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ABSTRACT 
 

The Effect of Announced Downsizing on Workplace Performance: 
Evidence from a Retail Chain 

 
We estimate the effect of downsizing announcement on workplace performance using data 
from a German bakery chain of 193 shops. Faced with intensified competition, the firm 
decided to sell or close down 57 of its worst performing shops. We identify the effect of 
downsizing from a plausibly exogenous variation in the timing of the sale or closure 
announcement in the individual shops. We find that the announcements of the shop being 
sold to a new owner and being closed down reduce sales by six and 21 percent, respectively. 
The negative effect of downsizing increases with the share of workers with a permanent 
contract, even though permanent workers faced a much lower unemployment risk. We relate 
our findings to the literatures on downsizing and psychological contract. 
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Downsizing, “a planned set of organizational policies and practices aimed at workforce 

reduction with the goal of improving firm performance” (Datta et al., 2010, p. 282), occurs all 

the time, attracting much public attention. For example, in Germany, where our study firm is 

based, at least one large firm announces cuts of more than 800 jobs on each third working day 

of the year (Friebel and Heinz, 2014). It is often a painful experience for workers. Indeed, 

most of the literature on the effects of downsizing on individual outcomes (attitudes, 

perceptions, workplace behaviors) finds negative effects for both victims and survivors 

(Luthans and Sommer, 1999; Allen et al., 2001; Brockner et al., 2004; Gilson et al., 2004; 

Travaglione and Cross, 2006; Trevor and Nyberg, 2008). Yet, the research findings on its 

firm-wide consequences (sales, productivity, financial indicators) are more equivocal, with 

some studies finding a negative link between downsizing and subsequent firm performance 

(De Meuse et al., 1994, 2004; Guthrie and Datta, 2008; Goesaert et al., forthcoming) and 

others positive (Espahbodi et al., 2000; Wayhan and Werner, 2000; Baumol et al., 2003; 

Siegel and Simons, 2010).  

 In their survey of the downsizing literature, Datta et al. (2010) discuss several reasons 

for the differences in the firm-wide effects of downsizing, among which are differences in the 

definitions of downsizing (self-reported vs. press announcements vs. employment drop 

beyond a certain threshold); in the theoretical approaches to modelling its effect (the direct vs. 

mediated effect); in the statistical method to estimate it (causality vs. association); and in the 

context in which downsizing takes place. Focussing on the context, downsizing is found to 

have a more positive (less negative) effect on performance when i) there is organizational 

slack, ii) downsizing is done proactively rather than in response to a performance dip (Love 

and Nohria, 2005), iii) downsizing is coupled with organizational redesign (Friebel et al., 

2014), iv) downsizing is perceived as being forced upon the firm by external contingencies 

rather than initiated internally (Drzensky and Heinz, forthcoming), and v) certain HR inputs 
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are in place, such as supervisor support and distributive justice (Brockner et al., 2004; 

Spreitzer and Mishra, 2002), adequate communication and benefits provision (Chadwick et 

al., 2004), and high-involvement work practices (Zatzick and Iverson, 2006).1  

 This paper addresses the importance of context by examining the role of unwritten 

social norms and obligations between the workers and the firm as well as within a worker 

team, collectively referred to as “psychological contract” (Levinson et al., 1962; Rousseau, 

1989), in shaping the performance effects of downsizing. The breach of psychological 

contract has been recognized as one of the reasons why downsizing negatively affects 

individual worker performance (Robinson, 1996; De Meuse et al., 2004); however, little is 

known about firm-wide effects of downsizing that occur through the violation of different 

psychological contracts.  

 Using unique data from a German retail chain undergoing major restructuring, we 

estimate the effect of downsizing announcements on current sales in the two contexts: i) store 

closure and ii) store sale to another firm. In terms of psychological contract violation, store 

sale versus closure are two different downsizing contexts indeed, because different 

psychological contracts are terminated when a store is to be closed and when it is to be sold. 

When a store is to be sold to another firm, the workers change their employer but probably 

keep their job in the same shop (layoffs by new owners are unlikely, see the study context 

section) and hence their team. Thus, while the psychological contract between the firm and 

the workers in a sold shop is disrupted, the one within the worker team in that shop is 

preserved. When a store is to be closed down, however, the workers are either relocated to 

other stores within our study firm or lose their jobs. Thus, in addition to the psychological 

contract between the firm and the workers being terminated, the one within the worker team is 

                                                            
1 To be precise, the finding in Zatzick and Iverson (2006) is that the consequences of downsizing are 
worse in workplaces with a greater use of high-involvement work practices (HIWP) (team-based 
learning and incentives, information exchange); at the same time, firms that continue supporting their 
HIWP during downsizing suffer less.  
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discontinued as well. Moreover, the heightened risk of unemployment faced by the workers in 

a store to be closed may have an additional effect on performance. Summing up, the 

announced downsizing would have a negative effect on current sales, and this effect would be 

stronger in the stores to be closed than in the stores to be sold.  

 In what follows, we develop the above intuition into testable hypotheses which we 

build based on the existing literature and our study firm's specific circumstances. We then 

explain how we use the particulars of the restructuring procedure in our study firm to identify 

the impact of downsizing on store sales from the variation in the timing of downsizing 

announcements. We present our empirical results and discuss them in connection to our study 

hypotheses and the existing literature. Finally, we summarize our contributions to the 

literature on downsizing, outline the implications of our results to management practice, list 

the limitations of our study known to us, and conclude.     

 

LITERATURE REVIEW 

In this section, we build on Datta et al.’s (2010) and Datta and Basuil’s (2015) surveys of 

downsizing literature to place psychological contract within the downsizing literature and 

identify research gaps that we can cover.  

 

Individual and firm-wide consequences of downsizing 

The literature finds a negative effect of downsizing on individual workers’ attitudes (job 

satisfaction, commitment, involvement, motivation), perceptions (supervisor support, justice), 

workplace behaviors (turnover and absenteeism), and individual work performance. Starting 

with attitudes and perceptions, downsizing was found to be negatively linked to survivors’ job 

involvement, commitment and satisfaction (Luthans and Sommer, 1999; Allen et al., 2001; 

Brockner et al., 2004; Gilson et al., 2004). Downsizing was also found to negatively affect 
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perceived supervisor support (Amabile and Conti, 1999; Luthans and Sommer, 1999) and to 

increase the likelihood of conflict in the workplace (Gilson et al., 2004). 

 Among the workplace behaviours affected by downsizing, turnover intentions and 

absenteeism are most frequently studied. Trevor and Nyberg (2008) found a positive 

correlation between voluntary turnover and layoffs through downsizing on the sample of 

“employee friendly companies”, which was mitigated by higher organizational commitment. 

Travaglione and Cross (2006) found an increase in survivor absenteeism followed by a 

downsizing, but no effect of downsizing on turnover intentions.  

 Turning to individual work performance, negative correlations are found between 

downsizing and creativity (Amabile and Conti, 1999), willingness to provide effort (Brockner 

et al., 1992; Brockner et al., 1993; Brandes et al., 2008), and general self-reported job 

performance (Armstrong-Strassen and Schlosser, 2008). A related literature investigates the 

consequences of downsizing for individual effort through experiments in which groups of 

participants perform real-effort tasks before and after one of the group members is removed 

(this proxies the downsizing event). Examples include Brockner et al. (1987), who find a 

negative effect of downsizing on survivors’ task performance, and Drzensky and Heinz 

(forthcoming), who also find a negative effect, but only when the decision to downsize is 

made by the group leader rather than the experimenter. 

 With downsizing negatively affecting a wide range of individual outcomes, one might 

expect the same effect on firm-wide outcomes. However, firm-wide effects of downsizing are 

much less uniform. For instance, among the more recent studies measuring the effect of 

downsizing on firm financial performance (sales, labor and total factor productivity, return on 

assets) positive effects are reported in Espahbodi et al. (2000), Wayhan and Werner (2000) 

and Baumol et al. (2003) on the samples of large firms in U.S. that publicly announced 

workforce reductions; in Yu and Park (2006) and Siegel and Simmons (2010) on a broader 
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samples of South Korean and Swedish firms; in Atanassov and Kim (2009) on a still broader 

sample of about 25,000 firms in 41 countries; and in Friebel et al. (2014) on the performance 

data from U.S. railroad operators. At the same time, downsizing was found to negatively 

affect organizational performance in De Meuse et al. (1994, 2004) who measured profit 

margins and return on assets in the Fortune 100 firms that did and did not lay off workers; in 

Guthrie and Datta (2008) who compared return on assets in the downsized vs. non-downsized 

U.S. firms; and in Goesaert et al. (forthcoming) who looked at the effect of downsizing on 

productivity in 500 largest German firms. Much of the research, including ours, estimate the 

immediate effect of downsizing; but the few studies looking at medium- to long-term effects 

of downsizing still disagree. In the years after downsizing, improvement in firm performance 

is found in Cascio et al., (1997), and recovery (but not improvement) in Cascio and Young 

(2003), De Meuse et al. (2004) and Goesaert et al. (forthcoming). 

 

The importance of downsizing context 

Several reasons have been proposed for the differences in the firm-wide effects of downsizing 

(Datta et al., 2010, pp. 337–340), among which are differences in the definitions, theories and 

empirical frameworks, as well as in the context in which downsizing occurs. The differences 

in downsizing context, on which we focus here, are important because the firm-wide effect of 

downsizing reflects the balance between the gains in operational efficiency and the losses in 

worker morale. Contextual factors affect one or both parts of this balance. For instance, 

downsizing done to reduce slack would bring more efficiency gains than when it is done in 

already lean organizations responding to a worsening in the market conditions (Love and 

Nohria, 2005). Similarly, the gains from downsizing coupled with a broader firm restructuring 

are larger than the gains from downsizing alone (Friebel et al., 2014).  
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 Holding the efficiency gains constant and turning to worker morale, downsizing is 

found to be less detrimental when support is available throughout the process and justice 

perceptions are sufficiently high (Brockner et al., 2004, Chadwick et al., 2004), and when the 

firm managers can distance themselves from the decision to downsize. The latter finding is 

reported in Drzensky and Heinz (forthcoming) who set up a lab experiment in which 

“employees” did a real-effort task in groups headed by an “employer” who would benefit 

from their effort. In the treatment condition, employers would receive extra money for 

dismissing one randomly picked employee in their group if they chose to do so (half of the 

employers did). In the control condition, employers had no such choice: the decision to 

dismiss or keep an employee was made by the experimenters at random. While the 

“surviving” employees’ effort in the control condition was unaffected by the dismissal of their 

group mates, those in the treatment groups reduced their effort by 43 percent as compared to 

their baseline performance.   

 

Downsizing and psychological contract  

Why would effort reduction differ depending on the manager's involvement in the decision to 

downsize? Drzensky and Heinz (forthcoming) argue that the employees in the treatment 

condition of their experiment interpreted the employer's decision as a signal of the employer’s 

type2: “selfish”, if the employer decides to dismiss an employee, or “altruistic”, if not. The 

employer's type, revealed through his decision, carries information about the obligations that 

she or he is prepared to take as part of the informal employer-employee relationship. The 

employees’ effort response varies according to these perceived obligations.   

 The presumed mutuality of obligations in the employer-employee relationship is 

captured in the concept of psychological contract, defined as “an individual’s belief regarding 

                                                            
2 A survey article by Connely et al. (2011) is a good introduction to the signalling theory and its applications in 
management research. 
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the terms and conditions of a reciprocal exchange agreement between that focal person and 

another party” (Rousseau, 1989, p. 123). Given the importance of the promise of stable 

employment made in the employer-employee psychological contract, the breach of this 

promise through downsizing has been viewed as a violation of psychological contract by the 

firm and was found to result in lower performance from worsening employee attitudes and 

effort withdrawal (Robinson, 1996; De Meuse et al., 2004). Predictably, employee behavioral 

reactions to the breach of psychological contract through downsizing are found to vary with 

perceived job insecurity and intrinsic motivation for the job (Conway et al., 2014).   

 Literature identifies different dimensions of psychological contract, distinguishing 

between transactional vs. relational and vertical vs. horizontal contracts. Transactional 

contracts cover material aspects of an employment relationship, such as pay, working 

conditions and formal procedures, whereas relational contracts are characterized by 

employees’ obligation of loyalty in exchange for the employer’s obligation of job security 

(Rousseau, 1990). Vertical psychological contracts involve some definition of authority; for 

example, a psychological contract between employees and employers is a vertical one. 

Horizontal contracts, on the other hand, exist between individuals of equal hierarchical status 

(Sverdrup, 2012; Sverdrup and Schei, 2013). Another dimension of psychological contract 

discussed in the literature refers to the circumstances under which a psychological contract 

fails. Rousseau (1995, p. 112) classifies these circumstances into three groups: reneging, 

when the contract is intentionally breached; inadvertent violation, when there is a 

misunderstanding of the terms of a contract; and disruption, when the employer is unable to 

fulfil its obligations due to economic or environmental factors beyond its control.3 Yet, 

despite the variety of dimensions of psychological contract, its applications in downsizing 

research are limited to viewing downsizing as a violation of the vertical psychological 

                                                            
3 Morrison and Robinson (1997) conceptualize reneging and inadvertent violation (or “incongruence” in their 
terms) as two distinct initial states of the process leading up to psychological contract violation. 
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contract by the employers, often without specifying the circumstances in which the contract is 

violated: reneging, inadvertent violation or disruption, to borrow the terminology above.  

 

Research gaps 

Our review of the downsizing literature points out to three relatively under-researched areas 

where our study contributes. First, there is little research on the consequences of downsizing 

through the violation of horizontal psychological contracts. Such violations are likely to occur 

when entire workplaces are discontinued or reorganized as part of the downsizing process, 

without preserving worker teams. Second, owing to a lack of data, it is often impossible to 

distinguish between the different circumstances of psychological contract violation. Yet, such 

circumstances are important, since they affect employees’ perception of the employer’s type 

and its motives for downsizing, leading to different behavioral reactions to the event. Third, 

most of the downsizing literature is concerned with either individual or firm-wide outcomes 

of downsizing, omitting workplace-level outcomes. Datta et al.’s (2010) survey mentions only 

one workplace-level study, Mishra and Mishra (1994), who surveyed of managers of 91 

business units in 43 firms that went through downsizing in the past, finding that downsizing 

negatively affects perceived performance of the workplace. (There are no workplace-level 

studies in the more recent review by Datta and Basuil, 2015.) In the next sections, we apply 

our in-depth knowledge of the downsizing circumstances in our study firm and its unique data 

to produce evidence that helps bridge these gaps.  

 

STUDY CONTEXT AND HYPOTHESES DEVELOPMENT 

We develop our testable hypotheses based on the existing literature, surveyed above, as well 

as particular circumstances of our study firm. These circumstances are crucial for 
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characterizing downsizing through sale and closure in terms of violation of different 

psychological contracts; hence, we carefully present them in what follows. 

Our study firm is a part of a large groceries retailer in Germany. It operates a network 

of 193 small bakeries and a central production facility from which prefabricated bread is 

delivered to the bakeries. Our analysis covers the retail part of the business, which employed 

around 1,400 sales assistants during our study period.  

The sales assistants are mainly female workers (93%) aged 35–40, 90 percent of 

whom work part-time. An average bakery shop employs seven sales assistants. They are 

managed by a shop supervisor who reports to an area manager in charge of 10–15 shops, who 

in turn reports directly to the headquarters. Owing to technological reasons, sales assistants 

cannot specialize in particular tasks; instead, they must constantly coordinate, exchange tasks, 

and help each other. Accordingly, teamwork and mutual help are the central elements of the 

horizontal psychological contract. Informal sanctions would follow after refusing to replace a 

colleague or failing to clean up after the end of the shift.  

There is minimal career progression and limited training opportunities for sales 

assistants; however, compensating for these disadvantages is a culture of employment 

stability with hardly any worker ever being laid off. This culture is reinforced by a powerful 

worker council that by German law had to agree to all company decisions deemed to 

significantly affect the welfare of its workers. Indeed, our conversations with the firm 

management, sales assistants and their representatives in the workers council suggest that the 

promise of stable employment is the key element in the vertical psychological contract 

between the firm and its workers.  

 In the preceding decades, the firm had successfully developed its business model 

exploiting the benefits of attractive locations of its bakeries, such as supermarkets and malls, 

as well as economies of scale thanks to centralized production of prefabricated bread. In 2011, 
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however, discounter retailers Aldi and Lidl began to sell freshly baked bread in their dense 

network of existing shops, with large success. Their bread is regarded to be equally good as 

that in the bakery chains, but is sold at much lower prices. Thus, the discounters have literally 

eaten into the bakeries' market share. Forced by the mounting competitive pressure, after 

several attempts to improve sales,4 its parent company decided to restructure our study firm. It 

was decided that the firm should concentrate on production and that its bakery shops would 

be integrated into the parent company's retail operations as of January 2015. As part of this 

integration, the management of our firm was instructed to downsize by selling or closing 

down relatively underperforming shops until December 2014. Past performance was 

explicitly stated as the only criterion for downsizing. In Spring 2014, the managers tasked 

with downsizing came up with a list of 57 shops to be sold or closed down. This list was kept 

secret to prevent an anticipated negative response by employees.  

 The timing of the restructuring procedure was as follows. Our study firm made a 

general announcement of the restructuring in early June 2014, mentioning that some shops 

will be discontinued until the year-end, but no individual shops were informed then. Starting 

from Spring 2014, the managers were in talks with potential buyers of the shops to be 

discontinued. After the sale of a shop was agreed, and four weeks before the actual takeover 

date, the employees of that shop were informed by their district manager about their shop 

being sold to a new owner.  

It is important to note that the sale of a store was unlikely to put existing jobs in 

jeopardy. First, the new owner of each sold store had to continue the employment contracts of 

the existing employees as part of the sale agreement. That is, no employee could legally be 

laid off before the end date of their contract. Second, with the uniformly high operational 

efficiency, homogenous production technology and low profit margins, all of which is 

                                                            
4 The study firm attempted to improve sales through various promotional activities, training, hiring more highly-
skilled workers, and introducing team bonus for its sales assistants (Friebel et al., 2015).  
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characteristic of the German retail bakery business, there was little slack to begin with. 

Therefore, borrowing Rousseau’s (1995) terminology, downsizing by selling a store to 

another firm would disrupt the vertical psychological contract between our firm and its 

employees in that store. Also, since no jobs would be shed after the sale of a store, preserving 

its worker team, downsizing through sale would not affect the horizontal psychological 

contract within the team.  

 The shops that could not be sold were closed down. Again, the employees in those 

shops were informed that their shops would be closed down four weeks before the closure 

date. Most employees in the shops to be closed down were offered jobs elsewhere in the firm, 

but the original teams could not be preserved and many workers did not accept their new jobs 

and left. With all the workers in the closing stores having to relocate or leave and seeing their 

teams disintegrate, downsizing through store closure implies the firm’s reneging on its 

vertical psychological contract with the workers as well as the disruption of the psychological 

contract within the affected teams.  

 In sum, the particulars of the restructuring procedure in our study company make it 

possible to study the consequences of downsizing in terms of violation of vertical and 

horizontal psychological contracts. Thus, we are able to observe the episodes of downsizing 

through sale, in which case the vertical psychological contract is disrupted and the horizontal 

psychological contract preserved, as well as downsizing through closure, in which case the 

vertical psychological contract is reneged and the horizontal one disrupted. Since a 

psychological contract, vertical or horizontal, is violated when a store is either sold or closed, 

we expect a negative effect of announced downsizing. Hence we propose 

Hypothesis 1: Downsizing announcement will negatively affect current sales in the store in 

question.  
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Because the event of downsizing through sale violates one (vertical) psychological contract, 

whereas downsizing through closure violates both vertical and horizontal contracts, we expect 

its performance consequences to be more severe. Hence our  

Hypothesis 2: The negative effect of downsizing on workplace performance will be stronger 

when the workplace is shut down than when it is sold to another owner. 

 

DATA AND METHOD 

Data description 

We use individual and shop-level data. The shop-level data include monthly sales and 

customer visits calculated from cash-till records for the period between January 2012 and 

December 2014, as well as mystery shopper reports (until May 2014) and firm records 

indicating whether a shop was sold or closed down, and when. The individual data contain 

hours worked and employment contract status (temporary or permanent) running from 

January 2012 up to June 2014.5 Additionally, we use the data from employee questionnaire 

which we ran in late May 2014, some days before restructuring was announced, as part of 

another research project. The variables we measured in the survey were i) overall job 

satisfaction, constructed following van Dick et al.’s (2001) translation of the original items in 

Hackman and Oldham (1980); ii) organizational commitment using the metrics developed by 

Allen and Meyer (1990); and iii) reciprocity as measured in Dohmen et al. (2008). We also 

separately measured satisfaction with colleagues and frequency of meeting colleagues in 

private, in order to learn about the strength of connections within teams in different shops. 

The survey questionnaires were distributed through the district managers and collected by our 

                                                            
5 We do have some personnel records dated beyond June 2014 when the restructuring started. However, because 
of intensified movement of workers from the bakeries to production facility or to the parent company during the 
restructuring period, we cannot distinguish between the employees who quit (voluntary or otherwise) and those 
who moved within the firm and its parent company. The incompleteness of our personnel records past June 2014 
renders them too "noisy" for use in our analysis. 



 

 
 

13

research assistants in sealed envelopes as an extra guarantee of anonymity. Our logistics and 

communication efforts helped secure a response rate of 65 percent.  

 

Descriptive statistics 

Table 1 reports descriptive statistics for all shops together and for the continuing and 

discontinued shops separately for the period between January 2012 and May 2014, before the 

restructuring was announced firm-wide. It shows that discontinued shops had already lower 

sales and customer visits, and were smaller and less productive before the restructuring 

started. Especially lagging are the 14 shops that ended up being closed down. This non-

random selection of shops to be discontinued reflects the vision of the company management 

which was to improve efficiency by ridding themselves of relatively inefficient shops. As 

sales exhibit considerable inertia, we control for the pre-existing differences in sales between 

continuing and discontinued shops (see the next section). At the same time, there are no 

differences between other shop attributes, such as mystery shopping scores, average share of 

workers with a permanent contract, and employee attitudes averaged by shop.  

     [Insert Table 1 here.]  

 Table 2 shows how many shops were taken over by new owners or closed in each 

month during the restructuring period. A total of 43 shops were sold and 14 closed down. 

Typically, a takeover or a closure happened at the end of the month, so the announcement 

would be made in the beginning of the month.6 Although two-thirds of the shops on the 

discontinuation list were sold as of July 2014, their takeover dates varied between June and 

December 2014 depending on the new owners’ circumstances. Hence, the variation in the 

dates of the sale announcement to the employees in the shop in question, which preceded the 

takeover date by one month, is quasi-random with respect to the characteristics of the shops 
                                                            
6 In a few cases a shop was sold or closed in the middle of the month. Since we use monthly data, we 
extrapolated the monthly sales in the discontinued shops by dividing the actual sales by the share of the month 
the shop was operating.  
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that were sold. It is this variation that we use to identify the causal effect of downsizing on 

sales.  

     [Insert Table 2 here.] 

 Table 2 also shows that most of the shops that ended up being closed were shut down 

in the end of 2014, after unsuccessful attempts to sell them. There is less variation in the dates 

of the shop closure announcements. Yet, because they all had to be closed down before the 

restructuring deadline (end of December 2014), the dates of their closure (November or 

December 2014 in 11 out of 14 cases) are unlikely to depend on their characteristics. Again, 

we use the variation in the dates of shop closure announcement to identify its effect on sales.  

     [Insert Figure 1 here.]  

 What happened to sales in the shops that were to be sold or closed? Figure 1 plots log 

differences between the average sales in the discontinued and continuing shops up to six 

months before the employees in the discontinued shops were notified. As we have already 

seen in Table 1, the discontinued shops, especially the ones that were closed down, were 

selling less to begin with. The log difference in sales is fairly stable until the month when the 

announcement was made, suggesting no anticipation effects (still, we control for them 

statistically, see next section). In the month of the announcement, sales plunge by 6 and 24 

percent in the sold and closed shops, respectively, as compared to the average difference in 

sales up to one month before the announcement. The drop in sales after the downsizing 

announcement is a first indication for the effect it may have had on sales. In the next sections, 

we explain how we estimate this effect more carefully, controlling for other factors that may 

affect sales, and present our estimation results.   
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Estimation procedure 

The simplest specification one could use to estimate the differences in sales between the 

continuing and discontinued shops is 

(1) 	 ∗ ∗   

where  is the log sales of shop i in month t,  is the discontinuation dummy equal 1 if a 

shop receives the discontinuation announcement in month t and 0 otherwise,		  is log total 

hours worked, and  is the error term. 

 Specification (1) will give a biased estimate of the effect of our interest if the decision 

whether to discontinue a shop or not depends on its past performance, in which case part of 

the estimated effect of discontinuation announcement will be due to factors that determined 

past sales. Indeed, we learned from the interviews with the company management that their 

decision on which shops to discontinue was solely based on the shops’ past sales 

performance. Therefore, to control for the correlation between past sales and the decision to 

discontinue, we add lags of sales for up to five month, estimating 

(2) 	 ∗ ∑ ∗ 	 ∗    

Another important factor is seasonality in sales, which we control for by adding month 

dummies in the previous specification: 

(3) 	 ∗ ∑ ∗ 	 ∗    

We further augment specification (3) with leads of the downsizing dummy  to control for 

possible anticipation effects on sales up to five months before the downsizing is announced in 

a given shop:  

(4) 	 ∑ ∗ 	∑ ∗ ∗  
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Controlling for anticipation effects is potentially important because past performance is the 

main criterion for downsizing, and though it was never communicated as such, employee 

expectations may have affected their performance before the announcement was made.  

 Lastly, since past sales may not in fact be the only criterion for downsizing, and 

because the value of a shop to potential buyers may not be fully captured by past sales, we 

strengthen the identification of the effect of our interest by adding shop fixed effects:  

(5) 	 ∗ 	∑ ∗ ∗  

Shop fixed effects control for shop-specific unobserved factors (for instance, location or shop 

management quality) which may also have affected the decision to discontinue and/or the 

attractiveness of the shop to potential buyers. It is specification (5) for which a variation in the 

timing of shop takeover or closure is crucial, since if all shops were taken over or closed 

down in the same month the downsizing effect  could not be identified separately from 

seasonal ( ) or shop fixed effects ( ). Since, controlling for past sales and shop-specific 

unobservables, the variation in the timing of downsizing is quasi-random with respect to shop 

characteristics, the effect of downsizing on sales that it identifies is plausibly causal.  

  

RESULTS 

Baseline results 

Table 3 presents the regression results from specifications (1) – (5) on the effect of a shop 

discontinuation announcement (sale or closure) on sales. The coefficient -0.325 on the 

discontinuation announcement in specification (1) suggests a 28 percent (= . 1) drop 

in monthly sales concurrent with this announcement, which, given the non-random selection 

of shops into being discontinued, is an overestimate reflecting the fact that the discontinued 

shops were already selling less. Specification (2), which controls for shop sales history and 

hence the likelihood of being discontinued, gives a lower estimate of 10 percent. This 
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estimate is robust to the inclusion of other controls, such as time dummies (specification 3), 

leads of the discontinuation dummy (specification 4) and shop-specific fixed effects 

(specification 5), and is highly statistically significant. The robustness of the estimates of the 

effect of discontinuation announcement on sales in specifications 3 to 5 implies that past sales 

is indeed the only critical factor in the discontinuation decision. The finding of a marked 

decrease in sales by around 10 percent in response to the discontinuation announcement 

supports our hypothesis 1. The coefficients on the leads of the discontinuation dummy are 

small in magnitude and insignificant statistically (their p-value is at most 0.13).7 Thus, 

information leakages or employee expectations have little effect on sales. 

     [Insert Table 3 and Table 4 here.] 

 We now evaluate our hypothesis 2 that distinguishes between the effects of 

discontinuation through closure and sale. We run specifications (3) – (5) on the same data but 

now allow for the sale and closure dummies, as well as their leads, to enter separately. The 

estimation results, reported in Table 4, show that the effect of an announced shop closure 

( . 1 21%)) is much larger in magnitude than that of an announced shop sale 

( 6%). As in Table 3, both estimates are robust to specifications and significant, and the 

effects are localized to the month at the beginning of which the sale or closure announcements 

were made. Hence, our hypothesis 2 — the effect of closure is stronger than the effect of sale 

— is supported by the data.    

 

Moderating factors in the effect of downsizing on sales  

In this section we investigate whether the baseline employee attitudes and the risk of 

unemployment as a result of downsizing moderate its effect on sales. The employee attitudes 

measured in our survey prior to the firm-wide restructuring announcement and aggregated up 
                                                            
7 The first lead has a relatively large coefficient, though still small compared to the main effect. It is borderline 
significant presumably because the discontinuation announcement was made sometime in the preceding month 
in the few cases when shops were discontinued in the middle of the next month. 
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to the shop level include job satisfaction, commitment and reciprocity, as well as shop 

averages of satisfaction with colleagues and frequency of meeting work colleagues in private. 

We proxy the risk of unemployment with the share of workers on a permanent contract in 

each shop as of June 2014; the lower the permanent employees’ share, the higher is shop-

average risk of unemployment.  

 Both factors are potentially important in shaping the effect of downsizing. Employee 

attitudes may reflect the state of psychological contract prior to downsizing, and thus affect 

the consequences of its violation. The moderating effect of permanent employees’ share on 

the link between downsizing and sales is ambiguous. It may mitigate the negative 

consequences of downsizing, since permanent employees face much lower unemployment 

risk than do temporary workers, and will therefore spend less time job searching instead of 

working (not to mention less stress). On the other hand, temporary workers have 

psychological contracts that are more limited in scope (Parks et al., 1998; de Jong et al., 

2009), and their violation may therefore be less consequential for performance, implying that 

the share of permanent employees should exacerbate the negative effect of downsizing on 

performance. Thus, whether the mitigating influence of a greater employment protection 

afforded to permanent workers will overpower the negative effect of the violation of a deeper 

psychological contract for these workers is an empirical question.  

[Insert Table 5 here.] 

 Table 5 reports the coefficients on the interaction terms of the sale and closure 

dummies with standardized (mean=0, standard deviation=1) employee attitudes scores and 

share of permanent workers based on regression specification (5). With the exception of 

commitment, which appears to weaken the negative performance effect of shop closure 

(though not shop sale), the interactions of the downsizing dummies with most of the measures 

of employee attitudes are small in magnitude as compared to the main effect, and are 
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statistically insignificant. Given the relatively few observations of the shops being closed and 

the absence of a similar effect of commitment for the shops being sold, we do not pursue the 

commitment-closure interaction further, concluding instead that the effect of downsizing on 

sales depends little on pre-existing employee attitudes. However, we still control for 

employee attitudes in the regression of sales on downsizing announcements and derive our 

statistical inferences from the specification 7 in Table 5 that does so.  

 Turning to permanent employees’ share, there is a borderline-significant negative 

interaction with the shop sale dummy (-0.019, p-value 0.11, specification 7) and a more 

powerful negative interaction with the shop closure dummy (-0.105, p-value 0.001). Both 

interactions are economically significant: a one standard deviation (about 20%) increase in the 

share of permanent workers is associated with about 10 percent larger effect of downsizing 

through shop closure and two percent larger effect of shop sale. The strong and uniformly 

negative interaction of a shop sale or closure with the share of permanent employees suggests 

that permanent employees have a more comprehensive psychological contract with the firm 

than do temporary employees, reneging on which contract brings heavier consequences. The 

negative moderating effect of the share of permanent employees is remarkable because it is so 

strong as to overpower the positive effect one would expect in the absence of psychological 

contract.  

 

Mechanisms 

In this section we do additional analyses on our data to understand the employee- and 

technology-related mechanism(s) through which downsizing announcements affected sales. 

Starting with technology-related mechanisms, nothing changed in the shop operations and 

work organization after the announcement. Namely, the staff rotas, opening hours, product 

range and prices, shop layout and technological routines (baking, cleaning, stock handling, 
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etc.) did not change. The stability of operational environment before and after downsizing 

announcement allows us to narrow down our mechanism search to employee-related 

mechanisms.   

 The drop in sales after downsizing announcement may have happened as a result of a 

reduction in customer traffic or/and a decrease in sales per customer visit. To examine the 

first possibility, we rerun our analysis with the customer visits per shop per month as the 

dependent variable. Unfortunately, owing to an increased administrative load on our contact 

in the company’s HR department during the restructuring period, we were able to receive the 

customer visits data only up to September 2014. There were 24 discontinuation 

announcements in June to September 2014, 22 of them being sales and two closures. Because 

of the lack of observations on shop closures, we restrict the analysis in this section to 

estimating the effect of the shop sale announcement.  

 Table 6 reports estimation results using specification (5) with the log sales and log 

customer visits as the dependent variables for the subsample limited to the continuing shops 

and shops being sold up to, and including, September 2014. The effect of the sale 

announcement on shops sales (-4.7%) is close to that found on the entire sample (-6%). The 

effect on log customer visits is somewhat smaller, -3.7 percent. The coefficient estimates on 

the leads of downsizing announcement in the log customer visits equation are all small and 

insignificant, suggesting, as before, no anticipation effects. The effect of downsizing 

announcement on sales per customer visit, estimated as the difference between the effects on 

log sales and log customer visits, is -1 percent; its p-value, estimated from the coefficient 

variance-covariance matrix obtained from estimating the sales and customer visits equations 

jointly, is 0.13, which is above conventional significance levels. Thus, much of the effect of 

downsizing on sales is due to fewer customer visits.   

     [Insert Table 6 here.] 
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 With the opening hours and staff rotas unchanged, the decrease in sales owing to 

lower customer traffic must be due to fewer customers being served per unit of time. The 

decrease in customer traffic could be due to less friendly customer service or lower employee 

effort. The first possibility - less friendly customer service - is unlikely because, as Friebel et 

al. (2015) find, proactive sales behavior and friendliness are uncorrelated with sales in our 

study firm.8 Thus, the remaining reason for the lower customer traffic is lower employee 

effort. Higher absenteeism and lower effort of employees who turned up for work may both 

contribute to the lower total effort. Friebel et al. (2015) argue that employee effort and 

customer visits are positively linked through harder-working sales assistants reducing 

customer queues at peak times. Turning to absenteeism, although we could not obtain the hard 

data, several district managers in our study firm complained of more employees not showing 

up for work in the discontinued shops after the sale or closing announcement. This anecdotal 

evidence is consistent with the results in Travaglione and Cross (2006) who found an increase 

in absenteeism in the times of downsizing. 

 

DISCUSSION AND CONCLUSION 

Let us summarize our results and weave them into the relevant literature. We have used 

unique data from a retail network undergoing downsizing through sale or closure of some of 

its shops over the period of six months. Our empirical method utilizes the knowledge of the 

specific policies implemented in our study firm to support the downsizing process. We know 

the criterion for a shop to be sold or closed; namely, past performance, which we also 

observe. We also know the circumstances of shop sale and closure: shops that the firm 

managed to sell were taken over by new owners at their convenience, and those that could not 

be sold were closed down. In both cases, sale or closure, and conditional on their past sales, 

                                                            
8 Given the nature of the product sold in the stores – inexpensive prefabricated bread – customer service quality 
is less important relative to service speed, which is a function of effort alone.  
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the timing of downsizing announcement was independent of the shops’ current performance. 

Hence, we argue, the variation in the timing of downsizing was quasi-exogenous.   

 Our main finding is that discontinuation announcement results in a 10 percent drop in 

sales on average. This finding is consistent with the oft-reported result that workplace 

performance decreases following downsizing (Mishra and Mishra, 1994; Brockner et al., 

2004; Drzensky and Heinz, forthcoming). Our second finding is a stronger effect of 

downsizing in shops being closed down (-21%) than in shops being sold (-6%). This finding 

highlights the importance of downsizing context (Datta et al., 2010). More precisely, thanks 

to our focus on the workplaces sharing the same technology, brand and management, we can 

identify, and test the effect of, the variations in the context characterized by psychological 

contract violation. Thus, we characterize downsizing through sale as the event when vertical 

psychological contract is disturbed and horizontal preserved, and downsizing through closure 

as the event in which vertical psychological contract is reneged and horizontal is disturbed. 

The large difference in the effects of downsizing announcement between those two groups of 

events implies that psychological contract configurations and the circumstances of their 

violation matter for performance (Robinson, 1996; Morison and Robinson, 1997; De Meuse 

et al., 2004).  

 Our third finding is that the effect of downsizing is magnified by the share of 

permanent workers in the discontinued shops. It highlights the importance of psychological 

contract in shaping the effect of downsizing relative to other powerful determinants such as 

unemployment risk, proxied as the share of employees on a permanent contract. Indeed, if 

psychological contracts did not matter or were not violated by downsizing, or if all workers 

had the same psychological contract, one would expect the interaction between downsizing 

and the share of permanent employees to have the positive sign, since better protection from 

unemployment enjoyed by permanent workers would partially offset the negative first-order 
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effect of downsizing. Finding the opposite effect implies that psychological contract i) matters 

for performance, ii) is violated by downsizing, and iii) differs between permanent and 

temporary workers.  

 Finally, we find that lower customer traffic is responsible for much of the drop in sales 

that follows the downsizing announcement. This finding contributes to the literature on 

downsizing by shedding some light on the mechanisms behind its effect on performance. Our 

evidence suggests that much of the drop in sales occurred through serving fewer customers 

rather than selling less per customer visit. Interestingly, given the neutrality of the effect of 

downsizing to baseline employee attitudes, our proposed explanation seems to be mechanical 

rather than behavioral.  

 Our research makes three other contributions. First, we put a price tag on downsizing 

by finding its effects on objectively measured workplace performance, thus complementing 

the research using hard to quantify self-reported performance indicators (e.g. Brockner et al., 

1992; Armstrong-Strassen, 2008) or firm-wide accounting measures (e.g. De Meuse et al., 

1994; Guthrie and Datta, 2008) which reflect indirect consequences of downsizing such as 

severance payments and stock market sentiments. 

 Second, by focussing on workplace performance our research helps bridge the gap 

between the literatures on individual and firm-wide consequences of downsizing. Covering 

this gap is important because there is often no direct link between individual and firm-wide 

performance outcomes; rather, the individual translates into the firm-wide through teams 

operating at the workplace level, where strategic group behavior and effort complementarities 

intermediate. The large difference in the downsizing effects when teams are preserved (shop 

sale) and destroyed (shop closure) shows the importance of the team in translating individual 

behavioral reactions to downsizing into its firm-wide consequences.  
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 Third, the effects we find are much closer to causal than studies that use cross-

sectional survey data could manage to obtain, thus addressing one limitation of the extant 

research on downsizing (Datta et al., 2010, p. 339). In fact, one way to interpret our study 

results is to look at them as outcomes of a quasi-experiment where, conditional on past 

performance, the timing of downsizing announcement varied with the new owners’ wishes, 

and thus independently of shop unobservables. Obtaining causal evidence on the effect of 

downsizing is essential for informing management practices in firms undergoing downsizing. 

Informed by our results, managers in charge of downsizing could contain the ensuing losses 

by preserving teams in the workplaces to be discontinued to the fullest possible extent. A 

quick closure is not always the best loss containment strategy; in fact, it might be better to 

incur some monetary loss by selling a shop at a discount rather than closing it down.   

 The limitation one faces when using field rather than lab data is having to deal with 

incomplete information on the mechanisms behind the effects of one’s interest. While it is 

clear that sales dropped largely because of fewer customer visits, we have only anecdotal 

evidence with which to apportion the drop in customer visits to lower effort and higher 

absenteeism. Future research should use administrative data within firms to obtain more 

precise results on the importance of these mechanisms.  
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FIGURES AND TABLES 

 

 

Figure 1: Differences between the average sales in the discontinued and continuing 

shops before and after the downsizing announcement 
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Table 1: Descriptive statistics for all shops before the restructuring was announced in 

June 2014 

P-value t-test

Sold Closed continued stores

Number of shops 193 136 43 14

Sales 27,622 30,941 20,446 17,325 0.00

(13,031) (13,568) (5,711) (9,172)

Hours worked 721 780 579 583 0.00

(350.0) (377) (200) (265)

Sales per hour worked 42.5 45.5 37.2 30.1 0.00

(55.9) (66.0) (11.1) (9.3)

Number of customers 9,923 11,015 7,690 6,132 0.00

(3,924) (3,967) (1,938) (2,634)

Mystery shopping score 89.3% 89.3% 89.6% 88.6% 0.21

(11.4%) (11.4%) (11.1%) (11.9%)

Overall job satisfaction score 4.85 4.86 4.79 4.93 0.79

(0.98) (1.03) (0.89) (0.76)

Commitment score 4.46 4.51 4.28 4.54 0.24

(0.87) (0.91) (0.80) (0.67)

Reciprocity score 5.73 5.70 5.72 6.00 0.28

(0.73) (0.73) (0.76) (0.64)

Satisfaction with co-workers 5.58 5.65 5.42 5.40 0.33

(1.08) (1.06) (1.17) (0.82)

Frequency of private 4.87 4.76 5.34 4.62 0.10

meetings with co-workers (1.58) (1.60) (1.38) (1.67)

ContinuingAll shops
Discontinued

Continuing vs. dis-
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Table 2: Number of shops that were sold and closed, by the 

month of the announcement  

Month of 2014 Sold Closed

June 2 0

July 4 0

August 4 2

September 12 0

October 10 1

November 8 5

December 3 6
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Table 3: The impact of shop sale or closure announcement on sales 

Dependent variable: log monthly sales (1) (2) (3) (4) (5)

SALE or CLOSURE announcement -0.325 -0.103 -0.107 -0.108 -0.104

(0.046) (0.021) (0.020) (0.021) (0.021)

1 month before announcement -0.020 -0.015

(0.009) (0.010)

2 months 0.008 0.011

(0.009) (0.009)

3 months -0.004 -0.001

(0.008) (0.009)

4 months -0.002 0.001

(0.008) (0.008)

5 months 0.001 0.003

(0.006) (0.006)

Log labor input 0.641 0.025 0.023 0.023 0.012

(0.090) (0.005) (0.005) (0.005) (0.014)

Lagged sales No Yes Yes Yes Yes

Month fixed effects No No Yes Yes Yes

Shop fixed effects No No No No Yes

Observations 6736 5764 5764 5764 5764

 

Notes: Estimates in columns 1 to 5 correspond to specifications in equations (1) to (5) in the text. Standard errors 
clustered by shop are in parentheses.  
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Table 4: The impact of shop sale and closure announcements 

on sales 

Depedent variable: log monthly sales (1) (2) (3)

SALE announcement -0.063 -0.064 -0.060

(0.013) (0.013) (0.013)

CLOSURE announcement -0.244 -0.246 -0.239

(0.065) (0.066) (0.065)

1 month before SALE announcement -0.013 -0.008

(0.011) (0.011)

2 months before SALE announcement 0.009 0.011

(0.009) (0.010)

3 months before SALE announcement -0.001 0.002

(0.008) (0.009)

4 months before SALE announcement -0.004 -0.002

(0.009) (0.010)

5 months before SALE announcement 0.009 0.010

(0.006) (0.006)

1 month before CLOSURE announcement -0.042 -0.032

(0.020) (0.021)

2 months before CLOSURE announcement 0.007 0.016

(0.019) (0.017)

3 months before CLOSURE announcement -0.016 -0.006

(0.017) (0.019)

4 months before CLOSURE announcement 0.003 0.011

(0.016) (0.016)

5 months before CLOSURE announcement -0.023 -0.014

(0.011) (0.013)

Log labor input 0.024 0.024 0.013

(0.005) (0.005) (0.014)

Lagged sales Yes Yes Yes

Month fixed effects Yes Yes Yes

Shop fixed effects No No Yes

Observations 5764 5764 5764

 

Notes: Estimates in columns 1, 2 and 3 correspond to specifications in equations (3), (4) and (5), 
respectively. Standard errors clustered by shop are in parentheses. 
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Table 5: Factors moderating the impact of sale and closure announcement on sales 

Dependent variable: log monthly sales (1) (2) (3) (4) (5) (6) (7)

Cross product of shop being SOLD with…

overall job satisfaction score -0.024 -0.034

(0.021) (0.035)

commitment score -0.025 -0.020

(0.016) (0.025)

reciprocity score -0.007 -0.019

(0.014) (0.013)

satisfaction with co-workers -0.013 0.002

(0.012) (0.016)

frequency of private meetings with co- -0.004 -0.012

workers (0.015) (0.013)

share of workers with a permanent  -0.011 -0.019

contract (0.011) (0.012)

Cross product of shop being CLOSED with…

overall job satisfaction score 0.110 -0.306
(0.168) (0.261)

commitment score 0.192 0.289
(0.097) (0.161)

reciprocity score 0.096 0.021
(0.077) (0.070)

satisfaction with co-workers -0.014 0.051
(0.080) (0.119)

frequency of private meetings with co- -0.014 -0.128
workers (0.090) (0.093)
share of workers with a permanent  -0.114 -0.105
contract (0.054) (0.030)

Lagged sales Yes Yes Yes Yes Yes Yes Yes

Month fixed effects Yes Yes Yes Yes Yes Yes Yes
Shop fixed effects Yes Yes Yes Yes Yes Yes Yes
Observations 5764 5764 5764 5764 5764 5764 5764

 

Notes: All estimates are based on specification (5). Standard errors clustered by shop are in parentheses. 
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Table 6: Regression results: Sales and customer visits 

Log customer

visits

SALE announcement -0.048 -0.038

(0.015) (0.014)

1 month before -0.004 -0.008

(0.012) (0.011)

2 months 0.009 0.013

(0.011) (0.010)

3 months 0.003 -0.001

(0.010) (0.008)

4 months 0.001 0.002

(0.011) (0.009)

5 months 0.011 0.009

(0.007) (0.006)

Lagged sales Yes Yes

Month fixed effects Yes Yes

Shop fixed effects Yes Yes

Observations 3712 3712

Log sales

Dependent variable:

 

Notes: All estimates are based on specification (5). Standard 
errors clustered by shop are in parentheses. 

 

 

 

 

 

 

 

 

 

 

 

 




