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Abstract      

This study concentrates on clarifying the background of downsizing as a strategy, measuring the 

profitability effects of downsizing and finding out the signal value of downsizing announcements in 

the capital markets. The research focuses on deriving the effects of downsizing among Finnish large 

cap companies between 2005 and 2010: what are the effects, what are the main drivers behind the 

effects and do future profitability development correlate with initial market reaction. The sample of 

197 downsizing events consists of stock exchange releases regarding new downsizing actions from 

Helsinki stock exchange OMX 25 companies. 

 

The effects on profitability are measured by market adjusted ROA, ROE, EBIT margin and sales 

productivity through seven year event window: three years before and three years after the downsizing 

announcement year. The signal effect in the capital markets is studied with event study methodology 

through 41 days event window: 20 days before and 20 days after the announcement. Events are 

categorized in subsamples and cross–sectional analysis is used to derive the effects of downsizing and 

the main drivers behind the effects. 

 

This study shows evidence that downsizing does not have a significant impact on profitability on an 

aggregate level. Market adjusted return on assets and return on equity improve roughly 1% whereas 

EBIT margin decreases by the same amount among downsizers during three years after the 

announcement. Low- and high-profitability subsamples seem to be the most economically and 

statistically significant factor affecting post-announcement financials; low-profitability subsample 

clearly outperforms high-profitability subsample in post-announcement financial development. 

 

The abnormal return patterns related to the downsizing announcement correlate with post-

announcement financial development on subsample level. On aggregate level, the compounded 

abnormal returns related to the announcements are slightly positive but statistically insignificant. The 

positive abnormal returns are driven by reactive downsizing strategies, downsizing made during 

recession and downsizing made by companies with low profitability. 

 

The key indications of the research are as follows: 1. Downsizing does not have a significant impact 

on profitability and signal value for the capital markets is insignificant on an aggregate level 2. Same 

factors seem to drive both: post-announcement financials and the effect on capital markets 3. Market 

absorbs the positive or negative information related to the future financial performance correctly and 

efficiently on subsample level 4. Constant adjustment of resources and reacting to negative demand 

shocks deliver better future financial performance 5. Market awards companies that react to negative 

demand shocks and poor financial performance 6. The management of Finnish large cap companies 

has the ability to inform the market correctly and promptly of the future financial performance and the 

effects of downsizing; the market reaction is fair compared to the ability to improve efficiency of 

operations. 
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1 INTRODUCTION 

Downsizing directly refers to making something smaller. Nevertheless, the term 

encompass wide range of corporate activities which aim at efficiency in corporate 

operations. The term itself is multifaceted and thus the actions related to downsizing 

can be expressed in many forms. Cameron (1994) distinguishes number of terms 

which refer to downsizing actions: building-down, declining, dismantling, ratcheting-

down, rebalancing, redirecting, reorganizing, retrenching, slivering, compressing, de-

hiring, downshifting, rationalizing, rebuilding, reduction-in-force, reshaping, 

revitalizing, streamlining, consolidating, demassing, functionalizing, reallocating, 

redeploying, re-engineering, resizing, rightsizing, contracting, derecruiting, leaning-

up, reassigning, redesigning, renewing, restructuring and slimming. 

Downsizing, in its many forms, has become one of the most frequently covered 

topics in the daily business news. The term downsizing submerged during the latter 

half of 1970s in the U.S. Long lasting post-war economic growth period came to an 

end and mass layoffs was the answer for corporate executives. Downsizing started as 

a reactive strategy but later on it has changed and developed to a more proactive 

direction. However, for example layoff announcement frequency still follows closely 

business cycles (Farber & Hallock 2009). This is also the reason why downsizing 

have become extremely relevant strategy for the corporate executives in the 

aftermath of the global financial crisis; companies adjust and refocus their operations 

for the declining and changing business activity. Also, traditional economic theory 

highlights the cost minimizing nature of companies in competitive markets. The 

competition has increased due to globalization and increasing integration of markets. 

This is also why downsizing has become extremely relevant strategy for firms; the 

low hanging fruits are costs. Downsizing has also become an extremely controversial 

subject. Everyday news tends to highlight the juxtaposition of large profit making 

corporations and laid off employees. This controversy is not resolved by the 

controversial results of the effects of downsizing in academic literature. There is 

evidence supporting both views; downsizing can enhance the efficiency and it can 

also affect negatively to the operations. 
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This Master’s Thesis aims to combine the essence of downsizing as a strategy, the 

profitability effect of downsizing and the signal value of downsizing announcements 

for the capital markets. The research focuses in the Finnish large cap companies and 

their downsizing announcements between 2005 and 2010. The research questions are 

compiled in order to capture the essence of profitability and capital market effect of 

downsizing in the Finnish stock market. The research questions are as follows: 

Question 1: What is the Finnish market reaction related to downsizing 

announcements? 

Question 2: What are the firm specific characteristics that drive the Finnish 

market reaction? 

Question 3: Does downsizing have an impact on profitability of Finnish firms? 

Question 4: What are the firm specific characteristics related to downsizing 

that drive the profitability effect? 

Question 5: Are the Finnish findings in line with previous studies from other 

markets? 

Question 6: Is the market reaction fair? 

This thesis is an addition to the existing research of downsizing. The Finnish 

evidence of profitability effect is next to none and the capital market effect is hardly 

surveyed. This research is devoted to clarify the profitability and capital markets 

effect of Finnish downsizing procedures. In addition, this thesis combines the 

profitability and capital market effects to figure out that is the market reaction related 

to the downsizing announcements in line with post-announcement financial 

performance. There is no existing research around this subject. Does the effect in 

capital market go hand in hand with future profitability development? Is the potential 

abnormal return related to the downsizing announcements backed up by abnormal 

post-announcement financial performance? The capital market effect is studied by 
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event study methodology and profitability effect is captured by the mean adjusted 

development of accounting multiples. 

This research offers evidence that downsizing has no significant effect on firms’ 

post-announcement financial performance on an aggregate level. At first, downsizing 

leads to a decrease in profitability in one year timeframe but increase in profitability 

in three years after the announcement; market adjusted return on assets and return on 

equity improve roughly 1% whereas EBIT margin decreases by the same amount. 

Low- and high-profitability subsamples seem to be the most economically and 

statistically significant factor affecting post-announcement financials; low-

profitability subsample clearly outperforms high-profitability subsample in post-

announcement financial development. Low profitability subsample’s ROA improves 

4.3% during the three years following the initial announcement, ROE 9.0% and 

EBIT margin 1.1%. High-profitability subsample’s ROA decreases -3.3%, ROE 

decreases -7.0% and EBIT margin -3.0% during the same timeframe. There is no 

consistent relationship between the size of downsizing and post-announcement 

financial performance. As the existing evidence of profitability effect is mixed, this 

thesis supports the view that downsizing does not have significant impact on post-

announcement financial performance on aggregate level. 

The results of the capital market effect are as mixed as the evidence on the 

profitability effect. Total sample indicate that downsizing announcement results to a 

slightly positive abnormal return. Nevertheless, the effect is not statistically 

significant. Sample also shows some indication that positive abnormal returns are 

driven by reactive downsizing, downsizing during recession and downsizing made by 

companies that financially underperform the market prior the downsizing. The 

strongest evidence of the capital market effect is related to the business cycle factor. 

Results suggest that downsizing announcements made during recession (2008-2010) 

lead to statistically significant positive abnormal returns, whereas announcements 

during economic growth period (2005-2007) lead to statistically significant negative 

abnormal returns. The existing evidence of the abnormal returns related to 

downsizing announcements support the negative view; this thesis offers some 

indications of positive abnormal results and thus shows evidence against previous 

research. 
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The results suggest that there is a relationship between post-announcement 

profitability development and the capital market effect. Overall, downsizing leads to 

a slight market adjusted profitability improvement and the capital markets effect is 

also positive, not significantly though. Also, reactive downsizing outperform 

proactive downsizing in post-announcement profitability development and in 

abnormal return. Same relationship is between recession versus boom and low-

profitability versus high profitability subsamples; recession and low-profitability 

subsamples outperform. There is no consistent relationship between the size of 

downsizing and profitability development – same goes for the capital market effect. 

There are certain limitations in the study. First of all, the company number in the 

sample (21) is fairly small and might give biased results; the amount of different 

industries for example is limited. Secondly, the timeframe of the result is fairly 

limited which might lead to distortion in the results. Thirdly, cross-sectional 

dependence in a small sample could distort the results. This should not be a major 

issue in the abnormal returns as event periods are randomly dispersed through the 

study period and abnormal results are estimated with expected returns. However, 

there is potentially cross-sectional problems in profitability results as the number of 

companies is relatively low (21) compared to event number (197) and profitability 

measures are yearly figures. Fourthly, the market estimation model used to derive the 

expected returns and abnormal returns is not conclusive. In some events, the variance 

of the model residuals is close to overall variance of the returns; the prediction power 

of the model is limited. Lastly, every downsizing program is different and executed 

individually. Collective analysis of downsizing effects is extremely difficult due to 

the various approaches to the actions itself. 

The remaining research is organized in eight chapters. Chapter two explains the term 

downsizing. Chapter three focuses on different kind of downsizing strategies and 

negative effect of downsizing to human capital. Profitability logic and empirical 

evidence of the profitability effect is covered in the chapter four. Chapter five 

explains the theory behind the capital markets effect and the empirical evidence 

regarding the effect. Chapter six is devoted to the research background: data 

description and research methodology. Chapter seven sums up the results of the 

research and chapter eight is the summary of the thesis. Chapters two, three, four, 
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five and subchapter 6.4 are based on the writer’s Bachelor’s Thesis “DOWNSIZING 

AS A STRATEGY - EFFECTS ON PROFITABILITY AND SIGNAL VALUE 

FOR THE CAPITAL MARKETS”. 
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2 DOWNSIZING – THE TERM 

Even though safeguarding corporate profitability through constant efficiency 

measuring and programs should be constant process for the management, new 

substantial downsizing programs have been announced in an increasing pace. Lately 

downsizing has been associated in particular with large scale layoff announcements. 

However, the term is much more multidimensional than cost cutting by decreasing 

personnel.  

Downsizing is fairly straightforward term which directly refers to making something 

smaller. Nevertheless, there are many aspects to the concept. Mentzer (1996) states 

that there is controversy around the meaning of the term; does downsizing mean a 

deliberate action and does any given decrease in workforce mean downsizing. Some 

of the aspects to the term are more comprehensive and some more detailed. Sheaffer, 

Carmeli, Steiner-Revivo and Zionit (2009) state comprehensively that organizational 

downsizing is a relevant management strategy that targets to improve the 

performance of organization by decreasing costs selectively. External shocks and 

poor organizational processes create a need for firm to engage downsizing actions 

which, according to well-known belief, improve firm’s performance. Kets De Vries 

and Balazs (1997) conclude that downsizing is expected to lead to lower overheads, 

decreased bureaucracy, faster decision making, smoother communication, greater 

‘intrapreneurial’ behavior, increased productivity, and better earnings. They continue 

that the major reason or motivation behind downsizing actions is to enhance the 

efficiency of the company compared to the competition. 

Maybe the most comprehensive meaning for downsizing is offered by Dewitt (1998). 

He writes that majority of the research in downsizing field focuses on cost saving 

programs executed by layoffs. Nevertheless, downsizing means overall reducing 

physical, financial, organizational and human resources to gain efficiencies. He 

categorizes downsizing approaches into three subclasses; retrenchment, downscaling, 

and downscoping. 

In retrenchment actions firm maintains its scope and even increases its output 

through centralization and specialization of production, changing its supplier 
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relationships and realigning its managerial responsibilities. Productivity 

improvements and reallocation of resources can enhance sourcing and coverage costs 

related to diverse product line. The writer states that if the company is in tight 

competitive situation, combining troubled and efficient resources might more likely 

affect negatively to good quality resources than improve the efficiency of the less 

quality resources – this is the downside of retrenchment strategy.  

The second downsizing approach that Dewitt (1998) mentions is downscaling. It 

refers to permanent cuts in physical and in human resources which leads lower 

output while maintaining the market scope and product lines. This is an approach to 

introduce firm’s supply permanently in line with market demand. The downside of 

downscaling strategy is that it reduces firm’s ability to meet competition and affect 

negatively to scale of production advantages. Nevertheless, downscaling actions 

leaves a firm with an opportunity to scale back its production output as market scope 

and product lines are maintained.  

The third downsizing approach is downscoping. Downscoping refers to 

comprehensive reduction of firm’s resources and activities which may lead to 

shrinkage of overall output. This approach targets to subtract the complexity of 

firm’s product-market-technological position and, therefore, vertical and horizontal 

differentiation of the firm is decreased. As downscoping is the most comprehensive 

form of downsizing, Dewitt (1998) mentions five different kinds of downscoping 

measures with three of them decreasing firm’s horizontal scope and two vertical 

scope. The First of the horizontal measures is line pruning, term originally developed 

by Kotler (1965). Line pruning refers to sale of manufacturing or distribution rights 

or even total product elimination. This is put into action with layoffs. The second is 

market withdrawal which was originally developed by Porter (1976). Market 

withdrawal is relevant for distant, population-sparse and geographically challenging 

markets. As the term is self-explanatory, this approach leads to a decrease in firm’s 

scope and scale. The third horizontal form that Dewitt (1998) states is customer 

withdrawal which targets to reduce the amount of unprofitable business relationships 

and support these actions by layoffs and reallocation of human and physical 

resources. The two downscoping approaches reducing firm’s vertical scope are 

backward deintegration and forward deintegration. Backward deintegration refers to 
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decreasing the firm’s own input production processes and self-sufficiency. Forward 

deintegration on the other hand cuts resources from the top of the production stream 

in distribution and retail functions and facilities.  

Chalos and Chen (2002) take DeWitt’s meaning of downsizing to a more practical 

level. He categorizes downsizing into three categories; i) revenue refocusing ii) cost 

cutting iii) plant closure. These all have different effects on corporate efficiency and 

profitability development in the future. 

Some researchers have altered the downsizing concept and developed it further. One 

of the most recognized terms among researchers is rightsizing. Hitt, Keats, Harback 

and Nixon (1994) acknowledge rightsizing as integrated part of the organizational 

processes, products and people. Rightsizing demands constant analysis of the 

processes of the organization and is based on shared vision of the future and common 

mission among the members of the organization. The main difference between 

downsizing and rightsizing as a term is the positioning in the timeline. Downsizing 

may include one single measure as a downsizing action, whereas rightsizing is a 

constant process in the organization. 

In conclusion, downsizing refers to management actions which targets to make an 

organization or a firm more efficient to meet the ever-changing market environment. 

It is a management tool which has become a well-known strategy itself. The strategy 

aspect of the term is discussed in the following chapter. 
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3 DOWNSIZING AS A STRATEGY 

3.1 Background of the strategy 

To get a better understanding of what downsizing really is, one needs to take a peek 

to the development of the concept. Research of downsizing among academics has 

been centralized in U.S. as it is the place where the term first became a relevant in 

late 1970s. It was the end of post-war, long lasting and predictable economic growth 

period which led to challenges in U.S. competitiveness. Long-term employment was 

a thing in the past, whereas plant closings, mass layoffs, restructuring and 

downsizing became more relevant. The time of ever-growing organizations and 

expansive methods in management was over and downsizing became more used 

strategy for corporations. This entitled a shift in management paradigms. (Handel 

2005.) 

Downsizing started off as a reaction strategy to adverse market conditions. Farber 

and Hallock (2009) highlight that the nature of downsizing and layoff 

announcements has not clearly changed over time. Layoff announcements follow 

closely business cycles and have done so since the 1970s, thus reactive downsizing 

strategies consistently dominate the business culture. 

Since the late 1970s, downsizing has been more or less relevant management 

strategy. Downsizing first started as a reaction strategy in times of economic 

downturn for companies which were in a challenging position, but later became also 

implemented as a proactive strategy in economic booming eras (Handel 2005, 

Gandolfi & Littler 2012). Gandolfi and Littler (2012) and Mirabal and DeYoung 

(2005) state that downsizing became a strategy of choice for many companies around 

the world in mid-1990s. In addition to the two important, large-scale movements in 

downsizing as a strategic concept, Gandolfi and Littler (2012) see three different 

phases in the history of downsizing; from the mid-1970s to the mid-1980s, from the 

mid-1980s to the early 2000s, and from the early 2000s until present time. They 

explore these three phases in three different levels; level of practice, level of 

discourse and level of strategizing. Level of practice in holds the magnitude of 

downsizing effect to inputs; for example layoffs and plant closures. Level of 
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discourse refers to management communication; how does the management use 

language around the subject. Level of strategizing indicates the efficiency of the 

signal effect to capital markets. They justify their three-period-model with a survey 

of the downsizing literature, claims of downsizing scholars, and empirical evidence 

based on Compustat data. The key points of the three-period-model can be found in 

Table 1. 

Table 1. Three phase history of downsizing 

Phase (Period) 1. Mid-1970s –  

Mid-1980s 

2. Mid-1980s –  

Early 2000s 

3. Early-2000s –  

Present 

Level of practice 

(Effect on inputs) 

Variations in labor 

inputs involving job 

cuts, plant closures, 

and others. Smaller job 

cuts per firm. 

Variations in labor 

inputs involving job 

cuts, plant closures, 

outsourcing, and the 

increased use of 

contingent labor. 

Larger job cuts per 

firm. 

Variations in labor 

inputs involving job 

cuts, natural attrition, 

plant closures, 

outsourcing, and the 

increased use of 

contingent labor. 

Smaller job cuts per 

firm. 

Level of discourse 

(Management 

rhetorics) 

No language of 

downsizing. 

Language of 

downsizing creating a 

focus and a strong 

signal to capital 

markets. 

No language of 

downsizing. Language 

signals become 

confused – ‘as [the 

firm] transitions to a 

smaller company’. 

Level of strategizing 

(Effect on capital 

markets) 

No strategizing of job 

cuts. 

Distinct strategizing of 

job cuts. 

Strategizing of job cuts 

not effective as a 

signal to capital 

markets. 

Source: Gandolfi & Littler (2012) 

According to Gandolfi and Littler (2012), the first phase of downsizing lasted from 

the mid-1970s to the mid-1980s. Relatively small permanent and non-permanent 

layoffs and plant closures were typical for the first wave of downsizing. Job cuts 

mainly were directed to the blue-collar and low-level white-collar workers. The term 

downsizing was familiar at that time but it was rarely used in academic literature and 
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in press. Nevertheless, functions of downsizing were business as usual and reduction-

in-force (RIF) was familiar term at the time. The first phase of downsizing was all 

about reacting to organizational bankruptcy or recession and, therefore, highly 

correlated to business cycles. Downsizing was not seen as a strategy and was seldom 

a part of the strategic plan. Discourse focusing or strategizing played very little or no 

part in the first phase downsizing. 

The second phase of the three-period-model was from the mid-1980s to the early 

2000s. This downsizing decade was an era for large-scale job cuts, plant closures, 

outsourcing, and contingent labor. On the contrary of the first phase, layoffs were 

more concentrated to white-collar than blue-collar workers. The ideal company was 

mean and lean and the ultimate target was to acquire competitive advantage with 

downsizing measures. Typical element of the second phase of downsizing was huge 

mass-layoffs of large corporations, such as General Motors with 74000 jobs cut, 

AT&T with 83000 jobs cut and IBM with 85000 jobs cut. According to Gandolfi and 

Littler (2012), large corporations and firms with low profitability were more likely to 

enter into downsizing actions. As the downsizing became more used strategic 

vehicle, the level of discourse developed further. Executives of the corporations were 

more inclined to eagerly publish large-scale downsizing programs to achieve the 

Wall Street effect of immediate rocketing of stock price. Downsizing actions were 

seen as a positive sign of persuading effectiveness and managers were set to gain 

favor of Wall Street. During the second phase, downsizing developed to a proactive 

human resource strategy to gain efficiency. 

The third phase of downsizing started in early 2000s and has held its ground to the 

present time (Gandolfi & Littler 2012). Layoffs became smaller compared to the 

downsizing decade as corporations started to use more incremental terms of 

restructuring, but the number of variations in input effects grew larger with layoffs, 

plant closures, outsourcing activities, use of contingent labor and natural attrition. 

Downsizing as a term was not used as enthusiastically as before and the rhetoric 

approach to downsizing were closer to first phase of the three-period-model. As 

downsizing did not create the Wall Street effect any more, terms such as 

streamlining, resizing, rightsizing and restructuring gained momentum and the 

variations of the levels of discourse increased. According to Gandolfi and Littler 
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(2012), there is deep understanding among business scholars and corporate 

executives that there is little or no strategic value in making downsizing, cost-cutting, 

and/or layoff announcements. Even though, the two researchers state that downsizing 

is dead, they refer most likely to the term and rhetoric usage of it. 

3.2 Downsizing strategies 

Weather downsizing is referred to as a proactive or reactive strategy the ultimate 

target is quite the same. Downsizing is a strategy which aims to achieve and 

maintenance competitiveness and increase productivity (Appelbaum & Donia 2001). 

Despite the four decade lasting and multifaceted development of the downsizing, the 

reasons behind downsizing actions have stayed the same. Usually downsizing is a 

reaction strategy to the following conditions; mergers and acquisitions, loss of 

revenues and market share through technological and industrial change, 

implementation of new organizational structure, and the belief that smaller is better 

(Mirabal & DeYoung 2005). Gandolfi (2008) acknowledges also deregulation as an 

originating condition. Appelbaum and Donia (2000) acknowledge that organizations 

need to make sure that they are entering into downsizing actions for the right 

reasons; management needs be certain that the downsizing decision is well thought, 

effective and part of a well-planned strategy, not an immediate action to boost profits 

in short-run. 

According to Dewitt (1998), there is three general approaches to downsizing; 

retrenchment, downscaling, and downscoping. Gandolfi (2013) acknowledges the 

same three approaches. They all are related to resource cuts in human capital, in the 

amount of layers of organization and in plant setups. Nevertheless, they differ from 

each other due to the effects on magnitude of the organizations and activities. In 

addition to the three approaches to downsizing, Gandolfi (2013) distinguishes two 

downsizing archetypes (strategy types), three different downsizing implementation 

strategies and six different downsizing tactics. Also, Mirabal and DeYoung (2005) 

combines these tactics to an overall downsizing process which has five stages. 

Gandalfi (2013) distinguishes also two contemporary downsizing strategies which 

are widely used in current business environment. These are opened in the following 

sections. 
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Appelbaum, Everard and Loretta (1999) state that when organization is thinking 

about downsizing measures, it must first take into account if internal operations and 

surroundings are compatible with external environment. According to Gandolfi 

(2013) this defines which archetype of downsizing the organization should end up 

with. The two downsizing archetypes are reinforcement approach (convergence) and 

reorientation approach (Freeman & Cameron 1993, Gandolfi 2013). Reinforcement 

(convergence) is gradual change downsizing model which is implemented on a 

smaller scale compared to reorientation model, and targets to reinforce organization’s 

mission, strategy and structure (Farrell & Mavondo 2004, Gandolfi 2013). 

Nevertheless, layoffs and overall reduction in human capital are part of the means of 

reinforcement model. Cameron (1994) concludes that even though reduction of costs 

happens to submerge, effectiveness of this model is unclear as it creates uncertainty 

in the minds on workers and, therefore, might cause a loss of human capital. 

Reorientation downsizing model means more drastic and non-continuous downsizing 

actions which lead to more radical changes in management, technology and structure 

(Farrell & 2004, Gandolfi 2013). Reorientation basically excludes layoffs and 

personnel cuts from the operation manual and targets to find new opportunities, 

functions and operations within a firm – in a way focusing organization more 

efficiently with restructuring. The difference between reinforcement measures and 

reorientation measures are introduced in Table 2. 

Table 2. Downsizing archetypes 

Reinforcement (convergence) approach Reorientation approach 

 Continuous downsizing and redesign 

 Lower-level, less radical approaches 

 Stability in management, technology, and 

systems 

 Changes in work rather than structure 

 Reinforced mission and strategy 

 Focus upon doing things better 

 Emphasis upon efficiency 

 Downsizing precedes redesign 

 Discontinuous downsizing and redesign 

 Higher-level, more radical approaches 

 Change in management, technology, and 

systems 

 Changes in structure rather than work 

 Redesign mission and strategy 

 Focus upon doing better things 

 Emphasis upon effectiveness criteria 

 Redesign precedes downsizing 

Source: Gandolfi (2013) 
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The three implementation strategies are workforce reduction, organizational redesign 

and systemic strategies (Cameron, Freeman and Mishra 1991, Cameron 1994, Farrell 

& Mavondo 2004, Gandolfi 2013, Mirabal & DeYoung 2005). The key points behind 

the three implementation strategies can be found from Table 3. 

Table 3. Three downsizing implementation strategies 

 Workforce reduction 

strategy 

Organization redesign 

strategy 

Systemic                    

strategy 

Focus Workers Jobs and units Culture 

Target People Work Status quo processes 

Implementation time Quick Moderate Extended 

Temporal target Short-term payoff Moderate-term payoff Long-term payoff 

Restriction Long-term adaptability Quick payback Short-term cost savings 

Examples Natural attrition, hiring 

freeze, early retirement, 

buyout packages, 

layoffs, retrenchments, 

golden parachutes 

Abolition of functions, 

merging of units, job 

redesign, de-layering, 

reduction of overall 

work hours 

Staff involvement, 

simplification of 

processes, bottom-up 

change, continuous 

improvement 

Source: Gandolfi (2013) 

The workforce reduction strategy refers directly to the reduction of workers per se 

through measures such as layoffs, retrenchments and hiring freezes (Gandolfi 2013). 

This is a reaction strategy which targets to improve profitability and efficiency in the 

short-run. Farrell and Mavondo (2004) highlight that this kind of strategy usually is 

not successful; cutting costs to improve short-term profitability has negative impact 

on the organization and financials.  

The second of the downsizing implementation strategies is the organizational 

redesign strategy. It focuses to eliminate work instead of head count with such 
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actions as redesign of work, de-layering, and reducing and merging of units which all 

are hard to implement quickly (Gandolfi 2013).  

The third implementation strategy is systemic strategy. It focuses on changing 

organization’s values and attitudes and, therefore, clearly differs from the previous 

strategies (Luthans & Sommer 1999). Employees are seen as a resource of ideas, not 

the object of downsizing measures. Gandolfi (2013) states systemic strategy is more 

holistic and takes a wider view of the change of the organization. Cameron et al. 

(1991) acknowledges the depth and width of the downsizing strategies. Basically 

downsizing which has more actions related to the same implementation strategy has 

more depth. If organization A has executed layoffs, early retirements and buyout 

packages and organization B just layoffs, organization A has more depth in its 

downsizing strategy. On the other hand, organization which has more versatile set of 

implemented strategies has more width in its downsizing measures. If organization A 

employs workforce reduction strategy and systemic strategy and organization B just 

systemic strategy, organization A has more width in its operations. Cameron (1994) 

studies the implementation strategies and concludes that organizations tend to have 

more depth than width in their downsizing strategies. 

Gandolfi (2013) highlights six different downsizing tactics; human resources as an 

asset versus cost, planning, participation, leadership, communication, and support to 

victims and survivors. These six tactics are procedures that companies need to keep 

in mind during downsizing as they are the base of successful execution. Cameron 

(1994) states that planning, analyzing, stakeholder participant encouragement and 

information exchange are common features in successful and efficient downsizing. 

These features are the base of downsizing actions.  

The first tactic is approaching human resources as an asset versus cost. Many 

companies choose the easiest way to downsize; they use top-down tactics and cut 

costs through layoffs. This is a two ended sword as even though in many companies 

human resource costs account for the largest share of fixed costs, human capital is 

also the most valuable part of the company and, thus, should be treated as an asset – 

not as cost (Appelbaum et al. 1999, Gandolfi 2013). According to Gandolfi (2013), 
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successful human resource management in downsizing situation requires long-term 

planning, reaction analysis, and confidence boosting actions.  

The second tactic to downsizing is planning. Freeman and Cameron (1993) conclude 

that planning is crucial because companies do not have the privilege to lose their key 

competence as the structure of the companies change and certain units cease to exist. 

As previously mentioned, one of the key reasons organizations enter into downsizing 

decision and actions is that they thrive for maintaining and improving the 

competitiveness (Appelbaum and Donia 2001). Employing large layoffs without 

planning and analyzing the human capital and its value could lead to reduction in 

competitiveness, and age distortion – downsize actions backfire. Planning is also 

crucial part of downsizing due to the fact that layoffs create stress and uncertainty 

and, thus, natural reaction to this uncertainty is reduction in motivation and work 

output for the remaining workers. Through planning, companies can minimize the 

negative effects of downsizing on human capital and also reduce the amount of 

hasty, reactive, decisions during the organizational change.  

The third tactic of the Gandolfi’s six tactics is participation. Freeman and Cameron 

(1993) acknowledge that participation of the organization as a whole increases the 

probability of success as participant buy into the idea and stand by it. Top-down 

approaches and management without participation are the least effective way to 

downsize. All management levels and parts of the organization should be involved in 

downsizing actions from the initial stage of planning the strategy. This creates sense 

of unity and reduces the probability of opposition in the organization which leads to 

more controlled processes.  

The fourth tactic to downsizing is leadership. Mishra, Speitzer and Mishra (1998) 

argues that in the end, vision, strategy and direction have to come straight from the 

top management of the organization – top management needs to be confidence-

building leaders, visible, supportive and even aggressive. The engagement of the top 

managers create a feel of commitment and importance to the workforce 

Nevertheless, Appelbaum et al. (1999) highlight that if the workforce feels the 

management is acting in self-interest, downsizing actions might arouse 

condemnation and opposition in the organization.  
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The fifth tactic is communication. As stated before, if the whole organization is 

involved in the downsizing planning and actions, predictability of the results and 

probability of the success of downsizing increases. The lack of communication (and 

therefore participation) creates uncertainty and stress among the organization. 

According to Appelbaum et al. (1999), employees need to feel they are informed 

accurately, transparently and timely. Sense of trust and honesty are created with open 

communication and, therefore, communication leads to more efficient and 

predictable processes.  

The sixth tactic is providing support to victims and survivors. It is crucial to 

remember that there are two kinds of employees in the organization; the ones who 

are being laid off and those who continue within the organization. Support is 

important for the both parties, also for the remaining workers as organization and 

working environment may change radically. In many downsizing cases and in many 

downsizing academic research the focus is on the victims of downsizing, not in the 

survivors as it should also be (Gandolfi 2013). 

Previously stated tactics are part of the overall process in downsizing which 

companies need to keep in mind for successful execution. Mirabal and DeYoung 

(2005) combines these tactics into chronological five application stage model which 

highlights downsizing as a strategic intervention. These stages are concluded in 

Table 4. According to Mirabal and DeYoung (2005), successful reactive downsizing 

process is based on five stages; clarification of the organizational strategies with 

goals and objectives, assessment stage when decisions and choices of downsizing are 

made, implementation stage, survivor syndrome stage, and organization renewal and 

growth stage.  

As mentioned before, planning is extremely important part of well executed 

downsizing actions (Gandolfi 2013). This also something that Mirabal and DeYoung 

(2005) highlight in the first stage of the strategic intervention model. At first, 

organization needs to clear its strategy and sort out its objectives and goals. The 

management needs to keep focus throughout the process and keeps sight on the 

objectives why downsizing actions are put in place.  
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The second stage is the assessment stage. At this point the organization needs to 

decide which strategies it is going to employ during the process. Mirabal ad 

DeYoung (2005) distinguish the same three strategies mentioned also previously 

(Gandolfi 2013); workforce reduction, organizational redesign and systemic 

redesign. 

The third stage is the implementing stage – putting plans into actions and reducing 

the size of the organization. According to Mirabal and DeYoung (2005), the most 

effective way to execute plans is controlling actions from top to down as the 

decisions will not be easy; the target is to cut where there is inefficiencies and high 

costs and including affiliated personnel in the controlling measures might distort the 

effectiveness of the procedures. This is somewhat controversial to Gandolfi’s (2013) 

statement that top down actions are the least effective way to downsize.  

The fourth stage of the five application stage strategic intervention model is survival 

syndrome stage. Survival syndrome refers to the emotional aftereffects of the 

downsizing. As people are laid off, the remaining workers are left with more work 

and responsibilities with little or no extra compensation. Stress, guilt, and uncertainty 

are related to survival syndrome as the amount of work increases, leaving co-workers 

struggling affects the mentality of remaining workers and remaining workers are left 

with uncertainty of additional layoffs. (Mirabal & DeYoung 2005.) 

The final stage is the organizational renewal and growth stage. This is highly crucial 

part of the downsizing process. If the original organizational strategy and objective 

behind the downsizing actions are not put into action and the road ahead is unclear, it 

might create inefficiencies and offset the effects of downsizing. Mirabal and 

DeYoung (2005) highlight that planning is the most important part of the downsizing 

process and all five stages of the strategic intervention model need to be followed 

chronologically and executed with precision. All five stages are presented in Table 4. 
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Table 4. Chronological five stage model of downsizing as a strategic intervention 

 Procedures 

1. Stage Clarification of the organizational strategies with 

goals and objectives – reason for downsizing 

2. Stage Assessment stage - decisions and choices of 

downsizing strategies/approaches are made 

3. Stage Implementation stage – putting downsizing plans 

into actions 

4. Stage Survivor syndrome stage – dealing with the 

emotional effects of the downsizing. 

5. Stage Organization renewal and growth stage – 

continuing operations according to original plans 

Source: Mirabal (2005)  

Previously mentioned downsizing approaches (Dewitt 1998, Gandolfi 2013), 

strategies (Gandolfi 2013, Mirabal & DeYoung 2005), archetypes (Gandolfi 2013), 

tactics (Gandolfi 2013), and the five stage strategic intervention model (Mirabal & 

DeYoung 2005) are widely recognized among scholars and the base of downsizing 

theory. Gandolfi and Littler (2012) also distinguish two additional strategies, or 

practices, which lately have become more popular and are in fashion among 

corporate professionals and business community. These two strategies are non-

selective layoffs and stealth layoffs.  

According to Gandolfi and Littler (2012), large scale and non-selective became 

exceedingly popular after 2007 as historically significant economic downturn left 

companies with too high cost bases compared to their revenue streams. This strategy 

has been in favor especially for large companies such as Pfizer, Johnson & Jonhson, 

BHP Billiton and Rio Tinto. Also the whole financial industry in U.S entered a large-

scale layoff downsizing actions as credit squeeze and sub-prime mortgage crisis hit 

hard in 2008. Even though the economy has rebounded, Gandolfi and Littler (2012) 

state that large non-selective layoffs remain as a widely used strategy among 

business community.  
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The second contemporary layoff strategy is stealth layoff. This strategy refers to 

under-the-radar layoffs which are executed discretely and managerial employees are 

not permitted to discuss the layoffs openly as negative publicity is feared. This type 

of strategy may lead to uncertainty and diminishing of trust inside the organization 

and that way affect the efficiency or workforce. Nevertheless, according to Gandolfi 

and Littler (2012), to a serious amount of large scale companies this downsizing 

strategy is business as usual, for instance IBM, Hewlett-Packard, Google and 

Yahoo!. 

Cameron (1994) studies the effects of different type of downsizing actions to the 

successfulness of the downsizing in U.S. automotive industry in 1987-1990. She 

concludes that there is certain distinction between successful actions in downsizing 

process and unsuccessful ones. Factors that significantly predict organizational 

improvement during downsizing are systemic analysis before downsizing, 

incremental implication of the downsizing, increased communication and 

participation, and increased employee effort regarding downsizing. Factors that 

predict deterioration are downsizing by attrition, increase in work requirements (no 

work reduction), a change in reward and appraisal system, and absence of quality 

improvement. These Cameron’s (1994) findings are basically included in previously 

mentioned Gandolfi’s (2013) six tactics to downsizing; human resources as an asset 

versus cost, planning, participation, leadership, communication, and support to 

victims and survivors. 

3.3 The cost of downsizing – effects on human capital 

Previous section targeted to open up the basis of successful downsizing strategies, 

whereas this part concentrates on the uncertainty around downsizing actions. The 

expected positive outcomes of successful downsizing are lower overheads, decreased 

bureaucracy, faster decision making, smoother communication, greater 

entrepreneurial behavior, increased productivity, and better earnings. In the early 

days of downsizing, meaning 1970s and 1980s, downsizing was seen as a positive 

thing with just positive effects, which was the base for it becoming more popular 

among business community. Nevertheless, there is no guarantee that company will 

transform its organization to a more efficient one through downsizing and there is a 
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lot of controversy around the effects of downsizing (Kets De Vries & Balazs 1997). 

The effects on profitability, capital markets, and shareholders will be dealt in the 

following chapters, whereas this section targets to get a grasp of the downsides of 

downsizing for human capital. 

The psychological contract theory explains that there is a mutual relationship 

between employees and their organization. This relationship is built on expectations 

that each party will fulfill its obligation. For workers this means that they will work 

hard, they are committed to update their working skills and will support their 

organizations goals. For the organization this contract means that it must provide 

stable employment, offer competitive wages and benefits and provide opportunities 

for individual promotion and development. Downsizing and layoffs might destroy 

this contract between employers and employees and have thus adverse impact for the 

whole organization. (De Meuse, Bergmann & Vanderheiden 2004.) 

As previously stated, well planned downsizing enhances the probability of successful 

results (Cameron 1994, Gandolfi & Littler 2012, Gandolfi 2013, Mirabal & 

DeYoung 2005). Nevertheless, some research shows that there is also a clear 

possibility for adverse impact. One aspect to the reason behind the negative results is 

the negative effect on human capital. Henkoff and Caminiti (1990), Kets De Vries 

and Balazs (1997) note that in the study by Society for Human Resource 

Management, more than 50% of the 1468 restructured firms in the study did not 

show any change in productivity or the productivity even deteriorated after 

downsizing. The researchers also highlight that in a study by an outplacement firm, 

74% of the senior executives in downsized firms had difficulties with morale, trust, 

and productivity.  Bennett (1991) and Kets De Vries and Balazs (1997) conclude that 

in a study by Wyatt Co, in 58% of the surveyed companies employee morale was 

hurt and 80% of the companies lost good performers during the restructuring 

measures. According to Kets De Vries and Balazs (1997), some research suggests 

that in restructuring situations and when downsizing is announced, the most highly 

appreciated workers, star performers, are usually the ones who leave the firm first. 

According to these findings, there is a clear negative element, or even a cost, in 

downsizing and it is related to the human factor. 
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Gandolfi (2008) divides the negative effects on human capital, or so-called side or 

aftereffects, into three categories based on position of the worker; survivors, victims 

and executors. As previously stated, the remaining workers (survivors) are left with 

increased loads of work with no additional payment, uncertainty, and guilt regarding 

the restructuring and layoffs. Survival syndrome, which was already mentioned in 

previous section, is a vital term which is related to survivors. Survivor syndrome is 

mainly characterized by feelings of guilt, for having survived the layoff, and anxiety, 

reduced motivation and risk taking due to the insecurity of further layoffs 

(Appelbaum and Donia 2000). Survival syndrome in practice refers to unexpected 

work inefficiencies among the remaining workers. Victims are the workers who are 

laid off, but they make their final contribution to the organization as a cost due to 

outplacement services and various financial packages. The executors, or the 

management who is responsible of the downsizing, suffer also similar effects than 

survivors and victims. There are numerous mental effects that related to downsizing 

and especially to survival syndrome. Appelbaum and Donia (2000) and Noer (1994) 

connect survival syndrome and mental states such as job insecurity, unfairness, 

depression, stress, fatigue, reduction in risk tasking and motivation, distrust, lack of 

reciprocal commitment, frustration, dissatisfaction of the planning and 

communication, anger, lack of strategic direction, lack of management credibility, 

and sence of permanent change. These natural states of minds affect human capital 

and reduce the positive impact of the downsizing program or can even offset the 

positive effects completely. 

The negative effect on human capital can be perceived also as a cost. Gandolfi 

(2008) divides the cost effects to direct costs and to indirect costs. Examples of these 

costs are presented in table 5. Direct costs are costs that can be measured separately 

and indirect the ones which are hidden inside the organization’s cost base. Direct 

costs in hold effects such as severance pay (victims), accrued holiday and sick pay 

(survivors and executors), and administrative processes (survivors and executors). 

Indirect costs, such as cost of new hires (survivors and executors), training costs and 

charges originating from survival syndrome (inefficiency) are harder to put in 

figures. Gandolfi (2008) puts these costs into practice by referring to one company of 

which reported a 40% increase in recruitment costs and 30% increase in training and 

development costs due to a downsizing program. 
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Table 5. Costs of downsizing 

Direct costs Indirect costs 

 Severance pay, in lieu of notice 

 Accrued holiday and sick pay 

 Administrative processing costs 

 Recruiting and employment costs, new hires 

 Training and retraining 

 Potential charges of survival syndromes 

Source: Gandolfi (2008) 

Gandolfi (2008) discloses four important factors worth noting related to the human 

resource aspect of the downsizing. If an organization acknowledges these factors in 

the downsizing process, it will enhance its probability for successful downsizing.  

The first factor is preparation. An organization should not enter into downsizing 

without proper human resource (HR) plans, downsizing plans, analyses. The second 

factor is training. An organization needs to note keep in mind the survivors and 

support their development, train and assist them throughout the downsizing process. 

The third factor, the survivor syndrome, is related to the previous factor. An 

organization needs to be ready for the aftershocks of the downsizing process. 

According to Gandolfi (2008), survivor illness is related to the unsuccessful financial 

results of downsizing. The negative mental effects reduce the efficiency of the 

downsizing process. The fourth factor is costs. Organization needs to acknowledge 

that downsizing increases costs, directly and indirectly, and it needs to take this into 

account already in the planning stage so that the decision to enter into downsizing 

actions is based on valid argumentation. 

3.4 Concluding remarks 

Even though downsizing surfaced already in 1970s, the basic intuition behind the 

term has stayed quite the same despite the changes in the doctrine. Downsizing 

targets to improve organizational efficiency by reducing costs and inputs selectively. 

Before the mid-1980s, the term was barely acknowledged and the strategy created 

very little traction among business community. The golden age of downsizing was 

from the mid-1980s to early 2000s, but still large scale layoffs are announced today 

due to the global financial crisis in 2007-2008.  
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There are several ways to approach downsizing but probably the most acknowledged 

strategies among scholars are workforce reduction, organizational redesign and 

systemic strategies. Each vary from each other on the detail level but the essence is 

the same – making organization more efficient. In addition, Gandolfi (2013) 

highlights two important contemporary strategies which are now creating a 

momentum; non-selective layoffs (large scale one-off layoffs) and stealth layoffs 

(minimizing communication). The contemporary strategies are somewhat 

controversial compared to the theory and empirical evidence of which factors result 

to successful downsizing. Based on the literature, the most important factors for 

success are planning, communication and participation. 

Even though downsizing does not automatically refer to layoffs, human capital needs 

to take into account during the process. The effects of downsizing to human capital 

can be drastic and result to direct and indirect costs. Organizations needs to 

acknowledge that there are three kinds of operators in the process; survivors, victims, 

and executors and all of them are affected – negatively. Survival syndrome is the 

most known term related to the layoffs and the negative effects related to them. It 

refers to the various negative feelings after the downsizing process such as guilt, 

anxiety, reduced motivation and uncertainty which all could reduce productivity. 

Downsizing and different downsizing strategies have a different kind of effect on 

human capital. Nevertheless, perhaps the most controversial effect is the effect on 

profitability – next chapter is devoted to the profitability effect of downsizing. 
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4 EFFECTS ON PROFITABILITY 

4.1 The nature of downsizing 

As mentioned before, downsizing is a strategy to make organization or corporation 

more efficient. Management of the company will start downsizing procedures if the 

present value of the expected cash savings exceeds the present value of cash benefits 

associated with keeping organization in stagnation (Elayan, Swales, Maris & Scott 

1998). Therefore, every downsizing action should lead to increased efficiency and 

cut costs within the organization and keeping everything else equal; improve the 

financial performance of the organization. Nevertheless, there is prominent 

controversy among scholars about the true financial effect of different downsizing 

strategies. 

Downsizing is often related to cutting costs. This is fair since cost cuts usually relates 

to downsizing procedures, at least to some extend as a part of the overall downsizing 

strategy. Usually costs are categorized in two subsections; fixed costs and variable 

costs. Fixed costs refer to indirect costs which cannot be directly linked to a certain 

sold unit, whereas variable costs change in connection with volume. Nevertheless, in 

downsizing perspective costs should be looked as a total concept as most downsizing 

strategies target to improve the overall efficiency of the organization, its processes 

and performance, not just cut fixed costs. (Love et al. 2005) conceptualizes the 

organizational inefficiency as a slack and downsizing is a strategy which attempts to 

reduce it. Slack refers resources within the organization in excess of those required to 

produce necessary output (Cyert & March 2007, Love and Nohria 2005). This 

concept differs noticeably from overheads which refers to company’s people related 

costs, for example indirect salaries (Blaxill and Hout 1991). Slack, in practice, could 

for instance refer to retained earnings, excess inventory, working capital and 

personnel. Slack can be categorized to two subcategories; absorbed slack and 

available slack. Absorbed slack refers to hard-to-get resources which are embedded 

in the organization. Good examples of absorbed slack are personnel and working 

capital; both are tightly tied up in operations of the organization. Available slack 

refers to easy-to-get excessive resources such as retained earnings, which can be 
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easily redeployed. Downsizing targets to transform absorbed slack into available 

slack with tools such as cost savings and efficiency gains. 

According to Love and Nohria (2005), one major reason behind the popularization of 

downsizing was the increase of the absorbed slack among large industrial firms in 

U.S. in 1970s and 1980s. In 1970, 25% of manufacturing employees were in non-

production jobs. The share of non-production jobs had increased to 32% by 1990s 

and there was a clear demand for downsizing as competition tightened due to 

globalization. Termination of absorbed slack can be categorized to proactive 

downsizing strategy and it is also one of the most common reasons why companies 

downsize in practice. As stated before, there is usually a certain happening in 

company’s business environment or inside the company which pushes company into 

downsizing actions. Usually downsizing is a reaction strategy to the following 

conditions; mergers and acquisitions, loss of revenues and market share through 

technological and industrial change, implementation of new organizational structure, 

and the belief that smaller is better (Mirabal & DeYoung 2005). In practice, cost 

cutting, demand decline, low prior earnings and restructuring are the most common 

denominators why firms downsize (Chen, Mehrotra, Sivakumar & Yu 2001). Chalos 

and Chen (2002) study the reasons behind downsizing and find out that revenue 

refocusing, getting rid of slack and plant closures are the most relevant reasons 

behind downsizing. Their sample consists of Fortune 500 companies and based on 

1993-1995 data. Chalos and Chen (2002) conclude that the most common reason to 

downsize was revenue refocusing which accounted for 37% of the total downsizing 

announcement. Simple cost-cutting retrenchment accounted for 36%, plant closures 

21%, mergers and acquisitions 3%, production slowdowns 2% and consolidations 

1%. 

De Meuse et al. (1994) note that downsizing companies have clearly lower 

profitability figures compared to non-downsizers. Also, Chalos and Chen (2002) find 

that companies which downsize have significantly higher debt solvency, meaning 

long-term debt per assets, compared to industry mean. These may also be signs of 

future downsizing; companies need to thrive for better profitability and healthier 

balance sheet to meet the competition. 
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A comprehensive study done by Cascio, Young and Morris (1997) examine 3628 

U.S. based companies between 1980 and 1994. The study highlights that 59% of the 

companies in the sample made a workforce cut of more than 5% at least once during 

the period. Also, one-third of the companies made a cut of more than 15% of the 

workforce. The study also find that low profitability companies were most 

commonly the downsizers who cut more than 5% their workforce, whereas more 

profitable firms were the least common downsizers of more than 5% of their 

workforce. It also seems that downsizing is most common in manufacturing industry. 

Based on Cascio et al.’s (1997) sample, manufacturing firms accounted 25% of the 

firms which downsized more than 5% of their workforce. Retail was the second most 

common industry with 17% share and service was the third most common with 15% 

share. According to Chen et al. (2001), most companies downsize only once in mid-

term with consecutive downsizers accounting roughly 15% of their sample of 302 

firms. 

Every downsizing program is different and the scale of downsizing programs varies. 

Cascio et al. (1997) sets the thresholds to 5% and 15% of the workforce to define 

downsizing and substantial downsizing. Love and Nohria (2005) highlights that there 

is a statistically significant workforce reduction in companies that have announced 

downsizings. The mean of the reduction in Love and Nohria’s (2005) sample is 7.1% 

in the year downsizing was announced and further 4.5% in the year after the 

announcement. This being roughly the mean of workforce reductions is supported by 

Elayan et al. (1998) and (Chen et al. 2001). Elayan et al. (1998) highlight that the 

annual average percentage of layoff is fairly steady and varies between 4.05% and 

6.83% in 1979-1991 Wall Street Journal announcements. Chen et al. (2001) study 

U.S. corporations between 1990 and 1995 and average size of layoffs was 8.94% and 

median 4.55% of workforce. 

4.2 Empirical evidence on profitability effects 

Management of the company will start downsizing procedures if the present value of 

the expected cash savings exceeds the present value of cash benefits associated with 

keeping organization in stagnation (Elayan et al. 1998). This translates directly to the 

base idea of downsizing; every downsizing decision targets to improve the financials 
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of the company and, thus the results should be measureable. Nevertheless, there are 

numerous studies related to the post-announcement financial impact of downsizing 

and the results are fairly mixed. For example, De Meuse et al. (1994), De Meuse et 

al. (2004), Macky (2004), Palmon, Sun and Tang (1997) conclude a negative 

financial effect from downsizing, whereas Cascio et al. (1997), Love and Nohria 

(2005), Muñoz-Bullón and Sánchez-Bueno (2011) find no significant effect at all. 

Other studies, such as Chalos and Chen (2002), Chen et al. (2001), Elayan et al. 

(1998), Morris, Cascio and Young (1999) highlight a positive financial effect from 

downsizing. The difference in outcomes seems mainly to originate from different 

measurement statistics, downsizing strategies, size of downsizing, company specific 

characteristics, and size of the sample. For example, studies that find a negative 

financial effect have consistently smaller sample size compared to studies that find 

no significant effect or positive effect.  

Cascio (1993) finds that 46% of the companies studied were able to cut costs enough 

over time and 33% of the companies experienced a post-downsizing profit increase. 

Fairly similar statistics is highlighted by Estok (1996), who concludes that 40% of 

the companies fails to reduce expenses and 60% of the companies do not experience 

higher earnings after downsizing. Kirby (1999) concludes that several Australia 

studies have shown that six out of ten downsizers have failed to cut overall costs and 

increase profitability. According to Zemke (1990), 75-78% of the HR executives 

states that downsizing has had a positive financial effect but also 74-80% of the 

companies highlighted the negative effect (survival syndrome) from downsizing. 

These studies show the controversial nature and inconclusive financial effect of 

downsizing. 

Based on previous academic research, most important factor for post-downsizing 

financial performance is the downsizing strategy. As previously stated, there are 

three main downsizing strategies that are highlighted in academic research: revenue 

refocusing (retrenchment), cost cutting (downscaling), and plant closures 

(downscoping) (Dewitt 1998). Chalos and Chen (2002) study the financial impact of 

downsizing based on these different strategies. They use industry median adjusted 

financial metrics and come to the conclusion that downsizing companies deliver 

better post-announcement financial performance than industry in average. They also 
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find that revenue refocusing strategies are more successful than cost cutting and plant 

closing strategies. This translates to fact that efficiency improvement strategies tend 

outperform simple cost cutting strategies. Findings from Cascio et al. (1997) support 

this view to some extent. They highlight that even though on average downsizing 

companies do not deliver better financials post-downsizing, asset downsizers 

outperform financially employment downsizers and stable employment companies. 

Love and Nohria (2005) studies the relationships between proactive and reactive 

downsizing strategies and absolute absorbed slack, and what are the combined 

effects to post-announced financial performance. Absolute absorbed slack in this 

case means income statement selling, general and administrative (SG&A) expenses 

in relation to sales. The research concludes that there is significant positive 

correlation with post-announcement financial performance, absolute absorbed slack 

and proactive downsizing strategies. This means basically that proactive strategies 

give better financial results and also high slack companies tend to improve their 

financials more than low slack companies. Also, broad scope downsizing delivers 

superior financial results compared to narrow scope downsizing strategies. Cameron 

et al. (1991) acknowledges the depth and width of the downsizing strategies. 

Basically downsizing strategies which has more actions related to the same 

implementation strategy has more depth. On the other hand, organization which has 

more versatile set of implemented strategies has more width in its downsizing 

measures. According to Love and Nohria (2005), width is superior choice. 

Nevertheless, Cameron (1994) concludes that organizations tend to have more depth 

than width in their downsizing strategies. 

Another factor for the financial impact of downsizing is the size of the downsizing. 

Mentzer (1996) studies the relationship between the size downsizing and the future 

profitability among Canadian companies during 1986-1994. He concludes that there 

is no consistent relationship between the extent of downsizing and future profitability 

which questions the whole idea why companies downsize. De Meuse et al. (2004) 

give a more drastic view of relationship with the size of downsize and future 

financial performance. According to the study, even though the magnitude of layoffs 

have very little effect on financial performance of the firm, companies that lay off 

less than three percent perform better than the firms which lay off more than three 
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percent of their workforce. Also, companies which lay off less than ten percent 

perform better than the companies which lay off more than ten percent of their 

workforce. Nevertheless, these differences were statistically insignificant. 

4.3 Relevant measurement statistics and empirical evidence 

Downsizing targets to reduce overall inefficiency (Love & Nohria 2005). This means 

that there are numerous ways to measure the profitability effect of downsizing. One 

can use income statement, balance sheet or cash flow based measures or measures 

that combine elements from each of the preceding. Based on the frequency used in 

academic studies, the most relevant measurement statistics are combined measures of 

return on assets (ROA) and return on equity (ROE). Other relevant statistics include 

income statement based measures, such as operating margin, per employee efficiency 

statistics, and balance sheet related efficiency statistics, such as current ratio. 

Most of the studies are made based on events of downsizing. Base year of the 

financials is the preceding year of the downsizing announcement. The effect on 

future financials is based on average or median improvements of the sample 

characteristics. Most of the studies also run regressions to study the significance of 

the change. 

Return on assets (ROA): 

      
           

           
       (1) 

ROA measures the profitability of a firm in relation to the dollars invested in the 

firm, whether they are provided by equity holders (stockholders) or lenders (debt). It 

measures how efficiently every dollar invested is generating return. Basically it is 

overall return on investment and this is why it is sometimes also referred as return on 

investment (ROI) (De Meuse et al. 1994). Usually ROA is measured from the bottom 

line of the income statement (net income), but some use also other profitability 

figures, such as EBITDA (earnings before interest, taxes, depreciation and 

amortization) (Love & Nohria 2005). Love and Nohria (2005) also use another 
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variation of ROA: ROA-market. ROA-market measures the current performance 

against the beginning-of-year market value of equity plus book value of long-term 

debt. 

At least Cascio et al. (1997), Chalos and Chen (2002), Chen et al. 2001, De Meuse et 

al. (1994), De Meuse et al. (2004), Elayan et al. (1998), Love and Nohria (2005), 

Mentzer (1996), Morris et al. (1999), Muñoz-Bullón and Sánchez-Bueno (2011), 

Palmon et al. (1997) have studied the effect of downsizing to ROA. The results are 

mixed. Mentzer (1996) and Muñoz-Bullón and Sánchez-Bueno (2011) come to the 

conclusion that downsizing has no significant impact on future ROA. Cascio et al. 

(1997) also highlights that downsizers do not deliver significant improvement in 

ROA compared to stable employers or industry medians. Nevertheless, Cascio et al. 

(1997) acknowledges that asset downsizers delivered superior ROA improvements 

compared to employment downsizers and stable employment companies. This is 

most likely explained by the asset component in return on asset calculation. 

More positive effect on ROA is found by Chalos and Chen (2002) and Chen et al. 

(2001). Chen et al. (2001) find that downsizers deliver statistically significant 

decrease in ROA in three preceding years of the announcement. In contrast, in the 

three years following the layoff, the sample firms show significant improvements in 

industry adjusted ROA. The study highlights that downsizers do not have 

significantly worse ROA compared to industry median in their seven-year window, 

but they perform more poorly before downsizing and thus, decline in profitability is 

one of the determinant factors in downsizing decision. Chalos and Chen (2002) also 

have a more positive conclusion on the downsizing effect on ROA. They conclude 

that there is an increase in downsizers’ ROA over the three–year post announcement 

period but the increase is statistically significant only for revenue refocusing and cost 

cutting strategies, not for plant closure strategies.  

De Meuse et al. (1994) highlight that companies that downsize have a 4-6% lower 

ROA to begin with, but after the downsizing, there is statistically significant decrease 

in median ROA to 1-2% in two-year horizon. In addition, downsizers perform poorly 

compared to non-downsizers. The following study also highlights that there is no 

positive ROA effect in downsizing (De Meuse et al. 2004). In addition, sample 
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showed that companies with smaller layoffs outperformed the companies with larger 

scale layoffs. The research concludes that the companies with below 3% employee 

layoffs outperform above 3% layoffs companies in ROA in two years after the 

announcement. Same results came with 10% threshold. Morris et al. (1999) supports 

these result with concluding that there is a positive correlation between ROA and 

employment, meaning that ROA increases with more employers and decreases with 

layoffs. Nevertheless, De Meuse et al. (2004) highlight that downsized companies 

generally experienced lower performance during the initial few years following the 

downsizing, they were able to improve their ROA to a similar level to the non-

downsizing companies. Downsizers were able to increase their median ROA from 0-

1% in base year to 5%, which was the non-downsizers’ median, in three years of 

time. This result was statistically insignificant though. 

Return on equity (ROE): 

      
           

                    
      (2) 

ROE measures the profitability of a firm in relation to the dollars invested in the firm 

by shareholders: bottom line of income statement divided by book value of 

shareholder’s equity. It is similar concept to ROA but focuses on the actual return to 

the owners of the company based on their own investment. It is therefore the best 

simple measure in terms of testing if downsizing helps to achieve the basic purpose 

of a firm; create financial return to its owners. (De Meuse et al. 1994.) 

Elayan et al. (1998) highlight the evidence of significant improvement in ROE 

among downsizing companies. The sample includes 1,362 announcements of 

corporate layoffs between 1979 and 1991. During the pre-announcement period, 

average ROE declined from 10.10% to 8.41% from -2 year to -1 year. The 

announcement year average ROE declined to 5.58%, but started to increase 

significantly to 6.61% and 8.42% in the next two years. The pattern was the same in 

industry average adjusted ROE. The study highlights that layoffs increase the overall 

efficiency of a firm and create positive ROE results in both absolute and relative 

terms. 
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De Meuse et al. (1994) and De Meuse et al. (2004) present consistent evidence which 

does not support the idea of a positive ROE effect. Companies that announce layoffs 

have already 10% lower ROE on median compared to non-layoff companies in base 

year. During the announcement year the gap widens sets at roughly 15% in the next 

two years and thus, downsizers perform poorly compared to non-downsizers. This 

ROE effect is statistically significant (De Meuse et al. 1994). De Meuse et al. (2004) 

continues with a longitudinal study and come to the conclusion that downsizers did 

not deliver better ROE results compared to non-downsizers in three to eight years 

after the announcement. 

Palmon et al. (1997) study the ROE effect based on two different reasons to layoff: 

efficiency-enhancing layoffs and declining-demand layoffs. They conclude that 

efficiency-enhancing reasons to layoff deliver superior ROE results compared to 

declining demand layoffs. This result highlights the superiority of proactive 

downsizing strategies compared to reactive strategies. 

Return on sales (ROS) or operating margin: 

      
                                         

     
     (3) 

ROS, or operating margin, or EBIT margin, is purely income statement based 

efficiency measure. It directly reflects the cost of producing one dollar of sales and 

thus, higher ratio will decrease the likelihood of losses. If company is able to 

increase the efficiency of producing each dollar through downsizing, ROS should 

also increase. (Sheaffer et al. 2009.) 

Chen et al. (2001) finds similar, statistically significant patterns in operating margin 

and ROA development around layoff announcements. Both median operating margin 

and median industry adjusted operating margin decline during three years prior the 

layoff announcement. Nevertheless, both ratios increase consistently in the three 

years following the announcement. Operating margin is supported by decrease in the 

share of industry adjusted cost of goods sold (COGS) per sales and industry adjusted 

sales and administrative expenses per sales. 
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Sheaffer et al. (2009) study the influence of different downsizing strategies to 

operating margin. The sample consists of Israeli companies and the time line is from 

1992 to 2001. They conclude that combined personnel-asset downsizing does not 

lead to long-term operating margin improvement. There are also some indications of 

a negative effect. Another finding is also that asset-only downsizing affect negatively 

on long-term performance. Sheaffer et al. (2009) do not find any evidence that would 

support the superiority of proactive strategies to reactive ones. As a matter a fact, 

they find that reactive strategies relate to operating margin improvements. 

Muñoz-Bullón and Sánchez-Bueno (2011) conclude that downsizing does not lead to 

any improvements in operating margin, at least in the following year of downsizing 

announcement. The result is unchanged also when size of downsizing programs is 

fitted in to the model. The sample consists of Spanish manufacturing companies 

during 1993-2005. 

Asset turnover or asset efficiency: 

                 
     

      
      (4) 

Asset turnover reflect how efficiently a company is using its assets in terms of 

generating sales. If assumed sales are constant, decrease in tangible assets through 

plant closings or divestments would increase the ratio. Nevertheless, investments in 

tangible assets decrease the ratio. For example layoffs combined with investments 

into more efficient production facilities tend to increase the ratio if sales are constant. 

(De Meuse et al. 1994.) 

De Meuse et al. (1994) find that on the contrary to profit margin, ROE, ROA and 

market-to-book ratio, mean asset turnover do not differ significantly between 

companies which layoff and companies which do not. There is no significant 

difference in asset turnover before, during or after the announcement. De Meuse et 

al. (2004) complete this view finding that there is no significant difference in asset 

turnover between the two sets of companies even after eight years from the 

announcement. 
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Sales productivity or sales per employee: 

                     
     

               
     (5) 

Sales per employee is workforce based efficiency measure. It tracks firm’s ability to 

generate sales more efficiently and highlights the productivity improvements in 

terms of employee number. (Elayan et al. 1998.) 

Elayan et al. (1998) highlights that downsizing companies increase their sales 

productivity post-announcement compared to pre-announcement. Similar results are 

found when sales productivity is adjusted by industry median but the trend is not so 

explicit. Chalos and Chen (2002) study the sales productivity difference between 

various strategies post-announcement. They conclude that there is statistically 

significant efficiency gain in revenue refocusing and cost cutting downsizing 

strategies, whereas the positive effect is not statistically significant in plant closure 

strategies. This may due to the fact that usually plant closure leads to lower volumes 

and sales. 

Net income per employee: 

                          
          

               
     (6) 

Net income per employee ratio is another workforce based efficiency measure. It 

implies the contribution of a single employer to the profit of a firm. Downsizing and 

layoffs in theory should increase the ratio as workforce decreases. (Elayan et al. 

1998.) 

Indeed, according to Elayan et al. (1998), median net income per employee increase 

in downsizing firms after the announcement. It follows a pattern similar to 

profitability development; a clear decrease before the downsizing announcement, 

weakest ratio during the announcement year and significantly increasing ratio post-

announcement. Based on their sample, median net income per employee adjusted by 

industry median also follows the same pattern and overall, empirical evidence 
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regarding net income per employee ratio support the idea of efficiency improvement 

due to downsizing. 

COGS efficiency: 

                  
                  

               
     (7) 

COGS efficiency ratio measures the production cost efficiency per employer. 

Assuming sales are constant and output related costs decrease through downsizing 

and more efficient production, the ratio increases. (Chalos & Chen 2002.) 

Chalos and Chen (2002) compare post-announcement and pre-announcement COGS 

efficiency with three year sample periods from employee downsizing 

announcements. The study finds no statistically significant improvement in COGS 

efficiency. Revenue refocusing and cost cutting strategies result to a positive and 

plant closing to a negative effect, yet not significant. Therefore it is difficult to argue 

that employee downsizing leads to increase in production efficiency. 

OPCF profitability: 

                     
                   

               
     (8) 

OPCF profitability is a measure which takes into account cash flow generated from 

operations before investments in growth and is adjusted by the number of employees 

(Healy, Palepu & Ruback 1992). Chalos and Chen (2002) conclude that revenue 

refocusing and cost cutting employment downsizing strategies generate a positive 

and statistically significant effect on OPCF profitability. Nevertheless, the effect is 

not significant among plant closure strategies. 

Current ratio: 

                
                    

                         
                        (9) 
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Current ratio is liquidity ratio in which total current assets are divided by total 

current obligations. Liquidity ratios test firms’ ability to comply with their 

undertakings and cope with financial pressures in the short-term. Layoffs should 

decrease current obligations and improve current ratio and thus improve short-term 

financial condition. (Sheaffer et al. 2009.) 

Sheaffer et al. (2009) come to the conclusion that downsizing has an impact on short-

term financial conditions, measured by current ratio. They find a positive and 

statistically significant relationship between certain downsizing strategies and short-

term financial performance. Asset downsizing and combined asset upsizing and 

personnel downsizing had a significant positive effect on current ratio, whereas 

combined personnel-asset downsizing strategy delivered insignificant results.  

The most important results from the previous studies can be found in Table 6. Even 

though the methods differentiate from each other to some extent, there is a clear 

conclusion on the profitability effect in every study. Overall, the results are mixed.  

Table 6. Review of existing evidence on the profitability effect of downsizing 

Source Timeframe 

and market 

Description Main results 

Zemke (1990) 1989-1990                 

U.S. 

Philadelphia based outplacement 

firm Right Associates conducted a 

survey among HR executives from 

500 companies. 

75-78% of the respondents stated 

that downsizing has had a positive 

economic effect on the company. 

Nevertheless, aftershocks 

(survivor syndrome) were noted 

in 74-80% of the firms. 

Cascio (1993) 1991 

U.S. 

Survey done by Wyatt Company 

includes 1,005 companies to study 

the economic effects of 

downsizing. 

46% of the companies stated that 

cost decreased enough over time. 

In less than 33% of the firms 

stated that profits increased as 

expected. 
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De Meuse et 

al. (1994) 

1987-1991   

U.S. 

The sample included 100 firms 

from Fortune’s 100 listing in 1987. 

Five measures of financial 

performance; profit margin, ROA, 

ROE, asset turnover and market-

to-book ratio. 

Strong evidence that layoffs do 

not introduce financial 

improvement in two-year horizon. 

Financial performance of the 

downsized companies declined 

compared to non-downsized. 

Clark et al. 

(1995) 

1995 

U.S. 

CSC Index survey Nearly 68% of all downsizings, 

restructuring, and reengineering 

are not successful. 

Estok (1996) 1994 

Canada 

Watson Wyatt Worldwide studied 

148 major companies in Canada 

which downsized. 

40% of the companies failed to 

reduce expenses and 60% of the 

companies did not experience 

higher earnings.  

Mentzer 

(1996) 

1986-1994 

Canada 

Sample size is 82 to 122,Canadian 

Business 500 companies. Two 

measures of financial performance; 

ROA and net profit change.  

There is no consistent relationship 

between the extent of downsizing 

and future profitability. 

Cascio et al. 

(1997) 

1981-1992 

U.S. 

Studied 5,479 occurrences in the 

S&P 500 with change of 

employment (sample size 537). 

One measure of financial 

performance; ROA 

Layoffs downsizing results to 

lower profitability, whereas asset 

downsizing results to improving 

profitability. Firms with larger 

increases (or smaller declines) in 

workforce imply increases in 

ROA. 

Palmon et al. 

(1997) 

1980-1990 

U.S. 

Sample includes 140 layoff 

announcements. Three measures of 

financial performance; profit 

margin, ROA, and ROE. 

Firms with lower profitability 

downsize; downsizing related to 

demand declines or input price 

increases result to a decline in 

profitability, whereas unexpected 

efficiency motivated downsizing 

results to improving profitability. 

Elayan et al. 

(1998) 

1979-1991 

U.S. 

Sample includes 646 layoffs 

announcements from U.S. 

companies. Measures of financial 

performance; ROE, net income per 

employee, and sales per employee. 

Corporate layoffs increase the 

efficiency of firm and its labor 

force. Sample shows significant, 

roughly 2% increase in ROE,  
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Morris et al. 

(1999) 

1980-1994 

U.S. 

Study is missioned by U.S. 

Department Of Labor with sample 

size of 3,628 companies. Focus is 

on profitability – measure of 

financial performance is ROA. 

Firms with lower profitability 

downsize; workforce downsizers 

deliver decreasing profitability in 

two-year timeframe, whereas 

asset downsizers deliver 2% 

increase in ROA. 

Chen et al. 

(2001) 

1990-1995 

U.S. 

Sample comprises of 302 

companies and 349 layoff 

announcements. Measures of 

financial performance; ROA, 

operating margin. 

Layoff announcements are made 

after period of declining earnings. 

Results consistently indicate 

improvements in firm 

performance for the layoff firms 

subsequent to layoffs. Median 

ROAs and operating margins 

increase in three-year horizon 

after the layoff announcements. 

Chalos et al. 

(2002) 

1993-1995 

U.S. 

Sample includes 365 Fortune 500 

companies total of 656 downsizing 

announcements. Measures of 

financial performance; ROA, sales 

productivity, COGS profitability, 

OPCF profitability and debt 

solvency. 

Revenue refocusing and cost 

cutting downsizing strategies 

deliver positive abnormal industry 

adjusted returns for OPCF, sales 

and ROA. Plant closing 

downsizing strategy delivers 

mixed results. 

De Meuse et 

al. (2004) 

1989-1998 

U.S. 

Sample includes Fortune 100 

companies from the year 1989 of 

which 78 were downsizers. 

Measures of financial 

performance; profit margin, ROA, 

ROE, asset efficiency, and market-

to-book ratio. 

Companies which announce 

layoffs do not perform better 

compared to non-layoff 

companies in eight year time 

frame. 

Macky (2004) 1997-1999 

New 

Zealand 

Refers to New Zealand study 

which included 155 companies. 45 

of these were listed and 110 

private. 

Non-downsizers outperformed 

downsizers financially and there 

is no correlation between 

downsizing and financial 

performance. 
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Love et al. 

(2005) 

1977-1993 

U.S. 

Sample includes the 100 largest 

industrial companies in 1977 by 

Fortune magazine. Focus of the 

study is three-year forward 

performance from the 

announcement Measures of 

financial performance; ROA and 

ROA-Market. 

Overall, downsizing has no effect 

on large industrial firm 

performance. Proactive 

downsizing strategies outperform 

reactive strategies. 

Sheaffer et al. 

(2009) 

1992-2001 

Israel 

Sample incudes 196 firms (1,960 

observations) traded in Tel-Aviv 

Stock Exchange during the time 

period. Measures of financial 

performance; operating margin and 

current ratio. 

Reactive downsizing has a 

positive impact on short-term 

performance. Also, combined 

personnel-asset downsizing does 

not relate to either short-term or 

long-term operating margin 

improvement. 

Muñoz-

Bullón et al. 

(2011) 

1993-2005 

Spain 

Sample includes 2,053 Spanish 

manufacturing firms (17,645 

observations) with employees 

between 10 and 200. Measures of 

financial performance; ROS and 

ROA. 

Downsizing does not lead to 

improved corporate performance; 

productivity or profitability. 

Accounting the size of the 

downsizing the results do not 

change. 

Source: Stated above 

4.4 Concluding remarks 

Downsizing strategies aim for efficiency. The reasoning behind the strategy is that 

companies enter into downsizing actions if they estimate it to be beneficial for the 

company. That is if the expected cash savings exceeds the present value of cash 

benefits associated with keeping organization in stagnation. (Elayan et al. 1998.) 

Usually downsizing is a reaction strategy that tries to comply with changing market 

environment. De Meuse et al. (1994) show that downsizers have significantly lower 

profitability compared to non-downsizers. Also, their debt solvency ratio is higher. 

These might be important factors behind the downsizing decision; ambition to 

compete with healthier balance sheet and lower cost base. Therefore, downsizing can 
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be seen as rational economic response to corporate financial troubles (McKinley, 

Mone & Barker 1998). 

Downsizing targets to improve firms’ financial performance and situation and thus 

the effects should be measureable. Despite the fact that there is numerous ways to 

measure downsizing effects, there are clearly the most preferred ones among 

academic literature: ROA and ROE. These variables reveal firm’s ability to generate 

return to their total investments and equity holders. 

Empirical studies of the financial impact of downsizing are inconclusive. Cascio et 

al. (1997) and Chalos and Chen (2002) highlight that downsizing companies deliver 

better post-announcement financial performance than industry in average. Also, 

Cascio et al. (1997), Chalos and Chen (2002) come to the conclusion that revenue 

refocusing and efficient improvement strategies lead to superior financial results. 

According to Cascio et al. (1997), same goes for asset downsizers. Love and Nohria 

(2005) also highlight that proactive strategies outperform reactive strategies and 

larger cost base indicate better results on ROA improvement. Nevertheless, Mentzer 

(1996) finding that there is no consistent relationship between the size of downsizing 

and future profitability questions the whole idea behind the concept. De Meuse et al. 

(1994) and De Meuse et al. (2004) present evidence that downsizing measures do not 

affect to profitability significantly. However, this raises a question; if downsizing 

actions would have not been done, would there have been poorer financial 

performance among downsizers compared to the other companies? Another question 

is that, if downsizers would have not downsized, would there have been better 

financial performance compared to the situation after the downsizing? 

Results of the profitability effect are mixed to say the least. Different samples, 

sample sizes, industries and business cycles may lead to different kinds of results. 

This should be kept in mind when assessing individual research around the subject. 
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5 THE SIGNAL VALUE FOR THE CAPITAL MARKETS 

5.1 Theoretical background 

Collett (2002) states that the International Stock Exchange rules require companies to 

notify the exchange without delay of any new major events or issues which may lead 

to substantial movements in their listed securities and profit expectations. These rules 

are applied to provide all investors with equal access to information and thus provide 

a fair market for the securities of a company. This is the base of signal value in 

capital markets; new information is expected to have positive or negative effect to 

security prices. The two questions related to the theoretical impact of such announces 

are: why there should be an impact at all and if there is, what is the impact and how 

is it absorbed to the security prices? 

Fama (1970) was the first one to create an all-around theoretical concept around 

market efficiency and the role of information. Before this, the dominant view of the 

markets was that stock price development process is random Brownian motion and 

thus follows a random walk (Yen & Lee 2008). Fama (1970) defines three levels of 

market efficiency which differ from each other by the stock market capability of 

processing information: weak, semi-strong and strong form of market efficiency. 

Weak form of market efficiency states that relevant past information related to the 

firm is fully and quickly reflected in its stock price. Semi-strong market efficiency 

states that all public information related to the firm is fully and quickly reflected to 

the share price. Strong form of market efficiency is based on assumption that all 

relevant information, weather it is private or public, is fully and quickly reflected in 

the firm’s share price. Yen and Lee (2008) state that empirical evidence supports 

Fama’s (1970) efficient market hypothesis (EMH), at least in its weak and semi-

strong forms. 

The neo-classical interpretation of market efficiency is that market evaluates and 

responds to the details of the announcement at the time of the announcement. The 

reaction is positive (negative) if the net present value of the investment is positive 

(negative). Collett (2002.) 
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Markets are not perfect and it is highlighted by Rational Expectations approach. 

There is evidence that market discounts the new information before the material 

announcement. Collett (2002) investigates this Rational Expectations approach in his 

research and comes to the conclusion that most of the stock price reaction of the 

studied layoff announcements is absorbed in the share price already before the 

announcement. Same kind of result is also found by Chen et al. (2001) and 

Tuominen (2005). 

There are also psychological irregularities in the market. There is evidence that 

market tend to overreact or underreact to new information. Barberis, Schlaifer and 

Vishny (1998) highlight two kinds of pervasive irregularities: underreaction of stock 

prices to news such as earnings announcements and overreaction of stock prices to a 

series of good or bad news. 

Elayan et al. (1998) highlight that the market reaction to layoff announcements 

depends in the information set available to shareholders and on the financial 

performance of the firm before the announcement. Also, the market reaction to 

corporate layoff announcements depends on the investors’ perception of the NPV of 

the layoffs and the content of the layoff announcement. If the market interprets that 

the downsizing measures increase efficiency, improve profits and create value for 

shareholders there would be a corresponding positive movement in the share price. 

However, there is possibility that the announcement provides investors negative 

information regarding the firm’s future prospects and growth opportunities. This 

would lead to a negative share price movement. Elayan et al. (1998) calls these two 

basic approaches as efficiency hypothesis and declining investment opportunities 

hypothesis. Empirical research around downsizing and the market reaction to 

downsizing announcements is based on these two hypotheses. 

5.2 Empirical evidence on the capital market effect 

There are numerous researches regarding downsizing announcements and their effect 

on capital markets. We can conclude that overall the effect to the capital markets is 

slightly negative but there are also some evidence of positive market reactions and 

positive abnormal returns. In other words, decreased demand hypothesis introduced 
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by Lin and Rozeff (1993) seems to dominate the expected positive cash flow effects 

in empirical research. The next section presents the most relevant studies and most 

relevant results in the studies. 

Worrell et al. (1991) study the capital market effect of layoffs and downsizing in a 

pioneering research. They find a clear negative aggregate abnormal return in 

connection with layoff announcements among U.S. companies during 1979-1987. 

Abnormal returns are consistently negative in every other event window expect for 

the announcement day. Nevertheless, the positive announcement day effect is not 

statistically significant. The study also highlights that layoffs related to financial 

problems are the most relevant driver for the negative returns. Restructuring and 

consolidation driven layoffs result to positive abnormal returns and consistently 

outperform the capital market effect of financial issues driven layoffs. They conclude 

that there is a significant difference in abnormal returns when the size of the layoff is 

taken into account. Companies that cut more than 4.5% of their workforce tend to 

underperform those who cut less than 0.98% of their workforce. Elayan et al. (1998) 

find similar pattern; larger layoffs deliver more negative returns than smaller layoffs 

with threshold at 2% of the workforce. Lee (1997) also highlights the significance of 

the layoff size. He concludes that there could be an optimal layoff size, a convex 

relationship with size of layoff and market reaction, as large and small layoffs tend to 

result to more negative market reaction compared to the mid sample. 

Lin and Rozeff (1993) find also a negative abnormal return in connection with 

downsizing announcements. Nevertheless, they find that the most substantial capital 

market effect is realized before the announcement, not after. They conclude that 

announcements regarding temporary layoffs, permanent layoffs and temporary 

operation closings result to a similar capital market effect: negative abnormal 

preannouncement returns of -12-16% followed by negative abnormal announcement 

return of -2-3%. This finding is consistent with decreasing demand hypothesis; 

market reacts to decreasing demand and starts to discount it to the share price already 

before the material announcement is released. 

Iqbal and Shetty (1995) find a statistically significant -0.3% abnormal announcement 

day return. They also conclude that financial performance before the downsizing 
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announcement, measured by ROE and bond downgrading announcements, affect the 

market reaction. The research highlights that abnormal results are positive for 

financially distressed firms and negative for the financially healthy firms. The 

abnormal return difference between weak and healthy firms is 1% and statistically 

significant. This finding is in line with Love and Nohria’s (2005) finding of positive 

relationship between the amount of financial slack and the profitability effect of 

downsizing. 

A research done by Chatrath, Ramchander and Song (1995) highlights the change in 

investors’ perception of downsizing announcements. Their results suggest that there 

has been a shift in perception of downsizing in the turn of 1990s. In 1980s, 

downsizing announcements led to significant abnormal negative returns on aggregate 

level in both recession and boom eras. Nevertheless, during 1991-1992 recession 

period, the abnormal returns were positive and significant. However, they do not test 

the robustness of the results against meaningful factors which makes it hard to 

generalize the results. 

Lee (1997) finds similar negative abnormal return pattern related to downsizing 

announcements in Japanese stock markets as in U.S. stocks. However, the negative 

return is clearly smaller compared U.S. stock markets. In Lee’s (1997) research, 

abnormal negative return is -0.56% for Japanese and -1.78% for U.S. announcements 

during 1990-1994. Both results are statistically significant but the sample size is 

clearly smaller for the Japanese part and the benchmark (Nikkei index) is not value 

weighted. The writer also highlights the cross-holding aspect of Japanese stocks and 

thus this may result to more patient investor behavior which outweighs some of the 

negative signal effect of the announcements. 

Elayan et al. (1998) find similar negative abnormal return pattern as previous studies 

on aggregate level. However, they concentrate also to the factors contributing to the 

capital market effect. They conclude that downsizing announcements from 

companies that have below industry average profitability, measured by ROE, result 

to positive market response. Also, announcements from companies which have 

above industry average profitability result to a statistically significant negative 

abnormal return. In addition, the researchers find that announcements during 



50 

contraction of business activities cause more negative impact compared to period of 

expansion of business activities. 

Chen et al. (2001) examine the relations between layoffs, corporate performance and 

stockholders’ wealth. They conclude that there is a negative excess return related to 

downsizing announcements. They measure it to be -1.20% during two day period 

starting from the previous day of the announcement. Nevertheless, they make a 

remark that most of the negative market effect is experienced already before the 

announcement day. Chen et al.’s (2001) main finding is that layoff announcements 

follow poor operational and stock performance and are followed by improvements in 

both. 

Collet (2002) studies the excess return patterns connected to changes in personnel in 

the U.K. market. He introduces more comprehensive data eliminations to exclude the 

potential distracting data points and is ended up with 54 announcements. He finds 

similar negative abnormal returns in U.K. market as previous studies in U.S. The 

research highlights the same pattern as Chen et al. (2001); most of the negative 

abnormal returns are already absorbed before the material announcement. According 

to Collet (2002), this supports the Rational Expectations Hypothesis. He also studies 

the abnormal returns connected with announcements regarding an increase in 

workforce. These are rarer but he concludes that the abnormal return related to these 

announcements is positive. McKnight, Lowrie and Coles (2002) also study the U.K. 

market during 1990-1995. They find similar, statistically significant negative 

abnormal returns properties of layoff announcements. 

Hahn and Reyes (2004) investigate the stock-market reaction to layoff 

announcements where more than 1000 workers are affected. They present probably 

the most distinguished evidence that announcements from companies which layoff 

due to low demand consistently create a statistically and economically significant 

negative excess returns in connection to the announcements. On the other hand, 

announcements from companies which layoff due to restructuring consistently create 

a statistically and economically significant positive excess returns in connection to 

the announcements. These results hold when excess returns are estimated by value-

weighted index and ordinary least squared (OLS) methods. Nevertheless, by 



51 

applying equal-weighted index and OLS or instead of OLS applying EGARCH 

estimation method, the significance of the results diminishes. The research quite 

clearly proposes that event study methodology models should always include time 

variation in return volatility to avoid erroneous inferences. 

Farber and Hallock (2009) make a substantial contribution to the academic research 

concerning the changing nature of RIFs (reduction in force) and the changing effect 

of excess return around the layoff announcements. They survey U.S. layoff 

announcements during 1970-1999 and come to the conclusion that negative excess 

returns have diminished over time over a three day event window centered on the 

announcement day. They suggest that the reason behind this trend is related to the 

nature of layoffs; layoffs targeted to improve efficiency have become more common 

and the relevance of layoffs due to decrease in demand has decreased. They 

implicitly state that efficiency driven layoffs get more favorable reaction from the 

capital markets compared to RIFs related to adverse market conditions. However, the 

number of layoff announcements follows adverse market conditions or business 

cycle closely. Farber and Hallock (2009) also find that the variance across 

announcements in the stock price reaction has not changed over time. This suggests 

that there has not been a general reduction in the information content of layoff 

announcements. 

Smith, English and Brooks (2010) study the capital market effect of downsizing with 

the largest sample yet of 4646 data points from U.S. market during 1980-2000. They 

conclude that the average excess return +-3-days from the announcement is -0.71% 

and statistically significant. Also, distressed firms tend to experience a more negative 

market reaction than healthy firms among firms that layoff the largest percentage of 

their workforce. They find more positive result for firms that layoff between 0.5% 

and 2% of their workforce. They also regress the returns against relevant determinant 

factors. With this method they find out that the size of layoff is directly linked to the 

factor of distressed company (EBITDA below 80% of the interest expenses) and that 

market is not just reacting to the size of the layoff. The market reaction is based also 

on the expectations of the size of the layoff. 
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Marshall, McColgan and McLeish (2012) review the business cycle element of the 

layoff announcement reactions. They examine the layoffs during global financial 

crisis of 2008 and compare these results to layoffs during period of economic 

prosperity. They find solid, statistically significant evidence, that U.K. layoffs during 

boom period of 2005-2006 lead to positive excess return of 0.51-0.80% within +-1-2 

days from the announcement. Nevertheless, they also find that announcements 

during the financial crisis led to statistically significant negative excess return of -

1.75-1.95%. They find out that the reason of layoff is not significant factor to the 

return, business cycle is. They conclude that this supports the idea that layoff 

decisions made during adverse economic conditions are expected to signal poor 

investment opportunities, but layoffs undertaken during prosperous markets should 

be efficiency enhancing. 

As highlighted previously, Love and Nohria (2005) finds that proactive downsizing 

strategies deliver superior post-announcement profitability effect for the coming 

years. Lee (1997) finds a similar relationship in the stock returns; reactive strategies 

create significantly more negative returns compared to reactive strategies. This 

supports the notion that workforce reductions do not provide a complete answer to 

problems corporations are dealing with. Results by Palmon et al. (1997) also support 

the deviation of reactive and proactive strategies in terms of market reaction. They 

find negative abnormal returns for firms that announce layoffs which are related to 

adverse market conditions and declining demand. Nevertheless, unexpected and 

efficiency driven announcements are rewarded with positive abnormal returns. 

McKnight et al. (2002) also find the same relationship from U.K. market during 

1990-1995 but the market reactions are more severe in their study for the reactive 

announcements compared to U.S. studies: McKnight et al.’s (2002) CAR is -3.46%, 

whereas Lee’s (1997) CAR is -2.72% for U.S. announcements during 1990-1994. 

These findings of positive abnormal returns among proactive announcements 

question the concept of declining demand hypothesis which states that unexpected 

downsizing signal should initiate a negative response in markets. 

Palmon et al. (1997) is one of the few studies which present a positive market 

reaction to downsizing. They compare two downsizing types: declining demand 

subsample and efficiency driven subsample. Declining demand subsample excess 
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returns were in line with previous studies and negative. The positive abnormal return 

of unexpected and efficiency driven announcements is 0.28-0.82% during their short 

time horizons and 5.73% for the time horizon which goes as far as 504 days past the 

initial announcement. Nevertheless, the long-term abnormal return found is not 

statistically significant. Farber and Hallock (2009) also suggest that efficiency driven 

layoffs are more warmly welcomed in the capital markets compared to declining 

demand driven layoffs. 

Worrell et al. (1991) finds that downsizing announcements related to restructuring 

and consolidations deliver significant positive abnormal returns. The results are even 

more highlighted when the returns are compared to announcements related to 

financial distress. This finding is backed up by Lin and Rozeff (1993). Even though 

Lin and Rozeff (1993) find a negative preannouncement return and announcement 

return, they conclude that the negative effect is clearly smaller among companies 

which execute restructuring measures other than layoffs: permanent operation 

closings and reassigned production. Also, they find a positive reaction to 

announcements related to cost-cutting including early retirement and reorganization 

with layoffs. Elayan et al. (1998) also conclude that restructuring and revenue 

refocusing announcements have more discrete effect to the market compared to 

announcements which reveal operational problems or labor disputes.  

Chalos et al. (2002) compares the market effects of three different downsizing base 

strategies: revenue refocusing cost cutting and plant closure. They conclude that 

revenue refocusing announcements consistently transmute to abnormal positive 

market reactions, whereas the cost cutting results were mixed and plant closing 

reactions were negative. These findings are consistent with the superior positive 

profitability effect of revenue refocusing strategy highlighted in the same research. 

There are two researches (Riihiranta 2003, Tuominen 2005) which study the capital 

market effect of layoff announcements in Finland. Riihiranta (2003) finds a slightly 

negative excess returns in connection with the announcements. He highlights also 

that market reactions were sensitive to certain company related factors. Positive 

market reactions were driven by announcements during expansion period of the 

business cycle and layoff announcements from manufacturing companies. 
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Downward sloping business cycle, announcements from service-oriented companies 

and companies with high price-to-book ratio were the most relevant factors for 

negative excess returns. He finds mixed results of how ROE level and publicly stated 

reason affect the returns. 

Tuominen (2005) shows consistent results of negative excess returns in connection 

with layoff announcement in Finnish market during 2002-2005. In line with Collet 

(2002) and Chen et al. (2001), he finds the most significant negative returns is 

absorbed already before the announcement. He also takes into account four factors 

that contribute to the market reactions: ROA, business cycle, corporate governance 

and firm and management reputation. In line with his hypothesis, high ROA 

companies underperform low ROA companies in terms of excess returns. This 

relationship is most conclusive after the announcement. Business cycle factor was 

the most relevant in terms of excess returns. Announcements during recession period 

delivered significantly negative ARs for days -2, -1, and +2 while expansion period 

announcements did not statistically differ from zero. Tuominen (2005) measures 

corporate governance by price-to-book ratio and corporate governance rating and 

finds no clear evidence that it is an important factor predicting reactions to layoff 

announcements. Also, he does not find any concrete evidence for his hypothesis of 

firms with high firm and management reputation are better able to create value 

through downsizing, and thus market reaction should be more positive compared to 

bad-reputation companies. 

The relevant statistics of all of the highlighted studies can be found in Table 7. 

Overall, the capital market effect, meaning abnormal return related to the downsizing 

announcement is slightly negative. Nevertheless, there are also positive abnormal 

returns which are related to proactive downsizing and revenue refocusing strategies. 

 

 



55 

Table 7. Review of existing evidence on the capital market effect of downsizing 

Source Timeframe 

and market 

Number of 

observations 

(category) 

Event window 

(days around the 

event date) 

Abnormal return 

(%) 

Worrell et al. 

(1991) 

1979-1987 

U.S. 

194 -90 to -5 

-90 to 90 

-5 to 5 

-1 to 1 

 1 to 90 

-2 

-1 

 0 

+1 

-2.15 

-1.99 

-1.42*** 

-0.40* 

-0.96 

-0.26 

-0.45*** 

 0.21 

-0.17 

Lin et al. (1993) 1978-1985 

U.S. 

383 -200 to -2 

-1 to 0 

 1 to 60 

-16.50 to -4.87 

-2.12 to -0.12 

-5.61 to 0.68 

Iqbal et al. (1995) 1986-1989 

U.S. 

149 -1 to 0 -0.30** 

Chatrath et al. 

(1995) 

1981-1983 

 

1984-1990 

 

1991-1992 

U.S. 

35 

 

56 

 

140 

 

 0 to 1 

-10 to 10 

 0 to 1 

-10 to 10 

 0 to 1 

-10 to 10 

-1.21* 

-2.70 

-0.76* 

-3.06** 

 0.38** 

 0.85 

Palmon et al. 

(1997) 

1982-1990 

U.S. 

 

57 

(Declining 

demand 

subsample) 

83 

(Efficiency-

enhancing 

Subsample) 

-1 to 0 

-1 to 1 

-1 to 10 

 

-1 to 0 

-1 to 1 

-1 to 10 

-1.82*** 

-2.23*** 

-2.12* 

 

 0.60*** 

 0.80*** 

 0.28 

Lee (1997) 1990-1994 

U.S. 

1990-1994 

Japan 

300 

 

43 

 

-2 to 2 

 

-2 to 2 

-1.78*** 

 

-0.56*** 
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Elayan et al. 

(1998) 

1979-1991 

U.S. 

646 -20 to -2 

-1 to 0 

-20 to 20 

 2 to 20 

-1.42*** 

-0.64*** 

-1.62** 

 0.513 

Chen et al. (2001) 1990-1995 

U.S. 

349 -1 to 0 -1.20*** 

Chalos et al. 

(2002) 

1993-1995 

U.S. 

239 

(Revenue 

refocusing) 

 

236 

(Cost cutting) 

 

 

135 

(Plant closure) 

 

-1 

 0 

 1 

 

-1 

 0 

 1 

 

-1 

 0 

 1 

 0.15 

 0.71*** 

 0.82*** 

 

 0.04 

-0.14 

 0.05 

 

 0.00 

 0.04 

-0.09 

Collett (2002) 1990-1999 

U.K. 

54 -30 to -1 

0 to 1 

2 to 30 

-3.47** 

 1.43*** 

-0.43 

McKnight et al. 

(2002) 

1990-1995 

U.K. 

147 -1 to 1 

-2 to 2 

-3 to 3 

-4 to 4 

-5 to 5 

-1.48*** 

-2.05*** 

-0.48** 

-0.76** 

-0.87** 

 

(Riihiranta 2003) 1998-2002 

Finland 

65 -1 to 0 

-1 to 1 

-2 to 2 

-3 to 3 

-4 to 4 

-5 to 5 

-1.07* 

-1.13 

-1.84* 

-2.08* 

-1.76 

-0.47 
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Hahn et al. (2004) 1995-1999 

U.S. 

36 

(Low demand) 

 

 

 

42 

(Restructuring) 

 

-5 to 5 

-3 to 3 

-1 to 1 

 0 

 

-5 to 5 

-3 to 3 

-1 to 1 

 0 

-8.36** 

-5.68** 

-3.04** 

-2.03** 

 

 2.19 

 2.62** 

 1.95 

 1.73** 

Tuominen (2005) 2000-2005 

Finland 

83 -10 to -1 

-5 to -1 

-1 to 1 

 0 to 1 

 1 to 5 

 1 to 10 

 

-2.23** 

-2.07*** 

-1.89*** 

-0.56 

-0.84 

-0.36 

 

Farber et al. 

(2009) 

1970-1999 

1970-1979 

1980-1989 

1990-1999 

U.S. 

4273 

1529 

1533 

1211 

 

-1 to 1 

-1 to 1 

-1 to 1 

-1 to 1 

 

-0.32*** 

-0.59*** 

-0.24*** 

-0.06*** 

 

Smith et al. (2010) 1980-2000 

U.S. 

4646 -3 to 3 -0.71*** 

Marshall et al. 

(2012) 

2005-2006 

 

 

2008 

U.K. 

67 

(Boom) 

 

76 

(Financial crisis) 

-1 to 1 

-2 to 2 

 

-1 to 1 

-2 to 2 

0.51* 

0.80** 

 

-1.75*** 

-1.95** 

* = 0.10 level of significance, ** = 0.05 level of significance, *** = 0.01 level of significance 

Source: Stated above 

5.3 Concluding remarks 

The idea that downsizing announcements has an effect to capital markets is based on 

the assumption that new information is revealed to the markets due to mandatory 

signaling of the downsizing firm. Weather weak, semi-strong, or strong form of 
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market efficiency prevails, downsizing announcement effect is studied event study 

methodology which is based on CAPM and thus the idea of efficient markets. 

Empirical studies around downsizing ascend from two fundamental hypothesis; 

efficiency hypothesis and declining demand hypothesis (or declining investment 

opportunities hypothesis). Majority of the empirical research come to the conclusion 

that on aggregate level declining demand hypothesis dominate downsizing 

announcements. On aggregate level, abnormal returns are slightly negative around 

the downsizing announcements irrespective to the event window length or market. 

However, various studies suggest that theory of Rational Expectations holds and thus 

downsizing announcement follow a period of decline in share prices. 

Based on empirical evidence, proactive strategies tend to outperform reactive 

strategies in both cases: profitability-wise and market-reaction-wise. Business cycle 

is a meaningful factor too; downsizing during expansion periods tend to outperform 

recession period downsizing. Also, some studies highlight that revenue refocusing 

strategies are seen as efficiency enhancing and rewarded by positive market reaction. 

Restructuring is perceived as more efficiency enhancing strategy than basic cost 

cutting. It is interesting to notice that same strategies tend to outperform other 

strategies in both, profitability-wise and market reaction-wise. 

Farber and Hallock (2009) make an important contribution to the empirical research. 

They show that market reactions to layoff announcements have change during time 

which can be contributed to the fact that downsizing behavior of the firms has 

changed. Layoffs targeted to improve efficiency have become more common and the 

relevance of layoffs due to decrease in demand has decreased during 1970-1999. 

This highlights the fact that different downsizing strategies are an important factor in 

terms of value creation and adding value to shareholders. 
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6 THE RESEARCH 

6.1 Research questions and hypotheses 

The study is concentrated around the concept of downsizing. On general level, the 

target of this research is to determinate what is downsizing, what kind of downsizing 

strategies are there and what are the downsizing related effects on profitability and 

on the capital markets. Nevertheless, more detailed emphasis is put on the Finnish 

market. Research questions are as follows. 

Question 1: What is the Finnish market reaction related to downsizing 

announcements? 

Question 2: What are the firm specific characteristics that drive the Finnish 

market reaction? 

Question 3: Does downsizing have an impact on profitability of Finnish firms? 

Question 4: What are the firm specific characteristics related to downsizing 

that drive the profitability effect? 

Question 5: Are the Finnish findings in line with previous studies from other 

markets? 

Question 6: Is the market reaction fair? 

To answer these questions, there are five hypotheses which are related to the 

profitability effect of downsizing, five hypothesis which are related to the market 

reaction of the downsizing announcements and one general hypothesis. Hypotheses 

are based on key findings from previous research. They are formulated in such 

manner that the research targets to find the effect of downsizing for the profitability 

of Finnish firms and the market reaction related to downsizing in in the Finnish stock 

exchange. The Finnish research around the subject fairly limited as there is only two 

studies to be found about the market reaction of layoffs. This study complements 



60 

those two studies and brings along the fundamental viewpoint of downsizing: the 

effect on profitability. This research also complements the existing research with the 

viewpoint of fairness of the capital market effect. Is the capital market effect fair 

given the post-announcement financial performance? In another words, are the same 

factors driving both capital market effect and post-announcement financial 

performance? 

Downsizing targets to enhance efficiency by selectively cutting costs (Sheaffer et al. 

2009). Therefore, every downsizing action should lead to increased efficiency 

keeping everything else equal; improve the financial performance of the 

organization. Nevertheless, empirical studies show no consistent efficiency of 

efficiency gains measured by financial performance. On aggregate level, empirical 

evidence related to the financial performance highlight that downsizing has no 

significant effect on post announcement financial performance. The first profitability 

hypothesis is as follows: 

Profitability hypothesis 1: Downsizing has no significant impact on firm’s 

post-announcement financial performance. 

Despite the fact that there is no consistence empirical evidence on the post-

announcement profitability effect of downsizing on aggregate level, there are some 

factors that seem to indicate better post-announcement financial performance than 

other factors. Love and Nohri (2005) find a clear evidence that proactive downsizing 

strategies outperform reactive ones. Also, Palmon et al. (1997) highlight the 

superiority of efficiency-enhancing downsizing compared to declining demand 

driven downsizing. Reactive downsizing can be seen as a sign of future problems 

and, therefore, the second profitability hypothesis is as follows: 

Profitability hypothesis 2: Proactive downsizing leads to better post-

announcement financial performance compared to reactive downsizing. 

The third profitability hypothesis is related to the second hypothesis. Efficiency-

enhancing and proactive strategies tend to occur during economic growth. 

Nevertheless, efficiency-enhancing downsizing can occur also during economic 



61 

recession and reactive downsizing during economic growth. Marshall et al. (2012) 

highlights that the perception of downsizing is more favorable during boom eras, but 

is there any fundamental basis for the perception. The third profitability hypothesis is 

as follows: 

Profitability hypothesis 3: Downsizing during economic growth period leads 

to better post-announcement financial performance compared to downsizing 

during economic recession. 

Love and Nohria (2005) highlights that downsizers with high absorbed slack tend to 

deliver better post announcements financial results compared to companies with 

small amount of absorbed slack. This implies that companies with low profitability 

tend to outperform highly profitable companies in post-announcement financial 

performance and, thus there is much more to improve compared to efficient 

companies. The fourth profitability hypothesis is as follows:  

Profitability hypothesis 4: Downsizers which have relatively low profitability 

outperform high-profitability companies in post-announcement financials. 

Mentzer (1996) questions the total concept of downsizing by highlighting that there 

is no consistent relationship between the extent of downsizing and future 

profitability. It means that the more you are trying to save, the more you are putting 

effort on lost cause. In addition, De Meuse et al. (2004) even highlights that there is 

negative relationship between the size of downsizing and post-announcement 

financial performance; the more you try to save, the more you hurt the future 

performance. Nevertheless, they find the effect to be small. To study the effect of 

downsizing size to post-announcement financial performance, the fifth profitability 

hypothesis is as follows: 

Profitability hypothesis 5: There is no consistent relationship between the size 

of downsizing and post-announcement financial performance. 

To date, there is no research available which states that downsizing announcement 

leads to a positive abnormal return on aggregate level. This highlights the fact that 
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declining demand hypothesis dominates efficiency hypothesis. Based on existing 

evidence, downsizing announcement signal declining demand in the future and 

should therefore be awarded with negative abnormal return. Farber and Hallock 

(2009) show that even though the reaction to downsizing announcements have 

diminished during history, the abnormal return related to the announcements have 

always been negative. To study the aggregate signal effect on markets, market 

hypothesis 1a is as follows: 

Market hypothesis 1a: In line with declining demand hypothesis, abnormal 

return related to downsizing announcements is negative. 

Rational expectations theory highlights that most of the signal effect of new 

announcement is absorbed in the share price before the material announcement. Chen 

et al. (2001), Collett (2002) and Tuominen (2005) provides evidence of the theory in 

the case of downsizing announcements; signal value of the announcement is negative 

and most of the negative abnormal return is realized before the announcement. 

Tuominen (2005) found support for the theory in the Finnish market. The market 

hypothesis 1b is as follows: 

Market hypothesis 1b: In line with rational expectations approach, abnormal 

return related to downsizing announcements is mostly absorbed already before 

the downsizing announcement. 

As stated before, Love and Nohria (2005) highlight the superior post-announcement 

profitability effect of proactive downsizing strategies compared to reactive strategies. 

Lee (1997), McKnight et al. (2002) and Palmon et al. (1997) find same kind of 

relationship with market reactions in U.S. and U.K. markets; announcements of 

proactive strategies are rewarded with superior abnormal returns compared to 

reactive strategies. The second market hypothesis is as follows: 

Market hypothesis 2: Proactive downsizing announcements lead to a more 

favorable market reaction compared to reactive downsizing announcements. 
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Another meaningful factor for abnormal return differences is the state of the 

economy. Marshall et al. (2012) conduct a research around the business cycle 

element of the abnormal returns. Their main conclusion is that business cycle is more 

prominent predictor of abnormal return than reason of layoff. Downsizing 

announcements during economic boom lead to positive abnormal returns, whereas 

announcements during the financial crisis lead to negative abnormal returns. 

Tuominen (2005) finds that layoff announcements during recession leads to clearly 

negative abnormal return, whereas abnormal returns do not differ from zero when 

regarding layoff announcements during boom. To test this factor in Finnish market, 

the third market hypothesis is as follows: 

Market hypothesis 3: Downsizing announcements during economic growth 

period lead to a more favorable market reaction compared to announcements 

during economic recession. 

Love and Nohria (2005) find that absorbed slack is meaningful factor for post-

announcement financial performance; for those companies who have a lot of 

absorbed slack, it is easier to get rid of the extra slack, compared to companies which 

have low level of absorbed slack. If post-announcement financial performance is 

superior for the low-profitability companies, market reaction should also be in favor 

of them. The fourth market hypothesis is as follows: 

Market hypothesis 4: Downsizing announcements from companies with 

relatively low profitability lead to more favorable market reaction compared to 

companies which perform financially relatively well. 

Size is another factor which is found to be meaningful for downsizing 

announcements related abnormal returns. Worrell et al. (1991) and Elayan et al. 

(1998) find that larger downsizing announcements lead to more negative abnormal 

returns compared to smaller announcements with thresholds of 4.5% of workforce 

and 2% respectively. These findings go in line with De Meuse et al.’s (2004) 

findings that larger layoffs lead to poorer post-announcement financial performance. 

The fifth market hypothesis is as follows: 
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Market hypothesis 5: There is no consistent relationship between the size of 

downsizing and abnormal return related to the announcement. 

Most of the research around downsizing focuses on the capital market effect or the 

profitability effect. There are limited amount of studies which combine these two 

fields. Nevertheless, there should be linkage between post-announcement financial 

performance and abnormal return related to the downsizing announcements. 

Relatively good post-announcement financial performance should be discounted in 

the share price and abnormal return should be positive and vice versa. The general 

hypothesis is as follows: 

General hypothesis 1: Profitability effects of downsizing and abnormal 

returns related to the downsizing announcements support each other. 

6.2 Data description 

Answering the research questions and testing the hypotheses sets requirements for 

the data selection. Firstly, annual accounts information and stock return data must be 

available to study the profitability and capital markets effect. Secondly, to capture 

the real capital market effect, companies need to be large in size that market liquidity 

does not affect to the results. Thirdly, data must be composed of Finnish companies. 

Fourthly, study timeline must include a period of economic growth, a boom, and a 

period of economic contraction, a recession. Due to all of these reasons, event 

window is set between 2005 and 2010 and companies included in the research 

comprise of Helsinki OMX 25 large cap companies. From 2005 to 2007, Europe 

experienced a period of economic growth and this is used as a reference to a 

booming era. This era was followed by a period of economic contraction between 

2008 and 2010 due to the global financial crisis; this is the research reference for the 

recession. These different business cycles are presented in Figure 1, where quarterly 

Gross Domestic Product data from Eurostat (http://epp.eurostat.ec.europa.eu/) is 

presented as a deviation from the long-term trend. Hodrick and Prescott’s (1997) 

filter is used to derive the trend. 

. 
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Figure 1. European GPD cycle – deviation from the long-term trend 

 

Source: Eurostat, National Accounts 

To study the Finnish effect of downsizing and downsizing announcements, 

announcement event must be first identified and categorized. Downsizing 

announcements made by stock exchange releases provide equal opportunity for 

different investors to react to the new information. The source of the event database 

is Nasdaq OMX Nordic’s Stock Exchange Release database 

(http://www.nasdaqomxnordic.com/uutiset/yhtiotiedotteet) which archives all stock 

exchange releases made in Finnish market. 

Downsizing comes in many forms; layoffs, restructuring programs, plant closings, 

asset divestments and outsourcing for example are terms which directly refer to 

downsizing actions. Nevertheless, companies tend to use also various other terms. 

This makes it nearly impossible to capture the wide array of downsizing events using 

search engine in Nasdaq OMX Nordic database. Due to the lack of comprehensive 

Finnish database of downsizing and restructuring announcements, each downsizing 

event, meaning downsizing announcement made in the form of stock exchange 

release, is gathered manually to assemble a comprehensive event base. 
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Initial sample consisted of 25 companies which have been part of Helsinki OMX 25 

index between 2005 and 2010. Nevertheless, when only Finnish companies and 

companies with necessary data available during the research timeline are included, 

the final sample consists of 21 companies and sample of 197 downsizing 

announcements done by stock exchange release. Each announcement is individually 

handpicked and categorized based on the information in the release. Large amounts 

of financial information and stock price data is also needed. The data and time series 

were collected by using Thomson Reuters Datastream which is provided The 

University of Oulu. 

Of the 197 individual events, 39% are cost saving, 15% restructuring and 45% asset 

downsizing announcements. Cost saving announcements mean basically layoff 

announcements and large scale group wide cost saving programs. Announcements 

categorized as asset downsizing comprise of divestment of businesses, assets and 

business closures such as closing down plants. Restructuring announcements is the 

residual; the category consists of such procedures as outsourcing and centralization 

of businesses. It is intriguing to notice that asset downsizing is the largest category. 

This is due to the fact that during 2005-2010 there were large amount of small asset 

divestments which led to small capital gains. 46% of the announcements are 

categorized to be proactive and 54% reactive. For announcement to be reactive there 

should be a clear indication that procedures are done to adjust for the current market 

environment, whereas proactive restructuring is made to enhance the efficiency. 

Announcements made during period of economic growth period account for 54% of 

the sample. This might be explained by the amount of asset divestments during the 

research timeline as corporate activity is typically more intense during booms. There 

are also subsamples based on profitability and size of downsizing. Low-profitability 

subsample consists of companies that have had below market median ROA (6.1%) 

during the base year, the financial year before the downsizing announcement. High-

profitability subsample is the events above the median ROA. Likewise the small and 

large in size subsamples are categorized based on base year median of size of 

downsizing. Due to the inconsistent reporting related to the size of downsizing, the 

size factor needed to be derived. Size of downsizing is based on idea that how large 

amount of the business is related to the downsizing announcement. Three different 

kinds of measures were used to derive the size factor: employee approach, sales 
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approach and market capital approach. Employee approach tells the amount of 

employees that are expected to be laid off in the release compared to the total 

employee number in percent. Sales approach tells how large part of the business in 

sales is affected due to the downsizing compared to the total group net sales. Market 

capital approach reveals the amount of capital gain or loss related to the 

announcement relative to the market capital of the company. One consistent size 

factor is derived by using all these methods simultaneously. The median size of the 

downsizing in the sample is 1.2% and mean is 3.5%.  Description of the overall data 

and subsamples is presented in Table 8. 

Table 8. Data description – subsamples 

Total sample n=197 (100%) 

Announcement type 

- Cost saving 

- Restructuring 

- Asset downsizing 

 

77 (39%) 

31 (15%) 

89 (45%) 

Strategy 

- Proactive 

- Reactive 

 

91 (46%) 

106 (54%) 

Business cycle 

- Boom (2005-2010) 

- Recession (2008-2010) 

 

107 (54%) 

90 (46%) 

Profitability (median ROA in base year 6.1%) 

- Low profitability 

- High profitability 

 

98 (50%) 

99 (50%) 

Size of downsizing (median size 1.2%) 

- Small downsizing 

- Large downsizing 

 

99 (50%) 

98 (50%) 

6.3 Testing the effects on profitability 

This research targets to find out that is there significant profitability and capital 

market reaction differences among the downsizing subsamples. Profitability 

development of subsample is benchmarked against market development and the 

opposite subsample. There are many ways to measure profitability and efficiency but 
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as stated in the previous chapters, some are more used and relevant than others. This 

research uses four different accounting measures: ROA, ROE, EBIT margin and 

sales productivity. These multiples combined give a fairly comprehensive data of the 

effects. Measures are yearly data provided by Datastream. 

ROA is probably the most used variable in academic literature around downsizing 

and by its nature suits well for the purpose. It basically tells company’s ability to 

generate profits top its shareholders and bondholders. It also combines balance sheet 

and income statement data and thus improving measure could come from a smaller 

balance sheet or larger profits. ROE is similar measure but it only takes into account 

profits to shareholders and is more volatile than ROA. EBIT margin tells the 

improvement in income statement. If there is an improvement in fixed cost relative to 

sales or efficiencies in direct cost side, EBIT margin increases. The last measure is 

sales productivity, sales divided by the number of employees. This multiple takes 

into account the workforce side; do layoffs enhance company’s ability to generate 

sales per employee. 

To capture the true effect of downsizing and to exclude natural development in 

economy and market as a whole, mean adjusted measures are used. Each individual 

ROA, ROE, EBIT margin and sales productivity figure is adjusted by the market 

mean of equivalent year. Due to the lack of relevant industry peers in Finland, large 

cap peers are used. The market mean adjusted profitability figures also answers the 

question how profitability in downsizing companies has developed relative to 

market.  

This research takes into account seven years of financial performance: the 

announcement year financials and  financials three years before and after the 

announcement year. The year before the announcement year is used as base year. 

Profitability development, the change from preceding figures to base year figures and 

from base year figures to the following year figures, is presented in percentage points 

(ROA, ROE and EBIT margin) and in tEUR per employee (sales productivity). This 

way the trend towards downsizing and trend after downsizing should be 

recognizable. As the tests figure out profitability change before and after the base 

year, statistical significance is tested against the base year market mean adjusted 
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ratios; do changes statistically differentiate from the base year? Base year market 

mean adjusted figure significance is tested against zero; do they differentiate from 

market mean figures. The assumption is that individual mean adjusted profitability 

measures are independent and normally distributed. Therefore, standard deviations 

and standard errors of each year are calculated by ordinary means. As the event 

window is three full years around the announcement date and events are recognized 

between 2005 and 2010, yearly financials are collected from 2002 to 2013. 

Summary of subsample profitability measures are presented in Table 9. Initial 

impression is that profitability of the companies in the sample decreases after 

downsizing. This is supported by the ROA, ROE and EBIT margin figures. 

Nevertheless, total sample shows that sales productivity increases after downsizing 

which could be explained by layoffs related to the downsizing measures. All 

subsamples indicate decreasing profitability except for low profitability –subsample. 

It seems to be the only subsample which shows a clear positive profitability 

development after the base year (-1). Profitability continues to increase to two years 

after the announcement and stabilize. 

Table 9. Subsample mean profitability measures around event year 

 -3 -2 -1 0 +1 +2 +3 

Total sample (n=197)        

- ROA (%) 6.0 6.7 6.4 5.3 5.1 5.1 4.5 

- ROE (%) 11.0 12.7 12.1 10.0 10.1 9.6 8.1 

- EBIT margin (%) 6.1 6.8 7.5 6.7 6.1 6.6 5.4 

- Sales productivity 

(tEUR per employee) 

 

342 352 366 372 393 412 393 

Proactive (n=91)        

- ROA (%) 5.4 7.1 8.1 8.2 7.3 6.4 5.1 

- ROE (%) 9.9 14.2 17.0 17.0 15.2 13.2 10.5 

- EBIT margin (%) 4.5 6.2 7.7 8.6 7.9 7.7 6.1 

- Sales productivity 

(tEUR per employee) 

 

360 368 395 415 435 438 409 
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 -3 -2 -1 0 +1 +2 +3 

Reactive (n=106)        

- ROA (%) 6.5 6.4 5.0 2.8 3.2 4.0 3.9 

- ROE (%) 12.0 11.4 8.0 3.8 5.7 6.5 5.9 

- EBIT margin (%) 7.4 7.4 7.4 5.1 4.5 5.7 4.7 

- Sales productivity 

(tEUR per employee) 

 

328 339 341 334 356 390 378 

Boom (n=107)        

- ROA (%) 4.5 5.5 7.1 6.8 6.5 4.7 4.3 

- ROE (%) 8.0 10.8 14.9 13.8 13.2 9.1 8.5 

- EBIT margin (%) 4.1 5.4 7.3 8.3 8.5 7.4 6.1 

- Sales productivity 

(tEUR per employee) 

 

328 332 365 388 422 423 396 

Recession (n=90)        

- ROA (%) 7.8 8.1 5.6 3.6 3.4 5.6 4.7 

- ROE (%) 14.6 14.9 8.8 5.4 6.3 10.1 7.6 

- EBIT margin (%) 8.3 8.5 7.8 4.9 3.2 5.7 4.5 

- Sales productivity 

(tEUR per employee) 

 

360 377 367 353 358 400 389 

Low profitability (n=99)        

- ROA (%) 4.7 3.7 1.8 2.7 3.5 4.1 3.9 

- ROE (%) 8.9 6.3 2.1 4.6 6.9 7.8 6.5 

- EBIT margin (%) 5.5 4.8 4.0 4.4 4.6 4.3 3.5 

- Sales productivity 

(tEUR per employee) 

322 330 340 350 377 399 372 

High profitability (n=98)        

- ROA (%) 7.3 9.8 11.0 7.9 6.8 6.2 5.1 

- ROE (%) 13.2 19.2 22.1 15.4 13.4 11.4 9.7 

- EBIT margin (%) 6.6 8.9 11.1 9.1 7.5 8.9 7.2 

- Sales productivity 

(tEUR per employee) 

 

363 375 391 394 409 426 415 

Small in size (n=99)        

- ROA (%) 6.0 6.6 6.6 5.6 4.4 4.5 4.2 

- ROE (%) 11.3 12.3 12.7 10.5 9.0 8.8 7.6 

- EBIT margin (%) 6.6 6.8 7.6 7.1 5.9 6.2 5.3 

- Sales productivity 

(tEUR per employee) 

 

359 355 370 396 414 430 385 
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Large in size (n=98)        

- ROA (%) 6.0 6.8 6.2 5.1 5.8 5.7 4.8 

- ROE (%) 10.8 13.0 11.5 9.4 11.3 10.4 8.5 

- EBIT margin (%) 5.6 6.9 7.5 6.4 6.3 7.1 5.4 

- Sales productivity 

(tEUR per employee) 

326 350 361 348 372 394 400 

6.4 Event study methodology for the capital markets effect 

Empirical evidence of the capital market effect of downsizing is largely based on 

event study methodology. Even study methodology was introduced by Fama, 

Fischer, Jensen and Roll (1969) and it started the methodological revolution in 

accounting, economics and finance. It is used to examine security price behavior 

around special events such as, earnings announcements, regulatory changes, money 

supply announcements and in this instance, downsizing announcements. It has 

become the standard method of measuring security price reactions to wide range of 

events. In practice it is used basically to test if the market efficiently incorporates 

new information and what is the market impact of certain events. The target is to 

capture cumulative average abnormal return or excess return patterns in sample and 

analyze the significance and meaning of the returns. (Binder 1998) 

Cumulative average excess returns are calculated by using relevant market index 

return data. Fama et al. (1969) originally examine the effect of stock splits on prices 

but substantial amount of research have been done by event study method to capture 

the abnormal return of downsizing, RIFs and layoffs announcements. This study 

targets to find out the abnormal returns related to downsizing announcements in 

Finnish stock exchange. 

Event study goes as follows. Firstly the event must be defined, recognized and 

selected. When this is done, the event window needs to be defined. Event window is 

the event period in which abnormal returns are calculated. Usually it is event day (0) 

plus minus some days. Typical event window for downsizing studies is event day 

plus minus one day which is used for example by Farber and Hallock (2009), Lee 

(1997) and Worrell, Davidson and Sharma (1991). Next step is to define the 
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parameter estimation period to derive the assumptions to calculate the abnormal 

returns related to the event. (MacKinlay 1997) 

This research applies following event study timeline. Estimation period starts one 

year before the announcement and ends at event day minus 20 days. Event period is 

defined as event day +-20 days. Estimation period is used to derive the return 

parameters for abnormal return calculated in event period. Illustration of this process 

is found in Figure 2. 

Figure 2. Event study timeline 

 

Capital asset pricing model (CAPM) is widely used to estimate the market-adjusted 

return parameters (Formula 10). It is also used in this research. To capture the effect 

of the event on stock i, one needs to compute the normal relation between the return 

on i during certain time period t. This return series Rit and the return of relevant stock 

market index Rmt are used simultaneously to estimate the parameters in the following 

market model for each of the stock in the sample. Estimation is made by ordinary 

least squares (OLS) method. (Binder 1998) 

Event study parameter estimation equation based on CAPM: 

Rit = αi + βiRmt + µit                         (10) 

In the equation above, Rit is the return of the stock i, αi is the intercept of the model, 

βi is the beta coefficient which states the relationship between stock return Rit and 

Estimation 
period 

t-252 to t-20 

Pre-event 
period  

( t - 20 ) 

Event day  

( t=0 ) 

Post-event 
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( t + 20 ) 



73 

market return Rmt and µi is the residual. Now we have parameters and model which 

predicts daily returns Rit when we remove the residual from the model (Formula 11). 

Expected daily returns: 

ERit = αi + βiRmt                                            (11) 

To calculate the daily abnormal or excess return ARit, we need to deduct the 

expected return from the realized return (formula 12). 

 Abnormal return equation: 

ARit = Rit –  α  + βiRmt)                                           (12) 

With the abnormal daily returns we can derive the average abnormal daily returns of 

the sample (AARt) for each event window day and event window. Compounded 

abnormal average abnormal daily returns (CAAR) through the event window by 

summing up the AARs. If CAAR is positive (negative) in certain event window, it 

can be stated that the signal effect to the capital markets is positive (negative). 

After deriving the AARts and CAARs, we need to test their significance. This 

research basis its significance tests in Binder’s (1998) methodology. Our assumption 

is that individual abnormal returns are independent and normally distributed. These 

assumptions allow us to calculate a cross-sectional estimate of the true standard 

deviation, σ(ARt), in an ordinary way (formula 13). The standard deviation of ARt is 

then divided by the square root of number of observations to derive standard error of 

the sample, se(ARt), (formula 14). Based on our assumptions, this ratio is t-

distributed and it can be tested against hypothesis of zero mean. 

Standard deviation of abnormal returns: 

σ(ARt)  =√                                                (13)         
∑ 

 

   

 (ARt – mean(ARt))
2 

n - 1 
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Standard error of abnormal returns: 

              se(ARt)  =√                                                             (14)         

Based on preceding assumptions and also assuming that AARts are independent over 

time, the significance of CAAR can be estimated based on cross-sectional standard 

deviation estimators for each period when t1 cumulates to t2 (formula 15). After this 

step, standard error and significance is calculated as previously. 

Standard deviation of cumulative abnormal returns: 

σ     t1,t2)  = [      σ
2
(AARt)]1/2

                                                              (15) 

 

σ(ARt) 
 

n 

 

√      

∑ 
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7 RESULTS 

7.1 The profitability effect 

Even though profitability figures in Table 9 indicate that downsizing leads to 

decrease in ROA, ROE and EBIT margin, market mean adjusted approach gives 

significantly different results. Downsizing seems to lead to a decrease in profitability 

during the event year and the year following that but to an increase in market mean 

adjusted ROA and ROE during the following two years. The changes are not 

statistically significant though. Based on the results, increase in profitability is driven 

by downsizing made during recession, reactive downsizing strategies and especially 

downsizing made by companies with low-profitability. When the significance of the 

results is tested, ROA and ROE seems to be the most meaningful measure of 

performance among downsizers. EBIT margin is less significant and all sales 

productivity significance tests are rejected on the base of highly skewed properties of 

populations. On a subsample level, downsizing made by low-profitability companies 

drives the positive post-announcement financial performance and downsizing made 

by high-profitability companies drives the negative financials. Subsample based, 

market mean adjusted profitability changes are presented in Table 10. 

Table 10. Market mean adjusted profitability change compared to base year (-1) 

 -3 to -1 -2 to -1 -1 -1 to 0 -1 to +1 -1 to +2 -1 to +3 

Total sample (n=197)        

- ROA (%) -0.6* -0.6** -1.4*** -0.5 -0.6 0.1 0.5 

- ROE (%) -1.9** -1.7** -5.9*** -1.1 -0.4 0.4 1.0 

- EBIT margin (%) -0.1 0.0 -0.3 -0.7* -1.0** -0.4 -1.0* 

- ± Sales productivity 

(tEUR per employee) 

 

9.3 7.1 85.0 0.2 18.5 34.9** 5.7 

Proactive (n=91)        

- ROA (%) 0.5 -0.2 0.2 0.0 -1.0* -0.6 -0.3 

- ROE (%) 1.2 -0.4 -1.3 -0.4 -2.0 -1.5 -1.1 

- EBIT margin (%) 1.4* 0.5 0.3 0.4 -0.5 -0.6 -1.2 

- ± Sales productivity 

(tEUR per employee) 

 

14.7 17.8 116.0 13.2 32.1** 33.4 -2.6 
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 -3 to -1 -2 to -1 -1 -1 to 0 -1 to +1 -1 to +2 -1 to +3 

Reactive (n=106)        

- ROA (%) -1.6*** -0.9*** -2.7*** -0.9 -0.3 0.6 1.2* 

- ROE (%) -4.5*** -2.9*** -9.7*** -1.7 1.0 2.1 2.9* 

- EBIT margin (%) -1.3*** -0.5* -0.9 -1.6** -1.5* -0.2 -0.8 

- ± Sales productivity 

(tEUR per employee) 

 

4.6 -2.0 58.3 10.9 6.8 36.1* 12.8 

Boom (n=107)        

- ROA (%) -0.2 -0.4 -0.8* -1.2*** -1.6*** -1.6*** -0.1 

- ROE (%) -0.8 -1.4 -3.8*** -2.3** -3.5*** -3.2** -0.9 

- EBIT margin (%) 1.1* 0.6 0.2 0.1 -0.5 -1.3** -1.4* 

- ± Sales productivity 

(tEUR per employee) 

 

9.3 18.5* 86.5 16.4 49.0*** 52.4*** 19.3 

Recession (n=90)        

- ROA (%) -1.2** -0.8** -2.0*** 0.3** 0.5 2.0** 1.2 

- ROE (%) -3.2** -2.2** -8.3*** 0.4 3.3* 4.8** 3.3* 

- EBIT margin (%) -1.5*** -0.8** -1.0 -1.7** -1.7 0.6 -0.4 

- ± Sales productivity 

(tEUR per employee) 

 

9.2 -6.5 83.1 -19.1 -17.7 14.0 -10.5 

Low profitability (n=99)        

- ROA (%) -3.3*** -1.6*** -5.7*** 1.5*** 2.4*** 3.7*** 4.3*** 

- ROE (%) -8.4*** -3.9*** -15.4*** 3.5** 6.6*** 8.6*** 9.0*** 

- EBIT margin (%) -2.8*** -1.2*** -3.9*** 0.6 1.2*** 1.1*** 1.1** 

- ± Sales productivity 

(tEUR per employee) 

6.1 4.9 58.4 3.8 28.2* 45.8** 12.8 

High profitability (n=98)        

- ROA (%) 2.0*** 0.4 3.0*** -2.5*** -3.8*** -3.6*** -3.3*** 

- ROE (%) 4.7*** 0.5 3.7*** -5.7*** -7.4*** -7.9*** -7.0*** 

- EBIT margin (%) 2.7*** 1.1** 3.3*** -2.0*** -3.3*** -2.0*** -3.0*** 

- ± Sales productivity 

(tEUR per employee) 

 

-18.4 -9.7 111.8 -3.5 8.8 23.8 -1.5 

Small in size (n=99)        

- ROA (%) -0.9** -0.8** -1.3** -0.6 -1.5** -0.6 0.2 

- ROE (%) -2.5** -1.6* -5.5*** -1.8*** -2.3 -0.9 0.2 

- EBIT margin (%) -0.4 0.1 -0.1 -0.8 -1.7*** -1.2** -1.4** 

- ± Sales productivity 

(tEUR per employee) 

 

-5.3 7.7 89.7 19.3* 35.9** 48.8** -4.4 
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 -3 to -1 -2 to -1 -1 -1 to 0 -1 to +1 -1 to +2 -1 to +3 

Large in size (n=98)        

- ROA (%) -0.4 -0.4 -1.4** -0.3 0.2 0.7 0.9 

- ROE (%) -1.3 -1.9* -6.2*** -0.4 1.5 1.8 1.8 

- EBIT margin (%) 0.3 -0.2 -0.6 -0.6 -0.3 0.4 -0.5 

- ± Sales productivity 

(tEUR per employee) 

24.0** 6.5 80.2 -19.1 1.0 20.8 15.8 

* = 0.10 level of significance, ** = 0.05 level of significance, *** = 0.01 level of significance 

± All mean adjusted sales productivity measures proved to be highly skewed and thus significance is 

rejected 

-Statistical significance is tested with student-t test: base year market men adjusted financials are 

tested agains zero (market mean) and changes in financials during the event period are tested against 

the base year market mean adjusted financials in each event. 

Based on total sample results, downsizing leads to a decrease in profitability in one 

year timeframe but increase in profitability in three years after the announcement. 

Measured by ROA, profitability bottoms out during the event year and the year after 

and increases in the following years. ROE shows similar clear pattern. Nevertheless, 

neither of the patterns is statistically significant. On the other side, EBIT margin 

seems to decrease 1% in three years due to downsizing. The change is statistically 

significant at 10% level. 1% decrease in EBIT margin during the year after 

announcement year is also statistically significant at 5% level. Sample gives an 

indication that it if downsizing has positive financial effect, it takes two to three 

years for those effects to submerge. In addition, if there is such an effect, it comes 

mostly from the balance sheet side as EBIT margin shows market mean adjusted and 

statistically significant decrease. Based on the mixed results of the total sample, we 

can confirm the profitability hypothesis 1. Downsizing does not seem to have a 

significant impact on post-announcement financial performance. This relationship is 

presented in Figure 3. 

Proactive subsample shows inconsistent results on the profitability effect. ROA 

decrease is significant at 10% level during year after the announcement and 

otherwise trends are slightly negative, insignificant and show no clear pattern. ROE 

and EBIT margin show a decrease in profitability in post announcement financials, 

the development is not statistically though. Sales productivity increases during event 

year and two of the following years but then drops. 
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Figure 3. Total sample mean adjusted profitability development 

 

-Base year in the calculations is the preceding year of the announcement year and 0 is the 

announcement year. Profitability change in percentage points from base year is also presented during 

the following three years. The figure presents the market adjusted change of sample/subsample 

financial ratio in the particular year compared to base year. Base year figure is a basic market mean 

adjusted financial ratio. 

Reactive subsample gives more consistent results on the profitability pattern. 

Overall, reactive downsizing companies have clearly lower relative profitability 

before downsizing compared to proactive downsizers. Nevertheless, the gap between 

the two subsamples narrows after the announcement. ROA and ROE ratios decrease 

coming into the event year, bottom out during event year and significantly grow 

during the following years. Market mean adjusted ROE enhances 2.9% during three 

years after the announcement (significant at 10% level). ROA also improves 1.2% 

during the same timeframe (10% significance). Reactive subsample also shows 

statistically significant relative decrease in EBIT margin during two years after the 

announcement. Post-announcement sales productivity also increases. Reactive 

strategies seem to deliver improvement in corporate efficiency on the balance sheet 

side, not in in income statement. 

Based on the results, reactive downsizing delivers consistently better profitability 

results compared to proactive downsizing strategies. Post-announcement profitability 

is significantly better in reactive subsample and it is supported especially by 
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statistically significant ROA, ROE and EBIT margin results. Based on these results, 

we reject the profitability hypothesis 2. Reactive downsizing seems to lead better 

post-announcement financial performance compared to proactive downsizing. This 

result is illustrated in Figure 4. 

Figure 4. Proactive vs. reactive mean adjusted profitability development 

 

-Base year in the calculations is the preceding year of the announcement year and 0 is the 

announcement year. Profitability change in percentage points from base year is also presented during 

the following three years. The figure presents the market adjusted change of sample/subsample 

financial ratio in the particular year compared to base year. Base year figure is a basic market mean 

adjusted financial ratio. 

Boom subsample shows significant results in relative ROA and ROE ratios in post-

announcement period. Both ratios are fairly stable before the event year but decrease 

economically and statistically significantly coming in to the event year and also 

continue to decrease in the following two years. There is also a clear improvement in 

both ratios during the third year from the announcement. Market mean adjusted ROA 

decrease -1.6% (1% significance) and ROE -3.2% (5% significance) from the base 

year to year two. EBIT margin also decreases -1.3% (5% significance) from event 

year to two years after the announcement. Since ROA and ROE increase during third 

year, EBIT margin is stable and sales productivity decreases, third year improvement 

is driven by balance sheet items. The significant relative decrease in ROA and ROE 

during event year is most likely explained by decline in balance sheet items and also 

negative profitability development on the income statement side. 
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Recession subsample results indicate improvements in efficiency. All market mean 

adjusted ROA and ROE ratios indicate a decreasing trend before the announcement 

year and a clear improvement in post-announcement financials. 4.8% ROE and 2.0% 

ROA improvement two years after the announcement is statistically significant at 5% 

level. Recession subsample profitability also drops during third year from the 

announcement. Mean adjusted ROE improvement in recession subsample is more 

significant than in boom subsample. Based on these factors, we find no support for 

the profitability hypothesis 3. Downsizing during recession seems to lead to 

relatively better post-announcement financial performance compared to downsizing 

during economic growth period. This relationship is presented in Figure 5. 

Figure 5. Boom vs. recession mean adjusted profitability development 

 

-Base year in the calculations is the preceding year of the announcement year and 0 is the 

announcement year. Profitability change in percentage points from base year is also presented during 

the following three years. The figure presents the market adjusted change of sample/subsample 

financial ratio in the particular year compared to base year. Base year figure is a basic market mean 

adjusted financial ratio. 

Low profitability subsample results consistently indicate economically and 

statistically significant positive post-announcement financial performance. ROA, 

ROE and EBIT margin decrease coming in to and improve clearly after the base year 

which is relatively the bottom year. ROA improves 4.3% (significant at 1% level) 

and ROE 9.0% (significant at 1% level) in three years after the announcement. All 

ROA, ROE and EBIT margin results are statistically and economically significant. 
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As ROA, ROE, EBIT margin and sales productivity increase significantly in post-

announcement, the positive performance is driven by increase in net sales, decrease 

in slack in the balance sheet and cost efficienc in income statement. 

High profitability downsizers deliver a clear decrease in post-announcement 

financials with statistically and economically significant ROA, ROE and EBIT 

margin decrease. ROA, ROE and EBIT margin decrease clearly from the relatively 

high levels in base year during the three following years: ROA by -3.3%, ROE by 

7.0% and -3.0% with all figures statistically significant at 1% level. Based on the 

results, we can confirm the profitability hypothesis 4. Low profitability companies 

outperform high-profitability companies in post-announcement financials. This 

becomes clear from Figure 6. 

Figure 6. Low vs. high profitability mean adjusted profitability development 

 

-Base year in the calculations is the preceding year of the announcement year and 0 is the 

announcement year. Profitability change in percentage points from base year is also presented during 

the following three years. The figure presents the market adjusted change of sample/subsample 

financial ratio in the particular year compared to base year. Base year figure is a basic market mean 

adjusted financial ratio. 

Small in size subsample and large in size subsamples both improve their mean 

adjusted ROA and ROE in post-announcement compared to the event year; large-in-

size subsample outperforms small in size subsample, but improvements are not 

statistically significant. In addition, small in size subsample delivers statistically 
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significant decrease in ROE during announcement year and significant decrease in 

EBIT margin in the three following years. Nevertheless, despite the statistically 

significant decrease in EBIT margin in the small in size subsample, there is no clear 

distinction between the two subsamples and the results are in that sense incomplete. 

Results support the profitability hypothesis 5; there is no consistent relationship 

between the size of downsizing and post-announcement financial performance 

(Figure 7).  

Figure 7. Small vs. large in size mean adjusted profitability development 

 

-Base year in the calculations is the preceding year of the announcement year and 0 is the 

announcement year. The figure presents the market adjusted change of sample/subsample financial 

ratio in the particular year compared to base year. Profitability change in percentage points from base 

year is also presented during the following three years. Base year figure is a basic market mean 

adjusted financial ratio. 

7.2 The capital markets effect 

Total sample of 197 downsizing announcements from large cap companies in Finnish 

stock exchange during 2005-2010 shows no strong systematic and statistically 

significant evidence of abnormal returns related to the events. Cumulative abnormal 

returns (CAARs) do not significantly differ from zero in any of the derived event 

windows (plus/minus the event date): -20 to +20, -10 to +10, -5 to +5, -1 to +1, -10 

to -1, -1 to +10, -1, 0 or +1. Cumulative abnormal return in each of the event window 
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is also clearly positive but not significant. Cumulative abnormal return pattern is 

from twenty days before the event to twenty days after the event is presented in 

figure 8.  

Figure 8. Cumulative abnormal average return (CAAR) of total sample during the event 

window 

 

Based on the results, we can reject both market hypotheses 1a and 1b. As there is no 

significant abnormal results related to the total sample, declining demand hypothesis 

cannot be approved. Also, even though CAAR between -10 to -1 is clearly higher 

than CAAR between +1 to +10, they are not statistically significant and thus rational 

expectations hypothesis cannot be approved. All of the cumulative abnormal returns 

are presented in the Table 11. 

Proactive subsample CAARs are negative in every other window except for -10 to -

1. CAAR from -20 to +20 event window is economically significant (-1.52%) and 

also average abnormal returns in days -1, 0 and +1 are clearly negative: -0.51%, -

0.35% and -0.61%. Nevertheless, only CAAR of event window from five days 

before the announcement to five days after the announcement is negative (-1.04%) 

and statistically significant at 10% level. 
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Table 11. Cumulative abnormal returns (%) related to the downsizing announcements by subsample 

 
-20 to +20 -10 to +10 -5 to +5 -1 to +1 -10 to -1 +1 to +10 -1 0 +1 

Total sample (n=197) -0.02 0.73 -0.03 0.21 0.70 -0.07 0.39 0.35 0.53 

t-value -0.02 1.12 -0.07 0.71 1.50 -0.16 0.68 0.57 0.81 

Proactive subsample  (n=91) -1.52 -0.01 -1.04* -0.26 0.59 -0.64 -0.51 -0.35 -0.61 

t-value -1.34 -0.01 -1.66 -0.62 1.18 -1.19 -0.78 -0.50 -0.77 

Reactive subsample  (n=106) 1.27 1.36 0.83 0.62 0.79 0.42 1.16 0.96 1.50 

t-value 0.88 1.38 1.07 1.48 1.05 0.72 1.31 0.99 1.52 

Boom subsample (n=107) -3.21*** -0.81 -0.98* -0.14 -0.03 -0.85** -0.83 -0.83 -1.06 

t-value -3.37 -1.32 -1.97 -0.38 -0.07 -2.00 -1.51 -1.36 -1.57 

Recession subsample  (n=90) 3.77** 2.57** 1.08 0.63 1.56* 0.87 1.83* 1.76 2.42** 

t-value 2.30 2.17 1.15 1.31 1.72 1.23 1.76 1.57 2.12 

Low profitability subsample (n=98) 0.88 1.45 1.16 0.76* 1.12* 0.11 1.35* 1.35 1.78* 

t-value 0.69 1.57 1.52 1.76 1.79 0.20 1.71 1.52 1.90 

High profitability subsample (n=99) -0.93 0.02 -1.24* -0.34 0.27 -0.24 -0.59 -0.65 -0.74 

t-value -0.67 0.02 -1.87 -0.84 0.40 -0.40 -0.72 -0.78 -0.84 

Small in size subsample (n=99) -0.03 1.43* 0.58 0.31 1.29** 0.29 0.64 0.52 0.77 

t-value -0.03 1.71 0.95 0.89 2.17 0.58 0.85 0.66 0.90 

Large in size subsample (n=98) -0.01 0.01 -0.66 0.11 0.10 -0.43 0.13 0.18 0.28 

t-value 0.00 0.01 -0.80 0.23 0.14 -0.67 0.16 0.19 0.28 

 

* = 0.10 level of significance, ** = 0.05 level of significance, *** = 0.01 level of significance 

-Abnormal returns are a factor of realized returns less expected returns. Expected returns are modeled with single factor market regression. Standard student-t test is use to 

derive the statistical significance; do abnormal returns differ from zero and is the deviation statistically significant.  

 

 



85 

Reactive subsample CAARs are consistently positive and economically significant. 

CAAR from -20 to +20 event window is +1.52% and average abnormal returns in 

days -1, 0 and +1 are positive: 1.16%, 0.96% and +1.50%.  Nevertheless, none of the 

CAARs differ from zero significantly. There is however consistent evidence that 

reactive downsizing announcements lead to positive abnormal returns and proactive 

lead to negative abnormal returns on aggregate level. There is however no support 

for the market hypothesis 2. Proactive downsizing does not lead to a more favorable 

market reaction compared to reactive downsizing. Proactive and reactive subsample 

CAARs from twenty days before the event to twenty days after the event are 

presented in figure 9. 

Figure 9. Proactive vs. reactive CAARs during the event window 

 

Boom subsample results indicate negative CAARs. Cumalative abnormal return from 

-20 to +20 event window is -3.21% and statistically significant at 1% level. Also 

post-announcement CAAR, from +1 to +10 event window, is negative (-0.85%) and 

statistically significant at 5% level. On the opposite side, recession subsample shows 

clear signs of positive CAARs. Cumulative abnormal returns from -20 to +20, -10 to 

+10, -10 to -1 and -1 are +3.77% (significant at 5% level), +2.77% (5% level), 

+1.56% (10% level) and +2.42% (5% level) respectively. Sample shows consistent 

evidence that abnormal returns related to downsizing announcements during 

recession are economically and statistically significantly positive and announcements 

in economic growth periods negative. The sample shows no support for the market 
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hypothesis 3. Downsizing announcements during economic growth period does not 

result to a more favorable market reaction compared to announcements during 

economic recession. The sample shows strong evidence that the relationship is the 

other way around. This pattern can be seen in Figure 10. 

Figure 10. Boom vs. recession CAARs during the event window 

 

 

Low profitability subsample data shows indication of positive abnormal returns 

related to the announcements. CAARs are consistently positive and statistically 

significant at 10% level from -10 to -1 (+1.12%), from -1 to +1 (+0.76%) and also in 

days -1 (+1.35%) and +1 (+1.78%). Also, CAARs in high profitability subsample 

shows some evidence of negative abnormal returns. From -5 to +5 CAAR is -1.24% 

and significant at 10% level. The difference between positive abnormal returns of 

low profitability subsample and negative abnormal returns of high profitability 

subsample becomes also clear from Figure 11. Results support for the market 

hypothesis 4; downsizing announcements from companies with relatively low 

profitability lead to more favorable market reaction compared to companies which 

perform financially relatively well. 

Market hypothesis 5 states there is no consistent relationship between the size of 

downsizing and abnormal return related to the announcement. Small in size and large 

in size subsamples do not show strong evidence to support the hypothesis. Small in 

size subsample deliver more positive abnormal returns than high profitability 
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subsample but CAARs are statistically significant only for windows from -10 to +10 

(10% level) and from -10 to -1 (5% level). Nevertheless, none of the CAARs of high 

profitability group are significant. Figure 12 shows that there is some divergence in 

the return after the announcement but it is not significant and meaningful. 

Figure 11. Low vs. high profitability CAARs during the event window 

 

Figure 12. Small vs. large size CAARs during the event window 

 

 

Based on the total sample results, first profitability hypothesis and market hypothesis 

1a seems to support each other to some extent. Downsizing seems to a slightly 

positive or no effect on post-announcement financials on aggregate level. Similar 

effect can be seen with aggregate abnormal returns related to downsizing 
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announcements. Profitability hypotheses 2 and 3 support market hypotheses 2 and 3; 

reactive downsizing strategies outperform proactive strategies and downsizing during 

recession outperforms downsizing during boom: hypotheses cannot be approved. 

Profitability and market hypothesis 4 both got support and also support each other. 

Low profitability downsizers tend to outperform high profitability companies in 

profitability-wise and abnormal market return-wise. In fact, low-profitability 

subsample showed the most consistent and strongest evidence of positive and high-

profitability subsample most negative post-announcement financial performance. It 

could be that these two subsamples also drive the results of recession, reactive, 

proactive and boom subsamples. The overall results also supported profitability and 

market hypotheses 5; size of downsizing does not seem to correlate with post 

announcement financials and abnormal returns related to the stock exchange releases. 
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8 SUMMARY 

The effectiveness of downsizing is debatable due to the fact that it is impossible to 

compare companies which downsize to the same companies if they would not 

downsize. Downsizing targets efficiency in organizational operations but it can also 

cause additional costs: direct and indirect. Nevertheless, the reasoning behind 

downsizing is that companies enter into downsizing actions if they estimate it to be 

beneficial for the company. That is if the expected cash savings exceeds the present 

value of cash benefits associated with keeping organization in stagnation. The 

evidence around the effectiveness of downsizing is mixed; on aggregate level there is 

no consistent relationship with downsizing and post-announcement profitability. 

Also, the abnormal return related to the announcement is measured to be slightly 

negative on aggregate level. This thesis is an addition to the existing research in the 

field of downsizing and restructuring of operations. 

Overall, the total sample of 197 downsizing announcements supports the view that 

on aggregate level, downsizing leads to a decrease in profitability in one year 

timeframe but increase in profitability in three years after the announcement. The 

market mean adjusted profitability measures improve slightly but the improvement is 

not statistically significant. ROA, ROE and EBIT margin seem to be the most 

meaningful measures of performance, whereas sales productivity showed 

inconsistent and skewed results. The enhancements in the financial performance 

seems to be driven by reactive downsizing, downsizing during recession and 

downsizing executed by companies that have relatively low profitability to begin 

with. The results, that reactive downsizing outperforms proactive downsizing 

subsample and downsizing during recession outperforms downsizing during a period 

of economic growth, differ from earlier findings in the field. This could mean that 

constant adjustment of resources and reacting to negative demand shocks deliver 

results. Nevertheless, as low-profitability subsample shows, strong most consistent, 

economically and statistically significant improvement in post-announcement 

financials, it could also drive the results of reactive and recession subsamples. The 

fact that low-profitability subsample and high-profitability subsample delivered most 
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meaningful results in profitability development supports earlier findings in the field; 

efficiency is easier to accomplish when the amount of financial slack is larger. 

The abnormal returns related to the downsizing announcements are on aggregate 

level slightly positive but not statistically significant. Also, there is no clear evidence 

that supports rational expectations hypothesis that most of the abnormal return is 

absorbed already before the announcement. These two findings are against the 

aggregate results of previous studies, including studies concerning the Finnish stock 

exchange. The aggregate positive abnormal returns are driven by reactive 

downsizing, downsizing during recession and downsizing made by companies that 

have relatively low profitability subsamples. The results imply that market awards 

companies that react to negative demand shocks and poor financial performance. The 

most meaningful factor of abnormal returns seems to be business cycle. Downsizing 

during recession deliver economically and statistically significant positive abnormal 

returns and downsizing during boom leads to economically and statistically 

significant negative abnormal returns. During the event window (-20 to +20 days 

from the announcement), recession subsample’s compounded average abnormal 

return is +3.77%, significant at 5% level, and boom subsamples compounded 

average abnormal return is -3.21%, significant at 1% level. This result differs from 

the previous academic results that downsizing during boom deliver positive 

abnormal returns. Also, previous studies highlight that proactive downsizing 

outperforms reactive downsizing in abnormal returns; this research shows some 

evidence that this might not be the case. 

This thesis shows evidence that post-announcement financial performance and 

abnormal return related to downsizing announcements are connected on subsample 

level. The total sample of downsizers shows some improvement in post-

announcement financials and abnormal returns are also slightly positive or zero. 

Proactive, boom and high-profitability subsamples show all more negative 

development in profitability and in market reaction-wise compared to their 

opponents: reactive, recession and low-profitability subsamples. There is no 

consistent evidence that the size of downsizing is a meaningful factor in post-

announcement financial performance or in abnormal returns related to the 

announcements. These results support the view that market absorbs the positive or 
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negative information related to the future financial performance correctly and 

efficiently in subsample level. Also, the results imply that the management of 

Finnish large cap companies has the ability to inform the market correctly and 

promptly of the future financial performance and the effects of downsizing; the 

market reaction is fair compared to the ability to improve efficiency of operations. 

Despite the fact that this thesis evidence that downsizing has a slightly positive effect 

on firm’s post-announcement financial performance and indication that downsizing 

announcements deliver slightly positive abnormal returns, there are limitations 

related to this study. The number of companies in the study is limited and could give 

biased view of downsizing. Also, due to the fact that the number of companies is low 

and the amount of events is relatively high, cross sectional dependence is an issue, 

especially in profitability development results. Cross-sectional dependence should 

not be a significant factor in the abnormal returns as events are randomly dispersed 

through the study period and abnormal returns are derived from expected returns. 

Nevertheless, the market model used to derive abnormal returns in each event is not 

perfect; variance of residuals is close to the total variance of the returns in some 

cases. Still, perhaps the most important limitation is related to the downsizing itself. 

Every downsizing program is different and is executed by different kind of 

companies in different situations. There are numerous factors that could distort the 

results of effects of downsizing in this thesis. Some of the factors could be much 

more relevant for profitability development and abnormal returns when compared to 

downsizing. Nevertheless, this study shows evidence that the capital markets affect 

and market adjusted profitability development move roughly to the same direction in 

the total sample and in subsamples. This supports the view that downsizing has a 

clear effect on post-announcement profitability and on share prices. 

Overall, the results of this research indicate that the effects of downsizing are 

perhaps more multifaceted than previous studies in the field suggests. The result 

presented partly supports previous finding but there are also clear differences. This 

might be due to the fact that every downsizing program and downsizer is different 

and it is hard to generalize the results. Perhaps the most effective way to study the 

effects of downsizing is on company level. This way one could derive the true 
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fundamental effects and potential efficiency gains of the planned and realized gains 

of the different strategies.  

As the results of various studies in the field of downsizing differ from each other, as 

does this one also, what are really the most meaningful factors that improve post- 

announcement profitability and deliver also positive abnormal returns? The debate 

around the effectiveness of downsizing will probably continue, as there is no 

consistent evidence of the total effects of downsizing as a strategy. 
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