuite, il répertorie les diverses formes de restructurations mentionnées dans la littérature académique. Enfin, il établit un modèle décrivant le processus de détermination des restructurations propres aux entreprises en déclin et en détresse. Spécifiquement, la sélection d’une stratégie de restructuration est influencée pas seulement par des critères généraux de restructurations d’entreprises en « bonne santé » ou « malades », mais aussi par des critères spécifiques répondant à des situations de déclin et de détresse. Les critères généraux comportent des facteurs spécifiques aux entreprises (intégration des centres de productions, structure du capital, technologie, taille et âge), l’environnement (législative et économique), les caractéristiques des différentes restructurations (coût, difficulté d’application, rapidité d’élaboration, risque, effet sur l’image et contrôle requis) ainsi que les propriétés même des combinaisons possibles de différentes restructurations. Les facteurs spécifiques au déclin ou à la détresse incluent le fait même d’être en déclin, le niveau et les causes de détresse. Dans ces conditions, l’article présente les découvertes d’autres chercheurs et indique où cela peut étayer notre modèle. De récents cas d’entreprises en déclin et en détresse faisant la une des journaux ont été utilisés comme illustration de certains points du modèle notablement Ahold, Alstom, France Telecom, Metallgesellschaft AG Parmalat, Tyco, Vivendi Universal and Worldcom. De futures orientations de recherche sont finalement indiquées.
A study of Objective Criteria for selecting Restructuring Strategies for Distressed or Declining Enterprises

Introduction

16% of French enterprises out of a database of 158,321 made a loss in any one year 2000-2002. This figure shoots up to 22% for 271 large enterprises, each with assets greater than € 1 billion
. More important, a third of French enterprises made a loss at least once in the three year period. Therefore, restructuring of these enterprises is an important subject. There is a vast amount of literature available on restructuring and on distressed & declining enterprises. Some papers discuss both issues. For example, Williams (1984) reviewed four complex enterprises to sort out common difficulties and key restructuring issues. Datta & Iskandar-Datta (1995) focused on comparisons in restructuring strategies of companies in financial distress before and after bankruptcy filing. Sudarsanam & Lai (2001) focused on the effectiveness of restructuring strategies and the factors underlying effectiveness in inducing corporate recovery.

Our paper focuses on deducing factors that may influence choice of restructuring strategies for declining enterprises, and proposes a model, taking into account findings of other researchers, and using current cases to illustrate the concepts. The paper is divided into six parts. The first two parts are introductory: we define a distressed or declining enterprise in part I and restructuring strategies in part II. In the next three parts we present a model for determining criteria for applying different restructuring strategies to different types of distressed or declining enterprises, based on a review of academic research and updated with recent empirical cases. In part III, we present our model graphically. In part IV, we explain the factors influencing choice of restructuring for all types of enterprises including, but not limited to, distressed and declining ones. In part V we distinguish selection criteria specific to declining and distressed industries. We conclude in part VI and indicate broad directions for future research.

Before introducing the concepts of declining or distressed enterprises (part I) and restructuring methods (part II), we present a brief note on research methodology.

Research Methodology: The article is a literature survey within the field of restructuring. The research on "restructuring" having revealed over 4000 peer-reviewed articles, a more focused research used the keyword "financial restructuring". Of the articles thus found, those dealing with macro-economic financial restructuring were excluded. The remaining articles have been included in the survey. Their diversity should provide a broader understanding of the population of existing research in the field. The results of the literature survey are then presented in a thematic framework, as they fit into our model. The objective is to show what is researched and known within our "model" and, by sheer absence, what remains to be researched within the field of selecting criteria for restructuring of declining / distressed firms. Where it is possible, recent well-reported cases are presented to illustrate the model, notably Ahold, Alstom, France Telecom, Metallgesellschaft AG, Parmalat, Tyco, Vivendi Universal, and Worldcom. For this, we drew primarily upon Business Week, The Economist, Fortune, Journal des Finances and Les Echos.
I. Declining or Distressed Enterprises

We need to distinguish the notions of decline and distress and define the area of our focus.

Decline and distress would be related to the objectives of the firm which could be profitability, growth or even survival. Stakeholders views (Freeman & Reed, 1983; Harrison & Freeman, 1999) and agency problems would present firm objectives not as objective of diffused shareholders but of some controlling shareholders or managers. The latter may be more interested in short or long term profit maximization, depending on their incentive-structures. Therefore a declining enterprise could be one with falling sales, growth, and image or quality standards. These variables would vary from one enterprise to another and are interdependent. There is a huge body of literature on key success factors which the management needs to focus on. A decline in any of these factors could be indicative of an enterprise in decline.

A significant problem is that success factors are not always measurable (e.g. image, quality) and enterprises need to use performance indicators (e.g. complaints, rejects) to evaluate them. This leads to multiple performance indicators for similar factors and compounds the initial problem of multiple success factors: Which measure is best to determine an enterprise in decline? This question is reflected in different researchers focusing on different measures. The measurement of distress is a vast field
 and we won't linger over it. We can say that distress or even its possibility would reduce firm value.

While distress is often linked to decline, “Decline” & “Distress” are not necessarily correlated as explained in figure 1 below.

	
	
	Distress

	
	
	YES
	NO

	Decline
	YES
	Lawson & Lawson (1990) explain that downside financial risk increases (debt increase) and operating (systematic) risk increases because of cyclical decline in industry or market. If this persists, there is a financial bottleneck and distress requiring restructuring operation. For instance, naval construction and large gas turbine businesses from Alstom are both cyclical and have faced a prolonged recession, creating huge restructuring problems.
	While a prolonged decline may create severe problems for the company, a normal business cycle variation should not be sufficient to warrant the notion of “distress”. However, as Williams (1984) pointed out, at the time of early decline, it is difficult to separate a normal downturn from a problematic one requiring restructuring.

	
	NO
	Even if a firm is profitable, growing too fast, beyond the sustainable growth rate (Higgins, 1977) can lead to bankruptcy because of cash-flow problems. There is an apparent contradiction on the definition of “declining” companies. If sales or profits were taken as criteria of decline, the company would need to be excluded from distress. However, if cash flow is taken, it is evidently in distress.
	Healthy Company


Figure 1: Table of Decline versus Distress

To further distinguish various stages of decline / distress, we first review some concepts in literature and then we use it to develop a graphic clarification on declining and distress levels.

Williams (1984) classified the decline into three phases: the early decline phase, the continuing downwards drift and filing for bankruptcy. Datta & Iskandar-Datta (1995) classify decline into two stages: before bankruptcy filing and after bankruptcy filing. Paul-Petit & Chastenet de Castaing (2002) use a three-stage classification of distress to recovery ("Fond du gouffre", "Milieu de gué" and "Sortie du Tunnel"). Pate & Platt (2003) present a three-level classification of entreprises (“bons élèves”, “mauvais élèves” and “les derniers”).

We combine these into five stages as shown in Figure 2. To define declining enterprise, each enterprise needs to determine its own success criteria for its sustainability, indicated on the vertical axis. We add a notion of two distress levels (normal trough and crisis) to separate normal declines (level 1) from mild distress (levels 2 and 5), on one hand, and to separate mild distress from acute distress (levels 3 and 4) on the other hand. The “normal trough” could be taken as a first point of alert with respect to the predetermined “success criteria” (like an average low point in the business cycle based on prior historical experience with sales). The “crisis” level may leave more room for interpretation, but some amount of objectivity is possible, as explained by the discussion on bankruptcy later in this section. We present the different stages in figure 2:

1. Early decline could be a normal cyclical decline, but one cannot know with certainty if the firm will return to normalcy like firm A or continue downwards.

2. Initial Distress: Some firms (Firm B) will recover without requiring extreme action.

3. Acute Distress: Firms C and D continue sliding till restructuring action takes effect.

4. Two options are possible:

a. Liquidation: This is shown by the dashed line for Firm D.

b. Early Recovery but still with acute distress. This is shown for Firm C.

5. Drive to normalization: There is still some mild distress for firms B and C.

Since bankruptcy is a specific case of a crisis associated with cash-flow or with negative values of equity
, we could note that in our schema, the success factor could be cash flow or equity values, and the stage of crisis would be associated with cash flow difficulties at a point where filing for bankruptcy becomes necessary. The normal trough, in this case, would be determined based on past experience with the firm's business cycle.

We have tried to offer some tangibles cases to illustrate the figure 2 at the different stages of decline or distress. At the moment, we could consider Ahold in the second stage, Alstom between the second and third stage, Enron & Arthur Anderson between stage 3 and 4a, Worldcom passed from stage 3 to 4b and is now in 5. France Telecom & Vivendi Universal (VU) are like Firm B coming from stage 2 to stage 5 without going through “acute distress”.

With this brief word on distressed / declining enterprises, we now survey the various restructuring options, before we try to adapt the restructuring strategies to sick enterprises.

II. Restructuring Strategies

The literature surveyed did not use the concept of "restructuring" in a uniform way. To clarify our definition, we present a classification as shown in the table below (figure 3).

	Restructuring
	Principal Types
	Applications

	Governance / Managerial Restructuring
	Change in top 3 levels of directors/managers, Change in internal organizational structure, pay
	LBOs, MBOs, CEO incentives

	Strategic or Portfolio Restructuring
	Expansion, Diversification, Refocusing
	Product lines, brands, processes, territories

	Strategic Alliance
	Joint ventures, licensing
	Common interest groups, partnerships, exclusive or joint marketing or distribution relations

	Financial Restructuring
	Equity, Debt, Dividends, Leasing
	Increase, Decrease, reschedule, convert, omit, sale & lease-back, securitization

	Employee Restructuring
	Numbers, wage rates and Quality
	Increase, decrease, educate, train, motivate, retirement benefits

	Operational Restructuring
	Other operating costs
	Outsourcing, integrating, rationalizing, Cost control

	MIS Restructuring
	Software and information systems
	SAP, Oracle, AS400

	Bankruptcy
	By managers, by court administrator
	Allows modification of contractual obligations

	State Aid
	Subsidies
	Free Loan guaranties, subsidized loans, Equity participation at higher than market prices.


Figure 3: Categories of restructuring methods
Having defined sick enterprises as well as restructuring strategies, we now develop a model of objective factors influencing the choice of different strategies for declining / distressed firms.

III. A proposed model for Selecting Restructuring Strategies for Declining / Distressed Firms

We would like to present a brief resume of different studies, notably those of John et al (1992), Johnson (1996), Preble (1997) and Sudarsanam & Lai (2001) and to distinguish these works from our model (figure 4). We will later try to use their findings, wherever applicable, to fit into our model.

John et al (1992) studied firms in decline who recovered without filing for bankruptcy and who were not taken over, i.e., firms conforming to firm B in figure 2, except those who were taken over. Our study is broader and includes a survey of the literature on bankruptcy restructurings also.

Based on a review of other researchers, Johnson (1996) establishes a link between certain antecedents and refocusing strategies and between refocusing strategies and certain outcomes. Among the antecedents to refocusing, he lists environment, governance, strategy and performance with a one-way link and financial restructuring as a two-way link to show that it may continue during the down-focusing. Moreover, he finds that the antecedents are inter-linked, e.g. influencing each other. However, Johnson's model of downscoping applies to healthy and distressed enterprises alike. We would like to establish a more general model for determining all kinds of restructuring but applicable to distressed or declining enterprises.

Preble's (1997) model deals with Crisis Management. However, his model takes into account crisis prevention in the strategic management process by integrating crisis audits, crisis strategies and plans, simulations, etc.. He admits that crisis management could also include the management after crisis has occurred, but he does not develop this further. This is our field, but we are not linking our notion of distress solely due to crisis of the environmental disaster kind.

From studying corporate financial distress, Sudarsanam & Lai (2001) find that recovery (zone 4b of figure 2) and non-recovery firms (zone 4a) have similar strategies. But, unlike us, they do not distinguish between restructuring available for healthy companies or in distress.

We now present a model (graphically presented in figure 4) of objective criteria for restructuring and record academic findings where appropriate. We consider that some characteristics of the "Enterprise", its "Environment" and "Restructuring Methods" affect any decision of restructuring for any kind of firm. "Enterprise" and "Environment" also take part in influencing the "Decline/Distress" (level or sources) that will determine characteristics of “Distressed Firms”. All these notions then interact in the process of determining the appropriate "Restructuring Selected" for declining/distressed enterprises. We admit that distress is a characteristic of a firm, just like growth. However, we maintain that distress assumes an importance that merits to be studied separately from all other firm characteristics. Just as individuals do not take optimum decisions when exposed to losses [Hilton (2001) cites a study by Shapira (1999)], firms also have restricted decision-making capacities during distress. 

We detail this model in the next two parts: in part IV we present factors influencing choice of restructuring for all types of enterprises including, but not limited to, declining/ distressed ones and in part V we focus only on selection criteria specific to declining/ distressed firms.

IV. Criteria for Selecting Restructuring Strategies in general (healthy and sick enterprises)

As noted from the graphic representation of our model, factors which influence the selection of restructuring are the enterprise (firm-specific factors), the environment and the characteristics of restructuring methods.

A. The kind of enterprise influences the kind of restructuring

An enterprise can be classified in many ways. We discuss below the relationship to restructuring based on unit integration, capital structure, technology, size and age.

By unit integration, we mean establishment, company or group. A multi-establishment firm could sell off some business units, but for single-unit companies, this amounts to liquidation. Similarly, in a multi-product/multinational setting, transfer prices permit redistributing profit and optimize taxes contrary to a single product establishment where this is not possible.

On company level, LBO groups could have problems with either the parent or the subsidiary and their restructuring requires address of specific organizational (two levels of managers and of debt-holdings) and legal issues (related to different shareholders) (Colaert et al, 2002).

This is supported by Fetterman (2003) who indicates that being part of a group may produce other constraints on group level, like specific legal rules for publicly held groups with perhaps stronger minority rights (like Eurotunnel) and for privately held groups. Private equity companies (LBO managers) often adopt a financial and operational coordinated control on managers of the acquired company. Vivendi Universal illustrated another restructuring possibility available to group structures. By ceding 20% of its participation in its subsidiary Veolia Environnement to 20.5%, it was able to deconsolidate the group debt by € 16 billion, by changing the perimeter of what is considered to be within the group.

On capital structure, Datta & Iskandar-Datta (1995) find that in loan rescheduling long-term debtors gain at the cost of short-term debtors. So, short term debtors agree to restructure if there is low long-term debt. Also, highly debt could be a protection against LBO raiders.

The nature of technology can influence restructuring. Shapiro & Balbirer (2000) indicate that high technology companies may not be able to take much debt because bankers are loathe to lend against growth assets and intangibles included in the security. But if this company is in bankruptcy, bankers recognize that the value of pledged assets is much higher than the debt and may be willing to lend based on future income from the company's right to sue and recover for past infringement of patents or copyrights (Clement et al, 2001). Dyer et al (2004) indicate that the distribution of hard and soft assets may influence the choice between acquisitions and alliances. If soft assets are relatively high, they recommend equity alliances.

Researchers have found evidence that size could influence the intervention of governments, on proportion between internal & external financing and on financing capacities & impacts. Williams (1984) suggests that large firms can ask governments to give loans directly or guarantees to creditors in return for continuing employment. Bull has a long history of bailouts by the French State. The last government loan of € 450 million given in November 2002 will probably be repaid by a fresh Government loan of € 500 million. For the case of Alstom who has 110,000 employees, the French State agreed to inject equity in 2003. Though the EU had initially objected to State Aid, it understood the need to save jobs.

Mills et al (1994) find that there is a lack of perfect substitutability between internal and external financing, especially for small firms. Small firms don’t have access to external capital markets but have to look for internal generation or private equity. Size also influences financing capacities and portfolio restructuring possibilities: small firms cannot go in for acquisitions & divestments (Sudarsanam & Lai, 2001) and are more impacted by bankruptcy costs, as a percentage of asset values, than large companies (Brealey & Myers, 2000).

Financial Distress is inversely linked to the age of the enterprise. Younger firms tend to be smaller with higher operating risks (closer to break-even) and lower debt negotiating abilities. Research findings confirm that difficulties are more likely for new enterprises. Altman (1968) indicated that in 1965, over 50% of the firms failed in the first five years of their existence and over 31% in the first three years. More recently, Emery et al (2004) validate the inverse relationship but find some improvement: as opposed to 54% of failed firms being less than five years old in 1980, this figure drops to 44% in 1997.

Therefore, restructuring needs to be adapted to firm specific factors. The above enumeration of firm categories is not exhaustive but reflects research findings of the criteria specific to enterprises. Other factors could be relation between activities (conglomerate / concentric) and degree of externalization already achieved. Some of these findings are substantiated by sick enterprises. We now move on to seeing the effect of the environment on restructuring.

B. Environmental factors which may influence restructuring of enterprises

Environmental factors may cause the distress or decline of an enterprise and could influence the restructuring selected. The impact of these factors illustrated in the literature could be based on legislation and on economic environment or a combination of such factors.

The most notable legislative fields would be fiscal, antitrust and bankruptcy policies. A fiscal policy which allows consolidated netting of group profits & losses attracts holding companies into a country. Vivendi Universal, which has carry forward losses of € 30 billion from 2001 & 2002, is negotiating with the French Finance Ministry to allow it to offset these against the profits of SFR-Cegetel in which VU has a 55.8% share in order to allow the reduction in the tax-load by € 8.3 billion to reimburse debt or go in for acquisitions. As another example, the introduction of imputation credits in Australia (equivalent to the avoir fiscal in France) led to a decrease in the real cost of equity (Mills et al, 1994). As a result, companies undertook restructuring by increasing the proportion of equity in the capital structure.

Anti-trust legislation and authorities usually impede mergers between large companies. For example, Promodès and Carrefour had to accompany their merger by divesting agencies in certain zones of dominance. This constraint becomes more complex in an international setting and there are fewer buyers to negotiate with. An instance of such complications would be the EU’s refusal of the merger between two American companies: Worldcom and Sprint.

As stated earlier, Bankruptcy is a very specific law that changes environmental conditions for restructuring enterprises. Clement et al (2001) find that once the firm goes in for bankruptcy, new creditors are in a better position under many laws (in US), and they may be willing to lend to these companies because they can get junior, equal and even senior liens to debt. Bolton (2003) indicates that bankruptcy legislation could favor either the debtors (US) or the existing creditors (UK) or even other stakeholders such as employees (France, India), depending on the country and on change over time. For instance, he indicates that before the 1999 reform of the German bankruptcy legislation, it was more creditor-friendly, as a result of which few companies availed of bankruptcy protection. France is now thinking of adapting its bankruptcy legislation along American lines because current laws protecting employees in fact lead to a high amount of firm failure. According to the Economist, 95% of French firms in bankruptcy are liquidated while 95% of US firms seem to recover, at least initially. So, the kind of legislation may influence the decision of a firm to file for bankruptcy proceedings. 

Economic environmental factors or constraints could be technology, economic conditions and international competition [see Jayaraman & Shrikhande (1997) for Metallgesellschaft] which could lead to downturns and consequential need to specialize to remain competitive. In fact, high technology companies can expatriate only within similarly high technology countries to ensure a ready availability of specific skills. Dyer et al (2004) look at the level of competition in an industry and consider that acquisitions are preferable when the degree of competition is high and non equity alliances when there is low competition.

Thus economic and legislative characteristics of the environment may influence the restructuring adopted by the company. For instance, Johnson (1996) found there was a spurt in takeovers and diversification due to tax policy changes, anti-trust liberalization and development of junk-bond financing. Having looked at restructuring options based on firm-specific and environmental factors, we can move to the next stage of deciding which criteria will influence the kind of restructuring options retained.

C. Restructuring Methods 

Restructuring methods (seen in part II) have different characteristics and can be combined in different ways, producing different results for declining enterprises.

1. The characteristics of the restructuring options

How quickly and effectively management responds to changing conditions determines to a great extent which firms will survive (Emery et al, 2004). In fact, this could have its origins in characteristics of restructuring options. The idea is to find a solution which addresses multiple firm issues. These could include cost, ease of application, speed of implementation, risk, effect on image and control required. We present the academic findings on these factors through M&As, alliances, divestitures, financial restructurings and bankruptcy proceedings.

In M&A context, constant buyers through good times and bad, achieve higher returns than those who buy at a specific stage of the business cycle (Rovit & Lemire, 2003), and this also permits the firm to move into new directions (Dranikoff et al, 2002; Dye et al, 2003) with lower costs and risks than creating new business lines (Pate & Platt, 2003). Inversely, Selden & Colvin (2003) find that 70% to 80% of acquisitions fail because the selection does not carefully use customer-based profitability. Rappaport & Mauboussin (2002) indicated that average valuation quotients (restructuring transactions divided by market capitalization) are high for companies engaged in a lot of restructuring activity (he lists 10 companies of which Worldcom, McKesson, AT&T, Viacom and Tyco). These companies are therefore highly vulnerable to realize forecasted synergies, and hence there is high scope for mispricing. Therefore, it is better to go in for M&A only if risks are low/medium (Dyer et al, 2004). This is often the case when redundant resources are expected, leading to expected cost savings.

M&A are costly as they involve a premium to be paid of 20% to 50% (Bamford et al, 2004). Higgins & Schall (1975) indicate that conglomerate mergers usually destroy shareholder value, unless the increase in firm value is greater than the cost of coinsurance, but increase bondholder value due to coinsurance. Firm value would increase only if more debt is taken up allowing incremental tax shield or in some conditions where post-merger bankruptcy costs are lower than pre-merger ones. In addition to these costs are taxes occasioned by the legal transfer of assets and shares or reimbursements of prior tax credits linked to investment allowances availed, especially in cross-border M&As, unless a bilateral treaty or multilateral directive precludes such taxes (Terra & Wattel, 1997). Such taxes do not take place for joint ventures if there is no new entity created, or if the entity acquires new assets. Moreover, mergers are based on expected synergies, but reaping synergies often requires planting costs. For example, employee rationalizations and retrenchments may save millions of dollars, but may require expensive initial handshake provisions. It seems that Credit Agricole's merger with Crédit Lyonnais will cost € 1.2 billion, net of synergies.

On strategic alliances, Desai et al (2004) examine equity alliances between 1982 and 1997 and find that within American transnational corporations, the percentage of US companies with minority stakes has fallen and the percentage of fully-owned US subsidiaries has risen. They find three reasons for this: multi-nationals ability to source trans-nationally is reduced if the local partner objects or has different sources; transfer pricing possibilities to optimize international taxation are reduced because of the interest of the local partner; and the risk of Intellectual Property theft increases. They suggest contracting with firms for specific services rather than give equity stakes. This adds to Bamford et al (2004) who find that equity alliances have more sense if the costs of a separate structure are justified by the gains expected from integrating assets and capabilities; otherwise, contractual alliances is better. Dyer et al (2004) consider that Acquisitions are better to exploit reciprocal synergies but for sequential or modular synergies, equity alliances and non-equity alliances, respectively, are preferable. They also prefer to use equity alliances when risks are high.

Andrew & Sirkin (2003) indicate that orchestrating growth through an alliance type multi-partner value chain requires complex project management skills, the ability to move quickly and to collaborate with several partners at the same time without having control. Licensing requires intellectual property management skills as well as ability to influence standards.

Bamford et al (2004) find that the link with the core business influences the choice between mergers and alliances: M&A for restructuring closely related to core business and Alliances to enter a new region, product area, customer segment or to develop entirely new capabilities. They find that alliances have lower success rate if control is important. This reinforces Andrew & Sirkin's findings that alliances require complex control skills. Control areas include not only operational and financial controls, but additional control to see that partner is not cheating you through transfer pricing or overhead allocation (Bamford et al).

On divestitures, while liquid assets or small equity participations can be sold fast, selling large stakes at subsidiaries or companies create a sudden spurt in supply of equity, causes a huge fall in prices and can be even more time consuming than selling individual fixed assets.

Maier & Stivala (2001) illustrated the importance of due diligence for any cession. In fact, the seller needs to maintain its control on this transaction and on the diffusion of sensitive information in order to protect it from its competitors. The sale of part of the company could increase risks for its on-going activities (loss of confidence increasing employee turnover or decreasing productivity, take excessive employee time to conduct the divestiture transaction instead of working for the on-going operations …). If the market is aware that the company is trying to divest, especially for a long time in the absence of buyers, this could affect its image.

Johnson (1996) notes that a conglomerate diversification strategy leads to high transaction costs (controlling unrelated businesses) and to poor performance due to lack of attention. The poor performance (low growth or low cash flow) or fear of take-over / LBOs then motivates sell-offs (Exception: He finds that good performance motivates spin-offs). The form of control during refocusing influences innovation and R&D. Financial controls reduce innovation while strategic ones improve it. Moreover, down-scoping (into related businesses) increased R&D intensity. Employee moral actually seems to go up: insecurity may influence productivity. However, the evidence of turnover and increase in layoffs is not statistically significant. On the whole, performance increases with layoffs and ROA improved. Although performance of remaining employees may increase, the best employees may defect more easily than others.

Ahold is an illustration of many different aspects: effect on its image, difficult evaluation of time factor, difficulties to find buyers and execute divestitures in an international setting. Ahold has managed to tie up the sale of its Brazilian chain, Bompreço, to Wal-Mart for $ 300 million. But, the Brazilian legal authority for control of competition has not permitted to sell its other subsidiary, the supermarket G. Barbosa, to the same buyer.

Within financial restructuring, the trade-off between debt and equity may be quite complex. Mills et al (1994) suggest that internal funds are often considered cheaper for various reasons. Firstly, agency type costs or incentive problems. Essentially, with a real options viewpoint, equity owners would prefer extreme volatility: “high risk-high return” policy, because the downside risk is shared with debtors and value of their equity cannot fall below zero, while upside profits accrue to them. Secondly, debt raises the cost of equity because of the implicit financial distress cost. Thirdly, there is the problem of asymmetric information and adverse selection effect (Akerlof, 1970; Stiglitz & Weiss, 1981). This implies that there is a premium being charged for debt and new equity issues need to be floated at a discount, owing to ignorance of true risk. Datta & Iskandar-Datta (1995) indicate that information asymmetry applies especially to public bondholders who are less aware of the real situation of the company. Williams (1984) signals that ignorance of restructuring risks lender dominance of the restructuring program. As opposed to all these problems of debt, free cash flow theory (Jensen, 1986) and private equity literature (example Rogers et al, 2002) indicate that debt not only creates a tax shield, it also creates incentives to cut cost and avoids complacency.

Finally, bankruptcy proceedings give an inherent advantage to renege or defer many contractual obligations. However, Williams (1984) and Brealey & Myers (2000) indicate that it suffers from a few problems that should be taken into account before going in for this strategy: adverse impact on reputation
, slow and inefficient process of legal maneuvers, transfer of control to an outside administrator and legal and administrative fees. Worldcom solved part of the image problem by changing its name to MCI.

In fact, when an enterprise selects among criteria for restructuring, it needs to study the features of each option and link them to its requirements. Probably, the firm would require executing combined restructuring options.

2. Characteristics of Combined restructuring options

We could combine different restructuring options to have a multi-lever approach. This could be by choice or by necessity.

Firms may choose multiple combinations to increase the chance of success. For example, LBO means buying a business with debt leverage. Asset refocusing is usually needed (Johnson, 1996) to raise cash in order to finance part of the equity stake because LBO firms link incentives strongly with performance and this induces management to sell off what is not performing. Operational restructuring and outsourcing are key associate strategies for LBOs and disconcentric M&As. However, LBO became popular in the 1980's but many of them failed in the 1990's because of crushing debt-loads (Emery et al, 2004).

Similarly, Williams (1984) reports that divestitures result in an increase in cash, but then create an option on how to use the cash: repay creditors, finance losses or keep funds for a rainy day. So, financial restructuring influence the extent to which firms can undertake potentially profitable investments as asset restructuring strategy (Mills et al, 1994).

Multiple restructurings may also be necessary. On one hand, some strategies by their nature cannot operate alone. Just filing for bankruptcy without any other restructuring will never be effective in reviving an enterprise. On the other hand, some restructuring have consequences that need preventive actions by adding another restructuring. Johnson (1996) finds that the rationale for related diversification is synergetic economies while over-diversification in unrelated fields looks for financial economies. Diversification usually leads to high levels of debt, debt to low levels of R&D, R&D to low performance. This is corroborated by Passov (2003) who finds that knowledge-based corporations such as Pfizer require huge amounts of cash just to ensure sufficient funds in case of crisis, because banks invariable don't want to lend for R&D projects with uncertain returns (Mills et al, 1994). Add to this Lei & Hitt (1995) also find that unrelated M&As as well as LBO's lead to change in governance with increased use of financial controls and attendant short term-focus owing to increased diversification and new set of management skills required. All this leads to loss of strategic advantage as development of core competencies invariably moves out. They suggest a vicious circle: outsourcing, to decrease risks and operational costs, causes a decrease in R&D, which causes a decrease in core competencies, which in turn necessitates a further increase in outsourcing. Similarly, creating strategic alliances to share costs or risks leads to dependencies and possibility of the partner learning of the competitive secrets of the firm.

Another example of combination (like Management Buyouts and Employee Share Ownership Plans) would be the sale of equity to employees in order to boost motivation and performance.

The combination of restructurings selected therefore needs to keep in mind the eventual effects of different combinations. 

All the factors listed above are applicable to all companies, healthy and sick ones. In the next part we now try to see how the specificities of distressed and declining firms may eliminate or introducing restructuring options or combinations.

V. Criteria for Selecting Restructuring specific to Distressed or Declining Enterprises

In this part, we first distinguish between restructuring options which are available for prosperous enterprises as opposed to distressed or declining ones. We then examine whether the stage of decline or distress, as indicated in part I, could influence restructuring options. Finally, we indicate that the restructuring must address the cause of the decline or distress.

A. The fact of declining or distress may modify restructuring options

Some restructuring options are clearly available for all kinds of enterprises while others are clearly not available for profitable organizations (for example, bankruptcy proceedings). We present the evidence on different categories of restructuring. We did not find any evidence for employee and MIS restructuring that it differs from prosperous to sick enterprises.

On Governance or Managerial Restructuring, a decline in an enterprise's fortunes usually implies poor strategy reflecting on the management. So, replacing top management indicates to stakeholders (bankers, creditors and potential investors, employees…) that the company is serious and wants to change habits. Pillmore (2003) explains that Tyco needed a very strong change in its governance in order to underscore that previous mistakes of managers will not be repeated. Dennis Kozlowski and almost the entire senior management team were replaced by Tyco, Michel Bon by France Telecom, Jean-Marie Messier by VU, Pierre Bilger by Alstom and Bernie Ebbers by Worldcom. 

On Strategic or portfolio Restructuring, we note that expansion is generally excluded for declining companies except to achieve economies of scale (reduce price to increase demand and reduce costs, get subsidies and tax benefits related to investing). Rovit & Lemire (2003) report that constant buyers (in an M&A context) in recession phases of business cycles perform better than either in growth stages or in the doldrums (in-between) stages. Without adequate treasury, acquisitions for cash are generally ruled out. Higgins (1998) indicates that mergers with complementary companies (profitable or cash-rich) using share swaps or LBO's is possible for declining or distressed enterprises.

If core areas are declining, it is better to build new businesses rather than focusing on declining cores (Dye et al, 2003). For instance, IBM went into global services and Wal-Mart went into grocery retailing. Disconcentric diversification is usually ruled out while related linked one is still acceptable.

Divestitures refocus on core and procure much-needed cash flow. For example, Tyco is selling off 50 business lines which represent 5% of its business. Alstom has sold its small gas turbine business to Siemens and energy distribution and transmission business to the nuclear group Areva. Dranikoff et al (2002) report that 76% of divestitures are reactive and two-thirds of the reactive divestitures occur after the parent unit has suffered from weak performance for a number of years, resulting in fire sales or shutdowns. For example, MCI is being offered only $360 million for Brazillian “Embratel” which it acquired for $2.3 billion. Williams (1984) warns that the trade-offs in divestitures can be particularly irksome once distress sets in: should one sell loss-making but strategically important activities at a high discount or sell less important cash-flow generating businesses ?

On Strategic Alliances, firms with low cash balances would have to take recourse to licensing out innovation opportunities rather than developing them in-house (Andrew & Sirkin, 2003).
On Financial Restructuring, distressed companies usually decrease/omit dividends, except if increasing dividends has some signaling value for a share issue, and avoid share buy-backs.

Debt reduction is not possible as a strategy for distressed companies, except through equity swaps. Rescheduling debt is limited to paying later but the problem is to determine how much to ask for: not too little and not too much (delays and jeopardy) (Williams, 1984).

Although Platt et al (1995) argue that firms in financial distress cannot increase debt and therefore modify the sustainable growth rate model, for most researchers [example: Akerlof, 1970] debt increase is possible if asymmetric information and adverse selection problems can be reduced by government or other guarantees like bankruptcy protection of new debtors.

Williams (1984) reports that usually the debt is converted into equity at highly diluted equity prices. The case of Metallgesellschaft AG (MGAG) reported by Jayaraman & Shrikhande (1997) is an exception to this rule because the equity was issued at a 400% premium. But this was a case where the governance structure of MGAG included large bankers as hausbanks who already had a large equity stake and wanted to preserve the equity value. Therefore, governance or managerial structuring can create a difference to a financial restructuring.

On Operational Restructuring, Williams (1984) suggests focusing on cash flows and transferring cash to banks from which no loans have been taken in the early-decline period. This is not applicable to prosperous companies because the idle cash incurs opportunity interest costs. Most distressed companies undertake rigorous cost reduction plans. Thierry Breton of France Telecom decided to reduce working capital and duplications to get operational savings of $ 16 billion over three years.
Bankruptcy protection permits firms in some countries to raise new debts. That is why Parmalat has been able to raise € 105.8 million in new loans from a consortium of 20 banks, in spite of existing debts of € 14.3 billions.
Therefore, the fact of distress may influence the selection of restructuring strategies. While the above discussion distinguishes distressed & declining industries from prosperous ones, the next section focuses on findings related to the stage of distress / decline.

B. The level of distress influences the kind of restructuring 

We now present the available discussion and academic findings on how stages of decline and distress (figure 2) influence the restructuring selected as per our model (figure 4).

	Stage
	Williams (1984)
	Sudarsanam & Lai (2001)
	Data & Iskandar-Datta (1995)
	Pate & Platt (2003)
	Authors on specific stage

	Early decline (1)
	Operational R, launch equity & debt issues
	Delocalization and externalization as Operational R
	
	Strategic R

Financial & operational R.
	Operational R

Strategic & Financial R


	Initial Distress (2)
	Strategic R: Cut-back R&D, new product development & selling business line
	
	Asset & governance R

Financial R
	Financial, operational R

Strategic R.
	Cost cutting & shrinkage (John et al, 1992)

	Acute Distress (3)
	Bankruptcy 
	
	Bankruptcy, financial R

Governance R
	Financial R

Operational R.
	Bankruptcy


	Recovery (4)
	Non-Recovery (4a)
	
	Fire-fighting: Operational & financial R

	
	
	

	
	Early Recovery (4b)
	
	Growth-oriented & external-market focused strategies (M&A)

Financial R
	
	
	

	Drive to Normalization (5)
	
	
	
	
	Cost cutting & shrinkage (John et al, 1992)


Figure 5: restructuring (R) methods adapted to decline/distress level from different authors (secondary methods in italics).

For mature industries, in the beginning of their decline (stage 1), it is possible that companies are still cash-rich and are able to buy themselves new sectors of growth.

In the second stage, Datta & Iskandar-Datta (1995) find that financial restructuring is influenced by holdout problem among creditor groups: lenders after bankruptcy filings will have greater rights and therefore prefer to wait. This holdout problem is greater if lenders are secured because these lenders have little to gain by scaling down their claims. More restructurings are undertaken by firms with higher leverage. But for existing creditors, the threat of filing for bankruptcy proceedings with fear of losing out to newer post-bankruptcy creditors may be sufficient to renegotiate debt. So, the threat itself can be a strategy as illustrated by Alstom who is insisting on EU approval of State Financing to avoid filing for bankruptcy, which in France is strongly correlated with liquidation, leaving creditors floundering. So, bankers are pleading the State for its cause.

John et al (1992) studied strategies adopted by firms who restructure and go directly from stage 2 to stage 5. For them, the typical response of such firms was cost cutting and shrinkage. We find that France Telecom changed the CEO, reduced operating costs, introduced a global audit committee and decreased debt. Vivendi Universal replaced the CEO, sold off assets worth € 11 billion including a participation in Veolia Environnement and reduced debt.

For the third stage, we first present general influences on restructuring options and afterwards some points on the specific situation of bankruptcy. Public equity or debt would not be forthcoming (Sudarsanam & Lai, 2001), except if the enterprise had still been profitable. Brealey & Myers (2000) indicate that firms in distress would find difficult to sell off growth opportunities and reduces its negotiating ability (position of weakness) for any asset sale. Sale of loss-making ventures would be difficult and sales of profit-making ventures at a much lower price (Dranikoff et al, 2002) because often buyers are few for specific businesses and are aware of the seller's economic desperation as illustrated with Ahold who is trying to divest its Disco chain in Argentina to Casino or Francisco de Narvaez. This is corroborated by research of Schleifer & Vishney indicating that asset sales and divestments of depressed enterprise will not raise as much cash as otherwise (cited by Sudarsanam & Lai, 2001). Therefore, declining firms should sell assets in booming industries.

Financial textbooks (Brealey & Myers, 2000; Shapiro & Balbirer, 2000) also indicate certain games specific to bankruptcy (stage 3). First, shareholders would take higher risk with existing assets in an attempt to increase volatility and add option value to their share, even if this reduces firm value as long as value of debt is reduced by more than the reduction in firm value. Second, shareholders would not be willing to put in new equity for new profitable projects because old debt holders would get priority claims. In fact, they may even offer themselves higher dividends before filing for bankruptcy, if they can get away with it. Indentures in debt contracts would usually not allow this. Platt et al (1995) argue that firms in financial distress would be unable to raise new debt and would give no dividends for various reasons: protective covenants in bank credit agreements, managers' need for cash-flow. Chavanaugh (2004) suggests that the managers' need for cash can be illustrated using Passov's (2003) model but replacing the "R&D needs" by "turnaround needs" during a period of low profits and low free cash flow. The market would value the growth opportunities based on its perception of the management's ability to turnaround the company.

Between stage 3 and 4, there is a pressure of transition: in a near future, the enterprise will either be in liquidation (stage 4a) or find a path to recovery (stage 4b). As stated earlier, from a real options view, shareholders at stage 3 have nothing to lose. If the firm is liquidated, there will not be enough to pay off creditors, leaving nothing for shareholders. As a result, if any restructuring works, they may get some advantages (Datta & Iskandar-Datta, 1995). From a Luehrman (1998) dynamic perspective, the value of share price has a time value, which would be a function of the management's perceived ability to use remaining time to maturity to shift the company from the "probably never recover" region to the "probably recover later" one. Brealey & Myers (2000) offer an alternative real options view: limited liabilities offer the stockholders to walk away when a firm gets into trouble. All the legal and administrative expense of bankruptcy is paid by the debt-holders. Other real option approaches could use the perspective of the creditor who agrees to convert debt to equity.

On the fourth stage, we can hypothesize that Agency problems and personal agendas keep managers from exercising restructuring options, unless they are forced to do so by losses or by change in governance such as in a LBO. Non-recovery firms restructure more intensively but are less effective in implementation of strategies (Sudarsanam & Lai, 2001).

On the fifth stage, we found no specific research isolating recovery strategies from firms in stage 4b to those in stage 5, on one hand, and from stage 5 to healthy firms, on the other. In fact, it is more a continuing or reevaluation of previous restructurings that could be needed in order to save the enterprise (like Colaert et al, 2002). MCI has continued to cut costs (manpower, advertising, R & D, capital expenditure) post-bankruptcy. 

So, having noted the literature related to levels of distress that influences the selection of restructuring, we now move on to solving the problems which created the decline.

C. The problems causing the decline influences the kind of restructuring
The restructuring strategy has to address the causes of the decline (Sudarsanam & Lai, 2001). In general, we could say that causes may be linked to the internal management of the firm or due to changes in the environment (new threats, vanishing opportunities) or to a combination of these. John et al (1992) indicated that managers of firms with negative earnings attribute these to exogenous factors (economy, competition) rather than to internal factors. However, since the ability to influence external factors is less, the response to distress is usually on internal factors. While the normal response is contraction, John et al found that a quarter of the firms went in for some kind of expansion.

Internal factors causing decline or distress could be governance and unwise expansion. In some cases, the decline may have been caused by agency problems and unsound governance. Johnson (1996) finds evidence that when shares are diffusedly held, governance is weak. Inadequate governance led to inadequate controls: managers appropriated free cash flows into diversification and aggrandizement, subscribing to Jensen's (1986) Free Cash Flow theory. Epstein & Roy (2004) suggest using a balanced scorecard to measure and improve corporate board performance to address this problem. Another governance problem would be that managers will not opt for restructuring solutions which may contribute to turnaround but hurt their self-interest (Sudarsanam & Lai, 2001). This can be overcome to some extent by block shareholdings, managerial shareholdings or keiretsu membership and bank relationships (Jayaraman & Shrikhande, 1997). For instance, problems of Ahold stem from erroneous expansion decisions and inadequate controls over a handful of individuals. To rectify the situation, 39 managers have left the company and disciplinary action has been taken against another 60 and the company is divesting some activities. Moreover, in several recent cases managers would even perpetuate corporate fraud to enhance their interests. Enron executives used non-consolidated subsidies to off-load debt from its balance sheet and they were selling their shares before the company sank
. Worldcom hid operating expenses in capital expenditure. Ahold took into account receipt of supplier incentives which it had not even earned. The problem is essentially rooted in poor governance and the solution is in governance restructuring. In many cases, the solution has been class-action legal cases or criminal actions instituted against these managers (example Skilling for Enron, Kozlowski for Tyco, Messier for Vivendi, Tanzi for Parmalat). These recent examples contradict John et al (1992) who find that top management changes for loss-making companies were not significantly different from those of all companies.

The decline of firm may also be caused by unwise expansion, i.e., growth faster than the sustainable growth rate (Higgins, 1977, 1998). Platt et al (1995) indicate that for 1993, 47% of US companies had financial difficulties owing to this reason. In order to correct this type of distress, Higgins (1998), Govindarajan & Shank (1986) and Platt et al (1995) suggest operational restructuring such as reducing costs, increasing the productivity of assets and sales prices (which increases cash and slows down growth) or controlling inventory & receivables. Similarly, this may include selling non-core assets, reducing dividends, increasing debt & equity or securitization of future sales income for industries with stable expected revenues. Many recent cases would fit in this area including Worldcom, Vivendi, France Telecom and Ahold who all over-bought and did not take time to consolidate. Restructuring required selling off part of acquisitions and refocusing.

External factors causing decline or distress could be low sales owing to industry decline or to post-maturity phase of product life-cycle. Such enterprises typically have high cash flows but low growth opportunities. Jensen (1986) considers these enterprises as the typical ones splurging money in unwise conglomerate diversifications rather than decently returning money to shareholders through dividend or share buybacks. Enron, a typical case, suffered in its declining traditional business of electricity transmission and tried to go into adjacent businesses and to hide a lack of success behind financial and accounting gimmicks. The failure finally led to liquidation.

Liquidity crisis can also be caused by a combination of internal and external factors linked for example to working capital requirements: holding too much and often inappropriate stock or by competitive environment of long credit periods for sales and low periods for suppliers. Too high break-even point (fixed or variable costs) may manifest in an absence of free cash flows. During cash flow shortfall, a cash purchase of new enterprises is disabled. However, share swaps and even LBO’s could still be possible as long as the target is not over-indebted. Company with financial distress owing too much or inappropriate stock needs to liquidate assets, rather than taking more loans to finance it, thus raising costs. Arcelor has reduced working capital by € 884 million just through inventory management. In industries without suppliers providing credit, further externalization may only exacerbate cash flow problems.

So, the first aim of restructuring strategy is to correct the source of problem. This concludes our survey of academic findings for factors influencing turnaround strategies.

VI. Conclusion

In this paper, first, we have differentiated between different stages of decline and different levels of distress and enumerated different restructuring methods. Then, we have formalized a descriptive model of determining restructuring applicable to distressed and declining enterprises. Specifically, the selection of a restructuring strategy is influenced not only be general restructuring criteria (firm-specific factors, the environment and characteristics of different restructuring) but also by the decline or distress (the fact of decline, the level of distress, the causes of distress). Finally, we have presented the findings of other researchers and have indicated where it would fit in this model. Where possible, the findings of researchers have been applied to recent cases.

Specific areas of absence of research have been indicated at appropriate places. However, one important area needs to be stressed. The above literature and empirical survey and our model are so far geared only on objective factors. The final decision of firms is taken by individual managers. Their decision-making criteria are a mix of objective and subjective factors, the latter of which is an entire black box, not accounted for in our model. Future research needs to document what is known about the black box: influences of personality, social and cultural factors, including for example the influence of different group values and norms.

Appendix

	Appendix 1: Proportion of French loss-making companies in Diane Data Base from 2000 to 2002

	
	
	All Companies
	Assets > € 1 billion during all three years

	
	
	Total
	%
	Total
	%

	Global Number
	   158 321   
	100,0%
	   271   
	100,0%

	Loss during 
	At least one year
	      50 102   
	31,6%
	   103   
	38,0%

	
	2000
	      24 571   
	15,5%
	      48   
	17,7%

	
	2001
	      26 702   
	16,9%
	      61   
	22,5%

	
	2002
	      25 217   
	15,9%
	      69   
	25,5%

	
	2000 & 2001
	      12 001   
	7,6%
	      30   
	11,1%

	
	2000 & 2002
	        8 622   
	5,4%
	      27   
	10,0%

	
	2001 & 2002
	      11 884   
	7,5%
	      38   
	14,0%

	
	All three years
	        6 119   
	3,9%
	      20   
	7,4%

	
	Average 2000-2002
	      25 497   
	16,1%
	      59   
	21,9%
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Figure 4: Criteria for Selecting Restructuring Alternative





Restructuring Selected














Change of Governance, Strategy, Structure,


Control & Information System.


Bankruptcy Proceeding








� See Appendix 1 for details


� See for example: Altman (1968), Higgins (1977, 1998); Govindarajan & Shank (1986) for further details.


� If it was merely cash flow difficulties causing bankruptcy, the company only needs to issue new shares; so bankruptcy requires an inability to raise capital (Higgins & Schall, 1975). However, a refusal (unwillingness or unpreparedness) to raise capital and delays in payment may lead to creditors filing for bankruptcy.


� Dealers & customers worry about replacement, suppliers demand cash, potential employees are slow to sign on.


� Higgins (1998), Govindarajan & Shank (1986) and Platt et al (1995)


� Brealey & Myers (2000) and Shapiro & Balbirer (2000)


� Especially a year or two after the onset of distress: dividend cuts & debt restructuring (99% confidence) and operational cost-cutting strategy (90% confidence).


� As an exception to the rule: Bernie Ebbers betted on a recovery of Worldcom by securing his personal loans with Worldcom shares, which he therefore could not sell. This finally hurt his self-interest.





