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Happy companies are all alike, every unhappy companis unhappy in its own way.

(Adapted from Anna Karenina, Tolstoi)

ABSTRACT

This paper describes a typology of failure processihin companies. Based on case
studies and considering companies’ ages and mamagercharacteristics, we
discovered four types of failure processes. Thet ffailure process describes the
deterioration of unsuccessful start-up companiaddd by a management with a serious
deficiency in managerial and industry- related egpee. The second process reveals
the failure process of ambitious growth compani#sose companies have, after a
failed investment, insufficient financial meansaajust their way of doing business to
the changes in the environment in order to prebankruptcy. Third, we describe the
failure process of dazzled growth companies, lednledn overconfident management
without a realistic view on the company’s finan@dlation. Lastly, the failure process
of apathetic established companies, describes rddugl deterioration of established
companies where management had lost touch witbhtheging environment.

We also found that there is a great differencééngresence and importance of specific
causes of bankruptcy between the distinctive failyprocesses. Errors made by
management, errors in corporate policy and chamgethe general and immediate

environments differ considerably between each efftlur failure processes.



1. INTRODUCTION

The bankruptcy literature reveals a high numbevasfkruptcy prediction models. They
are generally based on financial symptoms (Beynd®e&l, 2001; Dimitras et al., 1999;
Ooghe et al., 1994; Pompe & Bilderbeek, 2005). Aalysis of the more fundamental
causes of bankruptcy is lacking in those models.

Publications concerning causes of bankruptcy, an dther hand, generally
examine only a limited number of nonfinancial cause focus on specific types of
enterprises, such as small (e.g. Back, 2005; Bv&réWatson, 1998; Hall, 1992) or
established companies (e.g. Charan & Useem, 20@2nbiHck & D’Aveni, 1992;
Sheppard, 1995). However, to have a clear overoietlie importance of the causes of
bankruptcy, one has to take into account all tregadteristics of the company.

Empirical studies have never used an all-embraapgroach where the
importance of specific causes of bankruptcy isteelato the characteristics of the
company. Moreover, research concerning the relstipnbetween the fundamental
causes of bankruptcy and its financial symptonisriged and fragmented. There is no
model that unifies all these factors into a speddilure process.

Our research attempts to fill some of the gapsrde=t above. The contribution
of this study is two-fold. First, we will examinbe bankruptcy of companies within
different industries and with distinctive sizes aages. We will reveal four different
failure processes. Those processes relate the rhemdal causes of bankruptcy to the
financial and nonfinancial consequences. Secondyillgive a clear overview of the
presence and the importance of nonfinancial enotisin different failure processes.
This is a very interesting and valuable area tlatrot previously been investigated in-
depth (Balcaen & Ooghe, 2006; Thornhill & Amit, Z)0

The paper is organized as follows. Section 2 gare®verview of the previous
literature. In section 3, we describe the applieethodology and the data selection
method used in this study. The case study findangsliscussed in section 4: subsection
4.1 gives a detailed description of the four typefailure processes, and subsection 4.2
expounds the relation between a company’s failuoegss and its specific causes of

bankruptcy. The paper ends in section 5 with oachkgions.



2. EVIDENCE FROM PREVIOUS LITERATURE

In this part, we will give an overview of existitigerature concerning the causes

of bankruptcy and failure processes before bankyupt

2.1 Causes of bankruptcy

Considerable attention has been given to the piediof corporate bankruptcy.
This research focuses on financial information (Bey & Peel, 2001; Dimitras et al.,
1999; Ooghe et al., 1994; Pompe & Bilderbeek, 200%) categorizes companies as
failing or nonfailing. It provides very useful imfmation on the immediate environment
of the companies in financial distress becauseetsaglies try to predict bankruptcy as
soon as possible. But these studies fail to incthéetime dimension of failure and the
influence of underlying nonfinancial factors (Baoa& Ooghe, 2006).

Previous research related to the importance ofinan€ial variables is on the
one hand concentrated on specific causes of battriip.g., Baum & Mezias, 1992;
Daily & Dalton, 1995; Greening & Johnson, 1996; @berd, 1995; Swaminathan,
1996). These studies stress the importance of ao®rf sometimes even within a
specific type of company. On the other hand, séwarthors focus on specific types of
companies, such as small (e.g., Back, 2005; Ev&réiatson, 1998; Hall, 1992, 1994)
or established companies (e.g., Charan & UseenR;288mbrick & D’Aveni, 1992;
Sheppard, 1995), or focus on specific industries. (Becchetti & Sierra, 2003; Hannan
et al., 1998). Most of these studies declare manage characteristics to be the most
critical factors in corporate bankruptcy.

In preparation of the case studies, literaturelenpossible causes of company
failure was reviewed in order to construct a cohaapfailure model (Ooghe &
Waeyaert, 2004) that will be tested in the caséss Tonceptual model is reflected in
Figure 1. It expounds the causes of bankruptcy taedmutual relation between the
general and immediate environment of the companyexsrnal causes and the

company’s management and policy as internal canfdgsnkruptcy.



Insert Figure 1 About Here

First, general environment clusters several exteraases of bankruptcy, such
as economic, technological, political and sociatdes or factors related to foreign
countries. The functioning of financial markets ansititutions, the behaviour of the
government and its efforts to support venturescarerete examples of those factors.
These factors affect the skills and the motivatinmanagement, affect corporate
policy and influence the company’s partners in timenediate environment of the
company.

The company’s immediate environment forms a se@modp of causes in the
model (Ooghe & Waeyaert, 2004). A company constartteracts with its
stakeholders: customers, suppliers, competitorsnkdya credit institutions and
stockholders. Possibilities to cooperate more tyoseth stakeholders and other
positive signals increase the management’s mobatiowever, ruinous competition,
misadventure or difficult relations with banks, tmers or suppliers are major
impediments to a company’s growth. As a consequemcempany’s interactions with
its immediate environment determine its developmenta positive or negative
direction.

Third, the characteristics of management or theepneéneur and fourth, the
company’s corporate policy have a more importanpaot on the company’s
performance (Boeker, 1997; McGahan & Porter, 1998ghe & Waeyaert, 2004).
These factors are therefore displayed in the cerfititee model.

Management is recognized as the most critical fartoa company’s failure
(D’Aveni & MacMillan, 1990; Greening & Johnson, 189 First of all, management’s
motivation, qualities and skills have an impactloe way a company is (mis)managed.

A lot of companies that go bankrupt fail as a cousace of insufficient and
inappropriate skills of their management. A lot mBnagers or entrepreneurs have
expertise in only limited areas. If managers ar¢ wiling to accept professional
advice, they reduce the possibilities of the congfsachances to survive in the medium
term (Newton, 1985).



Not only management’s qualities and skills influerihe survival chances of a
company. It is remarkable how many personal charstics strongly affect the
performance of a company. Characteristics that iareur opinion, noteworthy are
described hereunder.

Managers and entrepreneurs are obliged to anticipawd to adjust their
decisions to the changes and opportunities in thir@ment. Unfortunately, due to
inertia, many incumbent companies do not perceptyethreat and do not succeed in
fully adapting their way of doing business to theamges in the environment. The
existing routines induces management to rely ostiexj patterns of response instead of
exploring radical changes in the strategy and dactisaking process (Gilbert, 2005).
This threatens future performance of the comparg/aAot of those changes happen
only very slowly, the consciousness of threat appeéien when the firm has already
suffered from declining revenues (Charan & Useed®22. Moreover, in failing firms
crises are denied and one avoids focusing on lermg-tproblems (D’Aveni &
MacMillan, 1990).

Optimism and risk behaviour are other possible esad declining performance.
Research indicates that entrepreneurs are somemdratinclined to take risks than are
managers, this difference even increases when ttrepeeneur has the goal of a
significant venture growth (Steward & Roth, 2004).

Entrepreneurs are in control of the way a companyanaged and this increases
the perception of a company’s survival chances,esiones to an extreme level. This is
one of the reasons why so many over-optimistic fgdLentrepreneurs are faced with
problems to attract external finance from banks.na&ntrepreneurs are therefore
forced to give a high collateral or they start-aupusiness with financial means that are
insufficient to operate at a profitable scale amtl(fle Meza & Southey, 1996).

The fact that managers are generally somewhat tesds seeking than
entrepreneurs does not necessarily indicate ttms fieaded by managers build up more
safety in their strategy. Firms often make sub+optiproject choices as management
maximizes its own utility function (Parrino et &2005). Managers usually have a stake
in the firms equity, but not in its debt. Therefaiflgey have incentives to accept projects
that are too risky. This effect increases when mganal wealth becomes more sensitive
to stock volatility (Coles et al., 2006). Howevirs effect decreases when management
holds a higher percentage of his wealth in termstatk options, especially if they are

in-the-money.



Moreover, a higher inherent risk aversion of manag® and changes in the
value of tax shields and future bankruptcy coste ahake relatively safe projects more
desirable (Parrino et al., 2005).

Corporate policy is set up by management and irmsbeveral aspects, such as
strategy and investments, marketing and salesatipes, administrative, financial and
human resources management and corporate govermdhespects have to be taken
into account, as errors can quickly lead to banksupAs mentioned above, the lack of
entrepreneurial or managerial skills in some araad personal characteristics of
management can induce unanticipated problems hineaten the company’s survival
chances (Ooghe & Waeyaert, 2004).

Finally, the characteristics of the company: itgesimaturity, industry and
flexibility also have to be taken into account. 8agh focuses on two important
characteristics: the age and the size of a company.

On one hand, liability of newness is an importasearch topic in organization
theory. Young firms have to gain external legitimdoy building up stable exchange
relationships with clients, creditors, suppliersdaother organizations. Those new
founded firms also have to develop their organtimaind have to improve cooperation
among organizational members within their firstrgeaf existence (Burgelman, 1991;
Kale & Arditi, 1998). For this reason, a lot of cpamies are very vulnerable for failure
within their first years of existence (Fichman &fiethal, 1991).

On the other hand, the size of an organization aiflaences a company’s
chances of survival, but the impact of liability fnallness is normally less than the
impact of liability of newness (Halliday et al.,&8. Small firms don’t have the amount
of financial resources or support from creditorsaabuffer for market contractions.
Moreover, small organizations face difficulties attracting the most competent
personnel as they cannot offer a career developewmdl to large organizations (Kale
& Arditi, 1998).

Industry also has an impact. It is a fact that canmgs in different industries,
even if they have the same financial profile, haveéifferent probability of getting
bankrupt (Platt et al., 1994). There also existo@tagion effect between firms in the
same industry, especially for highly leveraged §irmvhere the unconditional stock

returns of bankrupt and nonbankrupt firms are lyiglorrelated (Lang & Stulz, 1992).



We also stress the strong link between the charstits of a company, its
management and its policy. Management deficientias cause bankruptcy differ
between different types of companies, for examplekbuptcy of younger companies is
attributable to deficiencies in managerial knowkedgnd financial management,
whereas bankruptcy of older companies is induced itgbility to adapt to
environmental change (Thornhill & Amit, 2003).

2.2 Failure as a process

Only a few researchers have explicitly analyseldifaiprocesses of companies.
The oldest and most well-known failure processesevadeveloped by Argenti (1976).
He describes the relation between nonfinancialesao$ bankruptcy and their financial
effects within three different failure trajectories

The first trajectory of failing companies (Argenfi976), reveals the typical
failure path of a start-up company that ‘never gdtshe ground’ because of a deficient
management structure. The company is typically dgdan autocrat or a very small
group of managers with a small spectrum of skills.

The second trajectory (Argenti, 1976) gives an axation for the bankruptcy of
young companies that go bankrupt after very premigi growth and an even steeper
decline. These companies also collapse becausamhgament deficiencies, but there
is an important difference from the first failuratp, namely the managers’ outstanding
personalities: flamboyant, extremely ambitious,esugalesmen ensure a swift company
take-off. The company goes bankrupt because maragemfuse to introduce a sound
operational and financial structure.

The last trajectory, type 3 (Argenti, 1976), onlgppens to mature companies
that have been trading successfully for a numbeyeafs or decades. However, such
companies have some important defects in managestemcture and have lost touch
with their customers. At some time, a major chaoggurs, but no adequate response is
made. As a consequence, its financial situatioroimes very weak and the company
goes bankrupt.

Argenti’s failure paths contain two important dédiacies. First of all, no

specific financial indicators are used to desctit@financial health of a company.



As a consequence, the concept of ‘financial headtha company is vague,
equivocal and gives no idea of the importance efdifferent financial indicators, such
as profit, ROI, turnover and liquidity during théfdrent phases of the failure path.
Second, although Argenti (1976) emphasizes the itapoe of management errors, the
existence and importance of specific errors inedéht failure paths and within
distinctive phases of a failure path are not elytidear. As a consequence, the
subtleties of the failure paths are not apparent] there are too few differences
between them.

Similarly to Argenti, most studies concerning fadyrocesses (Laitinen, 1993;
Newton, 1985; Ooghe & Van Wymeersch, 2006) givegemeral overview of the
relation between nonfinancial causes and spedifigntial effects, such as liquidity,
profitability and solvency.

We note that, similar to studies of failure proessshere also exist numerous
studies of growth processes, especially for smathmanies (e.g. Birley & Westhead,
1990; Greiner, 1998; Churchill & Lewis, 1983). Adilgh the aim of these studies is the
opposite of our study, there exist a lot of siniiles as these studies also stress the
importance of management characteristics, the ioaekltip with the external
environment and the company’s characteristics éagesize) in their analysis of several

stages of development.

3. METHODOLOGY AND DATA

3.1 Methodology

For several reasons, we will obtain the fundamecdiaises of bankruptcy and
the failure process through multicase study resedfast, this method examines a
contemporary phenomenon in its real context whea borders between the
phenomenon and that context are not entirely ¢Miaw, 1994). Second, more than just
measurable data are received and analysed dutiexyigws. Third, as the information
comes from several sources and converges throuigmdtilation’ (a proposition is
more accurate if it is supported by several so)rcesis the preferred method of
obtaining information about the reasons and the thay events occur. For this reason,

one gets a richer understanding of the compleXitg tailure process and the relation
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between different causes of bankruptcy. Fourthe cstsidy research is useful for
sensitive topics where only confidential informatigs available. Fifth, it reveals
dynamic processes through multiple perspectivesctwlare very important in the

investigation of company bankruptcies (ThornhilAénit, 2003).

3.2 Case selection and description

The goal of the used sample method, theoreticapbag) is to choose cases
which can replicate or extend the emergent theBrgefihardt, 1989). The necessary
steps were taken to ensure appropriate samplingodanies were selected, based on
size, age and industry. The selection frame of shimple is displayed in Table 1. For
reasons of confidentiality, each case is denoted leyter.

For each category, we selected all the compani€dainders and Brussels that
had gone bankrupt during the previous three y&#ithin the categories, the companies
were selected randomly, under the condition tha tecessary information and
collaboration could be obtained. Appendix Al gities detailed characteristics of the
12 selected cases.

For all cases, we gathered financial and nonfirenoformation: we analysed
first the annual accounts of the company. Secordohtained the findings of the court.
Third, we interviewed related parties such as memant, trustees, banks and
employees through semi- structured interviews baseda questionnaire that was
designed after the literature review and revisadrafome test interviews. The semi-
structured process allowed us a free expressioth@fentrepreneur’'s ideas and to
compare findings with other related parties. Wedtmted our interviews from Spring
2004 till Fall 2005.

The results of each of the 12 case studies wettéewrout in detail in a separate
note per case containing the following items: th&tdny of the company, financial
statement analyses for the 3 most recent avaiktiieunting years, the description of
the causes of bankruptcy according to the concefdilare model of figure 1, and the
company’s failure process. The design of a standgrdrt, within- case analysis, helps
to gain full insight and to cope with the volume ddta received from the different
sources of information (Eisenhardt, 1989). We getkdifferent categories and looked
for within-group similarities coupled with intergrp differences. Lastly, the emerging

concepts were tied to the existing literature ideorto enhance internal validity.
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Insert Table 1 About Here

4. CASE STUDY FINDINGS: A TYPOLOGY OF FOUR TYPES OF FAILURE

PROCESSES AND THEIR SPECIFIC CAUSES

4.1 Four types of failure processes to explain a epany’s deterioration and

bankruptcy

Based on the company’s maturity and the causesmiroptcy, we discovered
four different types of failure processes: theuial process of an unsuccessful start-up
(cases C, E, G, | and K), the failure process cam@bitious growth company (cases A,
D and L), the failure process of a dazzled growdmpany (cases B and F) and the
failure process of an apathetic established comgeases H and J). From Table 1 it is
clear that there is no relationship of the foufetiént types of failure processes with
size or industry. Only age or maturity of the (ygusompany is linked with the type 1
failure process of an unsuccessful starter.

This section expounds the different failure proees®Ve draw attention to the
specific dynamics and interactions between nonfirdrand financial factors in the
different phases of the failure process. We stileesecurrence of three phases in the
failure path. The start of the failure processiigeg by a number of initial lacks that
formed the foundation of a latter failure. The set@hase indicates the problems in
terms of capital expenditures, sales or expensasritiicate the presence of a corporate
policy that falls short due to those initial lack$e last phase gives an overview of the
financial problems of the company and is very minttrrelated to the previous phases
in the failure process.

It is remarkable that there are only a few diffees concerning the financial
indicators between the distinctive failure proces3éere does exist a difference in the
speed at which the financial indicators succeetl efteer and in management’s reaction
to the signals of financial distress. The most aerable difference between the failure
processes, is the presence of very distinctivealnidcks. They stipulate the further

development of the failure path.
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As all failures have at least some specificitiear aim is not to give an
exhaustive overview of all interrelations withinclafailure process. Yet, we aim to
expound the relations between decisive events nvithie internal and external

environment of failing companies.

4.1.1 The failure process of an unsuccessful stanp company (type 1: cases C, E,
G, | and K)

Many companies fail within five years after theguhdation. Most of these
companies have no significant growth, are nevefitptde and have no chance of
survival. An overview of the typical failure prosefor these companies is displayed in
figure 2 and is described below. We draw attentmrihe specific characteristics of
management.

A typical initial shortcoming in the managementtbése companies concerns
managerial and industry experience. Managemenirea@are of the necessary issues in
a company’s business plan. In a lot of cases (EK)Ghere is no strategic advantage
and potential customers cannot be attracted. logpjte management leads to
insufficient control mechanisms and all cases da&acterized by severe operational
inefficiencies. As those factors are indispensdbiethe survival of the company, the
company has no chance of survival. Its bankrupteyle predicted as from its start-up.

Errors in the company’s policy are the visible tesof errors made by
management. Depending on the lack of experienaee timegative signals can be
observed: heavy capital expenditures, low salesldeand underestimated expenses.

These negative signals are the first indicatorarofmpending bankruptcy, and
in a later phase, financial indicators give a samiindication. Cash flow and
profitability are very low, and this inevitably ks to liquidity problems, especially if
major investments have been made. Within a shaibghethe company has major
problems surviving, and the fall of the company egp likely shortly after its
foundation.

All stakeholders are well aware of the companytsigigle to survive, and the

company fails to establish stable relationship& wiem.
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The lack of external legitimacy results in an egeeater shortage of customers
and an increase in expenses (Kale & Arditi, 1998)e reaction of the stakeholders
accelerates the failure process to a great extent.

Management gradually realize the necessity of mu@siring, but banks are no
longer willing to finance the company. Therefor@rsups that were funded with a
major shortage of starting capital have no possibdf changing their way of doing
business. Even with sufficient starting capitagstha companies are still very likely to go
into liquidation because management is, due tm@éppropriateness, not able to assess
the exact causes of the low profitability or to eleyp a more decent organizational
policy. As a consequence, many companies never geatw escape the downward
spiral.

This failure process is consistent with the findireg Burgelman, 1991; Fichman
& Levintahl, 1991; Kale & Arditi, 1998. A lot of wing companies fail due to
management deficiencies and a lack of organizdtie@aning when the stakeholders

give up legitimacy of the company. It also streskesperils of over-optimism.

Insert Figure 2 About Here

4.1.2 The failure process of an ambitious growtharnpany (type 2: cases A, D and
L)

Failure process 2 (figure 3) and failure procesgfi§ure 4) expound the
deterioration and bankruptcy of a company afteainfy growth. As a consequence,
there are some similarities between both failulcgsses, but the companies that fail
according to the distinctive failure processesedifirst as for their financial structure.
Companies that fail in accordance with the secamture process have a weaker
financial structure, due to newness or smallnesthatstart of the failure process.
Therefore, those companies are more vulnerablébdokruptcy when the expansion
strategy has a worse outcome than expected. Seo@rhgement characteristics vary
significantly between both failure processes.

From the start, the management or the entreprdeading an ambitious growth
company have the objective of becoming an importorhpany in the industry.

Moreover, their ability to persuade banks and thelustry-related experience increase

14



the possibility of executing an expansion plan.tik@mmore, they are all risk lovers
because of the high increase of the firm’'s debtlitggratio and some of them are
characterised by over-optimism. Note that some hefs¢ companies have already
existed for more than five years before the ambgtigrowth as they didn’t have the
opportunity or the financial means to execute ttterided growth strategy. The growth
scenario implies a new start.

The initial shortcoming which is characteristic fibvis failure process, is the
large overestimation of the demand for the compaipybducts despite the experience
and capabilities of management. This overestimatam be the consequence of over-
optimism or misinformation about the market sizeabout the speed by which possible
clients switch over from competitors. The lattec#&ised by a variation of the liability
of newness as it takes time to gain trust from rstakeholders. The turnover is
insufficient for the company to cover all expenssh as personnel costs and interest
and there is a large overcapacity/ too heavy dagi@enditures. These negative signals
lead to insufficient profits and cash flow. Duethe high debt/equity ratio, all financial
consequences are very harmful. The company hasresdipiidity and solvency
problems.

Fortunately, as a result of their expertise, mamagg normally have a clear
view of the conditions necessary for firm survivalsuccessful recovery is nevertheless
very difficult because of a lack of internal mearsd reluctance of banks to extend
credit without additional collateral.

Management are therefore not able to change antioaate their way of doing
business in the most efficient way. Despite thesblpms, profitability can improve
steadily, but the company’s liquidity and solvemeynain very weak.

As a consequence of its weak financial structule tompany is more
vulnerable to changes in the environment thanatepetitors. The survival chances of
the company therefore also depend on externalriacto

If changes in the company’s environment do ocdwantthe company will face a
dramatic loss of strategic advantage and this stiing will lead to insufficient sales.
As a consequence, profits will fall and the comp@yoo vulnerable to survive this

setback.

Insert Figure 3 About Here
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This failure process contrasts with the Argenti 7@Ptheory indicating that
failing high growth companies are all characteribgda management with insufficient
skills concerning financial, administrative or ogégonal policy. We, in contrast, state
that management’s overestimation of turnover coetbwith the impossibility to react
to changes in the external environment is the meaeguse of failure for ambitious

growth companies.

4.1.3 The failure process of a dazzled growth corapy (type 3: cases B and F)

In contrast to the type 2 failure process, compathiat fail according to the type
3 failure process (figure 4) exist successfully smveral years before considering
extreme expansion. Compared with ambitious growthganies, these companies have
a higher financial strength.

In the beginning, the entrepreneur or managementeny motivated to increase
internal and external growth. A new strategy isedeped, mostly combined with the
introduction of an innovative product or processtially, their expansion strategy is a
success: turnover and profits are as expectedsahgany gains legitimacy as one of
the most promising companies in the industry.

The initial shortcoming of the leaders of this ca@my is their reaction to the
first successes of the company. Management bec@reedl and dangerously over-
optimistic. Capital expenditures increase togethih financial leverage. Issues and
pitfalls that could take the company down are igdorand management and
organizational structure remains almost unchangéd inevitably leads to a loss of
control and of awareness of possible problems q@odpnities that could influence
operational efficiency or that could increase tweto This results in a variety of
negative signals, overestimated sales, large opaciy and high expenses.

As a consequence, profitability is far below exptohs. The company is losing
its financial strength swiftly. Because of extreomimism and unrealistic perceptions,
negative signals are ignored and explained awalgeasonsequences of external factors
of a temporary nature. According to managemengrival problems are absent or have
only a minor influence, although a realistic vieWwtbe company would indicate the
occurrence of liquidity problems in the medium teRestructuring, however, becomes

urgent as the company wastes its financial meaasvery short term.
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Management's dazzle and the company’s unbalanaeatigmwill continue until
they face severe difficulties, such as very wedkeswy and payment delays. From that
moment on, most companies have little chance ofiwly as many stakeholders, such
as banks and shareholders, feel deceived andneseconfidence in the management.

The length of the failure process of the dazzlethmany depends on the
ambition of management to recover and on the catiper between the company and
its stakeholders, but finally, the company’s situats too weak to reverse the negative
spiral.

The differences between types 2 and 3 mentionedrealftave important
implications. Type 3 companies have, as a consegueitheir financial reserves, more
possibilities of outliving a disastrous investmepian. They only go bankrupt if
management are dazzled by previous successes sthkr realistic view. Therefore,
this failure process is an illustration of the gedf a risk seeking behaviour for healthy
companies when there is no adapted managementuseudf there is an adjusted
management structure, there is a much bigger chatsome people will draw a stop
at over-optimism and the decline of the companyteett is too late. Type 2 companies
are much more vulnerable to bankruptcy after a&daihvestment even if management
have a clear view of the financial situation of tempany. Bankruptcies of dazzled
growth companies are much more unusual than batdiespof ambitious growth

companies, but the latter receive more media a&i@nt

Insert Figure 4 About Here

4.1.4 The failure process of an apathetic establisH company (type 4: cases H and
J)

Finally, we explain the failure process of an apathestablished company that
existed more or less successfully for several yedns failure process is displayed in
figure 5. Typical of these companies is the lackmaitivation and commitment of the
company’s leaders. As a consequence, rigid manageme entrepreneurs keep
believing in strategies that were successful inpdwgt. Due to apathy, they are not aware
of gradual changes in the environment. When thepamy's closest competitors do

react to changes in the environment, the apathetigpany loses its strategic advantage.
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As a result, customers tend to switch over to cditgee and turnover decreases
significantly, but management are not fully awafah® fundamental causes. Instead,
they look at temporary influences to explain desir@gprofits.

Management will not reorganize until they suffeonfr a significant lack of
internal finance. Unfortunately, the recovery plaontains major deficiencies, as
management, because of their rigidity and limitechmitment, are not fully aware of
the threats to, and opportunities of, the compdiys results in inappropriate capital
expenditures, and low sales are insufficient toecdlle company’s increased expenses
for goods, personnel and interest.

Because of the failing restructuring, the companst Its financial strength and
starts to suffer from liquidity and solvency prabke Creditors become aware of the
problems and doubt the survival chances of the emyplrhe small group of customers
that did not switch to competitors also fear a latlservice and lose their faith in the
company. Management are now fully aware of theasihn, but there is little chance for
the company to survive after several years of ap@thmanagement and a desperate
financial situation.

This failure process illustrates the possible cqueaces of routine inertia
(Gilbert, 2005). Furthermore, in addition to Wisem& Bromiley (1996), we do not
fully agree with the ‘threat rigidity response’ thstates that declining organizations
reduce their risk taking and focus on what workesll i the past. We state, in addition
to Wiseman & Bromily (1996), that declining firmsitiw a high potential slack (less
debt compared to equity) tend to take higher risksrder to reverse decline, but fail to
do this.

We add that the decline is the result of routigedity and a lack of commitment
during the past years. As a consequence, managememdt fully aware of the
opportunities and fails to expound an appropriat®very plan. In contrast to apathetic
and other firms that seldom take risks, firms tt@ttinuously take risks, tend to sustain

their competitive advantage and ensure earningstgr@Chatterjee et al., 2003).

Insert Figure 5 about Here
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The overview of the different failure processesidgates that for each type of
failure process, distinctive nonfinancial factorsuse a company bankruptcy. The
presence and the importance of financial symptoiffesr detween the failure processes
of each company.

Appendix A2 gives an overview of the failure prazes of each of the 12 case
studies. Note that some failed companies possiale himited characteristics of more
than one failure process during the exit phase. é¥®w an analysis of the main events
during the failure process and the main causesokrdoptcy, classifies all of the cases

in our sample easily within one of the four diffieréailure processes.

4.2 Specific causes of bankruptcy for each type @dilure process

In this section, we discuss the causes of bankyufmic each type of failure
process. In contrast to a number of studies, wesstthe interdependence between the
causes of failure during the deterioration of a pany instead of focussing on a limited
number of causes.

4.2.1 Management: the origin of most problems

Similarly to most authors, we state that the charetics of management are the
main causes of bankruptcy. There are, however, iitapb differences between the
errors made by management within each failure pacéable 2 gives an overview of

the management errors per type of failure process.

Insert Table 2 About Here

The major mistake of management of unsuccessfutgacompanies is, given
their insufficient competences and skills, theisimaess in establishing a company
without taking advice from externals and withoutiépating or responding to possible
issues and threats.

Additionally, a minority of managers, often propoes with experience of
management but without industry-related knowledges characterized by very

authoritarian behaviour that increases the rigidftthe company.
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The overestimation of turnover that initiates thetedioration of ambitious
growth companies is due to a lack of skills or peed characteristics (over-optimism)
that affect the leaders’ ability to select and madsite information concerning the
expected turnover of the investment plan in shodtmedium term.

Furthermore, management have other specific perst@aacteristics, such as
expertise, persuasiveness and risk seeking behavimt affect the decision of
expanding.

Lastly, management remain very motivated to succeeeén after a failed
investment plan. Their strong motivation is a neaeg condition for the gradual
amelioration of the financial situation of the cang after an unsuccessful investment
plan.

Leaders of dazzled growth companies do not lackspmhsable management
and industry-related experience, competenciesitis.skhis is illustrated by the success
of their first expansion plan. The main reasontf& bankruptcy of a dazzled company
is management’s lack of realism and extreme optimadter these successes. Finally,
motivation of management has no influence on thekigptcy of a company; it only
has an influence on the decision to introduce tit&i expansion plan.

Management of the last group of bankrupt compamesnely the apathetic
established companies, lack the necessary motivaiial commitment. They are also

inert and don’t adjust the way of doing businesth&ochanging environment.

4.2.2 Corporate policy: where they got lost

As management set out the policy of the companis @bvious that specific
management errors result in typical errors in a gamy’s policy, such as strategy,
investments, commercial, operational, financial aiministrative policy, human
resources management and corporate governanceligtivective failure processes are
characterized by specific characteristics of manmege. Therefore, there are many
similarities among companies that fail by the saype of process. Table 3 summarizes

the errors for each type of failure process.

Insert Table 3 About Here
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The errors made by management of start-up companéesdiverse and depend
upon the lack of management expertise. Due toablk of a strategic advantage they
can suffer from too low sales and too high camtgdenditures (E, G and K). Some (C,
E and I) companies had a deficient operational ropgdéion that led to very high
expenses or low customer satisfaction. All compsmfaeked a clear financial structure
for planning and controlling expenses and capitpkeeaditures of the company.

As we have mentioned in the previous section, tkgamsion of ambitious
growth companies fails to a major extent becausthefoverestimation of turnover. A
lack of financial expertise is also a common phesioom, but it never has a significant
influence on the failure of the initial investmaguiin, as this decision is taken under
serious consideration on advice from accountandsferancial analysts. These errors
only influence the survival chances of the compeny later phase, as they affect the
degree of assessment and amelioration of the fialasituation of the company during
the recovery process.

The exaggerated investment plan of dazzled grovaimpanies fails as a
consequence of extreme gearing, combined with aadjusted managerial and
operational structure. Errors in the company’s cemual policy are absent or do not
have a significant influence on the bankruptcyhaef tcompany.

The lack of commitment and motivation of apathetgtablished companies
restrains them from adapting to environmental ceangvhen management finally start
restructuring their way of doing business, theicklaof commitment causes an
unadjusted strategy, inappropriate investmentdraiegic disadvantage and in some
cases, an inefficient operational structure. As casequence, turnover gradually
decreases.

The influence of human resources management ambiede governance were
not significantly different between the distinctifailure processes. The impact of
human resource management on financial performaaseminor. In only one case (J),
a shortage of training in commercial skills deceshsinancial performance. It was
never the basis of deterioration.

The existence and influence of mismanagement okrbptty is, in contrast to
the impact of personnel, more complex. For five @fulhe 12 companies in our sample
(cases F, G, I, J and K), the dramatic effects pécsic investments, such as
acquisitions of assets of limited use to the corgparere so obvious that they must be

considered as mismanagement. The likelihood ofetleosors is greater at the end of the

21



failure process when motivation and confidencénagurvival chances of the company

are low.

4.2.3 The immediate environment of the company: aamino-effect dwindling a
company’s survival chances

One has to take into account the interaction obrapany and its stakeholders:
customers and competitors are especially importdotvever, other interested parties,
such as suppliers, competitors, and banks—and mesaiste—also have an influence.
Management have to anticipate and respond to ckangée environment in order to
increase efficiency (Ooghe & Waeyaert, 2004). is fection, we mention the different
factors that we noted during our case study rebeatarting with the most critical ones:

customers and competition. The findings are sunzednn Table 4.

Insert Table 4 About Here

Most unsuccessful starters face problems attractingaintaining customers, as
they have no unique selling proposition or low oustr satisfaction. The majority of
companies in our sample had too few customersrtovguin the medium term.

As mentioned earlier, the expansion plan of amitigrowth companies fails
by overestimated demand. In the latter stages effdiilure path, they start facing
problems resisting competition, as they lack tlegilility to adjust their way of doing
business to the changes in the environment. Asi\gecpuence, external factors, such as
disputes with competitors and competition from fgne companies, can be the
immediate cause of severe financial problems #&t to bankruptcy.

In contrast to other failure processes, the failprecess of a dazzled growth
company has little connection with a lack of styateadvantage or with increasing
competition.

Lastly, the problems of apathetic established congsain attracting customers
are caused by the fact that former customers switatompetitors that have adjusted
their way of doing business.

We have two remarks. First, a lot of companies Mitaidity problems face

difficulties retaining customers who are awarelad tompany’s financial distress, but
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not all companies suffered from these problemsh® same extent. The effect of
customers’ mistrust does not only depend on the wyjpfailure process, but is also
related to the operational cycle of the companym@anies that operate in industries
that work on the basis of long-term agreementsdwaiaces, or those in which after-
sales service is very important, face the mostadilties. Second, other environmental
factors—banks, suppliers, stockholders, misadvenamd trade unions—were never a
primary cause of bankruptcy. No substantial diffiees could be found between the
distinctive failure processes in relation to th@auat of these external factors.

Suppliers and credit institutions react in a simiay to financial problems by
refusing service to the company suffering fromafioial distress. This is a general
phenomenon, caused by their fear of never being), jpait this procedure increases the
liquidity problems of a company in difficulties.

The three listed companies in our sample (A, B Bpduffered from negative
reactions from their stockholders. It was not tivea cause of financial problems, but
stockholders’ lack of confidence in the survivaltbé company increased the mistrust
of stakeholders and accelerated the failure process

The impact of misadventure, such as an accidetiteoéntrepreneur (L), can be
compared with the impact of stakeholders, as isdu# affect competing companies in
the same industry. These circumstances can haveryanegative influence on the
company'’s survival chances of distressed but aite gceptional.

Personnel and trade unions had no influence onnitial deterioration of the
financial situation

We state, in accordance with Ooghe & Waeyaert (RaB4at in all cases,

management had a great responsibility with resjoeitte immediate environment.

4.2.4 The general environment of a company: the exse most often used by
management

As a company is an open system, it has to take actmount the possible
influence of the company’s general environment.sehehanges have to be anticipated
by the company when drawing up its strategy. Moeepwgeneral environmental
influence is, to a major extent, equal for all cames in the sector (Ooghe &

Waeyaert, 2004). Its impact is discussed hereunder.

23



The only factor of the general environment thatsgalg influenced the financial
performance of start-up companies in our sample aveecession in the industry. As a
result, companies making the ill-considered denidm start-up during such a period
face major difficulties to survive. The companiédnd exist long enough to face other,
more gradual changes in the general environment.

If we analyse the impact of the general environmentthe failure of an
ambitious growth company, we find that factors I tgeneral environment of the
company normally do not affect the unsuccessfulestment plan. Only for
semiconductor producer A, an unexpected recessidhe industry had a very minor
impact on the overestimation of demand.

Because of the lack of flexibility after the failedvestment, the general
environment can have a determinant influence orctimpany’s chances of recovering
during the latter stage of the failure process.

The influence of the general environment on thébabdity of bankruptcy of a
dazzled growth company is negligible. The failufetree expansion plan is not at all
influenced by the general environment but by mamegge’s dazzle. Possible factors of
the general environment, such as a bear finanaaken or a recession of the industry,
can shorten the duration of the failure processhénend, the company will nevertheless
go bankrupt.

Lastly, apathetic established companies could remahanges in the general
environment, such as political changes (H) or ckang foreign countries (J). Their
rigidity is a consequence of the lack of commitmantl motivation to anticipate these
changes, not of the changing environment itself.

No company in our case study research failed asaltrof an industry-effect.
We observed however the effects of contagion inaiee industry. Airline company
E suffered from severe price competition in theiteigg of the millennium. In this
case, the company that was founded several moftdrs%11 would probably failed
even without extra competition, but for other dissed (Belgian airline) companies it
shrank their chances of takeover and survival aaubsed bankruptcy. However, the
major cause of bankruptcy of those firms was ndated to contagion, it only
influenced the duration of the failure process. @uiings are summarized in Table 5

below.
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Insert Table 5 About Here

5. CONCLUSIONS

This paper reveals four different types of failypeocesses, based on the
company’s maturity and management characteristizs:bankruptcy of unsuccessful
start-up companies, the failure process of amistigpowth companies, the failure
process of dazzled growth companies and lastlybémruptcy of apathetic established
companies. For each failure process, a detailedvieve of the direct and indirect
effects of nonfinancial and financial causes igivOur typology is developed by case
study research of 12 companies of different indesstisizes and ages.

Start-up companies that went bankrupt (type 1 faifarocess) are characterized
by management with a serious deficiency in manafand industry-related experience.
These companies lack a strategic advantage ordaeer operational structure. These
errors, combined with a weak financial and admiatste structure, inevitably lead to a
lack of internal finance from the beginning. They bt have the qualities nor learned
additional skills in the meantime to solve themaincial problems. They go bankrupt
after a very short period characterized by consfimaincial distress. External factors
have no influence on the bankruptcy of these comegan

The second failure process reveals the deterioratib ambitious growth
companies leaded by risk seeking managers or eatreprs with industry-related
experience and persuasiveness. Thanks to coopeddtimanks, an ambitious expansion
strategy is developed, but due to over-optimisnnadequate information, turnover is
greatly overestimated and the company becomes wanerable to bankruptcy. As
these companies have a motivated and experiencedgaaent, they intervene as soon
as possible by developing a recovery plan, and @naequence, they have a realistic
chance of surviving this problem. Unfortunatelyesh companies lack sufficient
financial means to implement the most cost-effectiecovery plan. As a result, they
only slightly improve their financial situation amack the flexibility to react to threats
in the environment. As a result, a lot of compamgedankrupt in the end, if changes in
the environment do occur.

The third type of failure process (type 3: theuesl process of a dazzled growth

company) is initiated by management’s dazzle. Tia&g exaggerated risks and refuse
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to adjust the managerial and operational structlines leads to a severe increase in
expenses and deterioration in profitability, bugt@ad of restructuring their company as
realistic managers would do, they attribute weaKig@bility to external and temporary

factors instead of examining and solving the reabfems. By the time they develop

their recovery plan, the company has not only ltstfinancial means but also the
confidence from its immediate environment. As aulteshe company goes bankrupt
after a steep rise and an ever steeper fall.

In the last type of failure process (type 4: thidufa of apathetic established
companies) management have the ability to manggefaable organization, but they
lack the commitment and the motivation to lead ttmmpany efficiently. As a
consequence, management do not notice sales toadeady decreasing. They only
react after a significant decrease of internal rfcea Moreover, management’s
restructuring plan is not adjusted to the changewdity, and errors in the company’s
policy decrease its operational efficiency. As nggamaent notice the liquidity problems,
they start realizing the severity of the situatiomfortunately, there is no chance for the
company to survive, as all financial means are edhsand as the company’s
stakeholders become mistrustful and refuse to woatior increase their cooperation
with the company.

The typology of the four different failure processgves new insight into the
evolution of financial performance ratios during §ears preceding bankruptcy. First of
all, there are many similarities within the evadutiof financial performance ratios for
distressed companies. There exist however signifidi#ferences in the duration by
which these ratios affect each other.

For unsuccessful start-up companies (type 1) a#iricial ratios have an equal
predictive power, as solvency and liquidity deteate very shortly after the profitability
problems. They are visible from the company’s fietnual accounts onward.
Ambitious growth companies (type 2) have a verycspefinancial profile after the
unsuccessful investment plan. While the companglvesicy and liquidity remain
weak, its profitability increases slowly due to trasturing. The company remains
however very vulnerable. Third, extreme gearingaissignal that dazzled growth
companies (type 3) are taking exaggerated riskslow financial independence
(equity/balance total) is the first indicator of g3tble distress. Later on, alarming

profitability will inevitably lead to insufficientiquidity and solvency. Last, apathetic
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established companies (type 4) have a gradual @seiia financial performance before
bankruptcy: profitability decreases long beforeventy and liquidity.

Furthermore, we investigated the interaction betwte failure process of the
company and the direct and interactive importanfcepecific causes of bankruptcy:
management errors, errors in company policy, aedrtfiuence of the immediate and
general environments of the company.

There is a relation between the errors of managgroerporate policy and the
type of failure process of companies in financietréss. This paper reveals that the
presence and the influence of specific managemeantseon the financial situation
largely depends on a company’s maturity and firerstrength. Therefore, one has to
take the maturity and financial strength into actouhen analysing possible threats of
specific management actions to the company inlbe sind long terms.

The general and immediate environments of a fadiogppany normally play a
subordinate role. They only have an effect if apithmanagement do not anticipate
and respond to these changes or if management, e cd previous errors, miss the
financial means to adjust their way of doing busgie a changing environment.

The results of our study are based on qualitatese study research. Further

research can refine and quantify our findings ¢arger scale.
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APPENDIX Al: CHARACTERISTICS OF THE 12 SELECTED COM PANIES

The following table gives a brief description ofckacompany and its financial

accounts, if available.

We give an overview of the age of the companyadsvity, the number of personnel

and of specific annual account information: namelgnover (or added value if no

detailed information concerning the company’s twerois given), profit/loss for the

year after taxes, and total assets for the lastdonual accounts preceding bankruptcy.

The annual accounts are presented in € 000. As &oiegp in severe financial distress

are unlikely to deposit their annual accounts, éhesin be a lag of up to two years

between the last annual accounts and the datenirugatcy. Note that consolidated

accounts are mentioned, if applicable.

Case |Age at datelndustry No. of Available annual account information of the
of employees last 4 years
?;$)kruptcy TurnoverAddedProfit/loss [Total assets
value of the year
A 4 Manufacture | LY 227LY 25.79 -27.507 63.924
of semi- LY-1 87LY-1 3.03] -11.540 27.70%
conductors | 20LY-2 9 —3.450 14.871
B <100 Manufacture LY 499LY 112.13¢ —6.854 7.416
of plastic LY-1 449LY-1 102.33 1.821 14.21¢
packing gooc| y-2 270LY-2 66.04¢ 1.085 9.654
LY-3 169LY-3 36.061 217 6.587
C 4 Manufacture LY 15LY 527 —26 293
of metal LY-1 13LY-1 441 —37 297
structures 1 v5 gLy-2 358 83 327
D 15 Manufacture LY 88LY 15.60¢ 8 8.59(
of chocolate |LY-1 73LY-1 13.30 150 7.944
and sugar |y 6gLY-2 10.69 —144 7.37/
confectionary 3 76LY-3 11.024 101 6.69]
E 1 Airline ) ]
company Not available Not available
F 16 Software LY N.A.LY 133.13 -32.616 104.801
consultancy § y.-1 N.ALY-1 166.82 -55.928 139.74
supply LY-2 | 1.664LY-2 179.63( —76.352  205.27
LY-3 1.750QLY-3 208.64 —7.782 274.46

! Results are influenced by an exceptional income5§Z000
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G 5 Software LY 2LY 226 -129 84
consultancy § vy-1 3LY-1 247 —37 20(
supply Y2 3LY-2 18¢ 54 176
LY-3 LY-3 70 —61 48
H? 23 Advertising LY 28LY 1.38]7 —573 1.38(
LY-1 3gLY-1 1.297 —23 2.244
LY-2 3gLY-2 1.36¢ —65 2.36(
LY-3 37LY-3 1.447 —104 2.26(
I 1,5 Production
and trade of
bread and Not available Not available
pastry
J 30 MaintenancelLY 152LY 14.207 -3.066 9.67]
and repair of [LY-1 109LY-1 10.844 -1.451 7.241
motor vehiclegy > 101LY-2 10.78 ~1.052 8.721
LY-3 108LY-3 12.04¢ —453 7.504
K 5 Local shop LY 2LY 630 —5§ 151
LY-1 2LY-1 614 —29 161
LY-2 LY-2 644 17 16(
LY-3 1LY-3 604 -14 154
L 7 Wholesale arLY 2LY 649 9 734
retail sale of |Ly-1 4LY-1 865 -9 734
greeting cardyy 3Lv-2 667 1 65¢
LY-3 3LY-3 578 3 49(

2 Last accounting year had a length of 18 months
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APPENDIX A2: FAILURE PROCESS OF THE 12 COMPANIES INVESTIGATED IN OUR SAMPLE

A

B

C

D

Failure process

D

Type 2: Failure process of an

ambitious growth company

Type 3: Failure process of a dazz

growth company

&d/pe 1: Failure process of an

unsuccessful start-up

Type 2: Failure process of an

ambitious growth company

ed

Initial lacks -Experience & persuasiveness CEQompany’s size tripled (employegdnsufficient industry-related -Successful management combin
-Unawareness by management of and turnover) in 4 years experience of board of directors | with a well-considered business
the reticence of customers -Extreme increase of gearing duripgnexperience and lack of plan
-Lack of financial background the same period leadership of initial CEO -High profits during the first years
-Management structure not adjustetdnadjusted management structureNew CEO with commercial skills| of its existence
to growing size of the company | lack of knowledge and control of | lacked industry-related experiencg-Large overestimation of expecteq

acquired companies and financial background demand in expansion plan

Negative -Overestimated sales -After a successful initial growth, | -Underestimated expenses: -Very low sales after unsuccessfu

signals -Excessive expenses: lack of decrease of sales and profits enduring lack of cost control systemxpansion plan
financial background and control -Heavy capital expenditures:

machines with very limited use
Financial -Increasing loss despite the -Management: problems caused bySerious losses -Extreme losses during first years

effects and fall

of the company

cooperation of public and private
investors

-Gradual consciousness of
desperate financial situation
-Company went bankrupt when
direct partners lost trust and no
longer provided financial means f

restructuring

external and temporary factors.
-Awareness of financial problems
after liquidity and solvency
problems
-Refusal of banks and other
creditors to support recovery plan
prCompany went bankrupt 2 years
after winning a local award for its

fast growth in turnover and profits

-Impossibility of ameliorating
financial situation by successor of
CEO

-Gradual decrease of solvency an
increasing payment delays
-Bankruptcy after 4 years by lack
liquidity

after expansion

-Gradual recovery after several
years

dClaim by competitor of ‘illegal
competition’ led to bankruptcy

of
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E

=

G

H

Failure process

5 Type 1: Failure process of an
unsuccessful start-up

Type 3: Failure process of a dazz
growth company

&d/pe 1: Failure process of an
unsuccessful start-up

Type 4: Failure process of an
apathetic established company

Initial lacks -No experience of management in-Successful management combingébtarters with pure technical skills| -Lack of commitment and
the airline industry with high growth of industry -No management and commercial motivation by management
-Severe underestimation of -Development external growth experience or skills -Change of privacy legislation
necessary starting capital strategy combined with extreme |-No business plan -Loss of strategic advantage whe
-Lack of any business plan gearing and unadjusted competitors adjusted their way of
management structure doing business
-No assessment of financial
structure and acquisitions
Negative -Underestimation of expenses: la¢kLack of knowledge concerning |-Very low sales -Gradual decrease of sales and
signals of financial plan or financial controlacquisitions: overestimated sales| -Incorrect estimation of turnover | profits
-Very low sales because of lack of-After successful growth, and expenses -Failure of adequate restructuring
strategic advantage and operationabmpany’s sales went down -Underestimation of financial plan and operational chaos: low
problems burden of heavy capital expenseg sales, low customer satisfaction g
high expenses
Financial -Extreme expenses almost causegHinitial refuse of management to | -Expenses were 87% higher than| -Lack of internal finance since

effects and fall

of the company

bankruptcy before company was
ready for operations

-Increase of capital but operations
and strategy didn't change.
-Bankruptcy after very short
existence (5.5 months after the fir
flight)

admit financial problems caused
critical liquidity

-Recovery plan: despite low
liquidity, creditors and clients did
not lose confidence: plan was
stavourable for most parties
-Company could not fulfil its

promises

sales during the first year
-Capital increase and investment
cost-inefficient sales department
-Persistent losses and declining
solvency

-Bankruptcy after 5 years

strategic changes of competitors
inFailure of restructuring led to
decrease of profitability, liquidity
and solvency

-Bankruptcy 4 years after change

privacy legislation

36

nd

in



J

K

L

Failure process

5 Type 1: Failure process of an
unsuccessful start-up

Type 4: Failure process of an
apathetic established company

Type 1: Failure process of an
unsuccessful start-up

Type 2: Failure process of an
ambitious growth company

"

Initial lacks -Large underestimation of starting-Changes in foreign countries and -No financial or commercial -Industry-related experience of
capital technology: decreasing market | experience. management
-No lessons learned from -Lack of commitment, motivation | -No business plan and no strategicOverestimated sales of growing
management’s previous and clear view of foreign advantage company
bankruptcies caused by internal | management
difficulties
Negative -Loss of most important client due -Constant increase of losses -Very low sales -Sales were far below expectatior
signals to heavy customer dissatisfaction| -Ineffective restructuring plan: -Heavy capital expenditures -Personnel costs were too high
-Heavy and unnecessary capital |increase of expenses and decreasbecause of useless investments | compared with profit margin
expenditures of survival chances
-Failing operations: high expenses,
especially personnel costs
Financial -Extreme losses -Insufficient financial support from -Lack of internal finance as from | -Unprofitable investment plan

effects and fall

of the company

-Because of lack of start-up capitg
liquidity and solvency problems
started after 3 months
-Dissatisfaction of unpaid personr
and suppliers

-Company could only survive for
18 months

afforeign parent country for second
reorganization plan
-Company went bankrupt a few
elays after discontinuation of
financial support from foreign

parent company

the first year

-Constant increase of liabilities,
weak solvency after first year
-Impossibility of restructuring
company because of lack of mong
and management capabilities

-Bankruptcy after 5 years

-Increase of profit margin becausg
of savings on personnel costs ang
on rent

-Large stock of unsold goods as g
zgonsequence of the failed expang
plan and lack of financial
management

-Bankruptcy after heavy increase
exchange rates and after physica
accident of proprietor

]

ion
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TABLE 1: SELECTION OF THE 12 CASES BASED ON SIZE, AGE AND
INDUSTRY

Type of industry

Large (>= 100 employees

Small (< 100 employees

< 5years > 5 years <5 years > 5 year
Manufacturing A B C D
Service E F G H
Trade I J K L
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TABLE 2: CAUSES OF BANKRUPTCY FOR EACH TYPE OF FAIL URE
PROCESS: MANAGEMENT

Type 1
Failure process o

an unsuccessful

Type 2
f Failure process o

an ambitious

Type 3
f Failure process o

a dazzled growth

Type 4
f Failure process o

an apathetic

f

start-up growth company company established
company
Competences- Insufficient - Wrong
and skills competences estimation
and skills in turnover
many areas |- Lack of
financial
background
(some cases)
Motivation - Enduring - Very - Insufficient
motivation motivated motivation &
commitment
Personal - Rashness - Persuasiveness Over- - Inertia
characteristics- Authoritarian |- Risk lovers optimism
leadership - Over- - Dazzled
(some cases) optimism

(some cases)
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TABLE 3: CAUSES OF BANKRUPTCY FOR EACH TYPE OF FAIL URE
PROCESS: CORPORATE POLICY

Type 1
Failure process o

an unsuccessful

Type 2
f Failure process of

an ambitious

Type 3
Failure process g

a dazzled growth

Type 4
fFailure process @

an apathetic

start-up growth company company established
company
Strategy - No strategic - No
advantage adjustments
to
environment
Capital - Inappropriate |- Exaggerated |- Exaggerated |- Unadjusted
expenditures
Commercial |- Lack of - Overestimated - Loss of
policy customers sales customers
- Customer - Customer
dissatisfaction dissatisfactiorn
Finance and |- Insufficient - Lack of - Extreme
administratior financial expertise gearing
planning (some cases)
Operational |- Severe - Unadjusted |- Operational
policy operational management inefficiencies
errors and
operational
structure
Human - Insufficient training
resources - Minor influence
management
Corporate - Moderate influence
governance
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TABLE 4: CAUSES OF BANKRUPTCY FOR EACH TYPE OF FAIL URE
PROCESS: IMMEDIATE ENVIRONMENT

Type 1
Failure process o

an unsuccessful

Type 2
f Failure process o

an ambitious

Type 3
f Failure process 0

a dazzled growth

Type 4
f Failure process 0

an apathetic

f

start-up growth company company established
company
Customers - Shortage of |- Shortage of |- Mistrust - Shortage of
customers customers customers
- Customer - Mistrust - Customer
dissatisfaction dissatisfaction
- Mistrust - Mistrust
Competition | - Because of |- Competition - Strategic
lack of of foreign advantage
strategic companies competitors
advantage - Consequence
of inflexibility
Suppliers - Increasing mistrust
Banks - Mistrust
Stockholders - Only applicable for listed companies

Misadventure

Personnel ang

trade unions

)}

Possible consequence of financial problems
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TABLE 5: CAUSES OF BANKRUPTCY FOR EACH TYPE OF FAIL URE
PROCESS: GENERAL ENVIRONMENT

Type 1
Failure process o

an unsuccessful

Type 2
Failure process o

an ambitious

Type 3
Failure process o

a dazzled growth

Type 4
Failure process o

an apathetic

start-up growth company company established
company
Economic |- Recessionin |- Weakstock |- Weak stock
factors the industry markets markets
(some cases) (some cases) (some cases)
- Priceincrease|- Recession of
of raw the industry
materials (some cases)
(some cases)
Technology
Foreign Economic
countries changes in
foreign
countries
(some cases)
Political Stricter
influences legislation
(some cases)
Society
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FIGURE 1: CONCEPTUAL FAILURE MODEL OF POSSIBLE CAUS ES OF

BANKRUPTCY (OOGHE & WAEYAERT, 2004)
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FIGURE 2: THE FAILURE PROCESS OF AN UNSUCCESSFUL START-UP

COMPANY (TYPE 1)

Lack of managerial Weak business plan

and industry >

experience
Inappropriate Lack of strategic advantage
management

l ,, [ l

Initial shortcomings

Heavy capital Low sales Underestimated
expenditures expenses (material,
personnel, interest, ...)

[1) T

Insufficient cash flow/ profitability
= Lack of internal finance

,, l

Liquidity problems

Mistrust of customers
Mistrust of creditors
+ Increasing interest

Increase of liabilities
= Weaker solvency

Mistrust of all financiers
+ Acute cash shortage
= Company bankruptcy
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FIGURE 3: THE FAILURE PROCESS OF AN AMBITIOUS GROWTH COMPANY

Inability to react to
changes in the
environment

(in a latter stage)

4
L

(TYPE 2)
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A 4
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Insufficient cash flow/ profitability
=Lack of internal finance

l
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A 4
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= Weaker solvency
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+ Acute cash shortage
= Company bankruptcy
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FIGURE 4: THE FAILURE PROCESS OF A DAZZLED GROWTH CO MPANY

Highly motivated management

Innovative product or proces

12

l

Expansion strategy
-> Successful growth

Loss of sense of reality
Dazzled optimism

!

Extreme growth of company

!
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}

Unadapted management and
organization structure

'

Large overcapacity:
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A\ 4

l

Overestimated sales

High expenses (material,
personnel, interest, ...)

A

Insufficient cash flow/ profitability
=Lack of internal finance

Ignorance of negative signals
Refusal to restructure

v

Liquidity problems

Mistrust of creditors

Mistrust of customers
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= Weaker solvency
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+ Acute cash shortage
= Company bankrupt:
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FIGURE 5: THE FAILURE PROCESS OF AN APATHETIC ESTABL ISHED

COMPANY (TYPE 4)

Lack of motivation
and commitment of

Ignorance of changes
in the environment

management

Adjustments of

competitors to changes

in the environment

Inapproprite recovery plan

'
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A 4

()
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High expenses
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Mistrust of creditors
+ increasing interests

Mistrust of all financiers
+ Acute cash shortage
= Company bankruptt

47

Negative signals Initial shortcomings

Financial consequences



