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ABSTRACT

Multiple studies have investigated the relationdepveen divestiture activity and
subsequent performance, and the results are mixeslpaper explores the relationship
between divestitures and subsequent performaneenédiating role that firm strength
has on said relationship, and the mechanisms bghadivestitures affect subsequent
performance. We find that divestitures benefitrisyirms to avoid becoming a target for
acquisition and to further growth, while they benekak firms with regards to their
accounting performance. Findings also suggestdiliastitures allow firms to free both
financial and managerial resources that are laiavested in the operational activities of
the firm.



OUT WITH THE OLD, INWITH THE NEW:

THE IMPACT OF DIVESTITURESON FIRM PERFORMANCE

INTRODUCTION

Multiple studies have investigated the relationdiepveen divestiture activity
and subsequent performance. The results are nsegdral studies find that firms that
have active divestiture strategies gain subsequarmance benefits (R. O. Hoskisson
& Johnson, 1992; e.g., Markides, 1995; Owen, ShY,a&son, 2010), while other studies
have found the opposite (e.g., Bergh, 1995; Mongygm. Thomas, 1988; Wright &
Ferris, 1997) or no (e.g., Woo, Willard, & Daellath, 1992) effect. Research has only
begun to investigate alternative mechanisms thghtygroduce the conflicting results.
This study investigates the extent to which divesgi affects multiple forms of
performance is shaped by firm strength or weakness.

We frame this study using the resource based vidhedirm, particularly
drawing from Penrose’s (1959) idea that firms caneagate growth by drawing on their
resource base. We extend the traditional argunoesuidgest that there is also a
complementary Penrose effect that emphasizes grgpybrtunities firms can create by
eliminating existing resources. This perspectivavfotes relevant concepts to frame the
analysis, without offering sufficiently fine-graidéogic to motivate specific hypotheses.
Hence, we develop a set of research questions mongalivestitures and subsequent
performance that we explore empirically; the resuit turn, provide a base for further
theoretical development. We investigate the imgaat divestitures have on multiple

forms of performance, including survival, growthdgrofitability. In doing so, we



examine two forms of mechanisms that will affe@ thlationship between divestitures
and subsequent performance: those that free reand those that invest the freed
resources. We apply the study in the context oéisd\hundred firms operating in the
global pharmaceutical industry between 1977 an@201

This paper contributes to the literature in two sehirst, it contributes to the
resource-based view literature by shedding lightow firm strength shapes the way that
eliminating resources via divestitures affects sgbent performance. We extend the
traditional Penrose (1959) argument concerninguress and growth to argue that
divestitures can free resources that can be rdieda@s the firm, thus either helping weak
firms retrench or strong firms continue improvi&gcond, we extend our understanding
of how divestitures affect subsequent performancexploring the mechanisms through
which this effect may occur, particularly lookingvehat resources are being freed and
how they are being reinvested within the organmratOverall, this work highlights the
particularly strong role divestitures play in biess reconfiguration for strong and weak
firms.

This paper, given its exploratory nature, has tipaes. The first section provides
a background of the literature and phenomenonendelveloping our baseline theoretical
arguments. The second section develops the logmuiiofirst research question on how
firm strength moderates the impact of divestiturgvey on subsequent performance,
followed by our results concerning this relatiopshihe third section then dives more
deeply into explaining the mechanisms, particuléstusing on what resources

divestitures free and how are those freed resoaeereinvested in the organization,



followed by our results concerning these questidhe. final section discusses the
implications of the results of both parts of thalgsis.
BACKGROUND: RBV, DIVESTITURES AND PERFORMANCE

Resource based theory suggests that the posse$sioperior resources helps
firms achieve competitive advantages (Barney, 199drnerfelt, 1984) that can lead to
above-average performance (Amit & Schoemaker, 1B@¥at et al., 2007). The related
dynamic capabilities lens suggests that firms eaomfigure their resource base in efforts
to retain or renew their competitive advantage {&tadt al., 2007; Teece, Pisano, &
Shuen, 1997). The literature has examined howreifitemodes of reconfiguration affect
firm performance including acquisitions (Capron &ahell, 2007; Capron, 1999),
internal development (Karim & Mitchell, 2004), altices (Das & Teng, 2000; Kale,
Dyer, & Singh, 2002; Kale & Singh, 2007), and -ateelatively lesser extent —
divestitures (Brauer & Wiersema, 2012; R. E. Hostas Johnson, & Moesel, 1994;
Moliterno & Wiersema, 2007).

Divestitures — which include the sale, spinoffiquidation of resources by an
ongoing corporation — are a critical mode of régmation by which firms can modify
their resource base. Much of the literature on stingres has examined antecedents that
drive firms’ divestiture activity (Berry, 2010; Dalme & Baird, 1987; e.g., Duhaime &
Grant, 1984; Hopkins, 1991; R. O. Hoskisson & Joinn4992). The most common view
of the divestitures among these studies is thetiusat allows firms to regain or retain
competitiveness by raising resources and/or reduexgess capacity stemming from
prior strategic decisions (Villalonga, 2004) inats to repay debt or to reinvest in new

avenues that may drive future growth (Brown, Jar&egooradian, 1994). A subset of



studies has examined the relationship betweentites and subsequent firm
performance. Divestitures, by freeing resourcesdaa be used to repay debt and
improve a firm’s financial position or that can l@@nvested in new opportunities for
growth, have potential consequences on the subsegedormance of firms. This set of
studies, however, provides mixed results regarthegmpact of divestiture activity on
subsequent performance.

A few studies have found that divestiture actiVé@gds to decreased subsequent
performance. Wright and Ferris (1997) found thatehs slight negative market reaction
after the divestiture announcement. Bergh (1998hdca similar relationship between
divestiture activity and subsequent accountinggrarnce, particularly for firms
divesting business units that were related to the business. Montgomery and Thomas
(1988) also explored this relationship and fourat the effect of divestitures on
performance is negative, and that, even thoughstingefirms are able to improve their
subsequent performance relative to their previeusl] their performance is lower
compared to firms that did not engage in divestgu”A more recent study by Feldman
(2014) focused on the comparison of subsequenbimeaince of firms that divested
legacy to those that didn’t, and her findings iadécthat the subsequent performance of
firms that divest legacy businesses is lower tlarfifms that retain the, particularly
when the divested unit is related to the core lassin

A smaller subset of studies has found no effeat/éen divestitures and
subsequent performance. For example, Woo, Willalla&llenbach (1992) showed that

divestitures, spinoffs in particular, do not hamemapact on subsequent performance.



A relatively larger number of studies have founat tiivestiture activity leads to
improved subsequent performance. Hoskisson andsdaohi992) find that firms that
engage in divestiture activity have significant neyement in their accounting
performance relative to competitors. A subset odlists found a similar effect to
divestiture announcements on market performancexgkider, Benson, & Kampmeyer,
1984; Hite & Owers, 1983; Jain, 1985; Mulherin &de, 2000), and even on increasing
the odds of survival by making firms less vulneesata takeovers and bankruptcies
(Powell & Yawson, 2012).

Divestitures have also been positively linked tbssquent performance under a
number of different conditions. Markides (1995)dsthat the performance of firms
improves after divestiture, but only for firms thetve a proactive divestiture strategy and
engage in sales of resources before others imthesiry. Other studies have found that
subsequent performance improves when the divessadirce has a dissimilar human
resource profile (Chang, 1996); when the divestitaltows the firm to refocus on the
core by divesting unrelated businesses (Bergh, )1&98on-core brands (Depecik, van
Everdingen, & van Bruggen, 2014), resolves corgocanflict (loannou, 2013), or helps
refocus after being overdiversified (Dittmar & Stiasani, 2003; Markides, 1995).
Moreover, some studies have found that not jusfitirelevel performance, but even the
subsequent performance of acquired units improveswthe acquisition is done in
combination with divestitures (Capron, 1999; ABraham, and Yawson, 2011).

These mixed results suggest that we need to funtheéerstand the role of
divestitures as a mode of resource reconfigurdtofirms. Traditionally, the resource

based view has suggested that firms can achievpetdive advantage by reconfiguring



their resources (Penrose, 1959; Barney, 1991). bfdsie literature in this area of
expansion and growth has been focused on acqusifeg., Capron & Mitchell, 2008),
alliances (Das & Teng, 2000; Kale & Singh, 200720 and internal development
(Karim & Mitchell, 2004). Divestitures, however,Jy@been consistently overlooked as a
potential tool for growth. We argue that firms ease divestitures to draw from their base
by freeing resources that can be reinvested witterorganization, allowing weak firms
to retrench, or strong firms to further continueitlexpansion. By divesting, firms can
free financial and managerial resources that casrdo®al for weak firms to retrench and
for strong firms to continue pursuing their growth.

In the next section we explore the role of firmesgth as a moderator of the
relationship between divestiture activity and sgjest performance. Most of the
literature on divestitures have focused on them @®| used by weak firms in efforts to
retrench (e.g., Chakrabatrti, Vidal, & Mitchell, 201even though the literature has found
mixed results with regards of the role of prionfistrength on divestiture activity. In the
next section, we explore the role that firm stréargs on the relationship between
divestiture activity and firm performance, in et®oto shed light to the intriguing set of

mixed results found in the literature.

DIVESTITURES, FIRM STRENGTH AND PERFORMANCE
Firms can benefit from divesting as it frees ugpreces that might be crucial for
retrenchment and growth for firms coming from piosis of weakness and strength,
respectively. The traditional view on the anteceslém divestitures suggests that firms

coming from positions of weakness use divestiturgleir efforts to retrench



(Chakrabarti, Vidal & Mitchell, 2011), as they frBeancial resources that can be used to
repay debt (Brown et al., 1994), or free manageesburces by refocusing on the core
business of the company (Haynes, Thompson, & W2, 2003; Markides, 1992,
1995). Thus, firms coming from positions of wealsye®uld experience an
improvement in their subsequent performance.

The divestiture of firms coming from positionsstfength has been consistently
overlooked in the literature. However, strong firatso benefit from engaging in
divestitures, and potentially even more so thandicoming from positions of weakness.
Firms coming from positions of strength may beha best position to decide what
resources to release; unlike firms coming from gwss of weakness, strong firms can
take the time to think strategically and may be ldsely to dispose of resources at a
discount in the sole efforts to raise financiabrgges to ensure survival.

This conundrum brings us to our first exploratmegearch question of how does
firm strength moderate the impact that divestitarvity on subsequent performance.
Firm strength has been identified as a main inttuenfactor that leads to firm
divestitures, with the literature finding that détéures are tool more commonly used by
firms coming from positions of weakness (Chang,&1%9g., Duhaime & Grant, 1984,
Markides, 1992), though some studies have founeladionship (Bergh, 1997; e.g.,
Hayward & Shimizu, 2006; Xia & Li, 2013). Even thghufirm strength has been linked
to divestitures, it has been overlooked as a medi&ctor of the potential benefits that
firms can attain by divesting.

Data and Methods



We explore this research question on a sample ®fiffds operating in the
global pharmaceutical industry between 1978 an@®20ivo main archival sources were
used to collect the data. Firm level data on comp@@ancials comes from
COMPUSTAT, as was data on the segments for eatttes€ companies. SDC Platinum
was used to obtain the divestiture events, asagedlome controls (e.g., acquisitions).
This setting is particularly relevant to explorestuestion, as the pharmaceutical
industry has firms operating in the spectrum ohfstrength, as well as a wide range of
activity with regards with acquisitions and divastes.

We use multiple measures of performance; givennt@nsistency in results from
previous studies, we seek to explore whether divess affect different measures of
performance differently. We explore firm survivalthe following year, relative to exit
via dissolution or via acquisition. We also consithe sales growth as a measure of
subsequent performance, measured as the differeisedes from yearto yeart+1.

Return on Assets (ROA) and Net Income at yeae both used as alternative measures
of accounting performance.

We measuréirm strength as the firm’s 2-year prior Return on Assets (RO#R¢;
used two-years to provide more distance betweandtrength and subsequent
performance and thus reduce potential endogenieisgdDivestitures are measured as a
count of the number of divestitures at year

Several controls are included in the model to antfor alternative explanations.
Prior sale growth (betwedsl andt-2) is included to account for trends in growth that
may be driving subsequent performance. We includlgeasification dummy, as it may

impact the subsequent performance of firms. Weialdade acount of segments to



account for differences in the ex-ante portfolioogs firms.Firm size — measured as
prior sales —, laggeld& D expenses, laggedfinancial slack — measured as cash over
liabilities — andage are included to account for firm-specific charastecs that may
impact subsequent performance. We also incluteadquarters dummy that takes the
value of 1 if the firm is headquartered in the @diStated and O otherwise, as firms
operating in this economy may have more opportesmigiven the extent of development
of the market to engage in more divestitures. Agstitures have been linked to
acquisition activity, we include @unt of prior acquisitions and a count dfailed
acquisitions to account for the role that these may have onlivestiture and subsequent

performance. Table 1 below includes descriptivasiies for all these variables.

Results

Table 2 presents the results. Models 1 througbriespond to a multinomial
logistic regression testing the mediating roleiwhfstrength on firm survival vs. exit via
acquisitions vs. exit via dissolution. Models 1 ansluggest that firms coming from
positions strength are more likely to become tarfmt acquisition than to survive as
independent companies, and that firms that do mlioestitures also have higher chances
of becoming a target for acquisition. Model 2 iradethat coming from positions of
weakness are more likely to dissolve than to reroparational, and divesting does not
seem to have any impact on avoiding or leadinggsadution; Model 4 further shows
that divesting — either from positions of weaknessstrength — does not have an impact
on subsequent survival. In contrast, Model 3 shilvasfirms coming from positions of

strength that engage in divestitureslass likely of becoming a target for acquisition,
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and thus have higher odds of survival. Thus, thelgpation of these results suggest that
firms coming from positions of strength that engagmore divestiture activity have

higher odds of surviving and avoid becoming a tafgeacquisition.

Models 5 through 10 provide a paneled ordinargtleguare regression with
random effects, as the dependent variables arenconis! Models 5 and 6 provide
results for the impact of divestitures, and the st role of firm strength, on
subsequent sales growth. These models indicatématcoming from positions of
strength tend to have higher subsequent sales lyrivadel 6 further indicates that the
more divestitures firms pursue, the slightly higtiex subsequent growth in sales. More
importantly, Model 6 indicates that firms comingrr positions of strength that engage
in more divestitures have an even higher increasledir subsequent sale growth.

Models 7 and 8 show the results using ROA as amtgnt variable, and 9 and 10
for Net Income. These models indicate that firmsicg from positions of strength have
a higher subsequent ROA (Models 7 and 8) and Neinhe (Models 9 and 10), as do
those that engage in more divestitures, thus piroyisimilar results as with sales growth
as a dependent variable. However, firms that divese that are coming from positions
of strength have a subsequently lower ROA (Mode&lr®) lower Net Income (Model 10);
alternatively put: firms coming from positions oéakness that engage in divestitures
show improvements in their subsequent ROA (Modelrt) subsequent Net Income

(Model 10).

1 A Hausman test was conducted to compare randorfixatieffects; the test was insignificant,
suggesting that the estimators are consistent.
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Overall, these results indicate that divestituessl to be positively associated
with subsequent improvements in performance. Sipatlf, we find that the more
divestitures firms conduct are associated withnaprovement in the odds of becoming a
target for acquisition, though they don’t reallywban effect in protecting firms from
dissolution; divestitures also tend to be posithadsociated with both subjective and
objective measures of subsequent performance: ¢ine divestitures firms conduct is
positively associated with subsequent improvemesales growth, return on assets, and
net income.

Our findings regarding the role of firm strengtitbe relationship between
divestitures and subsequent performance are imiggéirms coming from positions of
strength that engage in more divestitures see iiy@snpact on their odds of survival
relative to becoming a target for acquisition dmelytalso see a higher subsequent growth
in their sales. Firms coming from positions of weaés, on the other hand, see a benefit
to divesting, but more so in objective accountingasures of performance, particularly
ROA and net income.

These results suggest that divestitures have pedignefits for firms coming
from both positions of weakness and from positioinstrength, but the benefits are seen
in different subsequent outcomes of performanceeiRg resources, then, does have a
positive impact on subsequent performance; howévierunclear what are the
mechanisms at play. In the next section we wilestigate these mechanisms,
particularly looking at what resources are beimgd, and how they are being reinvested

in the firm.
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DIVESTITURES, FIRM STRENGTH AND PERFORMANCE: MECHANISM S

Engaging in divestitures has a positive subsequgpéct of performance, either
in terms of subsequent growth or survival for firaesning from positions of strength, or
in relation to accounting performance such as R@drset income for firms coming
from positions of weakness. This is then consistgtiit the complementary ideas to the
Penrose effect (1959) that firms draw from thesotgce base to grow, and by divesting
firms can free resources that can be reinvestedieMer, it is still unclear what resources
firms free, and second, how do they use those fresalirces. Exploring this can help us
further understand how firms use divestitures,ipaldrly when coming from positions
of weakness or positions of strength.

Divestitures allow firms to free resources thatsomewhat locked. First, firms
can trade-in the value of their past investmehtss freeindinancial resources, that can
be more easily reinvested in the organization. 8&cby divesting resources firms can
also free one of the more critical resources tbastrains growth +anagerial capacity;
by divesting, managers can free their attentidio¢as it on other areas. Understanding if
there are any differences in the resources firees Wwhen they are coming from positions
of weakness and positions of strength can helpetiefunderstand where these mixed
results in the subsequent performance comes from.

Divestitures can be used to free different typeesburces that can have direct
consequences in how firms reinvest those resoufted.brings us to a second
mechanism. Once firms free resources by divestirggguestion of how they reinvest
those resources can help us shed light on howeit teanslates into subsequent

improvements in performance. Firms can chooseitvest the resources either by
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internally developing new or strengthening remagraneas within the organization, or by
acquiring resources from the external environmBath internal and external
reinvestments require both financial and managegmdurces, and these reinvestments
can differ for firms coming from positions of weadgs or strength.

The next section explores empirically these medmasi (i) what resources firms
free by divesting — financial or managerial — aidhpw they are subsequently
reinvested in the firm — internally or externally.

Data and Methods

We explore the mechanisms on the same set ofiB8 dperating in the global

pharmaceutical industry between 1978 and 2012rdardo fully understand the role of

divestitures and the mediating role of firm stréngh subsequent performance, we show

here multiple mechanisms tests to assess whatroesoare being freed and how they are
being reinvested in the organizations. We thus nawkiple dependent variables to test
these mechanisms.

To test the first part of the question — what tgees do divestitures free — we use
two different measures. First, to measure the ¢xtewhich divestitures free financial
resources we usgash — measured as the cash and cash equivalentsrib-y@a a
dependent variable; given the continuous natutbefariable, a random-effects paneled
OLS regression was used as a specification. Tmexphe extent to which divestitures
free managerial resources we used the count ofuh®er executives in the Top

Management TeanTMT); random-effects paneled OLS is also used as @fgagion

here (sensitivity analyses using Poisson and Neg&inomial offered the same results).
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To explore how the resources were reinvested, oledb 5 different mechanisms.
First, the freed resources can be reinvested isegjent acquisitions; thus, we use a
count ofAcquisitions at timet; given that the nature of this variable is a coanegative
binomial specification was used to test the retedtiops. We also explore whether the
increase in sales is coming fronternal or external sources; we measuirgernal as the
sales growth incurred by firms that do not engagaciquisitions, anexternal as the
sales growth of firms that engaged in at leastamuiisition. A paneled OLS
specification was used for both of these variablés.also explored the extent to which
firms reinvest irR&D; if divesting allows firms to free resources thah be reinvested
in new areas, one way of doing so would be thraaxgiloration of new avenues. We
measurdr&D as expenditures in research and development at.y@aally, firms can
reinvest their freed resources within the orgamratparticularly for firms in the
pharmaceutical industry, sales force has been deresd as the driving force for
revenues. Thus, we uSelling, General & Administrative Expenses (SGA) to see the
extent to which the resources divested are reipddstfurther the operations of the
remaining resources in the organization. A pan€le8 regression was also used for this
variable.

We include a similar set of controls as in the pras set of regressions. We
control forfirmsize by including the lag of sales; we also controltfends in growth by
includingsales growth betweert-2 andt-1. We include a diversification dummy that
takes the value of 1 if the firm is diversified ey pharmaceuticals, and O if the firm
specializes in this sector. We control R&D expenses, as in this industry firms that

invest largely in R&D may have a different backgrduwe do this by included the
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lagged expenditures the firm incurred in R&D. Wsoaihclude aount of segments to
account for potential differences in the portfaifbbusinesses a firm may have that could
drive the divestiture activity, firm strength oethrelationship with the underlying
mechanisms being tested. We incldichancial slack, measured as the one-year lag of the
quick ratio (cash and cash equivalents over cutignitities) to account for potential
differences in how pressed for financial resourés.also control for the previogsunt
of acquisitions as well as the previous yeafaled acquisitions, as they may drive the
need for specific types of resources and how theyeanvested. We include firage
andheadquarters (takes the value of 1 if the firm is based in thated States) to account
for potential differences in the profile of firmisinally, we control for thendustry
median ROA in the previous year to account for industry-lgwedfitability that may drive
the opportunities firms may face with regards titese to whom they can divest
resources.
Results

Table 3 shows the results for the tests of whedueces are being freed by
divesting and where they are reinvested. Modelsdl2aprovide results of how firm
strength and divestitures shape the freeing ofhfire resources. Firm strength does not
seem to drive the subsequent access to cash; hgviews that engage in more
divestitures subsequently have larger access andial resources (Model 1). More
interestingly, though, this latter effect is evérosger when the divesting firms are
coming from positions of strength (Model 2). Thigygests that stronger firms that

engage in more divestitures have subsequently fimanecial resources.

Insert Table 3 About Here
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Models 3 and 4 show the extent to which divestdguree managerial capacity.
Model 3 indicates that neither firm strength noredititures lead to subsequent increases
in the TMT’s size. Model 4 further indicates thiag¢tte is no difference in the size of the
TMT after divesting for firms coming from position$ either weakness or strength. Even
though this effect is non-significant, it is stileaningful, as it suggests that even though
firms may have a lower resource base post-divestithe fact that the size of the TMT
does not decrease suggests that they have a loiggbacity to focus on the remaining set
of resources.

The abovementioned results combined suggest Wedtdures allow firms to free
financial resources — particularly for firms comiingm positions of strength — and
allows to free managerial resources. Models 5-1vededeeper into this, and provide
information as to how the freed financial and maaned) resources are reinvested — either
internally or externally.

Models 5 and 6 look at the extent to which firmesgth and divestitures drive
subsequent performance via acquisitions. The egudicate that firms coming from
positions of strength engage in subsequently mogaisitions, as do divestitures (Model
5). More interestingly, though, firms coming frorogitions of weakness that engage in
more divestitures have subsequently higher acepnsit{Model 6).

Models 7-10 test whether the resources are reiedasternally (Models 7 and 8)
or externally (9 and 10). These results indicas tinms coming from positions of
strength reinvest more, both internally and extérnevhereas divestitures only

moderately drive more external growth (Model tetestingly, the effect of divestitures
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on internal investments is not mediated by firnesgth (Model 8), whereas its effect on
external investments is positive (Model 10). Thessilts suggest that divesting firms
coming from positions of strength tend to reinvastxternal areas that lead to
subsequent growth.

Models 11 to 14 test the final piece of exactlyatvreas within the organization
the freed resources are being reinvested. Theselmtms$t whether the resources are
being reinvested in new areas of exploration (R&@dels 11 and 12) or by reinvesting
them in operational activities (SG&A; Models 13 &t). These results indicate that
firms coming from positions of strength invest mord&R&D and in operational activities
compared to firms coming from positions of weakn&sgestitures, on the other hand,
have a non-significant effect on both R&D and operel investments.

Interestingly, however, we find that the more firamning from positions of
strength engage in divestitures, the more likedytare to reinvest it in operational
activities (Model 14), and we find no effect ofglan R&D. This interesting result
suggests that firms coming from positions of sttiemginvest the freed resources to

further improve their base of operations in efféotsemain strong in subsequent periods.

CONCLUSION
This paper explores the effects that divestituseseton subsequent performance
by showing the mediating role firm strength hadhoa relationship, and the mechanisms
by which these effects on subsequent performantesdrom. Building on the existing

resource based view of the firm and on the liteeatun divestitures, this paper sheds light

18



as to why prior literature has found mixed resutiow divestitures affect subsequent
performance.

We find that the effect that divestitures have dfecent measures of firm
performance is mediated by firm strength. Firms iognfrom positions of weakness that
engage in larger number of divestitures tend tesssequent improvements to their
accounting performance, whereas firms that engag®re divestitures while coming
from positions of strength see subsequent impromsria their survival odds and their
growth in revenues. The mediating role of firm sg# sheds light on the relationship
between divestitures and subsequent performandesiaygests that the benefits of
engaging in divestitures for firms coming from gmsis of weakness and from positions
of strength differ.

We identify different mechanisms driving this réasship. First, we explore what
types of resources are being freed — financial @nagerial — and second, we study how
those resources are being reinvested. Divestill@s firms to free financial resources,
particularly so for firms coming from positions stfength. This is consistent with the
previous literature that suggests that firms usestitures as a way to raise financial
capital, but the argument has been that this fersirms coming from positions of
weakness as they are in need to repay debt in®tmretrench. Interestingly, we find
that the effect is more pronounced for firms confragn positions of strength,
suggesting that they are in a better position tagtively engage in divestitures and can
choose which resources from their portfolio no lenfit with the larger efforts of the
organization. Moreover, we find no effect on theaut that divestitures and firm

strength have on managerial capacity; this lackfigfct is interesting, as it implies that
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firms do not decrease their managerial capacigr dfitvesting, thus suggesting that there
is a higher managerial capacity post-divestitureetovest it in the remaining or new
operations of the firm.

To further the analyses, we explored how firmsvesgted the financial and
managerial resources freed by divesting. Firmsehgage in more divestitures
subsequently seem to engage in more external grogghrdless of whether they are
coming from positions of weakness or strength. Aertborough review indicates that
firms coming from positions of strength do lesswasijjons in regards to count, but their
sales grow more via external sources; this suggieststronger firms may engage in less
number of acquisitions, but these acquisitions belarger and more profitable.
Moreover, this subsequent increases in performordems coming from positions of
strength that engage in large number of divesstseem to be coming from
reinvestments in the remaining operational acesitf the firm.

The work contributes to the resource based vieth@firm and the overall
literature on divestitures. For the resource basad, the work offers insights on how
firms use divestitures as a mode of reconfiguratia allows firms to trade in the assets
they have to free financial and managerial res@jr@ed explores how these resources
are later reinvested. Firms coming from positiohsteength improve their odds of
survival and rates of growth when they engage inendovestitures, whereas firms
coming from positions of weakness improve theiroacting measures of performance.
These differences are seen based on what resditmedree and how they reinvest
them — stronger firms can proactively choose tBeueces they want to free as well as

the timing of the divestiture, and thus can raisgenfinancial resources that can be later

20



reinvested both externally via acquiring highlyfitedble units, as well as reinvesting in
the operational activities of the firmlost centrally, this paper provides evidence of a
complement to Penrose’s (1959) insights about gatlgsowth, in which firms tend to
build on and extend their existing resource bagksshow that eliminating existing
resources offers a means for increasing subsegeeiarmance by freeing financial and
managerial resources that opens new avenues fatlgro

It also contributes to the literature on dives#s) as it sheds light on how firm
strength mediates the impact that divesting hasutmsequent performance, and
highlights that the divestiture benefits on subseqperformance firms coming from
positions of strength may be on different typep@&formance measures than for those
coming from positions of weakness. This paper shtigdson why the literature has
found mixed results on the relationship betweerstitures and subsequent
performance, and has shed light on the mechanigméich these differences arise.

This paper has limitations that provides avenuesmgoing research. First, this
study explores a single industry; future work ois topic will collect data on other
industries in order to assess generalizabilityhefresults. Second, this paper explores a
limited set of mechanisms that play a role in #latronship between divestitures and
subsequent performance; further studies can expandnderstanding by looking more
in-depth the nature of the resources divested,aefisaw the nature of the reinvestment of
resources within the firm. Third, further studié®sld continue teasing out the causal
connections between divestitures and subsequeiotrmance, and even divestitures and

their relationship with other modes of reconfigioat
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Overall, this exploratory study highlights the innfamce of divestiture activity on
subsequent performance, particularly for firms aogrfrom positions of strength.
Moreover, this study highlights how the mediatingerof firms strength shapes the
benefits from divesting on multiple measures ofgrenance, indicating that firms
coming from positions of weakness and positionsti@ngth obtain different benefits
from divesting. This paper also sheds light onrtfezhanisms by which divestiture
affects performance by studying what resource$eirgg freed and how they are being
reinvested, stressing that divestitures are athadlallows, particularly firms coming
from positions of strength, to free financial andmagerial resources and reinvest them in
the remaining operational activities of the firm,vaell as externally acquired, highly
profitable resources. The results provide a baspmitsue further studies of the dynamic

processes of firm reconfiguration and subsequerfibqpeance.
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Table 1. Descriptive Statistics

H @ B @ 6 6 @ G (9 (10 @11) 12) (13) (14) (15 (@16) (17) (18 (19) (20) (21) (22) (23)
(1)Exit 1
(2)Sale growth -0.01 1
(3)ROA -0.06 0.10 1
(4)Netincome -0.02 0.36 0.17 1
(5)Count of divestitures 0.00 0.27 0.12 049 1
(6)Cash -0.02 0.36 0.14 0.83.50 1
(7NTMT -0.06 0.03 0.13 0.130.09 0.07 1
(8)Acquisitions -0.01 0.26 0.18 0.48.40 0.44 0.11 1
(9)Internal 0.01 1.00 0.14 0.510.11 0.35 0.07 0.00 1
(10)R&D expenses -0.02 0.49 0.17 0.8854 0.85 0.11 0.50 0.46 1
(11)SG&A expenses -0.02 0.48 0.17 0.91.57 0.87 0.12 0.54 0.51 0.96 1
(12)Sales growth (t-1 -t-2) -0.02 0.23 0.10 0.4431 0.38 0.02 0.26 0.42 0.47 049 1
(13)Diversification dummy  0.00 0.07 0.04 0.10.13 0.12 0.13 0.15 0.06 0.13 0.18 0.07 1
(14)R&D expenses (lag) -0.02 0.41 0.17 0.8954 0.86 0.10 0.49 0.45 0.95 0.950.51 0.12 1
(15)Count of segments -0.02 0.17 0.24 0.8027 0.31 0.25 0.33 0.15 0.34 0.370.18 0.28 0.34 1
(16)Industry median ROA  -0.06 -0.04 0.32 -0.60.12 -0.09-0.09 -0.09 0.02 -0.10 -0.13-0.03 -0.24-0.10 0.00 1
(17)Firm size -0.03 0.37 0.18 0.99.54 0.86 0.13 0.53 0.45 0.93 0.970.51 0.14 0.94 0.40 -0.07 1
(18)Financial slack 0.04 -0.03 -0.11 -0.6@.03 -0.03-0.15 -0.05-0.03 -0.04 -0.03-0.05 -0.02-0.04 -0.08 -0.05-0.05 1
(19)Net income (lag -0.03 0.34 0.16 0.890.49 0.83 0.11 0.49 0.37 0.88 0.900.36 0.10 0.84 0.29 -0.070.91 -0.04 1
(20)Age 0.06 -0.12 -0.38 -0.2%0.12 -0.18-0.27 -0.17-0.17 -0.23 -0.24-0.12 0.11-0.23 -0.22 -0.57-0.27 0.09-0.23 1
(21)Acquisitions (lag) 0.00 0.23 0.18 0.50.50 0.45 0.17 0.58 0.23 0.51 0.550.26 0.15 0.52 0.35 -0.100.55 -0.05 0.49 -0.16 1
(22)Failed acquisitions 0.00 0.18 0.14 0.3832 0.35 0.18 0.42 0.14 0.42 0.460.20 0.11 0.43 0.27 -0.08 0.44 -0.03 0.40 -0.10 049 1
(23)Headquarters US 0.03 -0.07 -0.12 -0-D13 -0.12 0.00 -0.12-0.05 -0.14 -0.15-0.08 0.01-0.14 -0.10 0.15-0.13 0.02-0.11 -0.15 -0.12-0.11 1

Mean
S.D.

0.05 102.8 -0.23 167.®.16 316.3 5.77 0.2432.98 188.3 716.904.8 0.65183.3 1.46
0.25 805.5 0.41 968.10.61 1637 1.34 0.82 218 837.6 269@B23.5 0.48808.3 1.13
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Table 2. Resultsfor Effects of Firm Strength and Divestitures on Performance

1) 2) 3) 4) 5) (6) (7) (8) 9) (10)
Acquir_ed Dissol\_/ed Acquir_ed Dissolyed Sales Sales ROA ROA Net Net
v. Survival v. Survival v. Survival v. Survival| Growth ~ Growth Income  Income
Firm Strength (ROA, 2-year lag) 0.389*  -0.862** 486** -0.822* | 60.254** 39.957* | 0.488*** (0.495** | (0.250*  (.373***
(0.183) (0.412) (0.190) (0.415 (26.216)  (18.574) 0.021) (0.021) (0.110) (0.106)
Count of Divestitures (1-year lag) 0.274** -0.550 .2D1* -1.493 94.685  102.389% 0.011** 0.008* -21.162 42.920*
(0.114) (0.680) (0.120) (1.655 (60.171) (61.645) 0.005) (0.005) (29.872)  (24.549)
Strength x Divestitures -0.650** -1.534 227.649* -0.082%** -0.033***
(0.279) (1.947) (114.366) (0.028 (0.011)
Sales growth -0.000  -0.007*** -0.000 -0.007***| 0.009 0.009 0.000 0.000 -0.026 -0.021
(0.000) (0.002) (0.000) (0.002 (0.050) (0.052) OQW) (0.000) (0.037) (0.035)
Diversification Dummy - Lagged -0.160 -0.394 -0.174 -0.391 -2.807 0.915 0.047***  0.045** -9.135 -122*
(0.175) (0.343) (0.176) (0.343 (13.893) (12.568) 0.015) (0.015) (7.066) (7.073)
R&D expenses 0.001**  -0.015 0.001**  -0.015 0.339 0.532** 0.000 0.000 0.253**  0.296***
(0.000) (0.015) (0.000) (0.015 (0.241) (0.241) OqQw) (0.000) (0.082) (0.103)
Count of Segments - Lagged -0.056 0.165 -0.054 10.1ff 20.139 20.761| 0.012** (0.012**% -54.361***x52.473***
(0.065) (0.194) (0.066) (0.196 (25.373)  (24.912) 0.003) (0.003) (17.902) (17.561)
Industry median ROA - lagged -2.128*** 1.310  -2.175***  1.324 | -1,238.832-1,274.890 -2.321 -2.305 -901.262 -1,011.052
(0.759) (1.853) (0.765) (1.853) (1,038.174)026.506) (2.449) (2.443) | (714.356) (732.916)
Firm size -0.166** -6.428** -0.150*** -6.331* | -33.675 -34.419 0.000 0.000[ 116.333*39.055***
(0.054) (2.940) (0.049) (2.927 (40.387)  (40.572) 0.001) (0.001) (28.128)  (28.387)
Financial slack (1-year lag) -0.001 -0.109** -0.001 -0.109** -0.523 -0.492 | -0.002** -0.002*** | -0.529* -0.466*
(0.013) (0.054) (0.013) (0.054 (0.433) (0.426) oqQ) (0.001) (0.292) (0.281)
Headquarters dummy (US) 0.494** 0.998 0.510** 0.998 -42.408  -44.222* -0.093*** -0.093*** | -4.670 9.612
(0.226) (0.665) (0.227) (0.666 (27.307) (26.506) 0.016) (0.016) (29.159)  (31.645)
Age 0.003 0.035* 0.003 0.036* -2.974* -2.901F -0208 -0.002** | -0.144 0.139
(0.005) (0.019) (0.004) (0.019 (1.537) (1.50%) OQw) (0.000) (0.860) (0.851)
Count of acquisitions (1-year lag) 0.111 0.398** 13 0.454** 4.251 -0.424 | 0.012** 0.014**4  13.598 B4
(0.088) (0.180) (0.089) (0.230 (36.768)  (37.844) 0.004) (0.004) (27.173)  (24.024)
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Failed Acquisitions - Lagged 0.099 0.442 0.095 0.47 -24.938 -24.236 -0.001 -0.002 -66.904 -75.540
(0.187) (0.403) (0.184) (0.409 (45.026) (43.885) 0.007) (0.008) (52.612) (52.855)
Year Dummies Yes Yes Yes Yes Yes Yes Yes Yes Yes s Ye
Constant -9.980 -75.370** -10.244 -76.053*%5,724.790*5,571.501% 2.538*** 2.605*** | 185.755 -418.086
(8.979) (37.888) (8.880) (38.027) (3,018.082053.727) (0.610) (0.620) | (1,753.63},753.837)
Observations 5,066 5,066 5,066 5,066 5,079 5,09 0805, 5,080 5,067 5,067
Number of firms 503 503 503 503 505 505 505 504 505 505

Robust standard errors clustered by firm in paesegh

*** pn<0.01, ** p<0.05, * p<0.1
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Table 3. Resultsfor Mechanisms on Firm Strength and Divestitures on Performance

(1) 2 (3 (4) ©) (6) (1) (8 9) (10) (11) (12) (13 (14)

Cash Cash TMT  TMT Acq. Acq. Internal Internal  Exigr External| R&D R&D SGA SGA

Firm strength 66.819*  53.027| 0.448 0.577 1.395K802**| 11.992* 16.299**| 450.538**363.789**20.83** 10.43**| 41.468* 28.510*
(37.450)  (38.062)| (0.338) (0.37p}0.164) (0.168)| (6.567)  (7.482)| (197.367)(172.705) (6.093) (6.761) (17.630) (13.378)

Count of divestitures ~ 145.993**151.187+*| -0.034 -0.002| 0.071* 0.101% -36.972  -48.279| 149.690* 112.420 24.18224.705| 44.018  41.038
(21.901)  (22.051)| (0.049) (0.057}0.040) (0.042)| (23.842) (34.755) (84.626) (76.482) (14.40)5.073) (28.474) (26.357)
Strength x Divestitures 144.561%* -0.444 -0.49541 -55.788 509.055 15.464 132.908**
(72.049) (0.309 (0.204) (55.090) (294.968 (25.226) (60.841)

Sales growth -0.197** -0.197** -0.000 -0.00p0 -@O -0.000| 0.199 0.198 -0.005  -0.004 -0.03%0.33**| -0.013  -0.013
(0.015)  (0.015) | (0.000) (0.000)0.000) (0.000)| (0.155)  (0.154) | (0.059)  (0.060} (0.012) (0.012) O4B)  (0.013)

Diversification 5.696 7.936 | 0104 0.109 0.246* @G22 0.756 0.173 | 15.689  34.740 10.81*11.06***| 5278  8.861
(34.395)  (34.392)| (0.280) (0.27pf0.133) (0.132)| (5.001)  (5.075)| (100.221)(95.124)| (3.827) (3.645) (11.557) (10.355)

R&D expenses 0.930%*  0.927**| -0.000 -0.000 -0.000-0.000| 0.229 0.230 | 0.723*  0.711* 0.735%0.734**| 0.051  0.049
(0.047)  (0.047) | (0.000) (0.000)0.000) (0.000)| (0.202)  (0.201)| (0.335)  (0.340} (0.081) (0.081) O06Z)  (0.063)

Count of segments -4.381 3737  0.055 0.051 0.098:992** -2.982  -3.116 | 51.676  54.048 -10.47710.435| 1.402  1.874
(13.318)  (13.314)| (0.051) (0.05[Lf0.035) (0.035)| (10.071) (10.006)| (65.061) (64.18%) (6.671) (6.6f1)L0.345) (10.068)

Firm size 177.173*+176.653**| -0.024* -0.025* 0.026** 0.025**| -5.457  -4.397 | -65.942 -65.188 49.68%49.63**| -0.435  -0.632
(7.822)  (7.822) | (0.014) (0.018)0.011) (0.011)| (29.690) (29.249)| (55.515) (56.219) (14.13@4.200) (17.101) (17.170)

Financial slack 1.958 1.982| 0.001 0.001 -0.03%%03**| -0.217  -0.217 | -7.229  -7.6900 0.071 0.073 -0.096 1®.1
(1.637)  (1.636) | (0.012) (0.012)0.011) (0.011)| (0.159)  (0.155)| (5.302) (5.412} (0.124) (0.124) 28%) (0.234)

Headquarters US 71.828*  70.130F -0.44%0.42%+| -1.426  -0.847 | -119.131 -125.574 -10.14410.265| -28.359  -30.037
(42.485)  (42.429) (0.132)(0.127)| (9.152)  (9.133)| (94.255) (92.904) (7.575) (7.609)20.(83) (19.551)

Age 3.012%*  3.061%** |-0.01%* -0.01%*|-0.01%* -0.01%** |-1.764** -1.766** | -4.592*  -4.306 | 0.018 0.023 -1.309** -1.268*
(0.808)  (0.807) | (0.002) (0.002)0.001) (0.001)| (0.535)  (0.538)| (2.715) (2.634] (0.429) (0.425) 66B) (0.642)

Count of aCQUISIIONS _gg gg1m g3 121+ | 0.067  0.071| 0.319%9.321** 30.876  32.758 | -60.403 -62.802 -18.16%8.48% -15560 -16.915
(17.504)  (17.575)| (0.043) (0.04M}0.048) (0.049)| (26.674) (25.483) (63.586) (63.676) (7.399) (7.4P9)9.028) (19.228)
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Failed Acquisitions ~ -138.694*137.931%+(0.236*** 0.234**0.230%* 0.227** 24.083  25.345| -98.002 -92.996 14.206 14.255 26.3126.818
(29.857)  (29.860)| (0.090) (0.09p}0.083) (0.083)| (19.851) (19.965) (70.790) (70.272) (20.72@0.713) (29.206) (29.652)
Industry median ROA -701.678  -726.495 2 -3314 -3.041 986. -275.203| -4,609.5887,215.924-221.515-223.737-1,311.783-1,264.087
(3,955.4)  (3,955.4)| (11.54§)11.380) (9.642) (9.386)|(346.805) (351.340)|(5,133.925]5,649.109(267.765)266.329)(1,003.566)978.224)
Constant -6,130%%%  -6,243%%%| 22wk 23 wrx |14 6wk 14,90+ | 3 480%* 3482 % | 8423 7,418 | -63.495-73.848| 2,359.0* 2,285.0*
(1,749.493) (1,747.344) (5.458) (5.501) (3.475) (3.414)| (1,064) (1,068)| (5262) (5,133) (864.60857.642) (1,237.3) (1,201.2)
Observations 5,070 5,070 5080 5080  4,2224,222 857 857 5035 5035 3262 3,262
Number of firms 505 505 505 505 498 498 218 18 2| 502 502 398 398
R-Square 0.776 0.776 50 0.268 0.269 1740. 0175 | 0.936 093 0983  0.984

Robust standard errors in parentheses, clusteréichiby

*x 0<0.01, ** p<0.05, * p<0.1
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