View metadata, citation and similar papers at core.ac.uk brought to you by fCORE

provided by Vlerick Repository

Vlerick Leuven Gent

‘Management School

the Avtomnmome Monsgement Schonl of
[T l.nl'!mll,l umnl Katbalinks Updversiein Leuves

Vlerick Leuven Gent Working Paper Series 2009/21

FINANCIAL DISTRESS AND FIRM EXIT: DETERMINANTS OF I NVOLUNTARY
EXITS, VOLUNTARY LIQUIDATIONS

AND RESTRUCTURING EXITS

SOFIE BALCAEN
JOZEFIEN BUYZE
HUBERT OOGHE

D/2009/6482/24


https://core.ac.uk/display/288011521?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1

FINANCIAL DISTRESS AND FIRM EXIT: DETERMINANTS OF I NVOLUNTARY
EXITS, VOLUNTARY LIQUIDATIONS

AND RESTRUCTURING EXITS

SOFIE BALCAEN
Ghent University
JOZEFIEN BUYZE
Ghent University
HUBERT OOGHE

Vlerick Leuven Gent Management School

! The authors would like to thank Antoon Lenaertt{dizal Bank of Belgium), Cécile Buydens and Guy\2eix
(Balanscentrale of the National Bank of Belgium)tfeeir helpful cooperation with Sofie Balcaen’<tiwal
research and provision of the requisite data. Thleass also recognize the indispensable contribataf Sophie
Manigart (Universiteit Ghent), Charles Van Wymeérgeacultés Universitaires Notre-Dame de la Paayhr),
Didier Van Caillie (Université de Lieége) and Erllaitinen, and gratefully acknowledge the finaneissistance of
the Ghent University Special Research Fund.

Contact:

Hubert Ooghe

Vlerick Leuven Gent Management School
Tel: +32 09 210 97 86

Fax: +32 09 210 97 00

Email: Hubert.Ooghe@vlerick.be



ABSTRACT

This paper provides new insights on the determmantirm exit after distress. Using nested
logit models and a sample of 6118 distress-relai¢id from Belgium, we analyze the impacts
of available and potential slack and the relatiffieiency of voluntary liquidation, compared to
acquisition and merger, on the type of exit. It egms essential to examine the type of exit
outcome as a two-stage process. The first stagaidems the fundamental distinction between
voluntary and involuntary exit, the latter beinge tleast favorable and most avoided exit
strategy. In this situation, high levels of avaiéalnd potential slack resources, as reflected by
large cash holdings, strong group relations anddomwent leverage, increase the probability of
voluntary exit. High slack allows distressed firtosavoid bankruptcy and decide on their exit
process. In the second stage, and provided thati®xoluntary, voluntary liquidation is
compared to restructuring exit (acquisition, mergersplit). In this stage, a higher relative
efficiency of voluntary liquidation compared to estructuring exit, as indicated by absence of
group relations, small firm size, high secured delsel and large cash holdings, increase the

likelihood of voluntary liquidation and reduce thebability of a restructuring exit.



1. INTRODUCTION

As a result of a situation of economic distresan$i may eventually exit. Besides
entering an involuntary exit procedure, a distrddgen has other exit options. For example, it
may choose to exit in a more efficient and ordengy through voluntary liquidation.
Alternatively, it may opt for acquisition by anothBrm (Astebro and Winter, 2001) or a
merger. Bulow and Shoven (1978) and Shrieves aade8$ (1979) suggest that bankruptcy
avoidance may motivate mergers. Especially dutiregdast decade, acquisitions and mergers
have appeared as more favorable exit alternativesany continental European countries. An
intriguing question in this respect concerns thesoas why some firms exit involuntarily (by
bankruptcy), while other firms exit by a voluntdiguidation or by an acquisition or merger.
Given that the eventual exit type may have impdriamplications for a distressed firm’s
stakeholders, including creditors, shareholdersiddes, employees, customers, suppliers,
related firms, government, and the economy as dewhbis research question is important.
Moreover, in the context of the current global esraic downturn, this question is both timely
and relevant. However, until now, surprisinglylétis known about the determinants of a
distressed firm’s exit type.

There are several reasons for this lack of insigtat the determinants of the type of
distress-related exit. First, most academic studliesorporate failure and business failure paths
simplify the concept of business failure to bankeypexit alone and do not look at the
alternative forms of exit available to firms. Evéiie empirical studies that have emerged with
the recent resurgence of interest in studies opotate failure strongly focus on involuntary
exit in the form of bankruptcy. These studies deavéd in that they ignore the fact that
voluntary exit types, such as voluntary liquidati@equisition and merger, are alternatives to
bankruptcy. A further issue that is largely ignoiedhese studies is that not all bankruptcies
are related to failures. Although a bankruptcy deation is often based on poor liquidity and/or
solvency, some bankruptcies are simply the resula strategic decision not preceded by
distress. Financially stable firms may file for ankruptcy because they simply want to rid
themselves of their debts and restart businessitgctvith a clean sheet. Alternatively, some
bankruptcies result from sudden and unexpectedi®veumch as a natural disaster. The implicit
inclusion of ‘sudden bankruptcies’, reflecting $dgic decisions (Hill et al., 1996), and
‘accidental bankruptcies’, resulting from an unectpd event (Davis and Huang, 2004) may

result in biased conclusions about the determinafrisilure paths.



Furthermore, most empirical studies about corpoi@tare and business failure paths
are based on small samples of large (listed) fiamd, therefore, have a rather low external
validity. For example, Laitinen (1992), Laitinen9d1, 1993, 1994), Luoma and Laitinen
(1991), and Van Wymeersch and Wolfs (1996) samplg 20, 40, 36 and 136 failing firms,
respectively. Together, these three shortcomingsaasociated with a lack of insight into the
broader phenomenon of business failure. Second; ptudies on distress-related exit mostly
have a limited scope. An important limitation isthhey do not consider multiple exit types
and often compare only two exit alternatives. Aty mostly are based on small samples and
only observe the distressed firms close to exitpigng information from a broad pre-exit
window (Pastena and Ruland, 1986; Peel and Wilk®89; Kanatas and Qi, 2004).

In this study, we extend the narrow concept of mess failure, which is strongly
associated with involuntary exit (bankruptcy), with possible types of exit as an outcome of
distress. We explore the concept of distress-relatet, considering multiple exit types, and
attempt to identify the determinants of the exgeyby investigating several firm characteristics
at the first signs of distress and at the time»af. &Vith this multistate approach to distress-
related exit, we fill an important gap in the exigtliterature on business failure and firm exit.
We distinguish between three main exit types: (Moluntary exit, following bankruptcy,
compulsory liquidation or reorganization proceduf@) voluntary liquidation; and (3)
restructuring exit, being an acquisition, mergersplit. In this study, the term ‘restructuring
exit’ is not related to reorganization or interfiain restructurings, but it rather indicates that
the eventual exit results from an external, legatructuring, such as a merger or an acquisition.
To account for the fundamental distinction betwesoluntary and voluntary exits, we employ
a two-stage approach. In the first stage, volunéiy is an alternative outcome to involuntary
exit; in the second stage, and providing exit ikimtary, voluntary liquidation is compared to a
restructuring exit. The reason for this fundamepéatition into involuntary and voluntary exits
is that an involuntary exit is clearly the mostawdrable exit option. In a situation of distress,
managers will try to avoid involuntary exit becausslike the voluntary exit types, it involves
the greater destruction of economic value and pessionly partial compensation for
stakeholders. As a result, an involuntary exitikely to be driven by different determinants
than the voluntary exit types. Provided that ardssted firm is able to avoid involuntary exit, it
can voluntarily decide about the desired exit modeing a voluntary liquidation or a
restructuring exit in the form of an acquisitionraerger. In this second stage, it is not clear

which exit type is most favourable.



In both situations, external stakeholders recoverstmof their contributions. By
considering firm exit as a choice, our focus onamigational mortality complements the
existing literature on business failure, where exinostly seen as being enforced by the firm’s
environment and hostile to the firm.

Guided by organization theory on slack resourced hrerature about strategic
management, this study investigates how the levellack resources and the relative efficiency
of the voluntary exit systenst the start and at the end of the exit processriaéne the exit
type as an outcome of distress. We argue that vadable and potential slack resources
contribute to avoiding forced exit and, hence, deiee the probability of involuntary exit
compared to voluntary exit. Further, we argue tha relative efficiency of voluntary
liquidation as compared to a restructuring exitplaxs the type of voluntary exit, being a
voluntary liquidation or a restructuring exit. Tlesesearch questions are investigated using a
large Belgian sample of 6,118 distress-related sexaf nonstarting firms, including
bankruptcies, voluntary liquidations and restruciiexits (i.e. acquisitions and mergers). This
sample mainly includes small and medium-sized, gbely held firms. All firms are more
mature, as we exclude starting firms whose exitsitmts may be very different from those of
mature firms. First, we show that high availablel gpotential slack resources decrease the
probability of an involuntary exit, while the rela efficiency of voluntary liquidation
compared to a restructuring exit determines the tyfpvoluntary exit.

By providing empirical evidence on the determinasftshe exit type of firms that have
experienced a situation of distress, this papetrifnrtes to the literature about the process of
business failure and firm exit. More specificallye simultaneous analysis of all possible exits
as an outcome of distress—including bankruptcyunalry liquidation and different types of
restructuring exit—fills a gap in the existing ig¢ure and allows new theoretical and practical
insights into which exit strategies are employedrdbver, the two-stage specification of the
eventual exit outcome allows us to understand béite effects of diverse explanatory factors
and the dynamics that play in the exit processthieny by demonstrating the effect of slack
resources and the relative efficiency of voluntiguidation on the type of exit after distress,
our study contributes to the literature on slackoteces and to the strategic management
literature. Additional contributions of this paperthe existing literature are fourfold. First, the
richness of our dataset allows analysis of thecedfef available and potential slack resources
and the relative efficiency of voluntary liquidatiand restructuring exit as exit systems on the

type of exit path.



Second, the analysis of a large sample of distelased exits in Belgium including a
substantial number of small and privately ownedistedl firms—which have been largely
neglected in previous studies about firm exit andimess failure—makes it possible to draw
conclusions that can be more readily generalizesith®e sample includes all exits from the
period 1998-2000 and does not result from furthelection criteria, selection biases are
minimized. Third, the focus on the exit of non-8tay more mature firms, which act differently
compared to new or starting firms confronted witbtress, allows conclusions to be generated
for categories of exits that have until now remditegely unexplored. Finally, by considering
historical firm information from a broad pre-exitndow up to 10 years prior to exit, this study
adds significantly to the existing business failsteidies, which are often limited to the
investigation of firm information close to exit.

The remainder of the study is structured as folldBexction 2 gives an overview of the
literature on distress-related exit. It also byieSummarizes the various exit opportunities for
distressed firms and explains the need for a t@gestmodeling approach. Section 3 formulates
hypotheses about the effect of slack resources thedrelative efficiency of voluntary
liquidation versus restructuring exit on the exyipe. Section 4 elaborates on the sample of
distress-related exits, the nested logit methoddlyyt is used to identify the exit type
determinants and the variables. Section 5 repbdsrésults of the nested logit models and
section 6 summarizes the most important conclusiand gives suggestions for further

research.

2. DISTRESS-RELATED EXIT AND EXIT TYPES

2.1. Exit types of distressed firms

When exiting, a firm has several exit opportunitieésvoluntary exit, voluntary
liquidation and restructuring exit. The first eiipe, involuntary exit, may involve bankruptcy
procedures (i.e., Chapter 11 in the U.S.), or adimigrup enforced by the court (also known as
compulsory liquidation). Worldwide, bankruptcy peaitires are usually part of insolvency
regulation for financially distressed firms, allowi an appropriate person (i.e., the
manager/owner or a creditor) to file for bankruptSpecific commissioners are then assigned
with the task of sorting out the distribution ofetlirm’s assets to compensate for the debt

claims and then of liquidating the assets.



In most cases, the economic consequences of baokrane that the firm’s stakeholders
are only partially paid and the firm’'s operatioapermanently closed. In the case of a judicial
winding-up, the court makes an order for the firmmle liquidated on the petition of an
appropriate person. This procedure is used legaérgly than bankruptcy procedures.

The second exit outcome is voluntary liquidatiomeTshareholders can on their own
decide to voluntary liquidate a firm when the lidaiion value of the assets exceeds the
liquidation value of the liabilities. In this sittian, the firm is able to settle all its liabilise
from the proceeds of the liquidation of the assEli® remaining liquidation proceeds accrue to
the shareholders. Shareholders are likely to optafwoluntary liquidation when the firm’s
going-concern value of the firm is less than theueeaof the firm’s assets. If the liquidation
value of the assets does not allow covering thetantling liabilities, the creditors have to
formally approve the liquidation procedure and liqaidation plan. They also retain the right
to call for a bankruptcy, if this would appear twriease their chances of recovering their
accounts (Dewaelheyns and van Hulle, 2008). Inghaation, shareholders get nothing out of
the liquidation procedure. With a voluntary liquiida, the directors and owner/shareholders
hence willingly agree to initiate a liquidation pemlure, without outside pressure or order from
the Court of Commerce or from creditors. The fisriguidated upon voluntary decision of the
directors and shareholders.

The third exit category is the restructuring eXihis refers to all exits of a voluntary
nature where a firm undergoes a major transformafitis causes a change in the firm’s legal
identity and the firm disappears without a liquidatprocedure. A restructuring exit may lead
to (1) an acquisition or takeover by another fipussibly a healthy industry rival or a related
firm; (2) a merger with another firm involving thiundation of a new firm and the
disappearance of the merged firms; or (3) a spliteneby the distressed company is
decomposed into several units, which may be sotéappear as new firms. Unlike involuntary
exit and voluntary liquidation, much of the firnpsoductive capacity is reused in the economy
with a restructuring exit. Moreover, a restructgriexit does not require a final distribution of
properties, nor does it require a total discharfedebts. For example, in the case of an
acquisition, debts are often secured by the newpaom

When comparing involuntary exit with voluntary exitpes, it is obvious that the
involuntary exit can be considered as the mostuanéeble exit type for a distressed firm.

It entails the greater destruction of economic ®albhence reducing the number of
stakeholders being fully compensated and increasiaghumber incurring losses. Moreover,

taxes due are often not fully paid.



As this is the least favorable option for many staMders, including shareholders, who
are the residual claimants and usually receiveingtfBulow and Shoven, 1978), firms usually
attempt to avoid an involuntary exit. Converseljthva voluntary exit, all external stakeholders
are usually compensated, and only shareholderssufégr losses. In addition, and in contrast
to a voluntary exit as the result of ‘entreprenaluself-selection’, an involuntary exit involves a
juridical procedure that is often initiated by exi@ parties (financial institutions, companies,
individuals and/or government) and therefore fitithe ‘external selection’ exit mechanism
(Prantl, 2003).

2.2. Literature review

There is a recent upsurge in studies on the detamts of firm exits, distinguishing
between different types of exits. Some studies$amuowner characteristics in entrepreneurial
firm exits (e.g. Harhoff et al., 1998; Prantl, 20Q%roy et al., 2009). The current study,
however, focuses on firm characteristics that deitee whether a firm has a higher probability
of exiting through different exit modes. A firm hashigher probability of going bankrupt
compared to being acquired when the firm is olaet larger (Buehler et al., 2006, in a sample
of Swiss firms), has a low asset quality, low eagsi and high managerial efficiency
(Wheelock and Wilson, 2000, in a sample of 4000 mencial U.S. banks). Further, a firm has
a higher probability of going bankrupt comparedbtging voluntarily liquidated when it is
larger — both at start-up (Prantl, 2003) and at @tarhoff et al., 1998) — and when it is a
subsidiary rather than an independent firm (Harleof&l., 1998; Prantl, 2003). Also, a limited
liability status and diversification lowers the patility of voluntary liquidation (Harhoff et al.,
1998). Few studies distinguish between exitingugloa merger or acquisition and voluntary
liquidation. Entrepreneurial firms have a higheslgability of being acquired, rather than being
voluntarily liquidated, when they are larger andrenprofitable (Leroy et al., 2009).

Few studies to date distinguish between multipietgges, however. Most studies use a
binary approach, comparing only two outcomes, leagkruptcy versus acquisition. Exceptions
are Koke (2002), who distinguishes bankruptcy, @&itjon and survival, but fails to find

determinants of bankruptcy versus acquisition.



Further, Schary (1991) uses a four-state multinblogit model to distinguish between
bankruptcy, voluntary liquidation, merger and suali and Cefis and Marsili (2007)
distinguish between bankruptcies and voluntary wies, mergers and acquisitions, and exits
through radical restructuring, comparing theseetast types with a group of continuing firms.
Jones and Hensher (2007) use a nested tree seuctwwompare insolvent firms, distressed
acquisitions and outright failures with survivingnis. Interestingly, while these studies
confirm earlier findings on characteristics thattisiguish between exit and survival, they find
few characteristics that distinguish between déffeerexit types. Neither firm profitability nor
other firm characteristics, such as firm size, namtif plants or financial reserves explain the
difference between bankruptcy and other exits, dkquisition (Schary, 1991; Kboke, 2002).
Only the industry type is found to explain the esdtcome, with bankruptcies being relatively
more prevalent in clothing, machinery and constomctof other vehicles (in particular
shipyards) and takeovers being relatively more gdext in ore mining, rock and stone mining,
paper and metals (Koke, 2002). Although the degfdeancial leverage does not distinguish
between bankruptcy and acquisition (Schary, 1993keK 2002), a larger total debt to total
equity it is found to increase the probability aof autright failure compared to insolvency or
distressed mergédones and Hensher, 2007).

Little is known to date, however, on how distres$ieahs exit, as most exit studies
ignore whether firms are distressed or financib#althy before exiting. Except from Jones and
Hensher (2007), all above mentioned studies comgidierent exit types or simply compare
firms that exit with financially healthy firms thaurvive. Some studies focus on exit of
distressed firms, however, thereby taking a birarncome approach (Peel and Wilson, 1989;
Pastena and Ruland, 1986; Kanatas and Qi, 200gtyeBsed firms have a higher probability of
exiting through an acquisition rather than goingqikrapt, if they have a more favorable
liquidity profile and are less levered (Peel andséh, 1989). Further, the probability of a
merger as an alternative to bankruptcy is highefifms with a lower leverage, a larger size or
a high ownership concentration (Pastena and Rule8®B). Additionally, distressed firms have
a higher probability of exiting through an acqudsitrather than being voluntarily liquidated if
they have a higher leverage (Kanatas and Qi, 20Bd3ides the limitations of the binary
approach, another weakness of the few studies ifagus the exit type of distressed firms is
that they use a small sample of merely 72 (Peel\afiildon, 1989) or 110 distressed exits
(Pastena and Ruland, 1986). These studies migltehle® prone to sample selection biases.
Further, they focus on firm characteristics clasexit and ignore information from a broader

pre-exit window.
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Not all firms exit shortly after having experiencadlistress situation, however (Balcaen
et al., 2009). For example, firms may first try testructure in order to survive as an
independent entity. It is hence likely that firmacacteristics may change considerably between
the first signs of distress and the exit.

The current study addresses shortcomings in tleeatilre by focusing on exits of
distressed firms, thereby distinguishing betweenltiple outcomes. More specifically,
bankruptcy, voluntary liquidation, and acquisitiosssd mergers are distinguished by using a
multistate approach on a large unbiased sampléstkeds-related exits. We examine whether
there are differences between the determinantseskt exit types, conditional on a firm having
experienced economic problems and exiting. To aucdar the fundamental distinction
between involuntary and voluntary exit, we exantime exit type outcome of a distressed firm
as a two-step process by applying a two-stage nmgdapproachin a first stage, involuntary
exit is compared to voluntary exit. At this stageyoluntary exit is avoided unless the
distressed firm has no other alternatives. In sors@cstage, and provided that the exit is
voluntary, voluntary liquidation is compared toestructuring exit. Having been able to avoid a
bankruptcy, the distressed firm can voluntarilyidecabout the desired exit mode. For some
firms, voluntary liquidation may be the most effiot exit option, while for other firms, an
acquisition or a merger (i.e. a restructuring eidtjnore efficient. In both situations, external
stakeholders recover most of their contributionghe firm. Shareholders usually prefer an
acquisition over a liquidation, as in case of aguéition they receive shares or cash from the
acquiring firm and there is still the opportunity fpositive abnormal returns, while in the case
of voluntary liquidation, they usually receive vditfle or nothing (Jensen and Ruback, 1983;
Pastena and Ruland, 1986). A restructuring exiasyever, not always the most efficient exit
option compared to voluntary liquidation. Althoughis often asserted that a takeover or
merger is a better exit option than liquidatiowotuntary liquidation may in some cases appear
as the most optimal or most efficient exit syst&aves and Porter, 1976; Ghosh et al., 1991,
Gimeno et al., 1997; Maksimovic and Phillips, 200This will depend on the conditions
underlying the exit decision and the associatedlle¥efficiency of the respective exit systems.
Further, firm characteristics at the first signdi$tress and close to exit are included in the

study, which allows for extension of the existirigriature.
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3. DETERMINANTS OF EXIT TYPE

First, this study investigates how the level of imde slack and potential slack
resources at the first sign of distress and attiine of exit determine the probability of
involuntary exit, as a less favorable exit type panmed to voluntary exit. Guided by
organization theory, we argue that higher levelslatk resources will allow firms to avoid
involuntary exit and opt for a more favorable, vdhry exit type, such as voluntary liquidation,
acquisition or merger. Second, we suggest thatythe of voluntary exit will depend on the
relative efficiency of the two voluntary exit syste of voluntary liquidation and restructuring
exit. We hence investigate how different factorfeetfng the probability of a successful
voluntary liquidation and the probability of a sassful restructuring exit impact the exit type

outcome.

3.1. Voluntary versus involuntary exit

Organization theory sees a firm as an entity teaks survival as the ultimate goal. In
order to survive, a firm should be able to adapte@nvironment and protect its core (Hannan
and Freeman, 1989). In this context, firms accuteuséack resources, because organizational
slack acts as a buffer to protect their core framvirenmental pressures and (short-term)
random fluctuations in the environment (Cyert anaréh, 1963; Thompson, 1967; Pfeffer and
Salancik, 1978; Bromily, 1991; Cheng and Kesner97)9 Bourgeois (1981) defines
“organizational slack” as “that cushion of actual potential resources which allow an
organization to adapt successfully to internal guess for adjustment or to external pressures
for change in policy as well as to initiate changesstrategy with respect to the external
environment. (p30)”. Organizational slack serves as a resourdadkle problems (Sharfman
et al., 1988) and as an enhancer of strategic b@mhauch as firm expansion, innovation or
valuable alliances, especially in situations of imnmental shifts and strategic uncertainty
(Cyert and March, 1963; Thompson, 1967; Bourgek881; Cheng and Kesner, 1997; Tan and
Peng, 2003). In uncertain environments — for exaniplancial distress, recessions, demand
shocks — the presence of slack resources mitigates and allows firms to survive (Sharfman
et al.,, 1988; Tan and Peng, 2003; Latham and Bra0d@8). Slack resources are defined as
resources that are “visible to the manager and @maple in the future” (Sharfman et al., 1988,
p. 602). High discretion slack resources are ctijemcommitted resources that are relatively
liquid and can easily be redeployed in a wide vgrad situations (Singh, 1986; Sharfman et
al., 1988; Hambrick and D’Aveni, 1988; Voss, Sifdesikh and Voss, 2008).
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Examples are cash holdings, marketable securitiesedlit lines. Low-discretion slack
resources — also called absorbed slack or recaeesidick — can only be used in particular
situations and may require considerable organizatichanges before the firm can use them.
Examples are excess machine capacity, inventoniesk in progress, accounts payable and
accounts receivable (Bourgeois and Singh, 1983;fieha et al., 1988; Bromiley, 1991; Miller
and Lieblein, 1996; Cheng and Kesner, 1997; Reudrlaeblein, 2000; Voss at al., 2008;
Latham and Braun, 2008). As a situation of envirental uncertainty and distress typically
increases the need for high-discretion slack ressufSharfmann et al., 1988; Latham and
Braun, 2008), this study on distress-related exitsises on high-discretion slack resources,
hereby following the approach of Cheng and Kesd&97), Sharfman et al. (1988), and
Bourgeois (1981). Bourgeois and Singh (1983), Bleynj1991) and Cheng and Kesner (1997)
further distinguish between “available slack” aqbtential slack”. While the available slack is
immediately available in the firm, the potentiahct has not yet entered the firm, but is
accessible within a short time frame. Potentiatlslare future resources that can be generated
from the environment.

Given the theorized role of slack resources in lyigincertain environments, the role of
slack resources may be even more pertinent iruat&n where a firm experiences distress and
where involuntary exiposes a threat. As the involuntary exit is the nuogavorable exit type
for a distressed firm and many of its stakeholdiénsis usually try to avoid this type of exit.
Slack resources may play an essential role indhaice. More specifically, we expect that
high slack resources contribute to avoiding invidiy exit and allow a distressed firm to opt
for a more favorable, voluntary liquidation or M&Mistressed firms with high levels of
available and potential slack resources are exgdcatenave a higher probability to avoid a
forced bankruptcy. First, high levels of slack rases make voluntary liquidation easier, as it
is more probable that sufficient cash is presevif@ble cash) or can be raised from affiliated
parties (potential slack) to fully repay all credg. Second, high levels of slack resources
decrease the probability of an involuntary exitgidavailable slack resources allow to absorb
changes, resist to environmental pressures antetpokblems that may threaten survival. If the
situation of distress goes along with a restrictéedess to external financial resources, high
levels of available slack allow distressed firmgableast temporary) continue their operations
and activities that constitute their core to sualiun other words, the existing slack resources
act as a "rainy-day" buffer (Latham and Braun, 2008is, in turn, increases the probability of
a voluntary exit. Further, a high level of availldlack allows for a greater flexibility in

adaptation to the situation of distress.
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For example, financial slack in the form of cash &® used to acquire the resources
that are necessary to implement a strategic ch@érageam and Braun, 2008), again increasing
the probability of survival and a voluntary exit.a similar way, high potential slack — induced
by additional slack resources that can be mobilizech the parent or related firm or cash
raised by additional funding in the form of debttereases the capabilities to avoid a forced
bankruptcy, to survive and ultimately to exit iv@luntary way. Thus, from an organizational
theory perspective, we predict that firms enterintp distress with ample available and
potential slack resources will be more able to @vioivoluntary exit and opt for a more
favorable, voluntary exit typeOn the contrary, in distressed firms with insuffici slack
resources, the deterioration of the distressedtsitu is likely to accelerate, causing ever-lower
levels of resources. As a result, we expect thdirmms with low available and potential slack
resources, an involuntary exit is likely to becomevitable, even in an early stage following

the first signs of distress. These firms are mikedyl to be subjected to involuntary exit. Hence:

Hypothesis 1: Available slack resources have atipeseffect on the likelihood of a

voluntary exit compared to involuntary exit

Hypothesis 2: Potential slack resources have aipestffect on the likelihood of a

voluntary exit compared to involuntary exit

Current cash and cash equivalents reflect the Igvalailable slack, while the level of
potential slack resources is determined by theréutccessibility of additional resources.
Indicators that reflect potential slack are thersfith of group relations and current leverage.
The latter, negative indicator of potential slagegely determines the future borrowing

capacity. We will elaborate on each of these indisaof slack resources.
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Cash holdings

Cash and cash equivalents (together labeled cddimg®) are available slack resources
because they involve currently uncommitted resauitbat can easily be redeployed for various
purposes (Sharfman et al., 1988). Myers and MjlaB4), for instance, define cash holdings
as ‘financial slack’. Firms may maintain large céwsiidings, far in excess of their transactions
needs, as a buffer to meet unexpected contingetwiessure survival (Baum et al., 2006a,
2006b). For this reason, high levels of cash hgklimay be viewed as “options purchased by
the firms’ managers that may be exercised in advénses in order to ensure firm survival”
(Baum et al., 2006a, p. 4). In case of distressh @aovides a firm with financial resources that
allow to absorb financial problems and to offseteptial difficulties in its access to credit or
other external financing and/or to initiate stratezhanges so as to adapt to the pressures from

the external environment.

Group relations

Group relations are a source of potential slackuess (Ringlstetter, 1995). As group
relations enable firms to establish an ‘interngitzd market’ where resources are reallocated
across firms, they facilitate the mobilization ¢dck resources (Shin and Stultz, 1998). In this
manner, they can (partly) overcome the problematedl to information asymmetries in the
external capital market, as group member firms lhsdave more information on the focal
firm’s prospects than outside investors (Deloof daders, 1996). For example, firms that are
part of a group may be able to absorb unexpectsid slaortages by speeding up the collection
of intragroup receivables (Deloof and Jegers, 198&hilarly, in a distressed situation, related
firms may provide different forms of financial supp such as equity participation,
subordinated loans or guarantees. Because of tlstemse of an internal capital market,
subsidiaries are likely to benefit from supporttieé group to which they belong, especially
when they belong to the core of the group (De Wagih and Van Hulle, 2006). An affiliate is
likely to receive the necessary financial suppootif its parent firm, because the parent firm
may be liable for the obligations of its affiliabe because of reputation effects. The bankruptcy
of an affiliate could be viewed as a signal of thehcoming bankruptcy of the parent firm.
Accordingly, to preserve its reputation, a parém fis likely to help to avoid the bankruptcy of
its distressed affiliates (Prantl, 2003).
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Current leverage

The business failure literature unanimously indisaa high debt level as one of the
most important bankruptcy determinants (e.g. Dimsitet al., 1996; Daubie and Meskens,
2002). Alternatively, firms with a higher borrowigpacity have a higher probability of being
able to raise additional cash through raising nebtdAn important indicator of the future
borrowing capacity of a firm is its current levegag ontrary to firms with more equity and
more unused debt capacity, a firm with a high lagermay experience difficulties in accessing
additional financial resources. This low level atgntial slack leads to a higher vulnerability to
external pressures. As a result, a high curremrége is an indicator of a low level of potential
slack (Singh, 1986).

3.2. Voluntary liquidation versus restructuring exit

If a distressed firm is able to avoid involuntamiteit has the opportunity to decide on
the voluntary type of exit, being a voluntary lidation or a restructuring exit. At this stage, it
is unclear which type of exit is the most favorabhith both exit types, external stakeholders
have a high probability of recovering most of tHeibilities. Strategy literature argues that, in a
situation of underperformance, a voluntary liquiokator dissolution becomes more appealing
when the firm's owners, who have a residual clawverahe assets and resources, notice
interesting alternative uses for these resourcdsadmen the assets can be liquidated for a high
value (Caves and Porter, 1976; Porter, 1976; Gimehal., 1997).Further, studies on
(distressed) firm acquisitions argue that the podlhg of firm exit by acquisition depends on
the underlying conditions that constitute the ativ@ness of an acquisition by another firm as a
strategic option for the firm, such as the prohbgbibf receiving a reasonable buy-out price
(Ghosh et al., 1991; Clark and Ofek, 1994; Berget @fek, 1996; Maksimovic and Phillips,
2001; Astebro and Winter, 2001; Kanatas and Qi,4200his suggests that the owners’
motivation to liquidate will depend on the relatie#iciency of voluntary liquidation as an exit
alternative, compared to the relative efficiencyaofjuisition as an exit alternative.

Given the efficiency-related arguments that sulitenthe motivation of the owners to
opt for liquidation or a restructuring exit, we pose that the relative efficiency of a voluntary
liquidation compared to a restructuring exit detees the eventual exit type in a situation of
distress. We expect a distressed firm to opt fer mhlatively most efficient voluntary exit

option.
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This depends on the specific conditions underlyhegexit decision and the associated
success probability. If the probability of a suafakliquidation is high, which increases the
relative efficiency of voluntary liquidation, therh’s owners will be more motivated to opt for
voluntary liquidation as an exit mode, instead mfagquisition or merger. On the contrary, if a
restructuring exit is more likely to be successfuhich decreases the relative efficiency of
voluntary liquidation, the distressed firm is mékely to choose an acquisition or merger. As a
result, we predict that a distressed firm will bermlikely to exit by a voluntary liquidation
when the relative efficiency of voluntary liquidati, as compared to a restructuring exit, is
high. On the contrary, it will be more likely to iexoy an acquisition or merger when the
relative efficiency of voluntary liquidation, asropared to a restructuring exit, is low. This

leads to the following hypothesis:

Hypothesis 3: The relative efficiency of voluntaliguidation, as compared to a
restructuring exit has a positive effect on theeliikood of voluntary liquidation

compared to a restructuring exit.

The relative efficiency ofvoluntary liquidation compared to a restructuringt @s
observed through various factors affecting the abilily of a successful liquidation and the
probability of a successful restructuring exit. Welude business group membership, firm size,

secured debt level, debt level, cash holdings enmdderformance.

Business group membership

First, business group membership has a negatieetedh the probability of a successful
liquidation, because of reputation effects at tneel of the parent firm. A liquidation of a
subsidiary or affiliate may cause stakeholders dar fforthcoming distress in the parent
company and this may, in turn, cause a consideraisie of reputation of the parent firm
(Prantl, 2003). In order to preserve their own tapan, parent firms tend to avoid liquidation
of their subsidiaries and affiliates and preferatesin addition, business group membership
positively affects the probability of a successfabtructuring exit for two reasons. First,
business group membership positively influencesptiedability of finding a third party that is

willing to contract with the firm as a buyer or &rger partner.
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Group relations involving parent relationships ardss-participations with related
firms may allow firms to use their networks to fipdtential buyers or merger partners, within
or outside of the group structure (Dewaelheyns wad Hulle, 2008) and this facilitates
acquisition or merger. Within a group context, éhexr a chance of an intragroup acquisition or
merger with a related firm. Further, affiliates ttlzaie partly or fully owned by a parent firm
generally benefit from the parent firm's netwonknding, and knowledge (Mata and Portugal,
2002). Second, the creditors, including banks, imaye stronger incentives to cooperate in a
restructuring exit when the distressed firm is anber of a group, compared to a stand-alone
company (Dewaelheyns and van Hulle, 2008).

As a result, because of its negative effect onptimdability of a successful liquidation
and its positive effect on the probability of a sessful restructuring exit, business group
membership indicates a lower relative efficiency wdluntary liquidation, compared to

acquisition or merger.

Firm size

Firm size may negatively influence the probabilifya successful liquidation. A first
reason is stakeholder intervention. Larger firmsegally have a larger network of stakeholders.
They have more employees — possibly representettdole unions — a larger network of
suppliers, a larger customer base, more sharelso{derltiple owners instead of a sole owner,
who may also be the manager), a larger number oksbaith whom they have contracted
loans, and so forth. These firms have a lower fseedf action and radical strategic changes
are more likely to involve opposition by stakehaotddn case of an impending liquidation, the
probability of stakeholder intervention is high.sd|] as an external stakeholder, government —
represented by various public instances — is likelyntervene and attempt to avoid liquidation.
A second reason is the higher going concern valutarge firm size generally indicates a
higher going concern value and this makes liquaalatess attractive. When going concern
value is high, liquidation would cause much goingaern value to be lost.

Further, firm size may have a positive effect oe throbability of a successful
restructuring exit (Harhoff et al., 1998; Leroyadt 2009; Praet, 2008). First, the probability of
finding a suitable acquisition or merger partnehigher for large firms. Large firms receive
more attention because they are more likely toheesubject of large transactions (Diamond
and Verrecchia, 1991).
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Moreover, external parties, including potentialeaker or merger partners, are better
able to make an accurate assessment of the firméndial health, which increases their
willingness to act as a partner in a restructunpmgject. This is the result of the larger
information content of financial statements (Verieag1981; Zeghal, 1984; Chari et al., 1988;
Bharath et al., 2006, 2007) and the fact that thermore voluntary disclosed information
and/or alternative sources of information. Secayaing concern value is generally higher in
large firms. This implies a high takeover price andreases the probability of a successful
restructuring exit.

Consequently, having a negative effect on the fitibaof a successful liquidation
procedure and a positive effect on the probabilftg successful restructuring exit, a large firm
size indicates a lower relative efficiency of vdany liquidation, compared to a restructuring

exit.

Secured debt level

A high secured debt level generally indicates gdgresence of securable assets (Scott,
1976) with a high liquidation value. Only firms hiag assets with a high liquidation value or
collateral value are able to contract secured lod@hss is especially true for small privately
owned firms, where bank finance is the main sowftexternal finance and debt typically is
heavily secured (Lean and Tucker, 2001). Assetsogpiate for serving as collateral generally
have a broader set of potential buyers and havghavalue in alternative uses (i.e. high asset
redeployability) and, hence, have a high liquidatialue (Williamson 1988; Shleifer and
Vishny, 1992). A high liquidation value, in turnmpacts the probability of a successful
liquidation in two ways. First, a high liquidatiaalue increases the likelihood that liquidation
value will exceed the current market value of statdbt and legal obligations, which makes
liquidation financially more attractive. If the iiirs assets can be sold at a high price, all
stakeholders are likely to be compensated and siareholders may receive a surplus, which
positively influences the likelihood that managesd initiate a liquidation procedure. When
managers’ intentions are strongly aligned with shalder interests — for example, in privately
held firms — a high liquidation value will increage use of voluntary liquidation as a vehicle
to transfer a distressed firm’s assets to high&rechuses and to generate positive returns for
shareholders (Lang et al., 1995; Sullivan et &97).

19



Second, in a situation of distress, a high liguatavalue may cause secured creditors to
push for liquidation instead of restructurings (ben et al., 2008). Well-secured creditors are
more likely to oppose reorganization (Bergstronalet2002) and push for liquidation (Ayotte
and Morrison, 2008).

Especially when collateral value equals or excekwm value, banks push for
liquidation (Franks and Sussman, 2005), as ligiodahen ensures that their loans will be fully
repaid, while this is uncertain in a restructuring.

As a result, indicating a higher liquidation valiethe assets, a high secured debt level
has a positive effect on the probability of a sssba liquidation procedure and, hence, on the

relative efficiency of voluntary liquidation compal to a restructuring exit.

Debt level

A low leverage positively affects the probabilitf @ successful liquidation procedure
(Fleming and Moon, 1995). Low debts increase tkelihood that the liquidation value of a
firm’s assets is sufficient to compensate for théstanding liabilities. A low debt level
associated with a small number of creditors in@eake success probability of a liquidation
procedure even more (Bolton and Scharfstein, 188&mond, 2004). Moreover, when debts
are low, shareholders are more likely to choos@todate if liquidation appears to maximize
firm value. A low debt level increases the likeliubthat shareholders will agree on a voluntary
liquidation when the firm's liquidation value exdsegoing-concern value (Ghosh et al., 1991).
On the contrary, with a high debt level, the liqutidn value of the assets is less likely to cover
the outstanding liabilities and, in this kind ofusition, creditors need to formally approve the
liquidation procedure and the liquidation plan befthe liquidation procedure can be initiated
(Dewaelheyns and Van Hulle, 2008). Further, withigh debt level, shareholders are more
likely to choose not to liquidate — even if liquite would maximize firm value — because of
the large agency costs related to the high delet Eevd because liquidation would increase the
face value of a firm’s debt (Titman, 1984). Forgheeasons, in firms with a low leverage and a
large equity buffer, the probability of a successfluntary liquidation is larger. This is in line
with the empirical studies on firm exit indicatimgnegative relationship between the level of
debt and voluntary liquidation (Fleming and Moo®9%; Kim and Schatzberg, 1987; Hite et
al., 1987).
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Second, a high level of debts has a positive efbecthe probability of a successful
restructuring exit for distressed firms (Kanatad g1, 2004), as it increases the probability of
finding a suitable acquisition or merger partner.high debt level acts as an enhancer of
credibility that a distressed firm will be commitéo continue production and competition if
there is no merger (even if it reduces firm valwehjch increases the willingness of potential
acquirer (industry rival) to consider a takeovertlod distressed firm (Kanatas and Qi, 2004).
Consequently, a high debt level debt helps theedised firm to receive a better buyout price
from a rival, even when it is unprofitable. Nevetdss, a too high debt level - indicating strong
financial distress — might decrease the attracéissrof a firm as a takeover candidate (Pastena
and Ruland 1986).

As a result, having a negative effect on the prdinatof a successful liquidation
procedure and a positive effect on the probabiitya successful restructuring exit, a high
leverage signifies a lower relative efficiency obluntary liquidation, compared to a
restructuring exit. This is in line with the stuslief Clark and Ofek (1994), Astebro and Winter
(2001), and Berger and Ofek (1996), who find a fpasirelationship between debt level and
the probability of exit by an acquisition or merger

Cash holdings

Cash holdings have a positive effect on the lilaith of a successful liquidation
procedure (Ghosh et al., 1991; Fleming and Moo®519oluntary liquidation requires a full
payment of all creditors. Here, large cash holdingsease the probability that the outstanding
liabilities will be fully compensated and, henagrease the attractiveness of liquidation.

For this reason, large cash holdings indicate &drigelative efficiency of voluntary
liquidation, as compared to an acquisition or mer§ith large cash holdings, the relative
efficiency of voluntary liquidation is higher. Thisorresponds to Ghosh et al. (1991) and
Fleming and Moon (1995), who indicate a positiviatienship between the liquidity level and
the occurrence of voluntary liquidation.
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Firm performance

A better firm performance — reflected in a highesfgpability and/or a higher efficiency
— negatively impacts the probability of a succeskfuidation procedure (Leroy et al., 2009;
Maksimovic and Philips, 2001), as it is associatéth a higher going concern value. In better
performing firms, liquidation causes more profitpoptunities to be lost. Therefore, when
performance is relatively high and the firm hassoeeble prospects, voluntary liquidation
becomes less efficient, while acquisition and melgeome more attractive as exit alternatives
(Kim and Schatzberg, 1987; Hite et al., 1987).

Further, a better performance has a positive effecthe probability of a successful
restructuring exit, because it positively influescéhe firm’s going concern value and the
probability of finding a suitable partner for takeo. First, as better performing firms generally
have a higher going concern value, they are m&sdylito be sold at a reasonable price. This
makes an acquisition a more attractive exit opfstebro and Winter, 2001). Second, a higher
performance is likely to increase the probabilifyfinding an acquisition partner. When a firm
is more profitable, it is more likely to find a berywho is willing to buy the firm at a correct
price. Moreover, towards industry rivals, a highrffpemance may act as an enhancer of
credibility that the distressed firm will continpeoduction if there is no acquisition, which may
increase the willingness of industry rivals to ddes a takeover of the distressed firm and
negotiate a reasonable price for the firm (KanatakQi, 2004).

Consequently, as a result of its negative effecttioa probability of a successful
liquidation procedure and positive effect on thebability of a successful restructuring exit, a
high performance indicates a lower relative efficig of voluntary liquidation, compared to a
restructuring exit.

Besides the determinants considered in this stotiygr factors may impact the relative
efficiency of voluntary liquidation compared toestructuring exit. For example, future growth
opportunities (Erwin and McConnel, 1997; Ghosh let091), asset composition, degree of
inside ownership (Ghosh et al., 1991; Fleming ar@bi 1995) and hostile takeover pressure
(Fleming and Moon, 1995) may affect the probabibifya successful liquidation procedure
and/or the probability of a successful restructyrexit. Further, the market power of the
distressed firm, the opportunities for economiessocéle and scope, the opportunities for
knowledge transfer and learning, and the transacst efficiency may impact the probability
of a successful acquisition or merger. However, tuealata availability restrictions, these

factors are not included as indicators of the nedatfficiency of voluntary liquidation.
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4. RESEARCH METHOD

This study on the determinants of the exit typ@raéiconomic distress is conducted

using an extensive sample of distress-relatedéxits employing a nested logit methodology.

4.1. Sample of distress-related exits

This study on exit-type determinants is based olarge Belgian sample of 6,118
distress-related exits of mature firms. The samgfledistress-related exits is based on a
comprehensive dataset of all exits in the perio88:20008 and is provided by the National
Bank of Belgium (NBB). For each Belgian firm and an yearly basis, the NBB
‘Balanscentrale’ registers the annual account dirjdradical informatior?. From this dataset of
exits, new or starting-phase firms less than figarg old at the time of exit are excluded. Sole
proprietorships, not-for-profit firms, public orgaations and companies with a social aim, and
firms with a special main business activity—firmsoyiding financial intermediation and
insurance, portfolio companies and management itkesivof holdings, extra-territorial
organizations, real estate firms and enterpriseth \activities located only in a foreign
country—are also excluded. These types of firmstaspecific nature and are likely to have
specific exit paths, with distinct determinantsislbbvious that we could not apply insights on
the exit-type determinants of these firms genetallgll other firms.

Signs of distress precede all exits in the sanife. first sign of distress is viewed as
the starting point of the exit path. In the literat, there is yet no consensus on the most
appropriate distress criterion. Possible indicatdréinancial distress include several years of
negative net operating income, bottom-line and amdated losses, negative working capital,
retained earnings deficits, share sales to privateestors, capital restructuring or
reorganization, negative shareholder’'s funds, swspa of dividend payments, and major
restructurings or layoffs (McKeown et al., 1991; IMay and Omar, 2000; Platt and Platt,
2002; Rosner, 2003). In this study, a sign of di&dris defined as an annual account with
negative recurring profit after taxes, that is, whmperating revenues are insufficient to cover
(1) operating expenses, such as the expenses @asgand services needed for production
(commodities, accessories, raw materials and s3)ithe costs of personnel, write-offs and
depreciations of fixed assets (land, plant and pgant, and licenses) and depreciation of
inventories, orders in progress and accounts rabkdy (2) the financial costs of debt; and (3)

taxes.
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Government subsidies, such as turnover subsididsraarest subsidies, are not taken
into account. Table A.1 in the Appendix providesatle on the calculation of recurring profit
after taxes. In contrast to net profit after taxesurring profit after taxes does not consider
extraordinary results (i.e., exceptional revenuss expenses), financial revenues and financial
expenses other than expenses related td.delias an operational content because it reflects
the excess of revenues over expenses derived frormah business activities. As the
exceptional revenues and expenses are not inclimddged calculation of recurring profit, this
indicator of distress is also less influenced bsnegs management practices. Because of its
close relatedness to the concept of ‘economic adegdt’ (Van Caillie and Dighaye, 2002)
and ‘revenue productivity’ (Becchetti and Sierr@02), the recurring profit criterion can be
seen as a mirror of firm efficiency and firm sucebhis soft definition of distress allows for
the study of a broad spectrum of distress-relatéis,eincluding ‘impulsive firm’ exits as an
outcome of an excessive fast-growth strate@rgenti, 1976). The sample excludes rapid,
unexpected exits, which have little to do with tuaiion of distress. For example, “sudden
bankruptcies” reflecting a strategic decision, vehétr is very likely that the firms have
idiosyncratic reasons for the bankruptcy filing,ig¥hare not related to financial distress and
are likely to be driven by strategic issues or ewmsamagement fraud (Hill et al., 1996) are
excluded, as well as “accidental bankruptcies”ultesy from an unexpected event, such as a
natural disaster (Davis and Huang, 2004).

This large dataset of distress-related exits igumiand offers considerable value-added
to the existing literature on firm exit and busmdailure. First, as it concerns a complete
sample, it minimizes possible selection biaseso®cit contains a large number of small and
medium-sized privately owned enterprises (SMEs)esEhhave been largely neglected in
previous empirical work on exit paths and busirfagare, where the vast majority of research
has dealt with large listed firms because of datlability issues and publicity around large
firm failures. However, SMEs have been one of thajom driving forces of worldwide
economic growth, employment and prosperity durimg last few decades. At the same time,
during the past decade, many European (privatelyeovSMEs are threatened by increased
competition and the number of SME exiting becausdistress is substantial. As it appears
essential to gain insights into the exit-path dyimanm SMEs, the strong presence of privately
owned SMEs in our dataset is of great importancthi important feature of the dataset is its
focus on established and more mature firms. Duttregpast decade, an increasing number of

failures of mature, nonstarting firms in most Ewap countries have been observed.
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Although firm exit previously mostly happened townérms, the fierce competitive
situation has created eliminations from more eshét firms. Nevertheless, numerous firm
exit studies have focused on the investigationev? firms and largely ignored the exit path of
more mature firms. This study will only analyzenis that have survived the first five years
following their foundation. New firms, which gen#lyahave a distinct principal goal (Thornhill
and Amit, 2003) and a specific kind of exit path, which personal characteristics of the
owner/manager play a major role and in which thisreno gradual evolution toward exit
(Pompe and Bilderbeek, 2005), are excluded fronatfadysis.

Table 1 shows the composition of the sample ofrekstrelated exits concerning the
specific legal procedure. The sample contains 2&&®s of involuntary exit (41.4%), 2,700
cases of voluntary liquidation (44.13%) and 883ruesuring exits (14.47%). The involuntary
exits mainly involve cases of bankruptcy but alséew cases of judicial winding-up and
compulsory liquidation. In addition, we also comsidfirms operating under a juridical
reorganization procedure known as a ‘moratoriunp@ayments’6, where firms have (1) stopped
depositing annual accounts for a period of at léastyears after filing for a reorganization
procedure (indicating the total disappearance effitm) or (2) where their restructuring plan
has not been successfully completed, involvingeadh’ of the moratorium on payments. The
2,700 cases of voluntary liquidation include cades at the Court of Commerce as an ‘early
dissolution/liquidation’ (indicating that the liciation procedure is being executed) or ‘closure
of liquidation’ (indicating that the liquidation @cedure is completely terminated). Finally, the
885 restructuring exits mainly include acquisitiobat there are also a few mergers and splits.
Of the distress-related exits in our sample, 47.288 in the trade industry, including
wholesale, retail, and hotel, restaurant and aajeaictivities, 31.64% involve manufacturing
firms with activities in manufacturing, agricultu@ construction, and 21.07% are in the
service industry, including personal, business tradsport services. Except for five listed
firms, all exits in our sample concern privatelyread firms. It should be stressed that because
of the limitation of the preexit window up to fidgaear 1990, the maximum duration of the exit
paths in our sample is 11 years. The mean (medidtipath length is 6.21 years (6.59 years).
A firm enters our dataset at time t = 1 as the ydaere the firm experiences distress for the
first time or the starting point of the exit paithe firm is then observed annually until it finally

exits. The last observation is the observatiohatime of exit (i.e., between t=1 and t =11).
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Insert Table 1 About Here

The survival curves in figure 1 reflect the distibn of the exit-path length since the
first sign of distress for all exits of a given &fhat occur within 11 years of the first sign of
distress. The survival curves in figure 1 are basethe survival rates for each exit alternative
or the percentage of firms that exit after timet airionditional on having survived up to time t,
starting with 100% (all firms enter the dataset)l @amding with 0% (all firms have exited and
left the dataset after t = 11). First, we find thatly exits happen more frequently in the form of
a voluntary liquidation or a restructuring exit adeds frequently in the form of an involuntary
exit. Overall, restructuring exits are associatéth Vonger exit paths, and this is confirmed with
statistical testing. A Kruskal-Wallis test (p = 010 indicates that the distribution of the exit
timing in the subsamples of involuntary exits, vdhry liquidations and restructuring exits
differs. Subsequently, nonparametric Mann-Whitresis show that the restructuring exits are
preceded by significantly longer exit paths whemmpared to the involuntary exits and
voluntary liquidations (p = 0.000 compared to imrdhry exits and p = 0.003 compared to
voluntary liquidations).

Insert Figure 1 About Here

4.2. Method of analysis

We employ a binomial nested logit (NL) modelanalyze the data (Jones and Hensher,
2007). In the context of this study, the NL apploaxdfers a considerable advantage over
standard multinomial logistic regression (MLR). Qnetivation for using a NL method is that
the one-stage design of MLR may not reflect real{ytwo-stage or ‘nested’ design is more
appropriate for the exit setting with a clear aistion between involuntary and voluntary exits.
We apply a two-stage nested logit model with twdlseparated nests corresponding to the
voluntary or involuntary nature of the exit typa.the first step, involuntary exit is considered
as the alternative to voluntary exit and, in theosel step, provided that the exit is of a
voluntary nature, voluntary liquidation is seentlas exit alternative to a restructuring exit. A
second motivation for a NL model is that it pafyialelaxes the 1ID and IIA assumptions of
MLR’. Through partitioning or ‘nesting’, any potentififferences in the sources of unobserved

heterogeneity can be investigated.
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NL also recognizes the existence of different varés across exit alternatives and
correlation among certain subsets of exit typegufé 2 shows the two-stage nested tree
structure used in this study. The two voluntaryt etiernatives—voluntary liquidation and
restructuring exit— are assumed to be linked tdesher through a composite exit alternative
called ‘voluntary exit’. The top level of the tréeevel 2) involves the distinction between
involuntary exit and voluntary exit, while the bmti level (Level 1) involves the choice
between voluntary liquidation and restructuringteXhe link between the two voluntary exit
types — the level of correlation in the unobsernveldiences — is reflected in the inclusive value
(IV) index of the composite exit alternative anduged as an additional explanatory variable in
the NL model.

Insert Figure 2 About Here

The NL model consists of two binary logistic modéel$fie binary logistic model for
Level 2 of the tree structure models the log-odidgotuntary exit relative to involuntary exit,
while the model corresponding to Level 1 modelsltiieodds of voluntary liquidation relative
to restructuring exit, conditional on voluntary x8oth binary logistic models predict the exit
type (conditional on the fact that the firm exibg) means of distinct explanatory and control

variables and are stratified by exit-path lefigithe binary logistic model for Level 1 is given

by:

P(voluntaryliquidation | voluntaryexit
| P{vclunt@ryguidation| YO =+ B, + B+t B,
P(restructuiing exﬂ\ voluntaryexit) )
whereaq is the intercept for exit after path lengthtisxvariable i (with i =1,2,...,n) and
Bi is the coefficient for variable.xBased on the conditional probabilities, the isala value is

calculated as:

IV =log (exp u+px)+1) (@)
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whereaq is the intercept for exit after path length isxhe vector of n variables andf3
is the vector of n coefficients . The parameteinestie of the IV index can be seen as the
statistical test for the relevance of the interaeleamcy. If the IV index is not significant, no
nested specification is needed and standard MLRdcsuiffice. The second binary logistic
model for Level 2, which takes into account thelusive value IV calculated from the first

binary logistic model, is:

In[ P(voluntaryexit)

=u +yIlV+y X +y.X +...+y, X
P(involuntaryexit)j Her WV Vo Ve Ve

3)

wherel is the intercept for exit after path length t; i8/the inclusive valuey; is the
coefficient for inclusive value IV;pis variable i (with i = 1,2,...,n) ang,; is the coefficient for

variable x.

4.3. Variables

All explanatory and control variables are measuaedhe first sign of distress—the
starting point of the exit path—and at the timeegit. The explanatory variables or indicators
of the available and potential slack resources #mel relative efficiency of voluntary
liquidation, as compared to a restructuring exé aash holdings, strength of group relations,
leverage, business group membership, firm sizeirsdadebt level, and performance. The level
of cash holdings (CASH) is measured by the amot@icash and cash equivalents divided by
total assets. Cash equivalents include marketaddeirgies and bank balances on current
accounts. The strength of group relations (GROWP)neasured by the level of financial
interactions with related firms and firms with hiolg interests as a percentage of total assets.
These interactions involve (1) investments in pgétions and in claims (i.e. financial fixed
assets), (2) claims, (3) monetary deposits andiéd)s. It is important to note that the group
relations are not restricted to parent-subsidiafsitions, but also involve financial interactions
with other subsidiaries from the same group anti eitmpanies in which the firm holds equity
participations. In the context of this study, whéne majority of firms are small, financial
interactions with related firms may be an importsmarce of slack. Leverage (LEVERAGE) is
measured by the ratio of the book value of botlyiterm and short-term debts on total assets.
Business group membership is reflected by a dumamable D_NOGROUP, which takes a

value of one if group relations are absent and a#rerwise.
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We use this dummy variable reflecting absence sfri@ss group membership, to avoid
multicollineaity with the continuous variable GROURNSso, the simultaneous inclusion of both
the variable GROUP and the dummy variable D_NOGR@U&ur models allows to eliminate
biases driven by a strong presence of firms wittgraup relations, as more than 75% of the
firms have no group relations. In addition, Firmes{SIZE) is measured by the natural log of
the book value of total assets (in 1.000 €), whgch common size proxy. The log transformed
variable is used because it is reasonable to asthahthe marginal effect of size is stronger for
small firms. The secured debt level (SECURED) isasueed by the percentage of total debts
that are guaranteed by business securities onirthés fassets. Firm performance is observed
through productivity or efficiency and profitabylit Productivity (PRODUCTIVITY) s
measured by the ratio of gross value added to taasets, while profitability
(PROFITABILITY) is measured by EBIT on total asSets

Next to the indicators of slack resources and ikeagfficiency of liquidation, following
control variables are included: firm age, abserfceeoured debts, and industry type. Firm age
(AGE) is a variable that has appeared in many studs an important predictor of business
failure. Further, as more mature firms generally ge more efficient and more competent
(Levinthal, 1991) as a result of learning effectscreasing production costs, accumulation of
skills and knowledge, more developed productiorhnetogies, and reputation building, (2)
have more stable social relations (Stinchcombe,51%nd (3) have more experience
concerning the most appropriate size and compasitfaorganizational slack (Sharfman et al.,
1988)° we expect firm age to affect the probability ateessful bankruptcy avoidance. Also,
firm age may impact the probability of a takeovemmerger. As older firms generally have a
higher level of accurate publicly available firmfdrmation and, hence, a lower level of
information asymmetry towards outsiders (Pagaral.et1998), they may be better able to find
an acquirer or merger partner. Moreover, firm agey raffect the probability of liquidation
through a correlation with the age of the firm’srmax. In firms with an owner approaching
retirement age, the probability of liquidation mag higher (Prantl, 2003). Firm age is
measured as the number of years of operationalitgctiVe further include a dummy variable
reflecting absence of secured debts (D_NOSECURERs dummy variable takes the value of
one where debts are totally unsecured and zeravedee D_NOSECURED is introduced
simultaneously with the variable SECURED, becadgbehigh frequency (more than 75%) of
zero observations for the level of secured deldoAit allows to separately asses the impact of
having no secured debts or no secured creditotBerxit type. Further, the industry type may

also influence the eventual exit type of a distedsam.
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For example, according to organization theory, dheount and type of slack that is
stored inside a firm may be determined by the itrgiia which the firm operaté (Sharfman
et al., 1988). Further, the industry may influettoe relative efficiency of voluntary liquidation
and restructuring exit. As industry type determiasset liquidity (Schlingemann et al., 2002;
Praet, 2008), it may, in turn, influence the redatefficiency of both voluntary exit systems.
Second, through the evolution of industry demahd,ihdustry type may impact the efficiency
of voluntary liquidation versus acquisition: a deirlg industry demand is likely to increase the
efficiency of liquidation. For these reasons, indugdummies are included as control variables.
We distinguish three main industry types: manufaetu(i.e., manufacturing, agriculture and
construction), trade (i.e., wholesale, retail aradeh restaurant and catering activities) and
services (i.e., personal, business and transporices). We use a binary variable D_TRADE
that takes a value of one if the exit concerns addr firm and a binary variable
D_MANUFACTURING that takes a value of one if theitegonsiders a manufacturing
company. Finally, the exit timing or exit-path léhgt) is considered as a factor that may
influence the results. For each exit case, we tetloe time since the first sign of distress (t),
which has a value between 1 and 11 by design. fitiasion of interactions between the exit
timing and the various firm characteristics allawgsto assess whether the effect of a particular
factor on the occurrence of a certain exit typéedsf between long and short exit paths.

It should be noted that, although the environmeabalditions underlying the situation
of distress (for example, a declining demand, gfrommpetitive entry) and the primary factors
driving distress (for example, managerial incompeg¢e changes in technology or consumer
tastes, or competitive actions) may affect firmatggy and the type of exit that is chosen, we
have no information on these environmental varsbfes a result, we are unable to control for
these effects. Additionally, we are unable to coinfior a possible effect of information
asymmetry and poor monitoring on the exit type,dnse we lack information on information
asymmetries (for example, R&D investment, degreanaflyst coverage and disclosure) and the
degree of monitoring (for example, number of owdidock holders, number of insiders in the
board of directors and the level of stock held lmckholders).

The main sources of information for the explanateayiables are the annual accounts
of the firms. Variables are measured at the figgisof distress and in the exit yEaExit-year
observations involving accounts that closed atterlegal exit are removed from the analysis
because these observations are likely distorteiamgactions in the context of the (impending)
exit procedure. We substitute missing and removetlyear observations with observations

from the preceding year (i.e., prior to the exiage
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This assumes the previous year's annual accourdaraely reflect the financial
situation of the firm at the time of exit. After placement, 2,137 exit-year observations

(34.93%) remain missing.

4.4. Sample description

Table 2 provides descriptive statistics for thelarptory variables measured at the first
sign of distress or at the start of the exit pa#n,(time t = 1), including the control variables
firm age, exit timing, absence of secured debts twedbinary variables reflecting industry
type'®. The table compares voluntary and involuntary sexitnd voluntary liquidations and
restructuring exits. A variance analysis for theeéhexit types, including one-way analysis of
variance (ANOVA) and Welch tests, indicate that trfosn characteristics differ significantly
across the exit types, except for the variablessoméag performance. Mann-Whithey U-tests
and t-tests are used to compare voluntary exitesvoluntary exits, and voluntary liquidations
to restructuring exits. Compared to firms with dwary exit, companies with an involuntary
exit have lower cash holdings, fewer group relatjam higher current leverage, a smaller firm
size and a higher secured debt level and they@reger at the first sign of distress. Voluntary
liquidations, as compared to restructuring exit®e associated with larger cash holdings,
weaker group relations, a smaller firm size, a loprefitability and a shorter exit path. Finally,
Chi-square tests for the subsamples of involuntamg voluntary exits and for voluntary
liquidations and restructuring exits, point outtthahigher percentage of firms with involuntary
exits have no group relations, while the restruntuexits includes a higher percentage group
firms. Further, in the subgroup of involuntary exitelatively fewer firms have no secured
debts. Finally, the subsample of involuntary ekitdudes more trade firms and manufacturing
companies and the subsample of restructuring éxisides fewer trade firms. There are no
indications of multicollinearity among the independ variables: the bivariate correlations are
low with a maximum correlation coefficient of 0.428r firm size and group relations,

measured at the time of exit.

Insert Table 2 About Here
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5. ANALYSIS AND DISCUSSION OF THE RESULTS

The first binary logistic model estimates the ptaby of voluntary exit compared to
involuntary exit. We introduce the variables cashdimgs (CASH), strength of group relations
(GROUP) and current leverage (LEVERAGE) as explanyavariables and we consider all
other variables — the explanatory variables indicathe relative efficiency of voluntary
liquidation and the control variables — as contratiables. The inclusion of the interactions
between the exit timing (t) and the explanatory aadtrol variables as additional variables is
done by backwards stepwise analysis. Only the f&gmt interactions—indicating that the
effect of a particular variable on the occurrenta oertain exit type significantly changes over
the exit-path length—are maintained in the modeb. dher interactions are allowed. The
second binary logistic model, modeling the proligbdf voluntary liquidation as compared to
restructuring exit, is developed in a similar wakhis model includes business group
membership (D_NOGROUP), firm size (SIZE), securedbtdlevel (SECURED), leverage
(LEVERAGE), cash holdings (CASH) and performance RQDUCTIVITY and
PROFITABILITY) as explanatory variables and all etlvariables as control variables. The IV
index is significantly different from 1.0 for alladels. As a result, the [IA assumption does not

hold. This statistically justifies the choice ftaetNL method against the MLR approach.

5.1. Voluntary exit versus involuntary exit

The results of the binary logistic model for Lexkbf the NL model are reported in
Table 3. We report the analysis of two differentdeis. In the first model, the firm variables
are measured at the first sign of distress (i.es, 1), while in the second model, the firm
variables are measured at the time of exit. Thet fimodel (N = 6,057), using firm variables
measured at the first sign of distress, correcthssifies 65.22% of the observations. The
performance of the second model (N = 3,922) is dvugher, correctly classifying 79.92% of
observations. For each model, Table 3 reports #ta boefficients of the variables, the odds
ratios (i.e., exponentiated values of the betafments), the standard errors and the p-values or

significance levels.
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Insert Table 3 About Here

In line with Hypothesis 1, firms with larger casbldiings have a higher probability of
a voluntary exit and a lower probability of an ihwatary exit. This provides evidence that
high available slack resources, both at the firgh ©of distress and at exit, reduce the
probability of an involuntary exit. In addition, aaggested in Hypothesis 2, firms with strong
group relations are more likely to avoid involuntaxit and opt for a voluntary exit. These
firms have easy access to additional slack ressumea high level of potential slack
resources. In addition, high leverage, indicatimyvdr potential slack, decreases the
probability of a voluntary exit. As a result, tlgidy provides evidence that a high potential
slack decreases the probability of involuntary .eltishould be noted that current leverage
only determines the exit type when observed atthd of the exit path. Accordingly, when
experiencing distress for the first time, a lowdewf debt contributes to the successful
avoidance of involuntary exit. Potential slack ddobe mobilized quickly, however, as it
does not shield a firm against bankruptcy at theetiof exit. Logically, creditors are not
inclined to provide additional credit when exinisar.

Further, several control factors significantly impahether a distressed firm is able
to voluntarily exit or whether the firm is forcedtd bankruptcy. First, absence of business
group membership is found to have a negative efbecthe likelihood of a voluntary exit
relative to an involuntary exit. This provides exde that stand-alone firms, as compared to
group firms, are more likely to exit involuntaribjlternatively, business group membership
appears to stimulate successful bankruptcy avo&laht addition, older firms and firms
without secured debts have a higher probabilitg @bluntary exit and a lower probability of
an involuntary exit, consistent with earlier stii®lder firms have more capabilities to
avoid involuntary exit. The effect of secured dehight be explained by the fact that secured
creditors may force managers of distressed firmBlgofor an involuntary exit, because of
their secured position (Leyman and Schoors, 2008)en a distressed firm has no secured
creditors, there is less outside pressure to blebankruptcy. Firm size, profitability and
industry type do not allow to distinguish betweewaluntary and voluntary exits.

Finally, based on the interaction effects, the ¢ixiting is found to influence the

eventual exit type of a distressed firm.
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In particular, in the case of early exit, the effeof available and potential slack on
the exit type are more pronounced: the positiveatfdf cash holdings and the negative effect
of leverage on the probability of voluntary exitsgsonger. This provides evidence of early

involuntary exits driven by low slack resources.

5.2. Voluntary liquidations versus restructuring exts

Table 4 reports the results of the binary logistiadel for Level 1 of the NL model.
The firm variables are again measured at the Siggt of distress and at the time of exit. The
percentage correctly classified by this model i99% when using observations at the first
sign of distress (N = 3,526) and 82.7% when usihgeovations at the time of exit (N =
3,103).

The results support hypotheses 3 in several wayst, independent firms are more
likely than group firms to liquidate rather thanrestructure, as expected. Further, a larger
firm size, indicating a lower relative efficiencyf @oluntary liquidation, decreases the
probability of liquidation and increases the likelod of a restructuring exit. Finally, a higher
secured debt level and larger cash holdings ineréas probability of voluntary liquidation.
Consequently, the results offer strong supportytpothesis 3 concerning the positive effect
of the relative efficiency of voluntary liquidaticon the probability of voluntary liquidation,

as an alternative to a restructuring exit.

Insert Table 4 About Here

Based on the arguments concerning the relativeiefity of the exit systems, a
negative effect of leverage on voluntary liquidatis expected. The results show, however,
that a high leverage at the time of exit incredsegrobability of voluntary liquidation, while
leverage at the first sign of distress does notithfphe exit type. This can be explained by the
fact that, when firms approach exit, the advandadesof deterioration of financial health is
likely to involve exceedingly high debt levels, whiin turn may cause difficulties in finding
a suitable takeover or merger partner. A very Helerage of a target firm may cause the
leverage of the combined firm to be much higherntliae original firm, which may

significantly decrease the (future) borrowing cagyaaf the combined firm.
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As a result, firms with very high debt levels aesd attractive takeover targets and
less advantageous merger partners (Pastena anddRdi@36; Palepu, 1986; Dietrich and
Sorensen, 1984).

In addition, a high leverage at the time of exityncause the creditors to oppose to a
transfer of property associated with acquisitiomarger.

Absence of secured debts and industry type fuitiference the voluntary exit type.
Although a high level of secured debt stimulatetintary liquidation, having no secured
debt also appears to drive voluntary liquidatiohe3e findings suggest that firms without
secured debt do not necessarily have a low ligigidatalue. The role of secured debt hence
warrants further research. The positive effectrafi¢ activities on voluntary liquidation may
result from wholesale and retail firms being lessichble candidates for acquisition by
healthy industry rivals (Jensen, 1988; Burt and gk, 2001). As the interest in mergers
and takeovers in retailing is mainly based on tbeemtial impact on market concentration
and market power, the potential benefits to be eghifrom a merger or acquisition of a
distressed retail company, suffering from insuffidi demand for its products, are relatively
low (Burt and Limmack, 2001). Firm age and strengtigroup relations do not affect the
type of voluntary exit. Finally, there is one sigrant interaction effect, namely between exit
timing and group relations. The positive effect tbke strength of group relations on
liquidation is stronger when exit is delayed. Thigght indicate that groups first try to

restructure subsidiaries and only liquidate therenvthat proves to be impossible.

5.3. Sensitivity analysis

As a sensitivity analysis, the results of the tweel NL model are compared to the
MLR model (given in Table A.2 in the Appendix), wkevoluntary liquidations and
restructuring exits are simultaneously comparedtvtoluntary exits, which are regarded as
the ‘base exit alternative’. The main conclusiorenf the MLR model are in line with the
conclusions from the NL model. That is, the probgbof an involuntary exit is higher for
firms with a low level of available and potentidack resources: firms with small cash
holdings, weak group relations and high leveragether, the results of the MLR model
show that when compared to an involuntary exit,litkelihood of a voluntary liquidation is
higher for small firms, while large firms are molikely to exit by a restructuring exit.

Furthermore, additional NL models are estimatetuniog two additional control factors.
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A first factor reflects employee representatiorthia form of works council, which is
compulsory for larger Belgian firms with at leasthandred employees. As the employee
representatives may steer upon an exit type thrabst favorable for the employees and try to
avoid exit types that may put them at a disadvantag may expect that the presence of a
works council affects the eventual exit type. Feritwe take into account a possible effect of
the replacement of missing exit observations by phereding observation by including a
binary variable that takes a value of one wheresimisexit observations are replaced. The

extended NL models do not alter the conclusiongjrig that the results are robust.

5.4. Overview of exit-type determinants

Figure 3 presents an overview of the most signiticeterminants of exit type. The
determinants of which the effects are in line wile hypotheses concerning available and
potential slack resources (Hypothesis 1 and Hymi$h®) and regarding the relative
efficiency of voluntary liquidation as an exit sgst (Hypothesis 3) are presented within the
frame.

Insert Figure 3 About Here

6. CONCLUSIONS

This study provides new insights on the determmanitdistress-related involuntary
and voluntary exits preceded by at least one yéaconomic distress. A two-stage nested
logit model considering various firm characteristimeasured at the start of the exit path—
when the first sign of distress is noticed—ancdhattime of exit indicates the determinants of
exit type. Based on a unique sample of 6,118 distrelated firm exits in Belgium, we first
show that it is important to consider the exit ome of a distressed firm as a two-stage
process. In a first stage, there is a fundamensindtion between voluntary exits, being a
voluntary liquidation or a restructuring exit bygagsition, merger or split, and involuntary
exits as the most unfavorable exit alternative.this stage, firms usually try to avoid
involuntary exit, as it is the least favorable optifor most stakeholders. In a second stage,

and provided that the exit is of a voluntary natwm@untary liquidation is considered as an
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alternative to a restructuring exit (mainly acqudsi). Here, a firm can voluntarily decide
about the desired exit mode, being a voluntaryidigtion or a restructuring exit in the form
of an acquisition, merger or split.

This study shows that distressed firms with a hidbeel of available and potential
slack resources are more likely to avoid an invi@ignexit and have a higher probability of a
voluntary exit. As firms with a lot of cash and taosg solvency position obviously cannot
exit through bankruptcy — the judicial prescripsononcerning bankruptcy filing involve
recurring poor liquidity and solvency- this findimgay not seem surprising. However, for
firms with low cash holdings and a high debt levsnkruptcy is not the only exit as an
outcome of distress. Firms can as well exit by mtdey liquidation, by an acquisition by
another firm or by a merger. In this respect, #siiedy finds large-scale empirical evidence
that, with distress, firms with a lower level ofa@able organizational slack as reflected by
small cash holdings, are less likely to avoid baplkey and are less likely to decide on their
exit process. Further, firms with a lower level puftential slack resources, as indicated by
weak group relations and smaller future borrowiagacity—a high current leverage—are
more likely to experience a bankruptcy, whereasighdr level of potential slack drives
voluntary exit. Our findings are consistent withafiman et al. (1988), Bromily (1991),
Cheng and Kesner (1997), Tan and Peng (2003), arkrestudies of Cyert and March
(1963), Thompson (1967) and Pfeffer and Salanc®8), who maintain that, in a situation
of distress, slack resources act as a buffer. da lvith organization theory, this study
reinforces the importance of both available andptal slack resources in the avoidance of
involuntary exit. Although organizational slacksemetimes claimed to have adverse effects
on firm efficiency, slack resources appear to bpdrtant in a context of financial distress,
because they may allow offsetting an impending baptky. Furthermore, the current
findings indicate that increasing leverage withie@wto increase cash and buy back shares so
as to eventually enhance the probability of beingured by another firm may be a risky
strategy. In fact, this behaviour may strongly @ase the risk of involuntary bankruptcy and,
hence, eliminate the possibility to opt for a mfareourable, voluntary exit.

Further, this study provides evidence that, givieat ta firm voluntarily exits and
considers voluntary liquidation as the alternativa restructuring exit, the relative efficiency
of both exit options will determine the type of untary exit. A high relative efficiency of
voluntary liquidation compared to restructuring teixicreases the probability of voluntary
liquidation and reduces the chances of a restnngfuexit. The finding that an absence of

group relations, small firm size, a high securedtdevel and large cash holdings contribute
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to voluntary liquidation is consistent with stragetiterature, suggesting that efficiency-
related aspects — such as the liquidation valuetlaagbrobability of a successful liquidation
procedure — will determine the motivation of thenan(s) to liquidate a distressed firm
(Caves and Porter, 1976; Porter, 1976; Gimeno.etl@97). On the contrary, the firm will

exit by a restructuring exit, when the relative@éncy of acquisition or merger as a possible

exit alternative is higher.

Limitations

While insightful, our findings suffer from a numbef limitations. First, as result of
the research design, which includes observatigheafirst sign of distress and at the time of
exit, this study provides no further insights intee way in which slack resources are
managed over the course of the exit path and thgiamic role in determining exit type.
Therefore, future studies should examine how fimanage their slack resources after a first
sign of distress, over the whole exit path. Secavel ,narrowed our study to exits over the
1998-2000 period and, as a consequence, the geabitty of our findings may be limited.

It may be beneficial for future researchers toudel exit data from other years and from a
more recent period, including the recessionarygaestarting from 2008. Third, we relied
solely on available slack and potential financlatk to examine the effect of slack resources
on the exit type. Low-discretion slack resourcesiosorbed slack resources, such as excess
machine capacity, inventories of finished goodsrkwim progress, accounts payable and
accounts receivable, are not investigated, althaigly may be important dimensions of
organizational slack (Bourgeois and Singh, 198%rfaman et al., 1988; Bromiley, 1991).

Furthermore, we do not compare distress-relatetd éxidistressed firms that survive,
with only distress-related exits and their exitayipvestigated. While one could argue that
our study has a limited contribution for this reaswe claim there are benefits to be gained
from the in-depth study of distress-related exitse most important benefit is that a detailed
analysis of distress-related exits, including tlaeetul analysis of firms that are unable to
avoid bankruptcy, allows for learning from firmsathhave made mistakes and exit with a
less-than-efficient exit outcome. This contribubedurn to increasing our understanding of
the eventual success of firms that learn from ttEesences and mistakes of others and may

even allow the development of better models of @aeation (McGrath, 1999).
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Future research

We hope that our efforts in investigating the efigicslack resources in the context of
distress-related exit encourage other researclerfsirther explore the means by which
managers can avoid involuntary exit and, instead af a voluntary type of exit. Besides
slack resources, which are the focal point of dis@mn in this study, other activities can help
managers avoiding involuntary exit in a situatidndstress. Given the recent recessionary
situation in the global economy, we believe thatigohal investigations concerning tools to
avoid involuntary exit are necessary. Further, ieiempirical research on distress-related exit
could be focused on the identification of a numloércommon exit paths leading to
involuntary exit, voluntary liquidation and resttudng exit, based on sequences of events
concerning the exit-type determinants revealechia study. Future research could also be
devoted to the initial phase of distress-relateldifa paths: that is, the period preceding the

first sign of distress. This would involve the idi#énation of the causes of distress.
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NOTES

1 In contrast to organization theory, agency thaoggests that financial slack has adverse
consequences s for a firm, as it may result in @genoblems (increased inefficiencies,
decreased risk-taking and lower performance) iratbeence of sufficient monitoring or
governance devices (Fama, 1980; Jensen and Meck®7®). In the context of this study
on distress-related firm exit, we suggest thathgics of agency theory may not be
perfectly suited to explain firm behavior. As désised firms try to survive, the reasoning
underlying organization theory appears to providetier rationale. This is in line with
Daniel et al. (2004), who also suggest that slaskurces should be considered in the
context of a resource-based view and the behawoealy of the firm. Moreover, as our
study mainly concerns privately owned firms in whawvnership and control is no
separated, agency-related resource conflicts drprasent.

2 This particular three-year exit period is chosenause: (1) we do not want to limit our
study to one particular year; (2) we aim to stuslyreany preexit years as possible, taking
into account that we can only find reliable, sysiéimannual account information for fiscal
years after 1989; and (3) we are able to checletbéution of juridical situations in the
postexit period.

3 In Belgium, all firms, even small companies, @&ptheir annual accounts with the NBB in
a standardized format, including balance sheetfitfand-loss accounts and additional
disclosures. These annual accounts in a complatéafige firms) or abbreviated (for small
firms) form yields very detailed information on thien’s financial situation.

4 Contrary to a negative recurring profit aftetes, which is a sign of real distress, a net loss
does not necessarily point to real distress. Aot could simply be the result of low
financial revenues (for example, low revenues fgarticipation in other firms), high
financial expenses (for example, large depreciatmfrdeposits and cash equivalents), low
extraordinary revenues and/or high extraordinapeases (for example, exceptional write-
offs or losses from the disposal of assets or legsisegments). Moreover, firms often
report negative extraordinary results so as toedess net profit in an attempt to avoid
taxes.

5 Analyses have shown that most firms in our sempuhce having experienced a negative
recurring result, also have negative recurringltesa subsequent years.

6 Similar to reorganization procedures in othemtoes—'Chapter 11’ in the U.S.,

‘administrative receivership’ in the U.K., ‘colléet procedure’ in France (Kaiser, 1996;
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Couwenberg, 2001)—the Belgian procedure of moranodn payments permits a firm
with (impending) payment problems to take legalteindérom its creditors for a certain
period during which it can implement a reorgan@atplan. It is important to note that
although the basic intention of the Belgian reorgation procedure is to help firms
recover from a situation of distress, it is strgngiented toward bankruptcy. It is rarely
used, but is usually unsuccessful and followed dykbuptcy (Research Reports of
Graydon NV). As outsiders and employees generatbrpret a filing as a signal of a
forthcoming bankruptcy, only firms with serious plems with payments and continuing
operations will file for a moratorium on paymenfge note the similarly low popularity
and success rate of reorganization procedures iy wi@er European countries
(Couwenberg, 2001).

7 The IID assumption implies independent and idaty distributed error structures, and
the 1IA assumption implies independence of irretlternatives (i.e. the ratio of the
probabilities of two exit alternatives is indepentlef the presence of the other exit
alternative) (Train, 2003).

8 Stratification involves the inclusion of an irdept for each exit-path duration t (i.e.,
between 1 and 11). As a result, the models préuictype of exit occurring after path
length t by means of different explanatory variabtratification allows for the use of
more data compared to estimating a separate madeath exit-path duration.

9 Productivity and profitability can also be mea&slby using operational assets (i.e.
establishment costs, intangible fixed assets, ptppelant and equipment, inventory,
accounts receivable within one year, and trandeaipeounts) instead of total assets as the
denominator. Sensitivity analyses for these altireaaneasures reveal no changes in the
conclusions. We do not use a sales-based prodycatind profitability measures, because
only large firms are required to declare the lafedales in Belgium.

10 Note that all firms in our population have sued the critical starting phase of 5 years.

11 For example, when compared to manufacturimgsirservice firms generally have less

slack cash. This is because service firms usualhetate sufficient cash flow and are able
to absorb fluctuations in demand through increapiogluction, adding personnel, or
decreasing inventory (Sharfman et al., 1988).

12 81.5% of the exit observations are missing beedirms often stop depositing annual

accounts when approaching exit. In addition, corrggamay occasionally change their

reporting periods and have shorter or longer rappgeriods. All observations in the
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dataset are rescaled for these irregularities attiley represent a period of exactly 12
months.
13 Note that the values for exit timing or exitlpength may be biased downward, due to

the restriction of the preexit observation windopvta fiscal year 1990.
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Table A.1: Calculation of the recurring profit/lcsfer taxes

Abbreviated scheme annual accounts

Compl ete scheme annual accounts

Annual account

Description

Annual account

Description

section number section number
Gross Margin | 70/61] or| 61/70] Gross margin (| 7074 - Value of production (turnover less
740|) -| 60| -  subsidies) — Intermediary
61| consumption (commodities, raw
materials, accessories, various goods
and services)
Operating expenses
» Costs of personnel | <62> Remunerations, soci <62> Remunerations, social contributior
contributions and pensions + <635> pensions
Pension provisions

+  Write-offs and | 630] Write-offs and depreciations on | 630| Write-offs and depreciations on fixed
depreciations of fixed assets: land, plant and assets: land, plant and equipment,
fixed assets equipment, establishment costs establishment costs and intangible

and intangible assets assets
Non-operating expenses

* Financial costs of |—<65>+ <656> Financial costs, excluding 650 Financial cost of debts
debts (excluding financial provisions 653 Discount on receivables
interest subsidies)

« Depreciations on |+ <631/4> Depreciations on inventories, |+ <631/4> Depreciations on inventories, orders
current non-financial orders in progress and accounts in progress and accounts receivable
assets receivable

* Provisions for + <635/7> Provisions + <635/7> — Provisions, excluding provisions for
operational risks and <635> pensions
costs

Taxes
Taxes on profil —<67/77> Taxes on the resi | 9134 Taxes on the result of the fisiyeal
+ | 640| Taxes on operations (i.e. real estate

taxes, taxes on cars and trucks, ...)

Recurring profit after taxes

[[70/61] - [61/70[1 -[ <62> + [ 630] — <65> +
<656> + <631/4> + <635/7> — <67/77>]

[(|70/74] - |740]) - ([ 60[ + |61])] -[<62>+
<635> + | 630| + |650| + |653| + <631/4> +
<635/7> — <635> + | 9134] + |640|]




Table A.2: Regression results of the multinomigistic regression model for voluntary liquidaticarsd
restructuring exits versus involuntary exits, usihgervations at the first sign of distress ariti@time of exit

First sign of distres: Time of exit
N = 6,058 N = 3,924
b coeff b coeff
Voluntary liquidations
Intercep —134.268** —143.238**
CASH 4.733* 3.926*
GROUP 1.963** 1.815*
LEVERAGH —1.962** 0.000
D_NOGROUI -0.127 —-0.053
SIZE —0.112** —0.212**
SECURED 0.600** 0.986*
PRODUCTIVITY —0.005 —0.092**
PROFITABILITY -0.001 0.00¢
AGE 0.020** 0.075**
D_NOSECUREI 0.621** 1.574*
D_TRADE 0.022 0.105
AGE*t —0.006**
PRODUCTIVITY* 0.014**
D_NOGROUP* 0.00¢ 0.07¢
CASH*t —0.379**
LEVERAGE* 0.165**
Restructuring exits
Intercep —133.051* —137.578**
CASH 2.802* 2.136**
GROUP 1.545** 0.472
LEVERAGH —2.196** —0.003
D_NOGROUI —1.925** —2.661**
SIZE 0.299** 0.398**
SECUREL 0.08¢ 0.13¢
PRODUCTIVITY —0.003 —0.085*
PROFITABILITY 0.000 0.005
AGE 0.015+* 0.057”
D_NOSECUREI 0.367* 0.950**
D_TRADE 0.225** 0.062
AGE*t —0.00¢
PRODUCTIVITY* 0.013*
D_NOGROUP* 0.142** 0.189**
CASH*t —-0.292
LEVERAGE* 0.249**
Goodness-of-fit
Cox and Snell 0.191 0.382
Nagelkerke F 0.220 0.445
McFadden k 0.10¢ 0.247
LR-test (p-value) 0.000 0.000
% correct classification 57.5% 68.2%

Asterisks indicate significance at the *0.05 an@.%1 level.
& The most correct classification is for voluntaiguidations (88.5%)
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Table 1: Composition of the sample

Exit type

Legal procedure

Number of firms Percentage

Involuntary exit

* Bankruptc

2,533 41.40%
2,51¢  41.16%

* Compulsory liquidation 4  0.07%
* Moratorium on payments 11 0.17%
Voluntary liquidation 2,700 44.13%
* Early dissolution/liquidation 465 7.60%

* Closure of liquidation

2,235 36.53%

Restructuring exit

885 14.47%

* Acquisition 770 12.59%
* Merger 5 0.08%
* Split-up 110 1.80%

TOTAL

6,11¢ 100.00%




Figure 1: Distribution of exit path length for involuntary exits, voluntary liquidations and

restructuring exits
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Figure 2: The two-stage nested tree structure
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Table 2: Descriptive statistics of the explanatonand control variables att =1

N Mean Mean Mean Sig. (p) Sig. (p) Mean Mean Sig. (p) Sig. (p) | Sig. (p)  Sig. (p)
(median) (median) (median) Mann-  t-test (median) (median) Mann- t-test | ANOVA Welch test
total involuntary  voluntary Whitney voluntary restructuring Whitney F-test
sample exit exit U-test liquidation exit U-test
Explanatory variables
CASH 6118 0.096 0.072 0.113 0.000 0.000 0.127 0.070 0.000 0.000 0.000 0.000
(0.040) (0.027) (0.052) (0.061) (0.033)
GROUF 611¢ 0.05¢ 0.017 0.08: 0.00C  0.00¢ 0.05¢ 0.16¢ 0.00¢ 0.00¢ 0.00( 0.00(¢
(0.000) (0.000) (0.000) (0.000) (0.000)
LEVERAGE 6118 0.802 0.960 0.694 0.000 0.0007 0.664 0.774 0.000 0.057* 0.001 0.001*
(0.766) (0.853) (0.671) (0.652) (0.724)
SIZE as total assets ( 611¢ 2164.39! 977.72. 3030.31: 0.00C  0.00C| 1999.51! 6066.95: 0.00¢ 0.00(¢ 0.00¢ 0.00(¢
thousands of €) (263.597) (252.095) (270.634) (207.536) (831.098)
SECURED 6118 0.092 0.112 0.079 0.000 0.000 0.075 0.088 0.000 0.078 0.000 0.000
(0.000) (0.000) (0.000) (0.000) (0.000)
PRODUCTIVITY 611¢ 0.547 1.641 0.91¢ 0.00C 0.5557 0.891 0.99¢ 0.00¢ 0.067* | 0.06( 0.08¢
(0.350) (0.787) (0.448) (0.505) (0.270)
PROFITABILITY 6118 -0.282 -0.315 —-0.415 0.000 0.2981 -0.523 -0.084 0.000 0.011 0.673 0.075*
(0.000) (—0.006) (0.007) (0.004) (0.014)
Control variables
AGE (years 6118 10.376 8.748 11.713 0.000 0.000 11.347 12.818 0.073 0.003 0.000 0.000
(6.840) (5.230) (8.160) (8.059) (8.620)
t (years) 6118 7.54 7.53 7.54 0.037 0.791 7.47 7.77 0.003 0.001 0.004 0.005
(8.00) (8.00) (8.00) (8.00) (8.00)
I N(%) N (%) N (%)  Sig. (p) N (%) N (%) Sig. (p)
non-zero non-zero non-zero y2test non-zero non-zero ¥2 test
values values values values values
total involuntary  voluntary voluntary  restructuring
sample exit exit liquidation exit
Explanatory variables
D_NOGROUF 6118 5,352 2,373 2,979 0.000 2,406 573 0.000
(87.480%) | (93.683%) (83.096%) (89.111%) (64.746%)
Control variables
D_NOSECUREL 611¢ 4,561 1,73¢ 2,822 0.00(¢ 2,17¢ 644 0.00(
(74.550%) | (68.654%) (78.717%) (80.667%) (72.768%)
D_TRADE 6118 2,893 1,249 1,644 0.008 1,276 368 0.003
(47.287%) (49.3%) (45.9%) (47.3%) (41.6%)
D_MANUFACTURING 6118 1936 864 1,072 0.000 821 251 0.249
(31.644%) | (34.110%) (29.902%) (30.407%) (28.361%)
* As indicated by Levene’s test for equality of feaces (p > 0.05), equal variances are assumed.
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Table 3: Results of the NL model for Level 2 (volutary exit versus involuntary exit)

First sign of distress Time of exit
bcoeff exp(b) standard p-value| bcoeff exp(b) standard p-value
error error
\Y) -0.0157 0.9844 0.3107 0.9598 0.1128 1.1194 0.1633 0.4899
Available
slack resources
CASH 4.4076** 82.0723 0.9696 <0.0001 3.4538** 31.6203 0.4403 <0.0001
Potential

slack resources

GROUP
LEVERAGIE

Control variables

D_NOGROUI
SIZE
SECURED
PROCUCTIVITY
PROFITABILITY
AGE
D_NOSECURE
D_TRADE

Interactions with
exit timing

CASH*t
LEVERAGE*
D_NOGRCUP*t
AGE*t
PRODUCTIVITY*

1.7948** 6.0183 0.3172 <0.000
—2.2562** 0.0772 0.2808 <0.000

-1.0125* 0.3633 0.4219 0.0164
-0.0104 0.9897 0.0957 0.913:
0.4817* 1.6188 0.2380 0.043Q
—0.0048 0.9952 0.0030 0.11564
-0.0014 0.998¢ 0.004: 0.738¢
0.0204* 1.0206 0.0030 <0.000
0.5789** 1.7841 0.1301 <0.000
-0.0871 0.9166 0.0779 0.2633

—0.3415** 0.7107 0.1057 0.0012
0.2465* 1.2795 0.0323 <0.000
0.0703 1.072¢ 0.047. 0.135¢

L 0.9091*
1-0.00003

0.0107
0.6260

0.0036
L 0.0668**
L 1.2701**
—-0.0998

L
0.1514-
—0.0055**

0.0129**

2.4821 0.3497 0.0093
1.0000 0.000078.6744

—2.0064**0.1345 0.6271 0.0014

1.010¢ 0.0767 0.889:
1.8701 0.3442 0.0689

—-0.0871**0.9166 0.0311 0.0051

1.003¢ 0.0047 0.443¢

1.0691 0.0178 0.0002

3.5612 0.1637 <0.0001
0.9050 0.0865 0.2488

1.163¢ 0.071: 0.033:
0.9945 0.0021 0.0083
1.0130 0.0045 0.0040

Asterisks indicate significance at the *0.05 an@.61 level.
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Table 4: Results of the NL model for Level 1 (volutary liquidation versus restructuring exit)

First sign of distress

Time of exit

B coeff exp(b) Standard p-value| bcoeff exp(b) Standard p-value
error eror

Relative efficiency of
liquidation, compared
to restructuring exit
D_NOGROUI 0.9548** 25982 0.1270 <0.0001 2.0501** 7.7687 0.1743 <0.0001
SIZE —0.2909** 0.747¢ 0.013: <0.0001-0.5638** 0.569( 0.020¢ <0.0001
SECURED 0.8417** 2.3203 0.3252 0.0096 0.7026 2.01900.4587  0.125¢
LEVERAGE —-0.0720 0.9305 0.0392 0.0664€.0088**1.0088 0.0012 <0.0001
CASH 2.0472*7.7462 0.3705 <0.00012.1769**8.8189 0.2756 <0.0001
PRODUCTIVITY —0.0029 0.9971 0.0067 0.66[/0.0007 0.99930.0013 0.578(
PROFITABILITY —-0.0015 0.9985 0.0112 0.8943.0001 1.00010.0011 0.896°
Control variables
AGE 0.0019 1.001¢ 0.003¢ 0.593:| 0.0056 1.005¢ 0.004¢ 0.212!
D_NOSECUREI 0.5559** 1.7435 0.1442 0.00010.8743**2.3972 0.1884 <0.0001
GROUP 0.2880 1.3338 0.2115 0.1738.5627 1.75540.5913 0.341:
D_TRADE 0.2592 ** 1.295¢ 0.085! 0.002:| 0.0442 1.045. 0.104( 0.670°
Interactions with
exit timing
GROUP*t 0.1472*1.1586 0.0662 0.0263

Asterisks indicate significance at the *0.05 an@.%1 level
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Figure 3: Determinants of exit type

Distress-related exit

TN

Involuntary exit Voluntary exit LEVEL 2

*Small cash holdings *Large cash holdings - H1 confirmed
*Weak group relations *Strong group relations - H2 confirmed
*High current leverage *Low current leverage - H2 confirmed
*Absence of group relations *Presence of grouptiehs

*Presence of secured debts *Absence of securdd deb

*Young age *More mature

N

Voluntary liquidation Restructuring exit LEVEL 1

*Absence of group relations *Presence of grodptienfs - H3 confirmed
*Small size *Large size - H3 confirmed
*High secured debt level *Low secured debt level 9 H3 confirmed
*Large cash holdings *Small cash holdings 9 H3 confirmed
*Absence of secured debts *Presence of secured deb
*Trade firm *Manufacturing or service firm
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