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during Economic Downturn: An
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by J. Kim DeDee and Douglas W. Vorhies

Recent advances in the operational-
ization of retrenchment strategios heie
aroused interest in the investigation of ils
relationship to company performance.
Limited evidence exists, however, con-
cerning retrenchment’s valie for pro-
cyclical firms as the means lo counter
declining economic conditions. This

study provides a longitudinal analysis of
retrenchment activities and  financial
performeance during macroeconomic re-
cession. Results indicate that many com-
mon  retrenchment dactivities improve
small firm performance during econon-
ic downturn.

A basic principle of strategic manage-
ment theory is the necessity to balance
the emphasis between outside and in-
side operating environments il strategy
formulation is to be successtul (Pearce
1983). Businesses that managed their
strategies properly were better able to
prosper and grow. This picture has be-
come less clear because of ever ex-
panding environmental turbulence and
the resultant need for firms to retrench to
compete, or even to survive (Alevras and
Frigeri 1987; Appelbaum, Simpson, and
Shapiro 1987, Bailey and Szerdy 1988;
Bibeault 1982; Boyle and Desai 1991).
Environmental turbulence generates im-
portant sets of contextual factors, cach
with differing impacts on company
strategic direction (Hamel and Prahalad
1994) and on the process by which
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strategies are crafted. Defined broadly,
such turbulence includes impending re-
ductions and shortages (Cameron, Whet-
ton, and Kim 1987), losses of markets
and market share to foreign competitors
(Cameron. Sutton and Whetton 1988),
industry dynamics and structure, hostili-
ty (Covin and Slevin 1989; Hall 1980), or

general  economic  decline (Ewaldz
1990b: McCallum 1991 Touby 1991;

Want 1990). Until recently, most rescarch
on company retrenchment centered on
large complex businesses and had little
to do with ecconomic conditions as a rea-
son for environmental decline or with
smaller firms’™ responses to it.

Small firms are now responsible for
larger and larger portions of the macro-
cconomy. Since such options as divest-
ing a strategic business unit, diversifving
into a more stable business. or seeking
short run financing from a parent com-
pany to smooth operating disturbances
are not available to small firms, small
firms are more likely than large firms to
choose retrenchment as a response to
recession.
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This study deals with small manufac-
turing firms® uses of retrenchment to
react to, or proactively prepare for, pos-
sible macroeconomic decline or reces-
sion. It is descriptive and empirical: we
describe how small firms retrench oper-
ations, and we measure the effects of re-
trenchment on company performance in
terms of two performance dimensions—
return on common equity and cash flow
to sales. Specifically, we studied firms in
procyclical industries (those that normal-
ly move in the same directions as the
macroeconomy) over the duration of the
most recent (1989-1992)  downward
trend in the business cycle to address the
following research questions: (1) What
retrenchment activities are effective in
helping smaller firms deal with econom-
ic slowdown? and (2) What actions can
management take to mitigate the impact
on company performance?

Economic Conditions

The industrial sector remains the bell-
wether of the U.S. cconomy, even after a
five-decade shift of employment to ser-
vice businesses. In 1995, manufacturing

held only 20 percent of nonfarm em-
ployment, down from 41 percent in
1941. Yet, between 1982 and 1990, near-
ly 2.5 million new jobs were created,
helping to drop unemplovment to its
lowest levels since the carly 1970,
Average U.S. productivity increased 4.5
percent annually, a roughly constant
share of real GDP. During 1987 and
1988, plant capacity edged upward
toward maximum levels. By 1990, T.S.
firms, through a clearer understanding of
international  business dealings and
wider uses of technology, were able to
counter much foreign encroachment on
traditional  market  strongholds  and
regain a leadership position as a global
exporter. The downward and upward
movements that encompass the U.S. eco-
nomy bar entry to some but provide sus-
tainable competitive advantage to others.
While many factors characterize eco-
nomic slowdown (for example, Gross
National Product, Consumer Price Index,
unemployment, bond yields, interest
rates,  disposable  personal  income),
Gross Domestic Product (GDP) is the

Table 1
Real Gross Domestic Product Trends (1988-1992)

Year Quarter Percent Change*
1988 2 t.2
3 Jud
t £.0
1989 1 2.5
2 2.0
3 1.1
§ 1.2
1990 1 1.8
2 1%
g 0.2
4 (4.0)
1991 1 (2.4)
2 1.4
8 1.8
I 0.3
1992 1 22

* New York Times 6/18/92 C1C2. Percentage change, annual rate, constant dollars, seasonally adjusted

* Start of recession: Survey of Current Business (May 1992), published by the National Bureau of

Economic Analysis. Key factors of their research: Employment, Sales, Income, Production
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indicator of choice among modern econ-
omists and management theorists. As a
summary measure of production. it ¢x-
cludes net factor income and reflects
production attributable to factors locatedl
in the United States, making it an excel-
lent research variable for this study.
Real GDP growth ranged from strong
to very strong from 1982 through 1989.
An examination of Table 1 shows that
the GDP slowed and then reversed to
negative percentages during 1990. The
growth seen in early 1990 was most like-
ly an extension of 1989, The second
quarter of 1990, with a drop in real GDP
began the most recent economic reces-
sion, less severe than a depression, but
lasting for at least two consccutive quar-
ters. Negative growth is evident in a
minority of quarters  (for example,
4/1990 and 1/1991), and very slow
growth in a majority of consecutive quar-
ters  (for example, 271990, 3/1990,
271991, 3/1991, and 4/1991). Net growth
in 1990 and 1991 wuas -.3 percent and .8
percent  respectively.  Thus,  the
1990-1991 recession offers an opportu-
nity to study the impact of economic de-
cline on small firms and to see how it in-
fluenced the management practices of
these firms. While this GDP level ap-
proach admittedly fails to encompass the
complex range of variables found in the
macrocconomy, it does provide a sum-
mary point of reference from which
other clarifying data might be drawn.

Retrenchment Theories

There is confusion about the meaning
of retrenchment and turnaround. The lit-
erature summarizes retrenchment as a
set of senior management initiatives to
reverse declining financial performance
and achieve cost and asset reductions, or
in some cases revenue generation
(Schendel and Patton 1976; Hofer 1980:;
Bibeault 1982; Heany 19835; O'Neill 1986;
Barker and Mone 1994; Pearce and
Robbins 1993). For firms tacing signifi-
cant declines in financial performance,
restoring profitability and stabilizing
operations almost always entails  strict
cost and/or asset reductions followed by
shrinking back to the segments of the

business with the most likely prospects
of good margins (IHambrick and Schecter
1983; Hambrick 1985: Finkin 1992;
Bailey and Szerdy 1988; Dumaine 1990).
At least two categories of research can
be derived from these propositions, cach
of which is necessary but incomplete. In
the first, retrenchment is seen as the ini-
tial stage of 4 two-stage turnaround pro-
cess. Hofer's 1980 field study of 12 finan-
cially distressed businesses identified the
nature of turnaround situations, types of
retrenchment strategices, and guidelines
for matching turnaround situations with
particular retrenchment approaches. His
basic retrenchment strategies of cost cut-
ting, asset reduction, and revenue-gener-
ation could be used singly or in concert
with each other. Firms using revenue-
generating strategies  focused  primarily
on existing product lines and sccondly
on reintroducing discontinued products
and/or short-term manufacturing of new
products. Aceeptance criteria required all
products to be produced quickly and
profitably and to utilize excess plant
capacity. Furthermore, there was low-to-
moderate R & D funding, reduced head
counts relative to sales, shorter term
price-cutting. and increases in advertis-
ing and direct sales programs. IHambrick
and Schecter’s (1983) study of mature
product businesses used  multivariate
data analysis to identity patterns of cost
cutting and asset reductions. They found
a significant number of firms that pur-
sued retrenchment strategies of cost and
asset reductions and  sclective  prod-
uct/market pruning, but they did not
find any of the revenue generating
schemes  suggested by Tlofer (1980).
More recently, Robbins and Pearce’s
(1992) two-stage paradigm of turn-
around identified retrenchment as a dis-
tinct process critical to the firm's post-
decline performance that may or may
not be followed by strategy reorienta-
tion.

Cautions apparent from the two-stage
turnaround  approach  suggest the  re-
rrenchment phase may be overlapped
and possibly obscured by any subse-
quent recovery stage as the firm imple-
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ments strategy redirection. Also, while
retrenchment is recommended as an
integral component of the turnaround
process, such recommendations are not
specific enough due to a lack of bench-
marks on when, what, and how much to
retrench in various contexts (Bibeault
1982; Robbins and Pearce 1992).

In the second research category,
retrenchment is identified empirically as
a stand-alone tactical response to decline
in financial performance rather than just
a part of the overall turnaround process.
Firms in industries where profits rise and
fall with the general business cycle
(hereafter called procyclical) commonly
use retrenchment as a tactical response
to poor macroeconomic conditions.
Macroeconomic fluctuations such as re-
cessions provide a natural basis to illus-
trate retrenchment as a stand-alone ap-
proach. To date, there are few studies or
discussions of a single-phase retrench-
ment process.

Small Firm Retrenchment
during Recession

From the research focusing on nega-
tive environmental circumstances as the
reason for retrenchment (D'Aveni 1989;
Ewaldz 1990a2; McCallum 1991; Smart
and Vertinsky 1984; Steiner and Solem
1988; Want 1990), Bibeault (1982) dc-
fined critical differences among the low-
est performers, average performers, and
best performers in healthy and sick in-
dustries. The firms that either remained
profitable or quickly returned to prof-
itability did so only through effective re-
trenchment  strategies.  Well-managed
companies typically outperformed com-
petitors through disciplined control over
the economics of the business, intensive
development of appropriate  product/
market niches, and a leadership style
that sustained entrepreneurial drive and
commitment among their managers.
Slatter (1984, p. 43) endorsed the study
of retrenchment in the context of the
business cycle:

Retrenchment tends to expose a com-

pany’s competitive weaknesses, al-

though the source of these weakness-

es is often the result of management
decisions or acts of omission during
the previous boom phase. Manage-
ment is usually too busy just meeting
demand in a boom period to worry
about whether it is losing market
share (and hence eroding its relative
cost position  vis-d-vis  competition);
decisions to build extra capacity are
usually taken at this time with insuffi-
clent attention given to the state of
market demand when the new capac-
ity comes on stream.

Firms ¢ngaged in systematic retrench-
ment  during  declining  environmental
conditions enjoy significant performance
benefits over competitors (Hambrick and
Schecter 1983; O'Neill 1986; Robbins and
Pearce 1992). Smaller firms, however,
have been less successful in executing
turnarounds, even though their ability to
retrench is the crucial factor in their
chances of survival (Mills and Schumann
1983). The recession of the early 1990°s
presents a good opportunity 1o test these
ideas in small firms.

Metbods

The intent of this research was to
measure two interconnected, yet distinet
factors: (1) the retrenchment activities of
small firms in light of economic slow-
down; and (2) the impact of these re-
trenchment activities on key finuancial pe-
rformance variables in the participating
tirms. Both objective and subjective data
were necessary to profile needs for re-
trenchment, types of retrenchment poli-
cies, and overall company performance
prior to and following the turnaround
period.

Extraneous Variables

the New York Times. The Survey of
Current Business, and related federal
government documents were researched
to identify significant trends in GDP as a
summary measure most likely to impact
the retrenchment activities of the firms
under study. The time period between
1989-1992 wus selected because it
reflected the end of the growth period of
the 1980’s, the recession of 1990-1992,
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Table 2
Industries in the Study

Special Industrial Machinery NEC 3559 Component parts and fully assembled
limited-use industrial machinery for such industries as chemical refining, distilling,
metal smelting, wood drying, plastic forming, and electroplating.

Computer/Communication Equipment 3576: Lower technology chips, data
switches, and network connecting devices for computers and special-use communi-
cation hardware.

Computer Peripheral Equipment NEC 3577 Keyboards, graphic displays, mag-
netic and optical disk and tape drives, optical scanners, plotters, printers, and relat-
ed input/output devices.

Telephone and Telegraph Apparatus 3667 Communication interface and trans-
mission system components, repeaters, line conditioning devices, switching and mul-
tiplexing equipment, and customer premise modems, answering machines, and fax
machines.

Radio/TV Broadcast/Communication Equipment 3663 Cellular telephones,
fixed and mobile radio systems, transmitters, receivers, fiber optics equipment, satel-
lite communications systems, closed-circuit, cable TV, and studio equipment.

Semi-Conductors/Related Devices 3674 Semi-conductors, integrated circuits, dis-
crete devices, diodes, rectifiers, integrated microcircuits, transistors, solar cells, and
light-sensing and emitting devices.

Electronic Components NEC 3679 Receiving antennas, switches, and high and
low technology waveguides.

Surgical/Medical Instrument/Apparatus 35847 Manually operated human and vet-
erinary devices (syringes, clamps, hypodermic/suture needles, stethoscopes, laparas-
copic tools, catheters) and various measuring instruments.

Orthopedic, Prosthetic, Surgical Appliances/Supplies 3842 Materials and equip-
ment for professional and personal healthcare: skeletal and muscular braces, truss-
es, elastic hosiery, dressings, tapes, and related personal safety items.

Electro-Medical Apparatus 3845 Electrical and battery powered patient-monitoring
and diagnostic systems ranging from arc lamps to pacemakers, cardiographs, defib-
rilators, ultrasonic scanning devices, and magnetic resonance imaging equipment.

and the beginning of macroeconomic
recovery in 1992.

The Study

To generate valid conclusions and to
control for environmental conditions that
could overshadow any performance dit-

companies in ten closely related four-
digit Standard Industrial  Classification
Codes (SIC) with annual revenues
hetween $1 million and $100 million.
Table 2 details the SIC codes and shows
that the sample represents many machin-
ery, clectronics, and computer related

ferences attributable to retrenchment  firms (SIC 335, 36, 38). There were five
management, it was necessary to limit  reasons for choosing these types of com-

the sample of firms to those of approxi-

panies. First, they had similar technology

mately equal size and to those that faced
similar operating and competitive situa-
tions. Thus, the sample was limited to

levels or pl()dLl([ life cycle patterns.
Second, their degrees of excess capacity
typmcd those of m: fjor U.S. and global
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industries. Third, despite different geo-
graphic locations, they held similar sus-
ceptibilities and recovery  potential to
economic turbulence. Fourth, these in-
dustries continue to be prominent in the
U.S. economy. Finally, they were some
of the first traditional manufacturing
industries to face intensifying global
competition.

Survey Data

Empirical organizational data for this
study were obtained from survey instru-
ments mailed to chief executive officers
(CEOs) of 451 manufacturing firms with
the pre-selected SIC codes. A compre-
hensive, non-regionally restricted setting
was selected to obtain more generaliz-
able results over non-industry factors
such as local regulation, taxation, and
wage rates. CEOs were viewed as the
most accurate source of gauging e¢ach
company's management formality and
defining changes in company direction.
Cover letters addressed each CEO by
name and title, and gave an overview of
the research with a request for participa-
tion. Anonymity was guaranteed to indi-
vidual respondents to reduce the poten-
tial for response bias or unintended
error, as proposed by Warwick and
Lininger (1975). As further protection
against self-report bias, CEOs were
asked to complete the questionnaire in
the presence of two senior executives
who were involved in planning and
operationalizing the retrenchment activi-
ties undertaken by the business in
response to the recent recession. Titles
of co-respondents were requested. Fol-
lowing a second mailing, 110 complete
and usable questionnaires were  re-
ceived, for a response rate of 24.4 per-
cent.

Operational Definitions

To measure broad organizational
responses to cconomic downturn, the
survey instrument was designed to focus
on the types of issues management faces
during a period of retrenchment. In all,
62 questions were prepared based on
the retrenchment literature  discussed
above. As a result, the survey instrument

asked a series of questions regarding
changes to the overall business strategy,
product-market  strategies, cost culling
and asset allocation, R & D funding and
application, production management,
advertising, promotion, pricing and dis-
tribution,  organizational  structure,
pay/incentives, financial management,
and  decision-making approaches. To
help prevent a possible bias from ques-
tion order, questions were randomized.

To gauge the degree of emphasis a
particulur firm gave to the various re-
trenchment activities. respondents were
asked to indicate (1) which activities
were emphasized in the year prior to the
recession (1989), and (2) which activities
were  emphasized in response to the
recession. This procedure enabled com-
parisons of firms in terms of their com-
pleteness and commitment to the various
retrenchment activities. Responses were
gauged with Likert-type scale anchors
ranging {rom 1 (“not emphasized at all™)
through 5 ("given great emphasis™ in
the overall retrenchment process. (This
questionnaire is  available from the
authors  upon  request).  Likert-type
anchors were used for the questionnaire
due to their well-known ability to mea-
sure attitudes, in this case the attitudes of
top management regarding their actions
in dealing with retrenchment.

Objective Performance Data
Every firm in this study was publicly
traded, allowing access to  individual
financial data through Standard & Poor’s
Compustal Financial Data Base of U.S.
Compenies. Several issues guided the
sclection of financial performance  via
Compustat as the measure of organiza-
tional performance. First, financial per-
formance measures are well known and
are among the most commonly used
measures of performance in business
research (Shrader, Taylor, and Dalton
1984), providing the ultimate measure of
firm performance for many researchers
and practitioners. Second, there is often
a reluctance on the part of managers to
report data that they view as sensitive.
Thercfore, the use of Compustat data
eliminated our need to ask respondents
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to report any scnsitive  performance
information. Third, although orguniza-
tional performance is best viewed as a
multidimensional  construct, over the
span of several years non-financial mea-
sures tend to influence financial perfor-
mance and are, therefore, largely ac-
counted for in financial performance
measures (Venkatraman and Ramanujam
1980). Fourth, the use of objective finan-
cial performance measures helps reduce
possible methods bias, which can result
when subjective performance measures
are used in the same study with other
subjective measures.

Financial performance was measured
for each firm at two separate points in
time (fourth quarter 1989 and [ourth
quarter 1992). This time frame bracketed
the range of economic downturn factors
mentioned carier. The first performance
measure, return on common equity (net
income minus preferred dividend pay-
ments divided by common stockholders’
equity, reported as a percentage). was
selected due 1o its widespread use as a
financial performance indicator. Cash
flow to sales (net income plus deprecia-
tion divided by sales, reported as a per-
centage) was selected because it factors
out the effects of accounting accruals,
which may distort the view of the firm's
performance in the short run.
Findings
Characteristics of the Responding
Firms

The manufacturing firms responding
to the survey were relatively small, as
indicated by revenue and assets mea-
sured at the end of fourth quarter 1992,
The size of the responding firms as mea-
sured by mean revenue (calculated from
Compustat  data) was $8.03 million
(std.dev. = $8.13 million), with the
largest firm showing revenues of $31.0
million and the smallest showing rev-
enues of §25,000. Size as measured by
mean asscts (from Compustat) was $23.3
million (std.dev. = $§23.8 million), with
the largest firm showing assets of $§97.3
million and the smallest demonstrating
assets of $201.000. As illustrated by these

data, the responding firms from the ten
SICs sampled for this study were small
and represent a range of firm sizes with-
in the small business category.

Data Analysis

Two series of regression analyses
were used to estimate the relationships
between the change in the return on
common equity (ROCE) and change in
cash flow to sales (CFSALES) and the
retrenchment  variables (X)), For both
dependent variables, the change score
was caleulated by a subtraction of the
Time One results (fourth quarter 1989)
from the Time Two results (fourth quar-
ter 1992). Likewise, the change score for
the survey-based retrenchment variables
(the independent variables) was caleulat-
ed by subtracting the Time One results
from the Time Two results. In addition to
the retrenchment variables used in this
analysis, size, as measured by the loga-
rithm of Total Asscts, was included as a
control variable. Tor analysis of both
ROCE and CFSALES, the least squares
method was used to estimate the regres-
sion coefficients (H) in two separate
cquations of the form:

Yooca— Op,. -t OyXy & BaXs th Ll
b, X,, + u (Equation 1)
)(/v/"\l”/‘\ o= /)“ + /)/\/ + /)_)/\_) e e Hho

b, X,, + u (Equation 2)

where 1 denotes the random distur-
bance term. In these equations, the re-
gression coefficient (b)) represents the
change in the dependent variable associ-
ated with a onc-unit change in the inde-
pendent variable. Prior to estimating the
respective regression equations, all data
were standardized (1o a mean of zero
and a standard deviation of one) o
remove any possible effects due to large
magnitude differences in units. Follow-
ing standardization of the data, stepwise
regression was used to determine which
of the independent variables were signif-
icantly related to the respective depen-
dent variables. Results from the stepwise
regressions were confirmed by using the
forward and backward regression proce-
dures.
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Evaluation of the final regression
equations included tests for violations of
the basic assumptions of the regression
model. No violations of the regression
model assumptions due to deviations in
normality. heteroscedasticity, or inde-
pendence of the error terms was detect-
ed. In addition, evidence of influence
points and/or outliers were checked and
found to be within generally acceptable
limits.

Results

Equation 1. which investigated the
organizational factors related to overall
firm performance, as measured by return
on common equity (ROCE), produced a
model with an adjusted B2 = 835; F =
25.03 (see Table 3). Tt is interesting to
note that the mean change in ROCE from
the fourth quarter of 1989 to the fourth
quarter of 1992 was 9.25 percent (std.
dev. = 163.13 perceny). This 9 percent
increase in average ROCE during the
study period demonstrates that the firms
studied appear to have developed etfec-
tive responses to the economic down-
turn.

The retrenchment variables that were
significantly related to ROCE at the .05
level were: (1) major expenditures on
research and development (b = -.40): (2)
relying on long-term debt for funding (b
= .14); (3) restructuring departiments by
product line (=30 ) (4) restructuring
departments along functional responsi-
bilities (& =30 ); (5) producing high
quality products (h = -.38); (6) manufac-
turing on a customer-order basis (b
=.57); (7) improving new product devel-
opment capabilities (b= .43): (8) increas-
ing research and development produc-
tivity (h = -.33); (9) focusing on large
contracts (b =-21); (10) reducing sales
staffs and advertising expenses (b =-.20);
(11) involving the Board of Directors in
strategic planning (£ =-.20): and (12) in-
volving the Board of Directors in capital
allocation decisions (b = -.42). The inter-
cept for Equation 1 (ROCE) was signifi-
cant with a » = .13, Interestingly, size
was not significantly related to ROCE.

Equation 2, which investigated the
organizational factors related o perfor-
mance, as measured by cash flow to
sales (CFSALES), produced a model with
an adjusted RZ = 86; F= 26.05 (see Table
4). Examination of the mean change in
CFSALES demonstrated a decrease of 4
percent (std. dev. = 47 percent). This de-
crease in the average ratio of cash flow
to sales for the firms in this stdy il-
lustrates the difficulty the firms were
having maintaining cash flow levels dur-
ing this period of economic slowdown.

The retrenchment variables that were
significantly related 1o CFSALES at the
03 level were: (1) narrowing geograph-
ic distribution coverage (b = .39); (2)
broadening geographic distribution cov-
erage (b= 47): (3) relying on long-term
debt for funding (b= .33): (4) decreasing
product line breadth (b = -.26); (3) de-
centralizing managerial responsibility (b
= -.30); (6) focusing on hetter control of
firm performance (b= -21: (7) produc-
ing low-cost, tow- quality products (h =
770 (8) using value analysis in product
development (b = .29); (9) technological
leadership (b = .52) (10) capital struc-
ture flexibility in terms of raising new
funds (b = -26); (1) attempling to
improve bond ratings and common
stock performance (h = -39); and (12)
involving the Board of Directors in cost
reduction decisions (b = -80). The inter-
cept term was significant with a (b =
-.05). Once again, size was not signifi-
cant in the analysis.

Table 5, giving the mean differences
and associated standard deviations for
the retrenchment activities found signifi-
cantly related to ROCE or CFSALES, com-
pletes the picture for the small firms
studied. Tt is important to note that a
positive mean difference for an activity
shown in Table S5 implies that the
retrenchment activity was emphasized in
response to the recession, while a nega-
tive mean difference implies that the
retrenchment  activity  was — de-empha-
sized in response to the recession. It is
also interesting to note that only “major
expenditures on product development-
oriented R & D™ was de-emphasized dur-
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ing the study period. All other activities
were  emphasized in response to the
recession.

Discussion

One major objective of this rescarch
was to explore which retrenchment
activities contributed most to the perfor-
mance of small businesses reacting to
the pressures of an cconomic downturn.
These retrenchment activities can  be
grouped into five general arcas: financial
management, marketing, product devel-
opment and R & D, production manage-
ment. and organizational restructuring.
Ot the financial management factors
included in this study, an increase in the
emphasis on long-term debt for funding
had a positive impact on ROCE. This is
most likely due to an increase in finan-
cial leverage in these firms during the
study period.

In the area of product development,
the firms in this study increased their
emphasis on improving new  product
development  capabilitics  during  the
study period. This increase in product
development emphasis was found to be
positively related to ROCE. Apparently,
during economic downturn, an increase
in product development capahilities can
be used to boost performance in small
firms. However, it appears that “major”
expenditures on product development R
& D during an cconomic downturn is
not the best approach. Firms in the study
decreased these major R & D related
expenditures during the study period,
which proved to be an appropriate
action, as the de-emphasis on these ex-
penditures  was  positively  related  to
ROCE. It is also interesting to note that
increases in R & D productivity were
emphasized during the study period, but
also had a negative relationship with
ROCE. Given these findings it appears
that an increase in the emphasis on
product development capabilities is ap-
propriate, but careful control over the
types of expenditures in related research
and development arcas is effective.
However. care must be taken not to sti-
fle the creative process by over-empha-
sizing increases in R & D productivity.

In the arca of production manage-
ment, two factors appear to have an
impact on performance as measured by
ROCE. The first factor deals with an
increased emphasis on manufacturing on
a customer-order basis. This increase in
manufacturing for specific  customer
orders proved to be stongly related to
ROCE and may reflect reducing the ex-
penses of meeting  customer  require-
ments by reducing the uncertainty pre-
sent in marketing a product to a large
market (versus a specific customer). Also
of interest is that the production of high-
quality products was emphasized during
this period and was found to be nega-
tively related to ROCE. Apparently. these
small firms focused on producing high-
quality products, but this focus missed its
mark in terms of satisfying customers
(who were apparently less interested in
quality  products  during this  period),
which hurt performance as measured by
ROCE.

Several marketing issucs appeared to
have an impact on ROCE. The first mar-
keting activity that was negatively relat-
cd to ROCE was an increased emphasis
on large contracts secured from large
customers and the government. Large
orders often require  expensive  cus-
tomization to meet special customer
requirements. In addition. often large
orders are placed only when a discount
is offcred. This emphasis on large orders
appears not to have had the desired ben-
efit to these small firms, as emphasizing
large contracts hurt these firms during
the economic downturn. This is interest-
ing when contrasted to the positive rela-
tionship between manufacturing on a
customer-order basis and ROCE. Manu-
facturing for specific customer orders
typically lowers the firm's risk and finan-
cial exposure due to large inventories.
However, this advantage appears to be
partially offset by the discounting neces-
sary to obtain large orders. Perhaps an
optimum order size exists to balance
these factors. Obviously, this is an area
that needs additional exploration and in-
depth study. Finally, although cost con-
trol is important during periods of eco-
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nomic turmoil, apparently cutting the
advertising and sales budget is not a
good place to attempt retrenchment.
Firms that reduced their marketing ef-
forts by reducing sales staffs and adver-
tising expenditures fared worse than
firms that maintained or increased mar-
keting efforts.

Organizational restructuring is also a
tactic that firms used to respond to the
economic downturn. The small business-
es in this study emphasized either func-
tional or product line-based restructuring
in their retrenchment activities. For the
firms in this study, these restructuring
activities appear to have been appropri-
ate responses to the recession,  as
restructuring by product lines or by tunc-
tional areas was positively related to
ROCE. Another action sometimes em-
ployed by firms is to increase the in-
volvement of the Board of Directors
(BOD) in the major planning and oper-
ating decisions of the firm. It appears
that an increase in BOD involvement is
not particularly useful, as an increase in
BOD involvement in strategic planning
activities and capital allocation decisions
had a negative impact on ROCE. Thus, it
appears that involving the BOD in these
issues is counterproductive, perhaps due
to the distance between day-to-day oper-
ating decision and the BOD's perspec-
tive.

The second approach to assessing the
impact of the recession on the perfor-
mance of the small firms in this study
focused on the impact on cash flow to
sales (CFSALES). Five areas appeared to
have an impact on CFSALES: finance,
production, marketing, distribution, and
organizational restructuring.

Three financial management strate-
gies were emphasized by the firms to
meet the challenge of the recession. The
first, the improvement of bond ratings
and stock performance, proved to be
negatively related to CFSALES. By em-
phasizing stock and bond performance
(perhaps through over-emphasis on cost
cutting), it appears that these small firms
actually hurt their cash flow situation
during the study. The second financial
management factor, the development of

a flexible capital structure to  tfund
growth during this period. hurt perfor-
mance, as measured by CFSALES. The
third, using long-term funding as a
source of funds and thereby increasing
financial leverage, appears to have been
an appropridale action, as it was positive-
ly related to CFSALES.

The second area to significantly im-
pact CFSALES was marketing. The two
factors with the highest beta coefticients
were: (1) an emphasis on  producing
low-cost, low-quality, discount products
(b =.77); and (2) an emphasis on using
value analysis in ongoing product devel-
opment (b = .29). Apparently, the cus-
tomers of these small firms were more
interested in discount products (those
delivering adequate performance at low
prices) than on quality products during
the recession. This is somewhat to be ex-
pected, as customers trim their own bud-
gets. Thus, the firms in this study that
emphasized lower-priced, lower-quality
products tended to perform hetter. It is
interesting to note that although many
firms cut product lines during this peri-
od, customers apparently wanted firms
to maintain their full lines during this
period—decreasing product line breadth
during the recession was negatively
related to CFSALES (b = -206). Taken
together, these factors indicate that the
best performing firms maintained prod-
uct lines but shifted emphasis to lower-
price, lower-quality products during the
recession.

Analysis of the firm's distribution
efforts paints a somewhat conflicting pic-
ture. Firms with higher levels of perfor-
mance, as measured by CFSALES. both
broadened geographic coverage and
narrowed geographic coverage during
the recession. Interestingly, both of these
approaches were positively  related to
CFSALES. However, the mean difference
for broadening geographic coverage is
very small (.02) with a fairly large stan-
dard deviation (1.29), which may indi-
cate that firms were not really broaden-
ing geographic coverage. Alternatively,
firms may have narrowed coverage in
some geographic areas while actually in-
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creasing breadth in arcas that appeared
promising.

In addition to marketing, distribution,
and finance, organizational restructuring
was also related to CFSALES. Emphasiz-
ing the decentralization of management
responsibilities was negatively related to
CFSALES. Although this finding runs
counter to much of the popular manage-
ment theories about empowerment, dur-
ing recessions empowerment may be
more inefficient and thus hurt cash flow.
This finding supports the idea that firms
should centralize some decision-making
during recession to control costs and
reduce the inefficiencies that may he
present in 4 highly decentralized organi-
zation. Running somewhat contrary to
prior expectations, an emphasis on con-
trol over the firm's general performance
was negatively related to CFSALES. This
finding appears to reflect the need to
assert control without stifling all lower
management initiative and creativity. Or
perhaps this finding reflects an emphasis
on the wrong techniques to control per-
formance. This finding definitely needs
further exploration and study.

The next two areas of interest, cach
with one tactic significantly related to
CFSALES, were (1) technical leadership,
and (2) BOD involvement in cost reduc-
tion decisions. Technological leadership
was emphasized during the study period
and demonstrated a strong positive rela-
tionship with CFSALES, thus demonstrat-
ing its appropriateness. Also emphasized
during the study period but negatively
related to CFSALES wuas involving the
Board of Directors in cost reduction
decisions. This was strongly and nega-
tively related to CFSALES (b = -.80), illus-
trating a counterproductive action. Thus
it appears that involving the Board of
Directors in cost cutting may be a poor
tactic for small firms during economic
downturn.

Summary and Conclusions

This study investigated a set of re-
trenchment activities that small business-
es can use to improve their performance
during periods of economic downturn.
The good news is that many common

retrenchment activities did improve the
performance of the small firms studied.
For example. organizational restructuring
wis an effective tactic, as was a focus on
lower cost products for customers, com-
bined with careful management of the
rescarch and development and product
development functions. In essence, it
appears that when a recession forees
cutbacks among a small manufacturing
tirm's customers, these companies must
be flexible enough to respond to their
customers’ need for less expensive prod-
ucts. Careful management of costs across
the organization and careful manage-
ment of the research and development
and product development areas appear
to be vital parts of delivering the cost
savings benefits needed by the firms’
customers.

Cost cutting is not without its risks.
however. This study points out that an
over-emphasis on cost cutting (especial-
ly in advertising and sales-related areas)
is often counterproductive. This finding
is especially interesting in that many of
the firms studied operate in relatively
high-tech industries, where muarketing
and sales capabilities often are viewed as
less important than research and devel-
opment capabilitics. Thus, it appears that
managers in these and similar industries
can hit a point of diminishing returns in
cutting their advertising and sales func-
tions, and if this occurs, performance
will be negatively impacted. Further-
more, it appears that an over-emphasis
on control by upper management and
the BOD can hurt performance during
an economic downturn. Most likely, this
negative impact stems from attempts by
upper management and the BOD to
micromanage issues better understood
by lower and middle management. Ob-
viously, these conclusions must be
viewed as somewhat preliminary in light
of the sample employed in this study.
However, for managers of small manu-
facturing firms, these findings present
useful insights into common retrench-
ment activities during periods of eco-
nomic downturn.
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